Rethinking Tax-Exempt
Financing for State and
Local Governments

During the past three years, the cost of financing state
and local debt has risen for all levels of government.
State and local governments are paying significantly
higher interest rates on their long-term borrowings than
in the past. This means that they are incurring higher
costs at a time when they have been experiencing
sharp cutbacks in Federal aid, significant slowdowns
in tax revenues, and large needs to rebuild public
structures. At the same time, by not taxing the inter-
est income on municipal bonds, the Federal Govern-
ment is foregoing substantial revenues during a period
when it is facing sizable deficits. About half of the in-
crease in the cost of financing state and local debt
reflects the general increase in all interest rate levels
over the past few years. However, half of it has been
caused by factors that have had an adverse impact on
the municipal bond market itself.

Between 1979 and early 1982, yields on new issues
of long-term state and local debt rose nearly twice as
much on a percentage basis as yields on long-term
corporate and Treasury debt. This deterioration in the
long-term tax-exempt market, compared with the mar-
ket for taxable securities, has focused attention on a
problem that predates the high rates of recent years,
i.e., the implicit subsidy of Federal tax exemption for
interest on long-term state and local debt is not so
effective as it could be. In particular, the rise in relative
vields indicates that a significant and growing part
of the subsidy is going to purchasers of long-term
state and local bonds rather than the issuers. By way
of contrast, rates on short-term state and local debt
have tended to move with rates on taxable issues and
the subsidy appears to be quite effective.
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The purpose of this analysis is to explore the di-
mensions of the problem in the long-term market as
well as reasons why it exists. Historical data show
that the Federal subsidy has consistently been sig-
nificantly less effective than might be expected. This
is pnimarily because of the limited demand by investors
in high marginal tax brackets for tax-exempt issues rela-
tive to the existing and new supplies of municipal se-
curities. A logical extension of the analysis is a set of
policy alternatives that could result in significant im-
provements in the market from the standpoint of state
and local issuers and the Federal Government. These
include:

¢ Instituting a taxable bond option,

e Shifting some long-term borrowing into the
short end of the market, and

® Restricting the volume of revenue bonds either
on a voluntary basis by states and localities or
through Federal legislation.

An analysis of the problem

Yields for municipal securities are expected to be
lower than those for Treasury and corporate issues of
comparable maturity. This is because the interest in-
come Is exempt from Federal income taxes. Investors
are able to obtain the same or higher aftertax return
on tax-exempt securities as on taxable issues even
though the nominal tax-exempt yields are lower. For
individual investors, the break-even point between
municipal and taxable securities will depend on their
tax brackets. The higher the marginal tax rate the
lower the tax-exempt yield must be relative to



the taxable yield for an investor to receive an equiva-
lent aftertax return. This basic fact is true for both
individuals and institutions.

The relationship between tax-exempt and taxable
yields is usually stated in terms of yield spreads or
yield ratios. The yield spread has the advantage of
showing the actual yield difference; however, it has
the drawback of being sensitive to the level of interest
rates. For illustrative purposes, suppose an investor
faces a 50 percent marginal tax rate. A yield spread of
5 percentage points would result in an equivalent after-
tax income to the investor from either a taxable or a tax-
exempt security when taxable rates are 10 percent,
but a spread of 6 percentage points is needed when
taxable rates are 12 percent. In contrast, the yield
ratio is insensitive to rate levels. It is usually a more
useful measure of the relationship between tax-exempt
and taxable yields, especially during a period of vola-
tile rate changes. In the above example, the yield ratio
consistent with the equality of the aftertax income
from taxable and tax-exempt investments is 0.50, re-
gardless of whether taxable rates are 10 percent or
12 percent.

It can be easily shown that, for an individual investor,
equivalent aftertax income is obtained from taxable
and tax-exempt securities of comparable duration and
risk when the yield ratio equals 1.0 minus the marginal
tax rate. This means that the higher the marginal tax
bracket of an investor the lower the yield ratio that
would result in equivalence between the aftertax re-
turns from taxable and tax-exempt securities. For ex-
ample, for an investor in a 46 percent marginal tax
bracket, the break-even yield ratio would be 0.54.

Benchmark yield ratios
To determine what yield ratio to expect in the market
(as opposed to the ratio for an individual investor), it
is necessary to know who owns state and local bonds
and their marginal tax brackets. At present, most tax-
exempt securities are purchased by three groups of
investors: commercial banks, property and casualty
insurance companies, and individuals. Less than 10 per-
cent 1s owned by a variety of other firms and organiza-
tions, including dealers and brokers, life insurance
companies, and state and local pension funds (Table 1).
Suppose that the individuals and firms in the tax-exempt
market all were in the highest marginal tax brackets to
which they can be subject under the Federal individual
and corporate income tax laws. What would be the yield
ratio that might be expected, given the maximum tax
rates of current market participants?

At present, commercial banks and property and
casualty insurance companies face a maximum tax rate
of 46 percent. The maximum tax rate for individuals is

50 percent (70 percent prior to January 1, 1982). The
remaining participants face slightly lower maximum
tax rates. Overall, the weighted average of the maxi-
mum tax rates for current market participants 1s about
45 percent today and was about 50 percent prior to
January 1, 1982. Keeping in mind that for individual
investors the break-even yield ratio is 1.0 minus the
marginal tax rate, the yield ratio consistent with the
maximum tax rates for current market participants is
about 0.55 and was approximately 0.50 prior to 1982.

