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MUNICIPAL SECURITIES FULL DISCLOSURE ACT
OF 1976

TUESDAY, FEBRUARY 24, 1976

U.S. SENATE,
COMMI1 112, ON BANKING, HOUSING AND URBAN AFFAIRS,

SUBCOMMITTEE ON SECURITIES,
TV ash,ing ton, D .0 .

The subcommittee met at 10 a.m., pursuant to call, in room 5302,
Dirksen Senate Office Building, Senator Harrison A. Williams, Jr.
(chairman of the subcommittee) presiding.

Present: Senators Williams and Tower.
Senator WILLIAMS. These hearings of the Subcommittee on Securi-

ties will come to order.
This morning the Subcommittee begins three days of hearings on

legislation to upgrade the quality and uniformity of financial and
other information concerning State and local issuers of municipal se-
curities—S. 2574, introduced by Senator Eagleton, and S. 2969, in-
troduced last week by Senator Tower and myself.
A year ago there was little reason to reexamine the status of issuers

of municipal bonds under the Federal securities laws or the applica-
tion of its concepts to State and local borrowers. The antifraud provi-
sions alone seemed adequate to achieve the necessary disciplines in the
offering of municipal securities.
The situation is far different today. The past year has seen turmoil

and uncertainty in our municipal securities market. Mr. Lennox Moak,
the Philadelphia Director of Finance, vice president of the Municipal
Finance Officers Association, and a respected authority on municipal
finance, accurately described these conditions in testifying on the
plight of New York City:
Increasingly, it seems that the confidence in municipal bonds has disappeared.

My analysis of this indicates that this is due to several factors. The first is there
is no universal accepted accounting procedure for State and local governments
so that one does not know when he reads an accounting statement precisely what
it really means.

Second, there are no broadly accepted set of opinions for disclosure of informa-
tion concerning financial conditions and in many eases, especially general obliga-
tions bond issues are sold with no disclosure whatever to potential purchasers.
This is not true in the case of revenue bond issuers. Yet even there, it depends
on the combined interests of the parties concerned in the transaction.

(1)
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On the second point, he elaborated by adding:
There are no requirements for an effective flow of continuing information dur-

ing the life of the bond issue. Nor is there any uniform system for its organization
and circulation. Nor is there any central point from which existing information
can be secured.

I agree with this excellent analysis of the problem as well as the solu-
tions proposed:
The establishment of well-defined alternative systems of accounting which

would be acceptable for application by State and local governments . . . and estab-
lishment of standards for disclosure incident to the creation and servicing of
the debt of state and local governments.

These recommendations are the very foundations of S. 2969.
A congressional reexamination of the longstanding exemption of

municipal issuers from the Federal securities laws is necessary to facil-
itate informed investment decisions, promote responsible municipal
fiscal practices. and to maintain confidence in the efficiency and integ-
rity of the marketplace.
The objectives of our review are threefold:
First, more information about issuers' financial condition and other

essential information must be made available. Also, it must be timely,
accurate, and compiled on a uniform basis. Unless this is done, there
will be less investor participation, lower ratings, and underwriter
antipathy—meaning less total borrowing and at higher interest rates.
Second, the lack of uniform and nationwide municipal accounting

standards and practices must be remedied and the current hodgepodge
of current practices and customs must be replaced by more generally
accepted procedures. The benefits derived from such procedures cur-
rently exist in some States. In these instances, credit ratings have
improved and sound fiscal management and standardized municipal
accounting and reporting have resulted in lower borrowing costs to
the taxpayer.

Third, municipal issuers must compete for the savers' dollars more
effectively to meet projected future capital needs. To promote con-
fidence and stimulate demand, individual investors will be called upon
to participate to a greater extent in the primary market. The protec-
tions and safeguards of the securities laws must be available to them.
This means that some of the disclosure standards investors are accus-
tomed to in the corporate sector will have to be adapted to fit the
unique nature of Government borrowers.
There are several possible ways in which these goals can be achieved.
State government could impose such requirements. This has been

the pattern since municipalities were first exempt from the securities
laws 43 years ago. Unfortunately, this approach has not proved suc-
cessful. With few exceptions, progress toward improved disclosure and
uniform accounting practices has been unsatisfactory, notwithstand-
ing the efforts of the Municipal Finance Officers Association.
[Copies of the bills being considered follow:]
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S. 2574

IN THE SENATE OF THE UNITED STATES

OCTOBER 28, 1975

Mr. EAGLETON introduced the following bill; which was read twice and referred
to the Committee on Banking, Housing and Urban Affairs

A BILL
To amend the Securities Act of 1933 to provide for the registra-

tion of securities issued by State and local governments.

1 Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled,

3 That (a) section 3(a) (2) of the Securities Act of 1933

4 is amended-

5 (1) by striking out "or any territory thereof, or

6 by the District of Columbia, or by any State of the

7 United States, or by any political subdivision of a State

8 or territory or by any public instrumentality of one or

9 more States or territories,"; and

10 (2) by striking out "or any security which is an

11 industrial development bond" and all that follows

II
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2

through the semicolon following "does not apply to such

2 security".

3 (b) Section 3 of such Act is amended by adding at

4 the end thereof the following new subsection:

5 "(d) The Commission may from time to time by its rules

6 and regulations and subject to such terms and conditions as

may be prescribed therein add to the securities exempted

8 as provided in this section any class of securities issued by

9 a State of the -United States or by any political subdivision

10 of a State or by any territory of the United States or

11 political subdivision of a territory or by any public instru-

12 mentality of one or more States or territories if it finds,

13 having regard to the purposes of this title, that the enforce-

14 ment of this title with respect to such securities is not neces-

15

16

17

18

19

20

sary in the public interest and for the protection of

investors.".

(c) Section 15B (d) (1) of the Securities Exchange Act

of 1934 is amended by striking out "Neither the Commission

nor the Board is" and inserting in lieu thereof "The Board

is not".
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94TH CONGRESS
2D SESSION S. 2969

IN THE SENATE OF THE UNITED STATES

FEBRUARY 17, 1976

Mr. WILLIAMS (for himself and Mr. TOWER) introduced the following bill;
which was read twice and referred to the Committee on Banking, Housing
and Urban Affairs

A BILL
To amend the Securities Exchange Act of 1934 to require the

preparation of annual reports and distribution statements by

issuers of municipal securities, and for other purposes.

1 Be it enacted by the Senate and House of Represent a-

2tives of the United States of America in Congress assembled,

3 That this Act may be cited as the "Municipal Securities Full

4 Disclosure Act of 1976".

5 SEC. 2. (a) Section 3 (a) (12) of the Securities Ex-

6 change Act of 1934 is amended by inserting "13A," im-

7 mediately after the phrase "for the purposes of sections".

(b) Section 3 (a) (10) of such Act is amended by in-

9 serting "guarantee of," immediately after "receipt for,".

TI
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2

1 (c) Section 12 (h) of such Act is amended by inserting

2 "13A," immediately after "section 13,".

3 (d) Section 15B (d) (1) of such Act is amended by

4 striking out "Neither the Commission nor the Board is" and

5 inserting in lieu thereof "The Board is not", and by striking

6 out "with the Commission or the Board" and inserting in lieu

7 thereof "with the Board".

8 (e) Such Act is further amended by inserting after sec-

9 tion 13 the following new section:

10 "MUNICIPAL SECURITIES DISCLOSURE

11 "SEc. 13A. (a) (1) Any issuer of municipal seCurities

12 which has outstanding during any portion of a fiscal year an

13 aggregate principal amount of municipal securities exceeding

14 $50,000,000 shall prepare for such fiscal year an annual re-

15 port and reports of events of default in accordance with

16 such rules and regulations as the Commission may prescribe

17 as being necessary or appropriate in the public interest or

18 for the protection of investors.

19 "(2) The annual report required by paragraph (1)

20 shall contain the following information, if applicable:

21 "(A) An identification and description of the issuer

22 of the securities outstanding;

23 "(B) A idescription of any legal limitation on the

24 incurrence of indebtedness by the issuer or the taxing

25 authority of the issuer;
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1 "(0) A description of the issuer's debt structure,

2 including information with respect to amounts of au-

3 thorized and outstanding funded debt; estimated amount

4 of short term debt, character of amortization provisions

5 of funded debt, sinking fund requirements, security for

6 debt, nature and extent of guaranteed debt, and debt

7 service requirements;

8 "(D) A description of the nature and extent of

9 other material contingent liabilities or commitments of

10 the issuer;

11 "(E) If any payment of principal or interest on

12 any security of the issuer or any predecessor thereof has

13 been defaulted on, or has been postponed or delayed,

14 within the past twenty years, a description of the date,

15 amounts and circumstances of such event and of the

16 terms of any succeeding arrangements thereof;

17 "(F) A description of the issuer's tax authority and

18 structure over the past five years including the nature

19 of taxes levied, tax rates, property (real and personal)

20 valuation and assessment procedures, amounts of prop-

21 erty valuations and assessments, amounts of tax levies,

22 amounts of tax collections and delinquent tax procedures

23 and experience;

24 "(G) A description of the issuer's major taxpayers;

25 "(H) A description of the principal governmental



2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

8

4

and other services provided or performed by the issuer,

the extent to which similar or differing services are per-

formed by other governmental entities which serve the

same geographic area and any major changes in such

services in the last ten years;

"(I) A description of the nature and extent of

Federal or other assistance programs available to the

issuer; and

"(J) Financial statements of the issuer in such de-

tail and form and for such periods beginning not earlier

than the fifth previous fiscal year as the Commission

may prescribe, which statements for any fiscal year com-

mencing on or after December 31, 1978, shall be audited

and reported on by an independent public or certified

accountant in such manner as the Commission may

prescribe.

"(3) The reports of events of default referred to in

paragraph (1) shall contain such of the information re-

19 quired by paragraph (2) as the Commission may by

20 rule or regulation prescribe.

21 "(4) The reports required by paragraph (1) shall, in

22 addition, contain such other similar and specific informa-

23 'tion as the Commission may by rule or regulation prescribe

24 as being necessary or appropriate in the public interest or

25 for the proteetioR of investors,
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1 "(b) (1) Except as provided in subsection (c) , any

2 issuer that offers or sells an issue of municipal securities, the

3 aggregate principal amount of which exceeds $5,000,000,

4 to or through a municipal securities broker, municipal secu-

5 rities dealer, or bank acting as agent, shall, prior to such

6 offer or sale, prepare a distribution statement in accordance

7 with such rules and regulations as the Commission may

8 prescribe as being necessary or appropriate in the public

9 interest or for the protection of investors.