Yield ratios of about 0.55 currently and 0.50 in prior
years would represent hypothetical benchmarks for
measuring the effectiveness of the tax-exempt subsidy
if the tax-exempt and taxable issues were of the same
duration and risk. Given the mix of investors, the in-
terest rates paid by state and local governments (and
the revenue loss to the Federal Government) would,
in theory, be minimized at these yield ratios.

Benchmark yield ratios and credit risk

The benchmark yield ratios represent a theoretical
relationship between taxable and tax-exempt yields.
What that relationship will be in practice depends on
several factors. The most important of these are the
perceived riskiness of tax-exempt bonds and the effec-
tiveness of the tax-exempt subsidy.

First, the benchmark yield ratios assume that the
tax-exempt and taxable issues are completely equiva-
lent except for the tax treatment. In practice, this is
seldom the case. For example, prime municipal se-
curities are generally perceived as carrying greater
credit risk than Treasury securities of comparable
duration. The added risk premium for municipal issues
would cause the actual yield ratios to be greater than
the benchmark levels (Also, the risk premium may
vary over time, depending on the state and local fiscal
outlook and the occurrence of well-publicized problems
like the New York City and Cleveland fiscal crises.)

A method, which uses the information embedded in
corporate yields to adjust upward the prime municipal-
Treasury yield ratio, concludes that the benchmark
yield ratios should be increased by 5 percent. That is,
the current benchmark should be raised from 0.55
to 0.60 and the pre-1982 benchmark increased from
0.50 to 0.55. This adjustment represents 50 to 75 basis
points when yields on state and local bonds are be-
tween 10 and 15 percent. This may appear like a rather
small adjustment. However, it is important to recall

1 Technically, in a perfect market, the market's yield ratio would equal
1 0 minus the marginal tax bracket of the marginal investor, 1 e , the one
with the lowest marginal tax rate This would rmply that the yield ratio
consistent with a market comprised of commercial banks, property and
casualty insurance companies, and high-income individuals would be
0 54—a figure close to the numbers used in the text
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Table 1

Levels i1n billions of dollars, shares in percent

Owner Distribution of Outstanding State and Local Government Obligations

Property and
casualty insur-

Commercial banks ance companies Households* Other holderst Total holders
Year-end Level Share Level Share Level Share Level  Share Level Share
1968 .......... 589 47.8 14.4 1.7 376 305 123 100 1232 100
1970 ......... 702 486 17.0 118 46 0 31.9 112 78 144 4 100
1972 ...l 900 510 248 141 48 4 274 133 75 1765 100
1974 .. ..., 1011 48.7 307 148 619 29.8 140 6.7 207.7 100
1976 ......... . 106 0 44.2 387 161 706 295 24.2 10.1 2395 100
1978 ...l 126 2 43.3 629 21.6 75.4 259 26.8 92 2913 100
1980 .......... 149 2 418 805 22,6 100.9 283 ) 263 7.4 356 9 100
1981 .......... 1542 396 845 217 124 3 319 268 6.9 389 8 100
* Including mutual funds Growth of holdings by t Other holders, at end-1981 Level Share .
mutual funds since 1975 was as follows.
Year-end of%'g;g:: Nonfinancial corporate businesses ....... .. 35 09
Savings and loan associations ............ 13 03
1975 ot nl Mutual savings banks ..............ooees 23 0.6
1976 o ovien v 05 Life insurance companies ................ 72 18
1977 ouuionn. e 22 State and local government general funds ... 73 19
LY/ e 27 State and local government retirement funds. . 41 141
172 40 Brokers and dealers ..........ceeviineas 1.2 03
1980 tivvviiiivennennnnn 64
1981 .....oala. FPIR 93 Total other .......cvivvvn v [P 268 69

Source Board of Governars of the Federal Reserve System, Flow of Funds.

that the municipal bonds that are being compared with
Treasury securities are the highest rated, with respect
to credit risk, of the state and local issues. The premium
required for lower quality issues would be much larger.?

A second reason why benchmark yield ratios may be
lower than those actually found in the market is that
the tax-exempt subsidy may be less effective than it
could be. This reason will be discussed further after
a review of some of the historical data on yield ratios.

2 An analyst 1s faced with the problem of what to compare tax-exempt
yields against There is a range of securities to choose from, but
commonly municipal yrelds are compared with Treasury or corporate
utility yields The yield ratio will vary for each set of comparisons
because of differences in credit nisk, tax treatment, and other factors
In this article, the relatively arbitrary judgment to use Treasury
secunties was chosen

It 1s often thought that municipal and corporate utihty securnties have
similar credit 1isk This may be so for municipal power and corporate
utility 1ssues, which respond to similar energy, regulatory, and political
developments, but this often does not hold for other revenue and
general-obligation bonds Moreover, municipal and corporate bond
yields are not strictly comparable, since corporate bonds are subject
to state and local taxes whereas municipal bonds are generally exempt
from the taxes of the state in which they are 1ssued
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Yield ratios actually observed and their effects