10 "(2) The distribution statement required by paragraph

11 (1) shall contain such of the information pertaining to the

12 issuer required by subsection (a) (2) as the Commission

13 may by rule or regulation prescribe, and the following:

14 "(A) A description of the offering, including

15 amount to be offered, price, plan of distribution, and

16 underwriting arrangements and compensation;

17 "(B) A description of the security to be offered,

18 including provisions as to security, events of default,

19 payment of principal and interest, sinking fund, redemp-

20 tion, debt reserve funds, priority, legality and authoriza-

21 tion for issue and rights of security holders to bring suit

22 against issuers

23 "(C) A description of any project or enterprise of

24 the issuer to be financed from the proceeds of revenue or

25 special assessment securities, and any engineering or
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1 financial feasibility reports or studies on the construction

2 and operations of the project or enterprise;

3 "(D) A description of the intended use of the pro-

4 ceeds of the offering;

5 "(E) A statement of counsel's opinion as to the

6 legality of the issuance of the securities to be offered;

7 "(F) A statement of the availability of the re-

• 8 ports required by this section; and

9 "(G) Such other similar and specific information

10 as the Commission may by rules or regulations require

11 as neeessary or appropriate in the public interest or for

12 the protection of investors;

13 except that, prior to any sale, the information specified in

14 subparagraphs (A) , (B) , and (E) may be set forth in

15 preliminary form.

16 "(c) The provisions of subsection (b) shall not apply

17 to an issuer solely by reason of an offer or sale of municipal

18 •securities-

19 "(1) the disclosure with respect to which has been

20 approved, after hearing, as adequate for the protection

21 of investors by a State governmental authority (other

22 than the issuer) expressly authorized by law to grant.

23 • such approval, or

24 "(2) which would meet the criteria set forth in

25 sections 3(a) (9), 3(a) (10), 4(1), 4(2), 4(3), or
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4 (4) of the Securities Act of 1933 if such offer or sale

2 were not within the scope of section 3 (a) (2) thereof.

3 "(d) The Commission may from time to time by its

4 rules and regulations, and subject to such terms and condi-

5 tions as may be prescribed therein, change the minimum

6 amounts set forth in subsections (a) (1) and (b) (1) if,

7 giving due regard to such factors as general economic condi-

8 tions, costs involved, and the nature of the distribution sys-

9 tern for municipal securities, such change is deemed to be

10 appropriate in the public interest.

11 "(e) The Commission may prescribe, in regard to re-

12 ports and distribution statements made pursuant to this

13 section, the form or forms in which the required informa-

14 tion, including the financial statements, shall be set forth,

15 and the accounting methods to be followed in the prepara-

16 tion of financial statements.

17 "(f) (1) The issuer shall make the reports required by

18 subsection (a) (1) of this section available upon request to

19 security holders at the issuer's expense and to others at their

20 expense and shall give appropriate public notice of such

21 availability.

22 "(2) The issuer shall make the distribution statement

23 required by subsection (b) (1) of this section available to

24 municipal securities brokers, municipal securities dealers, and

25 banks acting as agent for delivery to prospective purchasers



12

8

1 in accordance with such rules and regulations as the Corn-

2 mission may prescribe as necessary or appropriate in the

public interest or for the protection of investors.

4 " (3 ) The reports and distribution statements required

5 by this section shall also be maintained by the issuer at a

6 designated location for examination by the public in accord-

7 ance with such rules and regulations as the Commission may

8 prescribe as necessary or appropriate in the public interest

9 or for the protection of investors. The Commission may also

10 contract to establish a central repository which shall receive

11 and maintain such reports, and may require the contractor

12 to adhere to such rules and regulations as the Commission

13 may prescribe in furtherance of the purposes of this section.

14 Each person subject to the requirements of this Section shall,

15 upon the establishment of any such repository, thereafter file

16 copies of reports and distribution statements required to be

17 prepared by this section with the repository in accordance

18 with such rules and regulations as the Commission finds are

19 necessary or appropriate in the public interest.

20 "(g) In no event shall any underwriter of an issue of

21 municipal securities (unless such underwriter shall have

22 knowingly received from the issuer for acting as an under-

23 writer some benefit, directly or indirectly, in which all other

24 underwriters similarly situated did not share in proportion

25 to their respective interests in the underwriting) be liable
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1 in, or as a consequence of, any suit for damages in excess of

2 the total price at which the issue was sold by it to the

3 public.".

4 SEc. 3. The amendments made by section 2 take effect

3 on January 1, 1977.



14

On the other hand, the investment banking community could im-
pose these requirements as a condition for the purchase of municipal
securities. This has been happening in several instances during recent
months but there are several drawbacks. For one thing, financial in-
formation is usually not reviewed or verified by independent public
or certified accountants. Furthermore, the 1975 Securities Act Amend-
ments expressly limits the authority of the SEC, the Municipal
Securities Rulemaking Board and underwriters from requiring de-
tailed disclosures from municipal issuers. The Board, for example,
can only require dealers to supply information to investors which is
generally available from a source other than the issuer.
The final approach of empowering the Federal Government to im-

pose disclosure requirements is embodied in the bills now pending
before our subcommittee, although there are substantial differences
between them. Senator Eagleton's bill would subject municipal is-
suers to the full sweep of the registration provisions of the Securities
Act of 1933.
In contrast, my bill would require the preparation of annual re-

ports and distribution statements, specify their contents, and limit
the SEC's responsibility and authority to administering the report-
ing requirements. In this way, bondholders and prospective investors
would be fully informed of the precise nature and terms of the bonds
being offered, as well as various other relevant matters concerning the
issuer. But, the bill does not contemplate or permit direct regulation
of municipal issuers through registration, waiting periods or through
the filing of sale documents with the SEC.
In addition, only municipalities of significant size would have to

comply with the annual report and distribution statement require-
ments of the bill. At the reporting levels in the bill, it is estimated
that only 6 percent of the approximately 78,000 municipal issuers
would have to prepare annual reports. It is more difficult to estimate
the impact of the distribution statement requirements, especially since
the bill expressly exempts offers or sales approved by an authorized
State authority—a pattern which the bill would encourage.
Local governments must be able to borrow at reasonable costs. How

best to achieve this result is the subject matter of our hearings and of
the legislation before us today. I am confident, however, that as a,
result of our deliberations, accounting and disclosure standards ac-
ceptable to investors and the various governmental, trade, and pro-
fessional groups involved in the municipal securities markets can and
will be developed.
Senator WILLIAMS. We have a substantial list of witnesses for

opening testimony and appropriately begin with the sponsor of one
of the bills before us, Senator Thomas Eagleton of Missouri. So we
welcome you, Senator Eagleton.

STATEMENT OF THOMAS F. EAGLETON, U.S. SENATOR FROM THE

STATE OF MISSOURI

Senator EAGLETON. Thank you, Mr. Chairman.
I sincerely appreciate your invitation to be the first witness in these

hearings on regulation of municipal securities. I commend you and
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your colleagues on the committee for acting so promptly to call hear-
ings after the initial discussion on my bill, S. 2574, late last year.
At the time I introduced my bill last fall, we were in the throes of

the New York City crisis. I sat in this very hearing room as the full
committee listened to witness after witness describe the city's condi-
tion and the impending day of reckoning. One fact, brought out time
and again, was that lack of sound financial reporting was a major
cause of the crisis.
The circumstances which led to the passage of the emergency aid

bill did not come about overnight. Problems had begun germinating
as long as 10 or 15 years ago. Public officials, the banks, the bond
rating services, the union leaders—many had some knowledge long
ago that all was not well with New York City. But they all went
along, perpetuating the public story of fiscal soundness, until the
house of cards collapsed.
Mr. Chairman, I know that I need not belabor the point before this

subcommittee. The conclusion, I believe is unmistakable: There is an
urgent need for legislation to open up and clean up the books of our
cities and States. Only then can we assess the magnitude of the prob-
lems and develop measures to resolve them in an orderly and de-
liberate manner, well in advance of a major crisis. I see such legisla-
tion as a protection not only for investors, but also for public officials,
State and local government workers, city residents—for all of us.
As you know, I introduced my bill on October 28, 1975, and offered

it as an amendment to the New York City aid bill on December 5.
This amendment, by the way, was withdrawn because of the urgency
of the bill. This legislation would require the registration of tax-
exempt bonds with the Securities and Exchange Commission, and
subject these issuers to substantially the same accounting and dis-
closure requirements now required only of corporations.
This is something we can do now to curtail the artful accounting

and management practices which have either destroyed, or soon will
destroy, the creditworthiness of some of our large cities and even
some of our states. A corporation seeking to issue new stock or bonds
must meet a rigid set of requirements for accuracy and consistency in
its reporting of financial data. The security itself, the terms of
repayment, the use of the proceeds, and the company's operations
must be described in the offering statement. Certified financial state-
ments, earnings statements and balance sheets for the previous 5
years must be submitted, after approval by an independent public
accountant.

State and local governments are subject to much less stringent re-
quirements when they seek to place a bond offering. There are no
reporting or certification requirements at all. A municipality may
tell a prospective buyer as much or as little as it chooses.
Mr. Chairman, I believe that requiring SEC registration would

bring about the necessary changes. The many well-run States and
communities could more easily demonstrate their soundness and the
deservedness of their high credit ratings and low interest rates. At
the same time, any bond issuer which was manipulating figures to
show a balanced budget would be exposed. Good issues could be more
easily differentiated from bad issues, and fiscally responsible units of
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government might then see their prudence rewarded by lower interest
rates and more competitive bidding.
A few other points regarding my bill are worthy of mention. Regis-

tration with the SEC could impose a burden on small units of local

government issuing small amounts of bonds. These issues are typically

placed privately, often entirely within the state. My bill follows
existing procedure in permitting the SEC to exempt these types of

issuers.
Further, I think it is recognized that most. units of government do

not keep their books according to generally accepted accounting
principles. From what I know about audits currently underway in
New York City, Washington, and elsewhere, it could be years before
many cities are able to meet these standards. My bill, as offered in
December, recognizes this fact, and also the fact that the SEC staff
would have to be augmented, by delaying the implementation date.
Mr. Chairman, I think my bill is fair to all concerned and repre-

sents good public policy. It would not prevent future defaults, just

as the acts of 1933 and 1934 have not prevented corporate bank-

ruptcies. But at least investors and bankers and bond rating services
and taxpayers and the U.S. Congress would know what sort of

financial situation a State or municipality was in before default be-
came even a remote possibility.
I would also like to take advantage of your offer to comment on

the disclosure bill introduced by you and the ranking minority mem-
ber of the committee, Senator Tower, last week.
Mr. Chairman, we are clearly seeking the same goals in our two

bills. The difference, as I see it, is largely one of approach: I sought
a simple, clearcut piece of legislation that I thought could easily find
support in Congress, leaving the detailed rulemaking authority to the

SEC you and Senator Tower have opted for codifying the various

requirements.
Many of the points in your bill—annual financial statements, audit-

ing by independent public accountants, descriptive offering state-

ments exemptions for small issuers—I have suggested myself and
would, of course, support. Your bill does not require prefiling with
the SEC. I do think a strong role for the SEC is required, and I
would encourage the Subcommittee not to weaken the controls too
much if you think full registration in advance may be too stringent.
In short, I am encouraged by the bill you have introduced and the

hearings that are now taking place. I am prepared to help the sub-

committee in any way I can to see that these important first steps are

carried through to their conclusion.
Finally, Mr. Chairman let me say with my usual refreshing mod-

esty, your bill is very good. It's almost as good as mine.
Senator WILLIAMS. We appreciate your statement and not only

your interest but your leadership in filling this gap in the framework

of securities legislation within which the SEC operates. I look back

to the end of last year when we had the New York City crisis ques-

tion before us. I know that you attended those hearings when the

witnesses came in and described with some drama the needs of New
York City. You and I responded and supported the measure that

offered relief to the city at that time.
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Looking ahead to testimony the Subcommittee will receive during
these three days of hearings, I see that some of the witnesses that
were here pleading the cause for New York and for our support,
federal support, will be here in opposition to our legislation, yours
and Senator Tower's and mine.
You probably haven't seen the statements that we do have filed

that will be following your testimony, but do you have any com-
ments on that general description—witnesses who want Federal sup-
port for cities in times of crisis but who are now opposed to bringing
municipal issuers under fair standards of disclosure and financial
statements, certified financial statements?
Senator EAGLETON. If municipal officials do testify here and say

they are opposed to the concept—they can quibble about the contents
of our bills—I think they are very shortsighted and unenlightened
indeed. Let me put it another way. In my state, Mr. Chairman,
Kansas City has, as a matter of charter, routine annual statements by
a CPA. It's been in the charter of Kansas City for many years.
Jackson County, which is the county that surrounds Kansas City,
where President Truman was the presiding judge of the Jackson
County court, dating back to his day, there was an annual audit by
the CPA for Jackson County. In St. Louis County, Mo., the largest
county in our State with 1,100,000 people, it's a matter of their
charter: an annual certified audit. Sadly, the city that needs it most
in my State, St. Louis, Mo., the oldest city, the city beset with the
greatest problems, does not have it and is going through the pains
now of an audit, and they know not where that will lead.
So for the well-run cities, the modern cities, the progressive cities,

this is a matter of standard routine with them. If you went to the mayor
of Kansas City he would fight you very bitterly if you tried to change
the annual audit. Yet the old cities, especially in the Northeast and
in the North Central region, the New York cities, the Detroits, the
Clevelands—those are the cities that need it the most and I guess will
come before this committee and fight it the hardest.
Maybe that's human nature. Maybe no one wants somebody looking

over their shoulder. But when you come to the federal government
for billions of dollars and pledge to the federal government that
within 3 years you're going to have it all straightened out in New
York City—that's poppycock. They won't have this thing straight-
ened out in 3 years. You could have all the eight largest CPA. firms—
Arthur Andersen has been the leader in this field and we have re-
tained them for the District of Columbia—they could be up there two
years and make only a slight dent in the books and records crisis. We
will never get a handle on these municipal problems unless we have
accurate records and unless we can accurately predict what income
is going to be, what expenses are going to be. You can't run a busi-
ness without doing it on that basis. You can't run New York City or
Washington. D.C. that way.
Senator WILLIAMS. If you had known that the Municipal Finance

Officers Association and the brokerage house underwriters, or at least
some of them, would oppose these requirements that we're putting in
our bills, would that have affected your judgment on the New York
City decision?
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Senator EAGLETON. Again, I'd be surprised. I should think the stock
brokers of America, in trying to sell worthwhile securities, securities
that have a sound basis, would like to have the backing of some CPA
figures—some statements that said, look, this bond that I'm recom-
mending that you buy for your accounts or for these widows and
orphans, we're going to put all the trust funds of the New York City
school teachers in these issues. I think they ought to be the first to
say we want these to be gilt-edged securities; we want to show our
clients that these are worthy investments. They should not be the
people fighting the bill. They should have been here two years ago
leading the charge, but you know, wisdom comes late to many.
Senator WILLIAMS. Thank you very much, Senator.
Senator EAGLETON. Thank you, Mr. Chairman.
Senator WILLIAMS. Chairman Roderick Hills, Chairman of the

Securities and Exchange Commission, is our next witness. We ap-
preciate all you have meant to the development of this legislation,
and we welcome you here this morning.

STATEMENT OF RODERICK M. HILLS, CHAIRMAN, SECURITIES AND

EXCHANGE COMMISSION

Mr. HILLS. I might say that the Commission regards S. 2969 as an
appropriateframework in which the Commission can be most effec-
tive in dealing with the problem that the subcommittee is dealing
with. I have filed with the subcommittee a copy of my statement and
with your permission I will excerpt from the statement some com-
ments that we think are important.
Senator Eagleton and others have commented upon the need to

protect investors. That obviously is a primary requisite and a primary
objective of all of the laws administered by the SEC. If I may con-
centrate a bit on what seems to us to be a second objective, namely,
to assist the issuers and underwriters of municipal securities in meet-
ing their legal responsibilities under the federal securities laws. It
seems to us that the second point may not have had sufficient attention
in the recent discussion about the needs for disclosure requirements
for municipal issuers.
As the Senator knows, the Securities and Exchange Commission

now has the responsibility to enforce the antifraud provisions of the
1933 and 1934 acts. That means that if negligent or deliberate mis-
representations of fact are used in marketing municipal securities, we
have the obligation to seek enforcement of these provisions of the
1933 and 1934 acts. It means, as the Senator knows, that on occasion we
have to launch a major investigation of such alleged activities. It
seems to us that not only our own litigation at the SEC, but the
private litigation that will necessarily be engendered of the type we
now see in the State of New York, can only add to the problems that
we have seen growing presently in the industry. There has been to
date little litigation but there seems now to be the prospect of con-
siderable litigation which will further define the obligations of the
parties, the issuers and the underwriters in this area.
The point which I make is that the bill in its present form does not

expand the enforcement responsibility of the Commission and indeed
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it does not expand the ultimate liability of either the issuers or the
underwriters. It attempts merely to provide a standard to clarify
that responsibility and a standard by which the SEC can better deal
with the issue.
The proposed legislation of Senator Eagleton has to be viewed in

light of the longstanding exemptions that have existed for municipal
securities. Those exemptions, whatever their justification was in the
past, come into a new view today, where the circumstances convince
us that the use of municipal securities, the trading of municipal
securities, and the reliance upon municipal securities is far more wide-
spread in our society than it was 10, 20 or 30 years ago.
As a result, there is not only the greater likelihood of lawsuits, but

there is a greater likelihood of inappropriate reliance upon the veraci-
ty of the information that people have with respect to those securities.
Because of municipal trading market problems that have occurred

in recent years, the Securities Act Amendments of 1975 were passed in
order to provide the Commission and the Municipal Securities Rule-
making Board with expanded authority to develop rules that would
govern that market and govern the role of underwriters therein. But
improvement of municipal issuer information was not one of the
main objectives of the 1975 Amendments. In recent months and cer-
tainly in 1975, serious questions have arisen concerning the accuracy
of the financial information that is being provided. It is in response
to that problem that this proposed legislation is most fitted.

The, failure of issuers to provide data of a consistent and under-
standable nature to underwriters and investors is necessarily going
to cause a kind of confusion that is undesirable in a field of this size.
There have been already, and no doubt there will be more, attempts
by underwriters and by issuers to secure more information for people
that wish to trade and wish to buy these securities. The fact is that
we can, I think, properly guess that there will be a certain competi-
tion for disclosure, that around the country various underwriters,
various rating services will seek to promote more and more kinds of
disclosure, a kind of competition that will not necessarily aid the
issuers, a kind of competition that is not necessary for protection of
investors. Giving us authority to create standards that will make for
a more uniform financial presentation, we think, will eliminate this
potential competition; it will eliminate the confusion that exists to a
degree already, and the confusion that can only be compounded as
judicial decisions evolve.

It's important to note that S. 2969 does not embody any amend-
ment to the Securities Act of 1933. As a consequence, municipal
securities under S. 2969 would continue to be exempt from the regis-
tration requirements of the Securities Act. S. 2969 would amend only
the Securities Exchange Act of 1934 by adding a new section
13A, which would provide disclosure requirements for municipal
securities as defined in section 3(a) (29) of the Exchange Act.
The disclosure requirements of 13A, as proposed, are considerably

more limited in scope than the analogous requirements in the Securi-
ties Act.

It's also important to point out that the information required by
this legislation would not be filed with or automatically reviewed by
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the Commission. We would have the authority to assist in the crea-

tion of a repository to insure that the information would be available

for the Congress and the SEC to determine whether or not other

methods were necessary to deal with the problem and would be avail-

able to underwriters and other people dealing in this industry so

that they would have a better understanding of what is happening.

We note that the bill would require an issuer with more than $50

million in municipal securities outstanding to file certain reports and

in any case in which an issuance of more than $5 million of municipal

securities is contemplated there would be a distribution statement

required.
We have analyzed the exemption from the distribution statement

requirement which defers to State regulators and we think it is a use-

ful one. We should point out to the subcommittee that the exemption,

in its present form, relies very heavily upon the good faith which we

expect on the part of States to determine that the purposes of the

disclosure provisions of the proposed legislation have been met.