As shown in Chart 1 and Table 2, the yield ratio for
long-term bonds was consistently much higher than the
0.55-0.60 benchmark level that would be expected using
maximum marginal tax rates and adjusting for credit
risk. In the mid-1970s, the yield ratio between thirty-year
prime municipals and Treasury bonds generally fluctu-
ated between 0.70 and 0 80. In 1978 and 1979, the mar-
ket improved somewhat during the economic recovery

(Footnote 2 continued)

An advantage of using municipal and Treasury yields is that they
are both generally exempt from state and local taxes A more important
advantage 1s that 1t 1s not necessary to adjust for short-term changes
in market or risk factors affecting cerporate utility yields However,
since Treasury and municipal bonds differ in terms of perceived credit
rnisk, 1t 1s necessary to compute a normal nisk premium for municipal
1ssues One way to compute this risk premium, while avoiding the
problem of short-term variations in the risk premium on the utility
1ssues, would be to use the average of corporate utility yields over a
period of several years as a proxy for municipal bond yields The
comparison suggests that a normal risk premium for municipal
securities would be about 5 percent



and the ratio fell below 0.70. Since then, the tax-
exempt market has deteriorated sharply relative to the
taxable market and, in early 1982, the thirty-year yield
ratio rose as high as 0.94 In January 1982, tax-
exempt borrowers paid only 86 basis points less on
thirty-year bonds than the US. Treasury and only
155 basis points less on twenty-year 1ssues

The recent rise in the long-term yield ratio occurred
during a period when interest rates Iin general were
near an all-time high. Consequently, municipal bond
issuers were hit doubly hard, first by the general rise
in rates and then by the relatively steeper increase
In tax-exempt yields. Municipal bond yields increased
75 percent between 1979 and 1981, while Treasury
bond yields rose 45 percent (Chart 2).

As a result, states and localities paid substantially
more in interest expense on their new borrowings in
1981 than they did several years earlier. In 1978, for
example, they issued $46 bilhon in long-term secu-
rites at an estimated average rate of 55 percent. In
1981 they issued the same amount of bonds at 106
percent, nearly double the 1978 rate. In dollar terms,
states and localities will pay approximately $2 3 billion
more in annual interest costs on the debt they issued
in 1981 than on the same amount of debt they issued

Chart 1
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Source Salomon Brothers, An Analytic Record
of Yields and Yield Spreads

three years earlier Over a twenty-year period, this
will cumulate to additional interest costs of $46 billion.

Roughly half of the cost increase to states and
localities was the result of a general nise In rates,
while the other half was caused by a sharper in-
crease n tax-exempt bond yields, re, by a deterio-
ration In the tax-exempt market relative to the taxable
market If the ratio of tax-exempt to taxable yields
had been 060 in 1981 (5 percentage points above the
adjusted benchmark ratio), the savings 1n annual interest
costs on bonds issued In that year would have been
$11 billion per year, or $22 billion cumulative over
the approximate twenty-year life of the bonds

The indirect costs to the US Treasury also rose
substantially between 1978 and 1981. By not taxing
the interest income on municipal securities, the US.
Treasury will lose approximately $1V2 billion per year
In tax revenue on those bonds iIssued In 1978 but
$2%2 billion per year on those issued in 1981. This
amounts to a $50 billion cumulative revenue loss over
the twenty-year life of the bonds i1ssued in 1981 More
than three quarters of the Treasury's foregone revenue
on bonds issued in 1978 will accrue to the state and
local borrowers in the form of lower interest costs. But,
because of the increase n the yield ratio, only about
one half of the implicit Federal subsidy on the 1981
issues will benefit the borrowers. The other half will
accrue to investors who will receive substantially
higher aftertax returns on municipal bonds purchased
in 1981 than on comparable taxable Issues acquired
the same year

These costs continued to be exceptionally large
during the first nine months of 1982, as tax-exempt
rates remained high and municipal bond issuance
strong Between January and September, long-term
yields on municipal bonds averaged 11 6 percent while
those on Treasury issues were 13.7 percent Despite
these high yields, long-term borrowing by states and
localities rose to $65 billion at an annual rate during the
first nine months of 1982, this was 40 percent higher
than the 1981 level Consequently, the implicit Federal
subsidy on the 1982 issues grew to a $3%2 billion
annual rate, or a cumulative total of $70 billion over
the estimated life of the bonds With the yield ratio nising
further, the investors’ share of the subsidy rose to
over $2 billion annually while the states’ and localities’
share fell to $1 4 billion of the total

The situation 1s very different in the short-term
market There, the yield ratio has typically fluctuated
between 50 and 60 percent until a year ago, when
the average level rose to the top of the range Yield
ratios in the short-term market have consistently been
very close to the benchmark levels, especially after
adjustment for risk differentials Thus, the Federal sub-
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Table 2

Comparison of Yieids on Treasury and-Munici'pal Securities

By terms to matu rity

<

Terms to mal'urﬁy (in years)