Whether or not some additional requirement should be included to

the effect that the disclosure approved by a State must be similar to

that which this bill would require, is a matter for the Congress to

decide. From our standpoint, we do wish to encourage the excellent

type of State regulation that we see developing in many States, the

kind of local regulation that Senator Eagleton referred to. It's im-

portant, I think, particularly to focus on the differences between the

authority of the SEC to require additional disclosure under the 1933

act and under proposed 13A of the 1934 act. In sections 7 and 10 of

the 1933 act, the Securities and Exchange Commission has a broad

authority to require such additional disclosure as it may deem neces-

sary or appropriate of issuers which are subject to the registration

requirements of that act. The proposed bill, on the other hand,

would give us limited authority to require additional similar and

specific information of municipal issuers. The bill would essentially

require the type of general information that is required by Schedule B

of the 1933 act. The type of information which would be required

derives from the different nature of a municipality. The bill would

require disclosure of those things that relate more to revenue and

expense and cash flow than those things that would deal with detailed

operations.
It is important to emphasize the point again that this legislation

does not expand the existing liability of municipal issuers. It merely

assists in clarifying the extent of their obligation to disclose

information.
There are some matters which we should point out which these

hearings should direct themselves to from time to time—whether or

not the initial threshold amounts of $50 million and $5 million are

appropriate are matters on which we presently have no opinion. Our

empirical data in this area is scanty. These strike us as reasonable

initial limits but it may very well be that these hearings will develop

data that suggests some other threshold limitations are appropriate.

Second, the committee may wish to consider issues relating to the

scope of underwriter liability. This bill contains a limitation in sec-

tion 13A (g) which is borrowed from a similar provision in section 11

of the Securities Act. Municipal securities underwriters and their
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counsel may wish to comment upon that limitation and they may wish
to make additional suggestions, but the point, of course, is that this
limitation should be helpful in bringing underwriters back into the
field in this period of uncertainty.

Finally, and underlining in part the previous point, is the need for
these hearings to explore the extent to which sovereign immunity is,
under current law and should be under the proposed legislation, avail-
able to issuers of municipal securities. This bill does not treat that.
Mr. Chairman, as I said at the outset, the proposed legislation seems

to us to be a responsible framework under which the Securities and
Exchange Commission can best act. Its purposes are, of course, to
protect investors, but equally the purposes of the proposed bill in our
judgment would provide necessary and helpful information to under-
writers and issuers, and would help eliminate confusion that we see
developing in the field.
Senator WILLIAMS. Do you deal with analysis of the other ap-

proach, the filing and registration with the SEC by the issuer, Senator
Eagleton's approach?
Mr. HILLS. Yes, I think it's fair to say that the load on the Securi-

ties and Exchange Commission in reviewing registration statements
will change even in the corporate field in the future. I'm not pre-
pared today to say exactly how it will change, but it will change. The
requirement that a registration statement for municipal securities be
received and commented upon by the SEC would create two prob-
lems. First, the massive obligation is one we simply could not meet.
Even if the Congress were to greatly expand our budget, it would be
years before we had a staff trained in those matters. The types of
problems that have arisen in the past with respect to municipal se-
curities do not suggest to us that that type of approach is appropriate.
Second, creation of standards for disclosure, given the longstand-

ing capacity of the Enforcement Division of the SEC, seems to us to
give us the necessary handle to protect the public interest. But to
require us to comment on statement after statement involving so very
many different kinds of municipalities, so many different kinds of
political and economic problems, would impose a burden of great
dimensions not only on the SEC but upon the industry generally. We
at this time see no reason to put that burden either on the Commission
or on the industry.
Senator WILLIAMS. A lot of discussion and thought still has to go

into the enforcement of the standards here. This is rather a thicket of
law. Earlier in your statement you mentioned the greater likelihood
of lawsuits in the present atmosphere. We might be able to start there
to just run through effective enforcement of new standards that would
be imposed without the SEC being the recipient or depository of
registration statements.
Mr. HILLS. Well, the SEC, of course, would have under the pro-

posed bill initial capacity to determine whether or not the disclosure
requirements were complied with. If the requirements were complied
with honestly and the facts were displayed fully and fairly, the Com-
mission could more quickly devote its energies to other matters. Thus,
the proposed bill would give us an easier threshold of decision. Sec-
ond, it obviously brings home to issuers and people dealing with
issuers their responsibility under the existing law. It would provide,
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it seems to us
' 
a better road map for enforcement activities. It would

not change the enforcement responsibilities of the Commission in the
sense that our ultimate responsibility is to enforce the provisions of
the existing acts, but it would provide a road map to tell issuers what
is the type of thing they should be doing. Therefore, it seems to us to
greatly aid in the resolution of the thicket that we're talking about.

There's been very little litigation, as the Senator knows, in this
field. The SEC has had only a handful of cases dealing with these
matters. Today there are in New York alone a number of cases in-
volving municipalities, city officials, municipal officials underwriters,
issuers of all kinds. The uncertainty concerning the information
which is required is, in the absence of legislation, necessarily going to
evolve through litigation rather than through SEC rulemaking,
which as a matter of good administrative law seems to us always to
be the better approach.
Senator WILLIAMS. Are issuers right now liable for civil damages

if there is inaccurate information disseminated in connection with
an issue of bonds?
Mr. HILLS. Well, there is controversy, as the Senator knows, as to

what sovereign immunity means in this field. It is the judgment of
the Commission that there is liability by municipalities in the context
of an SEC enforcement action. The issue is not, of course, just inac-
curate information. It has to do with whether or not the people
should have known or did know; the degree of culpability, the degree
of inaccuracy, must always be measured. Those are all matters about
which there is uncertainty. Obviously, if some city official has every
good reason in the world to believe that he did what he was supposed
to do, it makes the question of liability more difficult; but as a matter
of ultimate legal principle, it is the position of the Commission that
sovereign immunity does not protect municipal issuers or their offi-
cials from liability in an SEC enforcement action.
Senator WILLIAMS. Counsel shows me a case that suggests that

they are. The test here is whether the officials conduct was so ag-
gravated as to place him beyond the scope of his official capacity. In
other words, this recognizes evidently sovereign immunity except in
an extreme situation. It recognizes the principle of sovereign immuni-
ty, not necessarily whether it's a constitutional standard or not, but it
recognizes a different standard.
Now as to the underwriter, what is his liability now and is the

underwriter able to escape liability if he can prove due diligence in
attempting to arrive at all the relevant facts? That's the test on the
corporate side, isn't it?
Mr. HILLS. That is the test on the corporate side. This bill certainly

does not expand the liability of the underwriter. If anything, it
limits it in amount to his involvement in the underwriting. The test is
comparable to the corporate side. There's no reason why it shouldn't
be, and there is a responsibility, in our judgment, for the underwriter
to use due diligence now in this area. The question of what due dili-
gence should produce, however, is the area of confusion.
Senator WILLIAMS. Well, due diligence is exculpatory for the un-

derwriter. That puts an additional burden, I would think, back at
the issuer.
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Mr. HILLS. This bill would require the issuer to provide a certain
financial presentation. The underwriter still has an obligation, as any
underwriter does in connection with selling in any kind of security,
an obligation to do what he should do to make certain the informa-
tion is accurate. If he secures the information from an issuer and
knows or should know that the information is inaccurate, he's still
responsible.
Senator WILLIAMS. In this legislation we do not clarify or in any

way further define present liability that resides with the issuer and
I'm wondering whether some clarification might not be a good idea
here.
Mr. HILLS. The Commission's view on that point is it's a matter for

the Congress rather than the Commission to decide to what extent
sovereign immunity should protect municipalities and people dealing,
in this type of exempt securities, and it is quite true that the pro-
posed bill does not clarify the issue of sovereign immunity. As we
say, it is the opinion of the Commission's general counsel, and I think
of many respected outside counsel, that sovereign immunity does not
protect the issuer from liability in an SEC enforcement action; but
the question of whether there is further civil liability is a matter this
subcommittee may very well wish to examine.
Senator WILLIAMS. Senator Tower, do you have anything?
Senator TOWER. I'm sorry, Mr. Hills, that I got here late. I didn't

get to hear your testimony. It's my understanding, however, that your
point of view of S. 2574 is it would be an enormous administrative
burden that you're not prepared to carry at the moment. Is that
correct?
Mr. HILLS. Senator, it would indeed be an enormous administrative

burden. Obviously, if we thought that that burden was necessary to
protect the public interest or investors, we would come before the
Congress and seek an appropriation to enable us to bear the burden.

It's our present judgment that the problem created in the municipal
securities area does not justify accepting such responsibility at this
time. We can properly protect the public and provide standards
which will eliminate a great deal of the confusion in the industry by
the approach set forth in S. 2574.
Senator TOWER. What is your view of how the adoption of the bill

that Senator Williams and I have introduced, S. 2969, would affect
the sovereignty of State and local governments?
Mr. HILLs. It does not, in our judgment, affect it at all. It helps

clarify the responsibility of local and State government. In our
judgment, the proposed legislation does not expand or contract the
ultimate responsibility of State and local government under the
1933 and 1934 Acts. It provides a framework for the performance
of their responsibilities, for the exercise of their duties in this area.
Senator TOWER. If S. 2969 had been in effect earlier, how, in your

view, would this have affected New York City's financial situation?
Mr. HILLS. Assuming that it was in effect and assuming, as we, of

course, would, that the parties in the various types of New York
securities transactions that are now a problem had fully complied,
I suppose two observations could be made depending upon what time
in history the bill was in effect. If it had been in effect in the recent
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history, it probably would not have been possible for the municipali-
ties to secure assistance in their underwritings or find investors to
purchase them. Had the bill been in effect a number of years ago,
it would have imposed a form of fiscal management that hopefully
would have maintained the city and the other entities involved now
in a sounder financial structure.
Senator TOWER. Perhaps fewer investors would be stuffing their

portfolios with that inflated New York City paper.
Mr. HILLS. I think that's a fair guess.
Senator TOWER. Not quite so many of them would be left holding

the bag. S. 2969 provides for an exemption for securities issued by
any municipality where the State has approved such issuance. Should
we do more to encourage States to regulate issuers within their
jurisdiction?
Mr. HILLS. Well, I believe this bill certainly does encourage them.