Yield spreads

Yield ratios

—

) Municipal yrelds o Treasury yields ' (Ireasury-munimpal) - (Munic:pal-Treasury_)
Date ‘ 1t s 10 20 30 1 5 10 20 .30 1 5 10 20 30 .1 5 10 .20 SQ
Average’ . .
1973 ...... 395 425 445 500 520 724 676 673 697 699 329 251 228 197 179 055 063 066 072 074
1974 ... .. 475 7 490 515 570 590 823 773 '7-.31 793 798 348 283 216 223 208 058 063 070 072 074
1975 ...... 391 483 - 544 629 659 665 7.61 742 804 821 274 278 198 175 1.62 059 063 0 -73 078 0.80
1976 ...... 312 415 482 569 602 5;92 720 . ';.53 786 7 94 280 305 271 219 1.92 053 058 0.(;4 072 076
1977 ... 291 388 435 516 545 594 691 736 762 768 .303 “3 03 301 246 2283 )0 43 0 5§ 059 068 071
1978 ...... 415 465 493 550 575 '820° 823 833 842 842 405 358 340 292 267 051 057 0.59 065. 068
1979 ...... 530 537 545 ;5 95 6.8 1054 940 . 934 924 920 524 4.03 389 329 302 0 56 . 057 058 064 067
1980 ...... . 6.14 6..40 6‘.84 782 815 1207, 1143 1138 1129 1123 ‘5493 503 454 347 308 ] 051 056 060 069 073
1931 ...... f.89 r8 51 943 1057 1081 14.45 14.17 13 88 ) 13 69 13.42 656 566 445 3,12 261 ° 055 0 66 068 077 0.81
1982 .- ‘
Quarter 1 .. 7.83 942 1075 1215 1242 1388 14.03 1404 1409 1376 605 461 3 29 194 134 056 067 077 086 090
Quarter2 .. 767 933 1050 11.62 11.67 1364 1394 1389 1368 1346 597 461 339 206 179 0 56 067 076 084 087
Quarter 3 .. 733 883 997 1087 11.23 : 1250 ._13 59 13.57 13 41 13247 517 476 3 60 “ 244 201 . 059 '.0.65"' 073 082 085

Source' Salomon Brothers, An Analytic Recora of Yields and Yield Spreads

P

sidy on short-term maturities appears to be effective,
with nearly all of it going to the states and localities
rather than to the investors. In 1981, states and local-
ities paid $1.3 billion less on their short-term borrow-
ings than they would have If they had paid taxable
yields. However, unlike long-term borrowing, the sav-
ings are relatively small. Short-term debt accounts for
only 5 percent of total tax-exempt debt outstanding.

Reasons for the limited effectiveness of the subsidy

in the long-term market

In the long-term market, the magnitude and volatility
of the observed yield ratio are the result of a relatively
small and narrow demand for tax-exempt securities in
relation to the volume of state and local debt. In
recent years, commercial banks, property and casualty
insurance companies, and high-income individuals held
93 percent of all municipal securities outstanding.
These groups of investors find tax-exempt bonds espe-
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cially attractive because they can be subject to the
highest income tax rates, 50 percent in the case of
high-income households (70 percent prior to 1982)
and 46 percent for commercial banks and property
and casualty insurance companies.

In contrast, most other financial institutions, such as
pension funds, life insurance companies, and thrift in-
stitutions, pay relatively low or no taxes Consequently,
they find taxable securities more attractive than muni-
cipal bonds. The same is true for nonprofit organiza-
tions, foreign investors, and many retired people, who
also pay relatively little or no U.S. taxes. Nonfinancial
corporations may find the tax exemption attractive, but
they have little surplus funds to invest as they are
generally net borrowers rather than net lenders. Con-
sequently, the tax exemption—which is the reason
why municipal yields are expected to be below taxable
yields—is of little or no value to large segments of the
investment and business community.




It the only purchasers of long-term state and local
bonds were individuals and institutions in the maximum
marginal tax brackets, then the yield ratio of tax-
exempt to taxable issues would be at or near the ad-
justed benchmark of 060 currently and 055 in prior
years However, when states and localities find them-
selves having to i1ssue large amounts of new debt, re-
gardless of cost considerations, then they may have to
offer the debt at sufficiently high yields to attract inves-
tors with lower marginal tax rates These higher yields
are generally available to all investors—even those In
top tax brackets who in theory might be willing to accept
lower returns. Thus, part of the subsidy of Federal tax
exemptions goes to these high-income investors.

While demand for mumicipal bonds by 1ndividuals and
institutions 1n the top tax brackets has lagged, the vol-
ume of tax-exempt issues has remained sizable and
even increased, especially in 1982 (Chart 3) Long-term
borrowing by states and localities roughly doubled
from $24 bilhion annually in 1972-75 to $46 billion in
1978-81 Recently, 1t has risen sharply to a $65 bil-
lion annual rate in the first three quarters of 1982
Against that background, yield ratios for long-term debt
have remained well above the benchmark range of
0 55-0.60.

The growth of the total volume of new issues masks
an interesting and important change in the composi-
tion. General-obligation bonds which have traditionally
been used to help fund capital improvements and, to
a lesser extent, operations demonstrated littie growth
between 1972 and 1981. In contrast, issuance of tax-
exempt revenue bonds quadrupled during the same
period. These bonds fund quasi-private activities such
as hospital construction, power generation, housing
construction, and industrial development (Table 3).
The volume of new issues of revenue bonds is less
sensitive than those of general obligation to changes
in interest rates, since private developers and other
users of tax-exempt funds find that the umbrelia of tax
exemption will always make 1t possible to finance at
rates that are attractive, compared with those in the
taxable market. Also, unlike general-obligation secu-
rities, revenue bonds are normally not subject to voter
approval. Thus, there s relatively little constraint on
their expansion.