There may be other measures than can be taken to encourage them.
This bill provides in its present form a rather broad grant of au-
thority to the States. If a State, after hearing, decides that the dis-
closure is adequate to protect its investors then the State retains
the jurisdiction as to the offering of municipal securities. I pointed
out in my testimony that the present bill does not require that the
States find affirmatively that the type of disclosure being used by a
municipality within their jurisdiction is of the kind that the pro-
posed S. 2969 requires. That may be something that the subcommit-
tee may wish to consider, but in the bill's present form, there is a
broad deferral to any State that takes on itself the obligation after
hearing to decide that disclosure is adequate to protect the interest
of investors. I'm not sure how a broader deferral could be better.
Senator TOWER. On page 4 of your testimony you said:

Investors and underwriters are now alert to the inadequacies of the past
disclosure practices and appear to be more demanding of adequate information.

Now if this is true, why do we need this bill? Wouldn't the
marketplace demand it?
Mr. HILLS. Well, as the Senator knows, I personally am a great

supporter of competition and there's no doubt that competition in
disclosure policies will cause more disclosure, but I'm afraid that it's
very likely that the competition for disclosure will cause greater
confusion as to what is adequate disclosure and no entity is better
qualified than the SEC to speak to all municipalities at once and
prescribe the form of financial presentation that should be a rea-
sonable approach for these entities. In other words, I don't see what
is to be gained by promoting competition for this kind of disclosure
for people, investors particularly, who have no real idea as to what
kind of information they should be seeing. So for purposes of de-
veloping comparable information from municipalities, there seems to
us to be a good and sufficient reason to provide a standard.
Senator TOWER. I still find it amusing that every time you and I

get together we talk about disclosures of some sort.
Mr. HILLS. Or the lack of them.
Senator TOWER. Or the lack of. I assume your views on disclosure

at this time are somewhat different than that.
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Mr. HILLS. You might say it's more independent in my new job.Senator TOWER. Thank you for your testimony. The chairman hadto step out a minute, so if you will forebear a minute he would liketo ask you some more questions.
Mr. Hums. Surely.
Senator TOWER. While we are waiting for the chairman, let me runanother one by you. Under the proposal in this bill, the SEC wouldhave primary authority to issue rules and regulations on disclosurestandards for issues of municipal securities. Would it be better to givesole authority to a board comprised of issuers of the municipal securi-ties rather than the SEC?
Mr. Thils. Senator, that's a policy judgment that's very hard forto make. As I said earlier, the SEC in terms of its past experi-ence has a fount of experience that's useful in doing this. Initially, Iwould say that there's every reason to believe that present SEC staffwith the present Commission is as capable, if not more capable, thananybody else of doing it. Beyond that point, regardless of who shouldestablish the rules and policies, it is the responsibility of theSEC to enforce the 1933 and 1934 Acts. Accordingly, it strikes methat there is some soundness in suggesting the SEC for this task;if it is going to enforce the law it will have to have some idea ofwhat disclosure is required. Again, it seems to me, if we are tryingto provide certain and fair rules, the bill's approach would generateless confusion. I should say this, that it has been the longstandingpractice of our chief accountant, Mr. Burton, who's in the audience,and our staff, to provide financial presentation standards only aftera careful consultation with the industry representatives. We have hada long and productive relationship with Financial Accounting Stand-ards Board, the American Institute of Certified Public Accountants,and from time-to-time with the Municipal Finance Officers Associa-tion. So any rules that develop would surely only be done after verycareful securing of the views of the issuers through that framework.Senator WILLIAMS. Thank you, Senator Tower. I just have acouple of remaining questions, Chairman Hills.
Basically, doesn't S. 2969 follow the ground that was broken wayback in 1933 when we asked for and required additional disclosuresvery similar to those that were granted to the Commission upderthe Securities Act of 1933 as they pertain to the SEC's powers torequire nonstatutory enumerated disclosures through rulemakingauthority? We're going over the same ground, aren't we, in thatdegree?
Mr. HILLS. We are going over ground we have gone over before.As the Senator knows, the Commission has recently launched aneffort to rethink the ground we have gone over for 41 years in ourdisclosure policies and both internally with the Commission staff andexternally with a board of outstanding people we are going to re-think some of those things.
This bill has a limitation I might say on the type of disclosureand the type of rules that the Commission would be permitted tomake. It's a bit ambiguous but I think nonetheless it's a real limita-tion. Under sections and 10 of the 1933 Act, as I commented, the
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Commission has rather broad authority to promulgate any addi-

tional rules that we think are necessary or appropriate. At the pres-

ent time the Commission thinks that it's perfectly responsible to

limit its authority somewhat more with respect to municipal issuers

by saying that the Commission would only have the authority to re-

:mire additional similar and specific information. Given the differ-

ences between a private profit making corporation and the struc-

ture of a city, that limitation, in our judgment, would not unduly

interfere with the protection of investors.
As I say, it's a little bit difficult to say specifically where that

would change the Commission's authority, but basically it would

recognize that we would be trying to develop rules of disclosure

dealing with revenue, expense, and cash flow of a city. We would

not be involving ourselves so much in disclosure concerning manage-

ment as we do in private industry, as we do in our present dis-

closure policies under the 1933 and 1934 Acts.
Senator WILLIAMS. I won't pursue it any further. I get the im-

pression that more clarification is coming in terms of 
Mr. HILLS. Yes. This bill we think is a helpful framework to begin

the dialog and our staff will be delighted to deal with any questions

that the subcommittee or its staff may have.
Senator WILLIAMS. The Commission has embarked on an investiga-

tion of the New York City situation, as I understand it, and I think

this can be described as unprecedented. Am I right on that?

Mr. HILLS. It is unprecedented in the sense that there never has

been a city so large subject to the scrutiny of the Commission. There

have been other investigations and in two cases that I recall the Com-

mission has dealt with municipal issuers, although we have not before

had an investigation of this scope.
Senator WILLIAMS. Can you state what the Commission's approach

would be if evidence of wrongdoing were found in this investiga-

tion? The options, I would assume, are of consent decree or a lawsuit.

What is the broad approach and possibilities that you are considering?

Mr. HILLS. Well, I should say categorically that I have no idea at

this time that any actions will be brought, but one can hypothesize

all kinds of things that might be discovered by investigation, and

assuming a degree of culpability and degree of misrepresentation or

a degree of fraudulent action, as to which I say again we have cer-

tainly not made any decisions nor has the investigation been com-

pleted or even progressed to a degree that I could speculate if it

otherwise would be appropriate to, but there's no reason to think that

the same kinds of considerations that the Commission has used in its

enforcement with companies of private industry would not be fol-

lowed.
In short, we would assume that the same types of approaches

would be used—lawsuits, injunctive actions, administrative pro-

ceedings, consent decrees are all tools that the Commission has used

in its enforcement proceedings and all those tools we assume to

exist in this type of situation.
Se sr WILLIAMS. And those various tools are available under the

present authority of the SEC, but what we are doing through this

legislation is really upgrading the quality of disclosure and to a



27

considerable extent protecting against situations you're faced with
now in New York City.
Mr. HILLS. Not only protecting against it, Senator, but as a matter

of good government it strikes us that it is not appropriate in matters
of such significance as municipal securities to set disclosure policies by
litigation and consent decrees.
Senator WILLIAMS. I haven't anything further. Thank you very

much.
[Complete statement of Mr. Hills follows:]
STATEMENT OF RODERICK M. HILLS, CHAIRMAN, SECURITIES AND EXCHANGE

COMMISSION

Legislation providing disclosure requirements for municipal securities shouldhave two principle objectives. First, to provide adequate information to in-vestors to guide their investment decisions and to protect them against lossescaused by inadequate or inaccurate information. Second, to assist the issuersand underwriters of municipal securities by eliminating possible confusion asto their legal responsibilities.
In current debates about the regulation of municipal securities the secondpoint has not had sufficient attention. Presently, the Securities and ExchangeCommission enforces the antifraud provisions of the Securities Act of 1933 andthe Securities Exchange Act of 1934 against issuers and underwriters ofmunicipal securities. In addition, some question may be raised in private liti-gation as to the effect, if any, of sovereign immunity. There has to date beenvery little litigation involving such issuers and, as a result, there exists nowell-established body of judicial precedent defining the obligations of thesepersons. We believe the establishment of specific disclosure requirements inthe proposed legislation will provide some valuable guidance to issuers andunderwriters in discharging their responsibilities under the federal securitieslaws, although the nature of the investigation necessary to avoid liability willremain undefined.
In short, S.2969 would not expand the enforcement responsibility of the Com-mission. Rather, by prescribing specific disclosure responsibility on the part ofissuers of municipal securities, it may well enable the Commission to clarifythe bases underlying its use of enforcement procedures in this area. In anyevent, in view of the Commission's general mission to prevent fraud in connec-with the sale of securities, the limited expansion of its powers with respect tomunicipal disclosure is not out of keeping with its existing authority overprivate issuers.
The proposed legislation must also be viewed in the context of the longstanding exemption from the registration and reporting requirements of thesecurities laws which have applied to municipal securities. The underlyingbasis for the adoption of these exemptions consisted of a desire for govern-mental comity and the absence of recurrent abuses. In addition, there hasbeen a belief on the part of some that the typical purchaser of municipalsecurities is the sort of investor that does not need the protections of thefederal securities laws—banks, insurance companies and other institutions.Over the years, the typical purchasers of municipal securities have been insti-tutional investors with only limited individual participation. Further, thenumber of defaults on municipal securities has been very limited.Towards the end of the 1960's, those patterns began to change significantly.As an escalating economy pushed more people into tax brackets which madethe tax-free characteristic of municipal securities desirable, there occurred agreat increase in public participation in the purchase of municipal securities.Unfortunately, this increase in public participation was accompanied by thedevelopment of questionable marketing practices in municipal security deal-ings and the unexpected occurrence of serious municipal issuer financial prob-lems.
As a result of these problems in the trading of municipal securities, theSecurities Acts Amendments of 1975 were enacted to create a new and cora-



28

prehensive scheme of regulation of the trading markets in municipal 
securities

and of municipal securities professionals.

The principle feature of these amendments was the creation of the Mun
icipal

Securities Rulemaking Board which has authority to prescribe r
ules govern-

ing trading in municipal securities, among its other responsibilities. O
f course,

if S.2969 is enacted into law, the Municipal Securities Rulemaking
 Board will

be able to exercise its rulemaking authority as to underwriters in 
order to

ensure effective use of the information prepared by municipal issuers.

The New York City financial dilemma and similar situations involvin
g other

municipal issuers, raises even new questions concerning municipal fin
ancing.

These concerns are not only with the kind of fraudulent trading
 activity

which spawned Congressional enactment of the 195 Amendments, rath
er the

questions now center on the accuracy of municipal financial sta
tements and

the extent to which municipal issuers are properly informing inves
tors in both

the primary and secondary markets with regard to their affairs.

Investors and underwriters are now alert to the inadequacies of
 the past

disclosure practices and appear to be more demanding of adequate inf
ormation.

The failure of issuers to provide such data will impair their abili
ty to secure

the funds essential for community development.

It will, we believe, become increasingly apparent to municipal 
and other

public officials that they seriously jeopardize their future financing op
por-

tunities if they resolutely resist efforts by underwriters, dealers a
nd investors

to gain greater insight and information.
To stimulate an appropriate reexamination of the long standing 

exemption

of municipal issuers from the discosure requirements of the feder
al securities

laws, Senator Thomas F. Eagleton recently introduced a bill that
 would sub-

ject municipal securities to the registration requirements of th
e Securities

Act of 1933. That bill, S.2574, has properly focused attention on a
n important

problem—the less than adequate information now available to th
ose who in-

vest and trade in municipal securities. The solution S.2574 suggest
s, however,

creates a number of disadvantages which are not needed to achie
ve its basic

objectives.
While we are not presently aware of the exact number of Secur

ities Act

filings that would be made by municipal issuers under S.2574, it
 is probable

that there would be a great many more than the corporate filing
s now proc-

essed. Even if the Commission could obtain a much larger staff, i
t is unlikely

that the threatened harm to investors justifies so drastic a propos
al.

"The Municipal Securities Full Disclosure Act of 1976", S.2969, wou
ld pro-

vide a far more lirhited form of disclosure regulation for munic
ipal secur-

ities—one that is more commensurate with the risks involved.

S.2969 does not, in contradistinction to S.2574, embody any amen
dment to

the Securities Act of 1933. As a consequence, municipal securities
 would con-

tinue to be exempt from the registration requirements of the Securiti
es Act.

S.2969 would amend the Securities Exchange Act of 1934 to ad
d a new

Section 13A which would provide disclosure requirements for "muni
cipal secur-

ities" as defined in Section 3(a) (29) of the Exchange Act.

The disclosure requirements of Section 13A are different and 
considerably

more limited in scope than the requirements of the Securities. Act an
d Exchange

Act. In particular no information required of municipal issuers wo
uld be filed

with or reviewed by the Commission
Section 13A would require an issuer with more than $50 million 

of municipal

securities outstanding during any portion of a fiscal year to prepa
re for each

fiscal year an annual report and reports of events of default (if 
such events

of default occur)? The annual report would contain material fi
nancial and

other information regarding the issuer, including financial stateme
nts audited

and reported on by independent public or certified accountants. 
The reports

1 It appears that defaults or payment problems involving munici
pal bonds have not

been significant except in severe depression periods. Even in the Great Depression it

has been estimated that only 15 percent of all outstanding
 municipal debt was direct-

ly or indirectly involved in some manner. Since World 
War II, the experience has

been reasonably good. For instance, in the period from 1945 through 1969, it has

been estimated that the number of actual defaults in th
is area was 431, of which 300

were considered of a technical or temporary nature. The
 total amount of these defaults

is estimated at approximately $450 million—about .4%
 of the total amount of muni-

cipal debt outstanding at the end of the 25 year period.

of events of default would contain material informat
ion regarding any default
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on, or postponement or delay of, principal or interest payments on the issuer's
securities. The issuer would be required to make the annual report and reports
of events of default available to the public upon request.

Section 13A would also require an issuer that offers or sells an issue of
municipal securities exceeding $5 million to prepare a distribution statement
prior to such offer or sale. The distribution statement would contain such of
the information required in the annual report as the Commission prescribed
and material information concerning the particular offering. The issuer would
be required to make the distribution statement available to the underwriters
of the security offering for delivery to prospective purchasers.
An exemption from the distribution statement requirements would be pro-

vided for municipal securities offerings that meet the criteria of certain spe-
cified exemptive provisions of the Securities Act, and offerings the disclosure
for which are approved by a State governmental authority as adequate for
the protection of investors. As contemplated by the Commission, this exemp-
tion would be available to offerings the disclosure for which, in the view of
the State authority, is substantially similar to the disclosure required by
Section 13A.
The items of information to be required in the annual report and distribu-

tion statement are set forth in Section 13A and the Commission would have
only limited authority to require additional similar and specific information.
Such information is similar to that called for by the Municipal Finance Offi-
cers Association's Proposed "Disclosure Guidelines for Offerings of Securities
by State and Local Governments" and that which is required of foreign govern-
mental entities under Schedule B of the Securities Act. The forms in which
the required information is to be set forth, and the accounting methods to be
followed in the preparation of financial statements, would be prescribed by
the Commission to ensure the consistency, comparability, reliability and suffi-
ciency of such data.
The disclosure requirements of Section 13A would not constitute an undue

burden for municipal issuers of a responsible character. Most of the required
information would be, or at least should be, presently available. It is our
understanding that issuers that have their securities rated are required by
the rating agencies to supply much of the information called for by Section
13A. In addition, some state law and conscientious underwriters demand that
municipal issuers make available to the public material information com-
parable to that required by Section 13A. The Proposed Disclosure Guidelines
of the Municipal Finance Officers Association call for information similar to
that required by Section 13A. And, in cases where the disclosure requirements
of Section 13A would impose a demonstrably unreasonable burden on a
municipal issuer, the Commission would have authority under S.2969 to
exempt such issuer from those disclosure requirements.

It is important to emphasize the point that this legislature does not expand
the existing liability of municipal issuers. As I said earner, the antifraud pro-
visions of the Securities Act and Exchange Act presently apply to the purchase
and sale of municipal securities. S.2969 contemplates their continued applicabil-
ity. The effective date of S.2969 is January 1, 1977. Audited financial state-
ments, however, would be required only for fiscal years commencing on or
after December 31, 1978. The Commission believes that this time frame would
afford issuers of municipal securities an adequate opportunity to "gear-up"
for compliance with the new disclosure requirements of Section 13A.

Before closing, let me note that there are three areas where information
obtained through these hearings will be helpful in refining S.2969. The first
issue is whether establishing the threshold amounts of $50 million and $5 million
in Section 13A is appropriate. The Commission does not now have any data
indicative of the number of municipal issuers that would be subject to the dis-
closure requirements of Section 13A. Relevant empirical data developed through
these hearings should enable the Committee to make any appropriate adjust-
ments.

Secondly, the Committee may wish to consider issues relating to the scope
of underwriter liability. Our bill contains one limitation in Section 13A(g)
borrowed from a similar provision in Section 11 of the Securities Act. Munic-
ipal securities underwriters and their counsel will undoubtedly wish to com-
ment not only on that limitation but also to make additional suggestions. We
will be pleased to offer any assistance we can to the Committee and its staff

69-141 0 - 76 - 3
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in that regard. It is important that the provisions be both workable and appro-
priately protect public investors.
Finally, and underlying in part the previous item is the need for these

hearings to consider the extent to which sovereign immunity is, under current
law, and should be under the proposed legislation, available to issuers of
municipal securities and their associated persons, and the effect of any such
immunity on the duty of underwriters of any issue of municipal securities.
In conclusion, I would like to state it is the Commission's view that S.2969

represents a very effective and practicable solution to the serious information
problems associated with contemporary municipal securities financing. Even
though it is of course up to the Congress to determine whether or not legis-
lation is needed, in our opinion S. 2969 will minimize regulatory costs and
other burdens on both issuers and regulators while at the same time provid-
ing investors in municipal securities with consistent, comparable, reliable and
sufficient information to make reasoned investment decisions.

Senator WILLIAMS. Our next witnesses are Edwin H. Yeo, III,
Under Secretary for Monetary Affairs, and Robert Gerard, Deputy
Assistant Secretary for Financial Resources Policy for the Depart-
ment of the Treasury. Welcome, gentlemen. We look forward to
your testimony.

STATEMENT OF EDWIN H. YEO, III, UNDER SECRETARY OF THE
TREASURY FOR MONETARY AFFAIRS, ACCOMPANIED BY ROBERT
GERARD, DEPUTY ASSISTANT SECRETARY FOR FINANCIAL
RESOURCES POLICY

Mr. YEO. I have some short comments, Mr. Chairman.
Until last June, with one exception, no aspect of the municipal

securities field was subject to Federal securities law. Apart from the
reach of the antifraud provisions—section 17 of the 1933 act and
section 10(b) of the 1934 act—there were no uniform national
standards to govern and guide dealings in municipal securities.
I would like to say at the start that with that background the

Treasury supports the concept, and with some qualifications which I
will spell out, supports the Williams-Tower bill, S. 2969.
Under the leadership of the chairman, Congress moved last year

to fill part of that void. The Securities Act Amendments of 1975
established a comprehensive mechanism to regulate transactions in
municipal securities and the intermediaries which facilitate the
process. Today we begin the infinitely more difficult and delicate—
but equally important—I might even say personally perhaps of
paramount importance—task of recognizing the critical need for
current, accurate and comparable information about the fiscal and
financial condition of State and local governments.