While the supply of tax-exempt securities has ex-
panded rapidly, several factors on the demand side
have also contributed to a high yield ratio. To begin
with, the maximum corporate tax rate was trimmed
from 48 to 46 percent in 1978 and the maximum
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Table 3

Municipal Bond Sales by Use of Proceeds, 1981
Level in billions of dollars, share in percent

Activity Level Share
Soci'al welfare ..................... 12.06 25.9
Public housing .......covevivnvennnn (593) (127)
Hospital and other ......... .. ..., (613) (13.2)
Utilities ............covvviiinnenens 10.03 21.6
Electnrcand gas .... ....coevvuvnnn. (6.25) (134)
Water and SEWer .......ccveveerinnnn (2 85) {61)
[0 {1 1=T N (093) ) (20)
Industrial ald ...................... 7.65 16.4
Pollution control ...... ..coevevlvnnn (4 32) (93)
Other ... ciive tiiiiieinee vann . (333) (72)
Education ......................L. 4.54 9.8
Elementary and secondary . ......... (218) (47)
Higher education and other ........... (2 36) (5.1)
Transportation ..................... 345 74
Ports and airpornts . .....cocvvienees . (168) (36)
Roads, bridges, and other ............ (177) (38)
Recreation, public services, and

miscellaneous ..................... 1.57 34
Unclassified ....................... 7.22 15.5
TOl v vreernreereneeneeranieananes 4652 100 00
Source Public Secunties Association.

individual tax rate was cut from 70 to 50 percent in
1981. As discussed earlier, these changes raised the
yield ratio at which tax-exempt and taxable securities
yield equivalent aftertax returns. Other provisions of
the Economic Recovery Act of 1981 lowered the
effective tax rates for individual and institutional in-
vestors. For example, easier leasing requirements,
larger depreciation allowances, faster development
cost write-offs, and larger investment tax credits helped
lower effective tax rates for many institutions. (Even
before the expanded leasing provisions of the 1981
tax act, commercial banks had begun to look more
toward leasing arrangements as a means of sheltering
income from taxes.) The expansion of individual re-
tirement accounts and the offering of all savers certifi-
cates expanded the scope of alternative tax shelters
for households with high tax rates.

Another factor cited in the recent rise in the
yield ratio is that property and casualty insurance
companies have had to reduce their purchases of
tax-exempt securities in response to a sharp increase
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in their underwriting losses. Finally, some individual
and institutional investors in high tax brackets have
withdrawn altogether from long-term markets (tax-
able and tax exempt) because of the volatility of
long-term yields

The effect on recent yield ratios of the imbalance
between the relatively large supply of municipals and
relatively weak demand by high-income investors may
have been exacerbated by changes in perceived credit
risk. Cutbacks in Federal Government grants to state
and local governments and the effect of the recession
on state and local revenues and transfer payments have
caused a reduction of the accumulated surpluses of
state governments and a deterioration in the fiscal status
of local governments. Tax-reduction movements, such
as those in California and Wisconsin, may also have
been an important factor in the changed state and local
fiscal outiook. Against this background, it is clearly
possible that the risk premium on even high-grade mu-
nicipals may have increased. On the other hand, the
apparent success of New York City in working its way
out of its well-publicized fiscal crisis may have been a
factor working in the opposite direction.

Even with an allowance for some increase in risk
premiums, it still appears that, during the past few
years, the demand for long-term tax-exempt securi-
ties by individuals and institutions in the maximum
tax brackets has not kept pace with the increase
in the supply of new state and local issues. This
has meant that, to finance their debt, states and local-
ities increasingly have been offering yields that would
attract investors who are in lower marginal tax
brackets.

The short-term market
The situation in the short-term tax-exempt market is
very different. There, tax-exempt yields are appropri-
ately low compared with taxable yields. Of the $390
billion in outstanding tax-exempt securities at the end
of 1981, only $20 billion consisted of short-term se-
curities, with an average maturity of about six months.
There is an additional $15 billion, approximately, of long-
term securities that have a remaining maturity of one
year or less; however, most of these are retained by in-
vestors and not traded in the market. In contrast, the ma-
turity structure of taxable securities is heavily weighted
toward the short term (Chart 4). For example, Treasury
bills held by the public at the end of 1981 totaled
$245 billion, while Treasury bonds totaled $100 billion.
While the availability is limited, the demand for
short-term issues is strong among commercial banks
and tax-exempt money market funds. Commercial
banks exhibit a strong preference for shorter term
maturities, as indicated by the maturity structure of



their taxable holdings. Of the $110 bilhon of govern-
ment securities held by commercial banks at the end
of 1981, an estimated 92 percent had a remaining ma-
tunity of five years or less and 52 percent had a re-
maining maturity of one year or less. In addition, over
the last several years, the tax-exempt money market
funds have bid actively for an increasing share of the
shori-term issues. Currently, their assets total $11 bil-
lion, equivalent to over one half of total short-term
tax-exempt securities outstanding.