Forty-three years ago, when municipal securities were exempted
from the securities laws, Congress could not have foreseen the im-
portance of the municipal market of today. Approximately $30 bil-
lion of tax-exempt bonds were issued in 1975. Another $30 billion
was borrowed short-term. Perhaps a more significant change than
growth in the size of the market was the revelation that municipal
securities were not riskless. Investors learned in 1975 that theoreti-
cal access to the ad valorem taxing power was not an absolute guar-
antee of timely repayment.
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Clearly the times have changed for States and municipalties as
well as for other economic sectors. States and municipalties now per-
form far more diverse services than four decades ago, or even 10
years ago. They employ a much more diverse set of taxes. Their
financings are far more complicated. All of these changes accentuate
the need of investors and underwriters and dealers—I might say
taxpayers as well—for reliable, current and comparable information
on the fiscal and financial condition of State and local governments.
A major defect in the flow of information now available is that

the data are not easily, if at all, comparable. The growth of State
and municipal activities, the diversity of taxes and the complexity
of financing have spawned a variety of methods of reporting. Ac-
counting procedures differ widely. As a result, verification and in-
terpretation of State and local fiscal and financial data is extremely
difficult.
The importance of providing reliable information is enhanced by

the fact that the nature of investors in the municipal market has
changed. Historically, investors have been sophisticated institutions
—banks and fire and casualty companies—which had both the re-
sources and the expertise to develop and evaluate information on
their own. Today, however, individuals are playing an increasingly
important role in the municipal market.
Under existing practices, there are in effect three mechanisms

which tend to safeguard an investor's investment in municipal se-
curities.

First, there is the fact that many States, either by statute or by
constitutional provision, prohibit conduct which would undermine
a political subdivision's ability to meet financial obligations. Such
limitations generally include the requirement of a balanced budget
and limitations on such items as outstanding long-term debt, short-
term debt outstanding at the end of the fiscal year, tax rates and
expenditures, among others.
Legal limitations provide poor financial standards because they

are arbitrarily applied to all municipalities in the jurisdiction and
often do not allow for judgment in financial planning. Also, such
limitations often are legally established in constitutions, charters
and statute books. As time passes, they often become obsolete and
are very hard to amend. Finally, as we learned in the case of New
York City, legal prohibitions are not necessarily enforced strictly.
I might add that it requires accurate information to enforce them.
A second source of potential protection is the antifraud provisions

of the Federal securities laws. But these safeguards alone are de-
ficient in two respects. First, they are retrospective only. They can-
not help investors to prevent unwise investments, but can only pro-
vide a basis for recouping losses after (and if) fraud is proved.
Moreover, they do not provide a basis for helping investors choose
among competing investments; they only prohibit certain extreme
unlawful conduct.
A third possibility is the rating process. But, since the rating

services must rely on the insufficient and noncomparable data pro-
vided to them, they can at best only make general estimates of
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creditworthiness. There is a fundamental fallacy in trying to base
ratings on less than full disclosure. There is no substitute for reli-
able, up-to-date, comparable information. To put it another way,
reliable, up-to-date information would complement rather than con-
flict with the rating process.
In short, there is no mechanism to insure that investment deci-

sions in municipal securities are made with clarity and confidence.
Prudent decisions cannot be made when investors are forced to com-
pare apples and oranges, and often old ones at that. An efficient
market requires access to comparable, verified, and reasonably cur-
rent information.
The fundamental goal of disclosure legislation must be to assure

that the maximum amount of relevant information is readily avail-
able, with a minimum amount of Federal intervention and a mini-
mum of cost. Disclosure rules and regulations should enhance the
market, not interfere with the market mechanism for municipal
issues. Most important, in order to insure that municipal investors
are able to make a concise comparative analysis of the finances of
different issuers, disclosure legislation must standardize the presen-
tation of the information being disclosed.
It is the importance of standardization which requires that a dis-

closure program be administered at the Federal level. We have ex-
amined carefully the voluntary disclosure approach. As the com-
mittee knows, it has been argued that since investors and under-
writers are demanding more information, if the free market were
left to its own devices, the information would be provided by those
issuers which needed market access. We concluded, however, that
precisely to assure that the free markt mechanism will function
smoothly with respect to municipal issues, it is necessary to insist
upon mandatory disclosure of financial information by issuers en-
tering the market. It is only by mandatory disclosure that adequate,
uniform, usable information can be assured, and that its flow to the
investing public can be guaranteed.
In designing a disclosure system, we must keep in mind that the

policy tradeoffs here may differ from those employed under exist-
ing law and procedures. The governing principle in the corporate
area is spare no expense to give the investor every last ounce of
protection. In the municipal area, where such expenses must be di-
rectly paid by taxpayers, I do not think we can or should make a
similar choice.

I'd like to talk a little bit about the scope. There are many muni-
cipalities which do not enter the capital markets frequently or to a
heavy degree, and thus present lesser concerns to the investing
public or to the proper functioning of our Nation's capital markets.
There are many municipal issues which have a relatively limited
market. So that mandatory disclosure does not result in overkill, we
favor the setting of threshold limits below which disclosure would
not be required.
Once the issuers which should disclose have been identified, the

information required of them should be carefully specified and rela-
tively comprehensive. Some flexibility, of course, is required, but
State and local governments, we believe, are entitled to have Con-
gress decide the kind of information it is required to disclose.
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Based on the above principles, we oppose S. 2574 and H.R. 11044.
By eliminating the 1933 and 1934 act exemptions for municipal
securities, these bills would require that municipal securities undergo
the same disclosure, filing and clearance and registration procedures
as corporate securities. Such an approach would impose burdens and
costs which outweigh the benefits derived.
We are in general agreement with S. 2969, cosponsored by the

chairman and Senator Tower. S. 2969 is not a regulatory bill. It
would not require filing, registration or presale clearance of issues.
Instead, it is strictly designed to insure that information—reports
and distribution statements—be prepared and made readily available
to the public.
Let me stress this fundamental difference between the Solarz and

Fiagleton bills, and S. 2969, even at the risk of belaboring the point.
The Solarz and Eagleton bills are regulatory measures. They would
intimately involve the SEC in the issuance process, as it is in the
corporate area. The Williams-Tower bill does not contemplate such
involvement, providing only that informational reports and state-
ments be prepared and made readily available.
Responsibility, in the final analysis, is more a matter of accounta-

bility than motive. And, in turn, accountability requires good infor-
mation. If comparable, reliable, up-to-date information were made
available through disclosure guidelines, in-depth scrutiny by investors
and the electorate would be facilitated.
The mechanism for public scrutiny of municipal issues already

exists. It lies in the marketplace and the election process. What is
required is only to put it to work, and this, in turn, requires only
assuring the flow of information. Reliable, comparable current data
would preempt the need for presale registration and clearance.
I concur with the essential substance of S. 2969. The bill provides

for the preparation of annual reports including audited financial
statements by issuers of municipal securities with more than $50
million outstanding. It provides also that distribution statements be
prepared prior to public offer or sale of $5 million or more of securi-
ties. And it requires that such reports and statements be reliable and
comparable, as well as readily available to underwriters, dealers, and
investors. Finally, it encourages State oversight by providing for
exemptions from the distribution statement requirement where a
State authority has approved the offer or sale of the issue.
The advantages of the Williams-Tower bill's approach are numer-

ous. The 1934 act's reporting requirements are less burdensome than
those under the 1933 act and will result in less burden to reporting
entities. Ongoing information about the basic financial health of a
city affords an excellent means of evaluating its creditworthiness and
its potential for meeting debt service on bond issues into the future.
To the extent new issue information is needed, the distribution state-
ment which the Williams-Tower bill would require will provide all
the relevant data. Thus, the Williams-Tower bill strikes an appropri-
ate balance: requiring disclosure of as much information as is neces-
sary to allow the market to function properly, without burdening our
States and cities and their taxpayers with requirements that impose
unnecessary costs.
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In my view, the bill as currently drafted requires improvement in
two areas. First, 1 am concerned about the authority conferred upon
the Commission by subsection (d) of section 13A. To the extent this
provision reflects the authors' belief that, in light of inflation, it may
be appropriate at some future date to allow the Commission to adjust
upward the minimum filing requirements, such intent could be more
clearly expressed by substituting the word "increase" for the word
"change" on line 5.

If, on the other hand, the provision contemplates a possible down-
ward adjustment of the minimum limits, I believe the provision con-
stitutes an inappropriate delegation of authority to the Commission.
It is important to keep in mind that this legislation contemplates a
degree of federal involvement in the affairs of sovereign political
units. Accordingly, it is our strong belief that any change which ma-
terially increases the scope of the legislation, or the burden on en-
tities initially subject to the legislation, must receive the review and
approval of the Congress in the form of new legislation.
This leads directly to our second area of concern. While we recog-

nize the necessity for a slight degree of rulemaking authority in the
Commission to implement the statutory directives, we think the legis-
lation, as currently drafted, goes much too far. As I indicated earlier,
while the protection of investors is, and must be, a consideration, it is
not in my view a consideration of such paramount importance as
might be the case on the corporate side. The grant of discretion to the
Commission to expand the type of information required should be
carefully circumscribed and should recognize expressly the different
competing considerations which exist in the municipal securities area,.
After all of us have had the benefit of the hearing process, we ex-

pect to work closely with the Commission and the staff of this sub-
committee to develop language to deal with the concerns set forth
above. At the same time, we will also present additional minor techni-
cal amendments which we feel will improve the legislation.

All in all, S. 2969 presents a desirable framework for satisfying the
important objectives of more and more useful information about
municipal credits. We believe such legislation is urgently needed and
we will cooperate with the Committee and the Congress in an attempt
to achieve its expeditious passage.