Possible solutions

The preceding discussion suggests that the Federal
tax exemption of state and local debt is not working
as well as it could, at least from the point of view of
the governments involved. Although tax-exempt yields
have declined somewhat in the past few months, as
have yields in other credit markets, the yield ratio re-
mains well above the adjusted benchmark level of 0.60. A
considerable part of the Federal tax-exemption subsidy
continues to elude the grasp of state and local issuers
and falls to investors in high marginal tax brackets.
This section outlines some alternatives that would
make the Federal subsidy on state and local debt more
effective while, at the same time, lowering the revenue
loss to the Federal Government.

One possibility would be to attempt to broaden the
market for state and local debt. Since the potential
demand for long-term tax-exempt bonds by investors
in the highest tax brackets is limited, states and local-
ities could be encouraged to issue taxable securities
in exchange for a direct subsidy from the U.S. Trea-
sury. Another alternative could be to reduce the supply
of long-term tax-exempt securities by shifting some
borrowings from the long to the short end of the mar-
ket, where currently the supply is small relative to
potential demand. Finally, supply could be limited by
some restrictions (either voluntary or Federally man-
dated) on the volume of new issues of tax-exempt debt
for low-priority projects.

Taxable bond option

Since state and local borrowers receive the benefit of
only a portion of the tax revenue foregone by the U.S.
Treasury, an alternative method of subsidizing their
borrowings might be appropriate. One option would be
for the borrower to issue only taxable bonds and for
the U.S. Treasury to return to the states and localities
part or all of the additional Federal taxes collected on
the interest income. This way, the net cost to the Fed-
eral, state, and local governments would be less than
under the current system, since investors would no
longer be receiving part of the foregone revenue. Com-
plete elimination of Federal tax exemption by new

Federal legislation might raise constitutional questions
about the separation of powers between Federal and
state levels, and it might cause opposition from state
and local officials jealous of their independence. To
circumvent these obstacles, a taxable bond option has
been widely proposed as a means of achieving the
same objective but on a voluntary basis.

With a taxable bond option, the state or locality
would have the choice of issuing a tax-exempt security,
as at present, or a taxable one. If it issued a taxable
bond, the U.S. Treasury would reimburse the state and

Chart 4
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locality for the higher interest cost with a direct subsidy
equivalent to some fixed proportion, say 40 percent,
of the taxable yield. Therefore, if the ratio of tax-
exempt yields to taxable yields rose above 60 percent,
it would pay the borrowing state or locality to issue
taxable securities; if it dropped below 60 percent, it
would be more advantageous for the borrower to
issue tax-exempt bonds.

The maximum interest reimbursement rate that would
leave the U.S. Treasury no worse and no better off
than before would be 40 percent, according to our
estimates. This is the midpoint of the weighted aver-
ages of maximum marginal tax rates for holders of
tax-exempt and taxable securities.® If the rate were set
higher than 40 percent, the U.S. Treasury would pay
more in interest subsidies to states and localities than
it would collect in additional revenues from investors.
If it were set less than 40 percent, the Treasury would
recoup some of Its current revenue losses.

Similarly, under current market conditions, the mini-
mum reimbursement rate that would leave state and
local borrowers no better and no worse off than before
would be roughly 20 percent. This is based on recent
yield ratios averaging 80 percent or somewhat higher
on twenty-year bonds. If the rate were set lower than
20 percent, state and local borrowers would prefer to
issue tax-exempt bonds instead. If it were set higher than
20 percent, the subsidy payment would more than offset
any increase in borrowing costs resulting from issuing
taxable instead of tax-exempt securities. Since the
yield ratio declines as the maturity shortens, a 20 per-
cent reimbursement rate would not be adequate to
induce borrowers to replace short- and medium-term

3 Although 1t 1s not possible to determine with certainty what the break-
even point for the U S Treasury would actually be, some boundary
estimates can be made [n the simple case, If all municipal securities
that became taxable were purchased by current holders of tax-exempt
securities, the break-even point would be 45 percent On the other
hand, if they were distributed proportionately among current holders
of Treasury and corporate 1ssues, the break-even point would be
35 percent However, the latter assumes that all current owners of
tax-exempt securities would shift to other tax shelters, such as real
estate and leasing arrangements This 1s unlikely to be the case
A more realistic assumption would be that some current holders
of tax-exempt securities would shift to other tax shelters but that the
remainder would invest in taxable securities Thus, it seems most likely
that the break-even point would fall between 35 and 45 percent

The shift to other tax shelters might cause an increase in taxable
and a decline In tax-exempt yields As taxable yields rose, the
Treasury's borrowing costs would rise, but its revenues would also
Increase as taxable interest income rose on private as well as
Government securities Moreover, as yields on tax shelters fell, foregone
revenue by the Treasury would decline It s possible that all of the
municipal secunties that became taxable would be purchased by
tax-exempt organizations, such as pension funds or nonprofit organiza-
tions However, so long as their share of investable funds did not
increase, 1t would have little effect on net Treasury revenues, since they
would merely be shifting from one type of taxable security to another
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tax-exempt securities with taxable ones. However, ex-
cept for money market notes and serial bonds, most
tax-exempt securities are long-term bonds with matu-
rities of twenty to thirty years.

Therefore, there is a band of possible interest re-
imbursement rates ranging from 20 to 40 percent
under present conditions. Within this range, the U.S.
Treasury and the bond issuer would share any net
benefit. At 30 percent, for example, the U.S. Treasury
and the state or local borrower would split the bene-
fit equally

Under current market conditions, a taxable bond
option could result in substantially lower costs for
all levels of government. According to our estimates,
the Federal, state, and local governments combined
would gain $2.2 billion per year in net benefits or a
cumulative amount of $44 billion over the life of the
securities This is based on data from the first nine
months of 1982. During that time, twenty-year taxable
yields averaged 13.7 percent and tax-exempt bond is-
suance averaged $65 billion, at annual rates.

The taxable bond option was proposed in 1977
and 1978 by the Carter administration. But the pro-
posal was shelved, primarily because of opposition
by state and local governments. It 1s not clear that
these governments would still be opposed. First, in
1977 and 1978 the long-term yield ratio was declining
(Table 2) to the 0.60-0.65 range. It has now been above
0.80 for over a year. Thus, the option would clearly bene-
fit state and local governments currently.

A second objection to the earlier proposals was
that they included provisions that would have made
certain types of revenue bonds taxable Although a
Federal subsidy would have been provided in the place
of tax exemption, there would have been no option on
these bonds. This was opposed by state and local gov-
ernments at the time. But since then the Congress has
passed some restrictions on new issues of certain types
of revenue bonds. Therefore, today taxable bonds with
a subsidy may be an attractive alternative to issuers of
revenue bonds, compared with a further tightening of
restrictions that would include no subsidy.

Finally, previous proposals were thought to contain
a risk that at some point the Congress would cut
off the direct subsidy after a state or local govern-
ment had issued a taxable bond. These governments
were not anxious to give up the indirect subsidy of
tax exemption, which they had automatically, for a
direct subsidy of comparable size that was subject
to the ups and downs of the Federal budget process.
Although it was not discussed at the time, the Congress
could insulate the Federal Government’s direct subsidy
payments from the annual appropriations process. For
example, at the time the taxable state and local bond



is 1ssued, the Treasury could issue some form of secu-
rity to the state or local government that would carry a
coupon equal to the subsidy.

Shift to short-term borrowing

The significantly lower yield ratio for short-term secu-
rities suggests that state and local governments could
save substantial interest expense by shifting their
borrowings toward the short end of the maturity spec-
trum This would have the additional advantage of
reducing supply and lowering yields in the long end
of the market. Although there are some risks inherent
in such a strategy, they could be limited through
maintenance of contingency reserves and use of the
futures market

An approximation of the interest savings that such
a shift would produce can be obtained by examining
recent borrowing and interest rate figures. In 1981,
state and local governments issued $46 billion of
long-term securities at an estimated average rate of
10.6 percent and a maturity of twenty years. Conse-
quently, these borrowers will pay nearly $5 billion per
year in interest expense over the twenty-year hfe of
the bonds. If they had been able to issue these same
securities at the one-year rate of 7.9 percent, they would
have saved $1%4 billion In interest expense during the
first year. It would be neither feasible nor desirable to
shift all long-term borrowing to the short-term; how-
ever, if a reasonable amount were shifted, a significant
reduction of relative long-term yields might be achieved
as well.

A shift to short-term borrowing would pose some
risks for states and localities. One risk would be that
the borrower might have difficulty rolling over the
short-term debt, especially if it came due during a
period of extreme tightness in the financial market or
uneasiness over the borrower’s political or economic
situation. The rollover risk could be avoided' by issuing
bonds with a long-term maturity but with a variable
coupon rate. The coupon rate could be tied to a short-
term money market rate and adjusted periodically,
similar to what is done with adjustable-rate mortgages.
In this case, state and local issuers could probably
expect to obtain part of the yield advantage on short-
term municipal securities.

The use of variable-rate securities would still leave
the borrower exposed to the rnisk of large changes In
future interest costs. This could be handled, at least
partially, in several ways. The simplest would be for the
borrower to establish an interest-reserve fund for such
contingencies. Alternatively, the borrower could use
the futures market to hedge against near-term changes
In interest rates, although the futures market would not
allow a hedge further out than several years.

Restrictions on use of tax exemption

A third alternative would be to restrict tax-exempt
financing to specific purposes or amounts. This would
produce the favorable effects of limiting the supply of
outstanding issues and lowering the long-term ratio
of tax-exempt to taxable yields. It would also reduce
borrowing costs on qualifying projects and restrain the
growth of Federal revenue losses.

Currently, most revenue bonds involve little or no
liability on the part of the general pubiic, in terms of
either general revenue being pledged or public prop-
erty being mortgaged to guarantee debt-service pay-
ments. At the same time, the tax-exempt benefit is
usually passed on to the user of the fund rather than
retained by the i1ssuer of the bond. Since states and
localities normally incur little if any risk with revenue
bonds, there is a tendency for local officials and the
general public to view tax-exempt revenue bonds with
indifference. It is often thought that revenue bonds
allow the user of the funds to benefit at the- expense
of the U.S. Treasury.

Past tendencies to use tax-exempt financing to meet
social needs have contributed to the present poor
market conditions. Fifty years ago, tax-exempt bonds
were used mainly to finance the traditional functions of
state and local governments, such as schools, streets,
and sewers. Beginning in the 1930s, the Congress al-
lowed states to set up “authorities” and issue tax-
exempt bonds to finance power systems and housing
complexes. These are activities that were largely in
the private sector previously but received public prior-
ity during the great depression. This concept was
expanded In the 1950s and 1960s to include a wide
range of economic activities, such as industrial de-
velopment, hospital construction, pollution control,
mortgage financing, and higher education. As a con-
sequence, state and local debt multiplied more than
tenfold from roughly $30 billion in the early 1950s to
$390 billion at the end of 1981. Moreover, the share of
revenue bonds rose from one fifth to two thirds of
tax-exempt debt during the same period.

The rapidly rising cost of financing state and local
debt has brought into question the appropriateness
of continuing these policies. Many of these activities
no longer have the same high public priority that
they once did. Moreover, many of the benefits accrue
to private individuals or select groups. Since this
large volume of debt increases borrowing costs on
general-purpose and high-priority debt, it may be in
the mutual interest of the states and localities to
restrict future supplies of lower priority revenue bonds.
It might also be less costly for the Federal Govern-
ment to subsidize high-prionty projects with targeted
assistance rather than with general tax exemption.
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One possibility would be to reduce or to eliminate
tax exemption for projects that have low social pri-
ority or that benefit mainly the private sector. This
approach was followed when the Congress restricted
the use of tax exemption for large industrial revenue
bonds in 1968 and single-family mortgage bonds in
1980. Use of tax exemption for small industrial de-
velopment bonds has also been widely criticized in
recent years, since the benefits accrue largely to the
private sector.

Another possibility would be to put dollar limits on
the amount of tax-exempt bonds that any state or
locality could-issue. These caps could be based on
population, economic need, or some other criteria. As
an example, 1981 per-capita figures could be used as
a starting point. Long-term borrowing by state and
local governments in the country as a whole was
$46 billion or approximately $195 per capita in 1981,
while the total of long-term bonds outstanding at the
end of the year was $370 billion or about $1,575
per person. If a national cap were established and
then allocated on a state-by-state basis, each state
could allocate the amount of tax-exempt bonds allow-
able according to self-established priorities. For ex-
ample, New York might choose to use a relatively
large part of its share for mass transportation and
public housing, while Arizona might prefer to allocate
a larger portion for water and power development.

Finally, it might be desirable to eliminate tax ex-
emption for revenue bonds altogether but to retain
it for general-obligation bonds. Currently, general-
obligation bonds account for only one third of new
municipal bond issues._ However, this probably under-
states the amount of general-purpose borrowing. In
recent years, there has been a tendency to replace
general-obligation with revenue bonds. Often this is
done to bypass the referendum process, which is
usually required befare general-obligation securities
can be issued; it has also been done to maintain a
state’s or a locality’s credit rating by limiting the
amount of its general-obligation debt. In some cases,
revenue bonds are even used to finance facilities that
are clearly general purpose in nature, such as public
school or municipal buildings. For example, after con-
struction, the facilities may be owned by a separate
authority and leased back to the school board of a
city agency, with the lease payments pledged for mak-
ing debt-service payments on the bonds.

At least some of the activities currently financed by
revenue bonds would revert to general-obligation fi-
nancing if tax exemption were eliminated for revenue
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bonds. Therefore, limiting tax exemption to general-
obligation debt would still provide states and localities
with adequate latitude to finance general-purpose ac-
tivities. Moreover, the Federal Government could con-
tinue to subsidize high-priority, revenue-generating
projects with direct aid rather than tax exemption.

Conclusion

The Federal subsidy to state and local government
debt financing is much less effective than it could be.
State and local debt-servicing costs and Federal rev-
enue losses under the current structure of Federal tax
exemption are large and increasing. More and more of
the Federal tax-exemption subsidy is being gathered
in by the purchasers of long-term municipal securities
rather than the issuers.

The analysis in this article has attempted to highlight
some of the important reasons for the limited effective-
ness of the current subsidy. The supply of long-term
tax-exempt securities is too large relative to the demand
by those institutions and individuals that are in the max-
imum tax brackets. To market their debt, states and
localities have to offer higher rates that then make it
possible to attract funds from individuals and institu-
tions in lower marginal tax brackets. Bonds issued in
1981 alone will cost state and local governments
$1.1 billion more per year (about $22 billion cumula-
tively) than they would have cost if the ratio of tax-
exempt to taxable yields had not been inflated by a
combination of heavy supply and weak demand by high-
tax-bracket investors. A considerable part of this
$1.1 billion represents an unnecessary revenue loss to
the Federal Government. In 1982, the situation has de-
teriorated even further. States and localities have issued
much more long-term debt than ever before and changes
in the tax laws have reduced marginal tax rates for prac-
tically all investors. Thus, the ratio of tax-exempt to
taxable yinlds has risen to new heights.

If a S|gi‘uf|cant part of the problem in the long-term
tax-exempt market is an overload of new issues relative
to the derband by investors in maximum tax brackets,
then alternatives that would allow the market to shed
some of that load would appear to be worth considering.
Some of the load could be put onto the long-term tax-
able market through a taxable bond-direct subsidy op-
tion. Some could be put onto the short-term tax-exempt
market, where yield ratios are now low. Finally, volun-
tary or Federally mandated restrictions on tax-exempt
revenue bonds for low-priority projects could contribute
to a better balance in the overall tax-exempt market as
well.
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