Senator WILLIAMS. Thank you very much, Mr. Secretary.
You have analyzed the situation in the States as to State require-

ments in terms of financial statements and disclosure requirements.
Are there any States that you would consider models that might be
useful to other States where there is a lack of state demands upon
municipal issuers?
Mr. YEO. I think that there are several States. One would be North

Carolina. I have the impression based on conversations with authori-
ties in other States that the North Carolina experience has been
watched carefully and is likely to be duplicated in other States.
Senator WILLIAMS. Certainly the legislation that Senator Tower

and I have introduced is designed to bring forth that State effort.
Mr. YEO. I certainly think that it would have that effect. I think it

also would have another effect which is very important, and that is
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the development of consistent data. If we have 50 States following
the North Carolina approach, that still doesn't get the job done be-
cause we could have theoretically 50 different sets of criteria and this
is where we agree wholeheartedly with the thrust of S. '2939 which
would provide a framework within which States could move in the
direction of the North Carolina experience.
Senator WILLIAMS. With this question I'm wondering whether it

might be in conflict with something you said at the conclusion of your
prepared statement and I wonder whether it would be desirable to
establish definite criteria in the bill which a State would have to meet
before it would be exempt from the operations of the bill as we pro-
pose it. I gather that you have some limited reservations over the
grants of authority to the SEC in the bill. Is that right?
Mr. YEO. Yes, that's right.
Senator WILLIAMS. Well, now this question goes to even a greater

degree to Commission authority and the establishment of definite
criteria. This is confused by the fact that, in your view, there could
be 50 states, all with good State law, and yet, all would be different.
That would be a confusing factor to the investing public. I would
think it would be. How do we resolve all this?
Mr. YEO. Our suggestion would be to establish the criteria through

the legislation with the Commission in a position of applying that
criteria but in a circumscribed way. The basic distinction that we are
trying to make is that we don't think that disclosure should lead us
to a situation comparable to that that exists for corporate securities.
Mr. GERARD. Mr. Chairman, let me try to elaborate a little bit

further. The bill draws a distinction between the annual reporting
requirement on the one hand, and the distribution statement require-
ment on the other hand. The possibility of an exemption for a State
procedure applies only to the distribution statement requirement. It
seems to me that that reflects a judgment by the draftsmen that we
have really got two interrelated but independent sets of considerations.
First is the market and the functioning of the market through time.
To ensure the efficient functioning of the market you want to have
comparable current and reliable information on issuers of substantial
amounts in the market, that is issuers with $50 million or more. Thebill also recognizes there may be a situation—and I suspect it would
be a relatively rare one—where you've got somebody coming to mar-ket with more than $5 million in a new issue but not yet in themarket generally in a large enough degree to come under the annualreport requirement.
In those cases, I think there's a judgment here and it's a sound one,that investors—with whom you're essentially concerned about in thisseparate distribution statement requirement—ought to be satisfiedwith the judgment of appropriate state authority in terms of makingan investment decision with respect to that security. So that the con-cern about the potential discretion of the SEC I don't think is quiteso strong in the latter ease.
I think again, given the principles of intergovernmental comitywhich surround this entire issue, that the legislation ought to makeclear what in the way of State certification or what procedures are
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required. I think, again, the Commission's ability in effect to grant or
deny the exemptions by making the judgment as to whether the pro-
cedures in effect in a particular state are or are not adequate ought to
be spelled out with a good deal of clarity in the legislation.
Again, the essential distinction is between the reporting require-

ment which is market oriented in a sense, and the new issue require-
ment which is investor oriented in a sense.
Senator WILLIAMS. You have suggested that during this hearing

process which is a refinement of the ideas that are in the legislation,
you will be in communication with the SEC?
Mr. YEO. Yes, sir.
Senator WILLIAMS. I'm wondering whether this is a subject matter

that might come up in those discussions and whether your ideas might
not be discussed and perhaps result in specific legislative language
and ideas for us to consider.
Mr. YEO. We'd like to do that very much and with the perspective

of the hearings that are underway. We are most anxious to participate
in that process.

Senator WILLIAMS. Was last year a record year in municipal
offerings?
Mr. YEO. Yes, sir.
Senator WILLIAMS. How would you describe the investor climate

for municipal securities right now?
Mr. YEO. I think that they could be characterized by three major

elements. No. 1, the market is clearly functioning and handling a
large amount of securities. As a whole, it is fulfilling its function.
The second characteristic would be the development of sharp distinc-
tions by investors among various credits. The technical manifestation
of this is a widening in yield spreads between issues that are regarded
as being very high in quality and those that are regarded by investors
as being of slightly or substantially lower quality. We have called this
a flight to quality and in its first manifestation in the second half of
last year it was not a very distinctive phenomenon. By that, I mean
investors tended to seize and devote their interest to issues of only the
very highest quality in their view.
And the third characteristic of the market that is developing is that

investors are becoming progressively more discriminating. The
process of credit analysis, of making distinctions among issues, which
is the essence of making this market mechanism work, is proceeding.
In other words, from the initial fear that characterized the second
half, we have moved from that to a more discriminating atmosphere.
I personally think that this is a very healthy development and that
it's healthy because it is the guts of an early warning system for
credits that are getting into difficulty as these investors scrutinize
each issue. If they discern changes in financial conditions those will be
reflected promptly in the market rather than simply glossed over for
a long period and then abruptly seized upon by investors. In colloqui-
al terms, this would mean as this process develops that markets
wouldn't close for issues overnight; that the door discernibly would
start to move and that would give the issuers and others time in which
to take corrective 'action.
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That's 'why, Mr. Chairman, disclosure as embodied in your bill is
so important.
Senator WILLIAMS. Would you say that the New York City experi-

ence hastened this meeting today? Would we have been here with this
legislation without that dramatic episode in municipal finance?
Mr. YEO. I'd like to say that we would have, but I don't think we

would have. I think we are here as a result of the impressions that it's
made on all of us.
Senator WILLIAMS. So frequently that happens. It takes the near

catastrophe to alert the public and the Congress, and the public
through their Congress, to the need for action.
We were discussing—and I'm not sure you were here when Chair-

man Hills was testifying 
Mr. YEO. I was here for part of it.
Senator WILLIAMS. Toward the end of his testimony we dealt with

the elements of enforcement and liability. Have you, from where you
sit in your authority, thought in terms of issuer liability and under-
writer liability and whether we need anything other than what we
have in this legislation to affect the situation?
Mr. YEO. We are in the process of—we have been thinking a great

deal about it, Mr. Chairman. We are in the process of continuing our
analysis in that area. We are aware of the shortcomings of a system
that imposes such burdens on the market mechanism that it can't
function effectively and at which might loosely be called reasonable
costs.
My own personal view is that an underwriter ought to be able to

have shown that he took due diligence and that his liability ought not
to extend so far that the cumulative effect of what we will have done
will be to increase the distribution costs for municipal securities and
the reason why I think that's very important is that it will not come
out of the underwriter's pocket. It won't affect their profit. It will
affect the interest costs of municipalities.
Perhaps my associate, Mr. Gerard, would add a little bit to that.
Mr. GERARD. As Under Secretary Yeo said, when we talk about

liability in this area we are talking about costs. We are talking about
the way in which an underwriter protects himself from liability in
the subsequent damage action or at least the traditional way this is
done is by spending a lot of money evaluating a credit irrespective of
whether the issuer himself either by law or practice has had to incur
some of the similar cost burdens.
So one of the areas that we are exploring, as Mr. Yeo mentioned, is

the possibility of streamlining the process, so to speak, so that on the
one hand the underwriter carries out his responsibility—and he clear-
ly has a responsibility to his customers to insure that the product
he's selling them is a reasonable product—but so that that responsi-
bility can be satisfied with due regard to the overall cost burden
which the issuer ultimately will bear.
To go back to something that we said in our testimony, I think in

considering all this legislation we have to keep in mind that whatever
the position—whatever the law may be— with respect to corporate
securities, policy tradeoffs in this area are very different. We view this
legislation as market oriented. Certainly protection of investors is a
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key consideration, but whereas in the corporate area the way the law
has developed, protection of investors is the keystone of the Federal
securities law, here, we think a different set of policy balances may be
appropriate.

1Senator WILLIAMS. We don't codify the due diligence approach.
That does apply on the private side and I'm wondering whether this
is something that we should think through further and consider and
maybe be part of this legislation. Do you think so?
Mr. YEO. We would like to have the opportunity to consider it

further and perhaps work with the staff on an examination of it. For
our own part, we think that there's definitely a responsibility on the
part of the dealer and underwriter, but there has to be in our view a
balance between that responsibility and something that produces costs
that far, far outweigh the 'benefits. That's the judgment that I think
we're talking about and we'd be very anxious to participate with the
staff in considering it further.
Senator WILLIAMS. Now we're talking about costs. What is your

judgment of what the oasts will be for local governments to get their
accounting and financial reporting on a sound basis? What kind of a
burden are we talking about here?
Mr. YEO. I can't quantify it, Mr. Chairman. I think that any esti-

mate that we would provide would be accurate only by accident, but I
can say that I think in the present environment that it's probable
that there would be a positive advantage as a result of the enactment
of this bill in terms of costs. I think that this bill would provide the
basis for informed investors, reassured investors, and a more efficient
operation of what is already a great market, the municipal market.
My judgment is that this probably would not result in any over the

long run incremental costs. The benefits would outweigh the explicit
costs. That's a matter of judgment. I can't present you with figures
that would give an 'analysis of cost.
Senator WILLIAMS. It would seem to me that it would certainly

follow that investors would have a greater degree of confidence and
it also would follow I think that there would be greater competition
among underwriters for an opportunity to be in on an issue. Am I
accurate in suggesting that might be one of the beneficial fallouts and
therefore a net lowering of costs if there's competition among under-
writers for the opportunities?
Mr. YEO. Well, I think that there could easily be more competition

among underwriters. That would lower the costs to the degree that it
contributed to a contraction in the underwriting spread. The big
benefit embodied in this bill involves the broadening of the municipal
market as a result of full consistent disclosure on a regular basis. To
the degree the municipal market is broadened, to that degree, and
inhibitions that exist as a result of recent experiences are reduced, to
that degree, we could realize material savings in terms of interest
costs.
In addition, this bill would facilitate the discrimination process,

discrimination among credits. This is a constructive process and
makes for a more efficient market system which in turn would lower
costs.
[Complete statement of Mr. Yeo follows:]
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STATtMENT OF EDWIN H. YEO, III, UNDER SECRETARY OF THE TREASURY FOR
MONETARY AFFAIRS

Mr. Chairman and members of this distinguished Subcommittee, I am
pleased to appear before you to testify on legislative initiatives to require
disclosure by States and municipalities of their fiscal and financial condition.
The Treasury supports the concept, and, with qualifications which I will spell
out later, supports the Williams—Tower Bill, S.2969.

THE CURRENT STATE OF MUNICIPAL DISCLOSURE AND ITS SHORTCOMINGS

Until last June, with one exception, no aspect of the municipal securities
field was subject to Federal Securities law. Apart from the reach of the anti-
fraud provisions—Section 17 of the 1933 Act and Section 10(b) of the 1934
Act—there were no uniform national standards to govern and guide dealings
in municipal securities.
Under the leadership of the Chairman, Congress moved last year to fill part

of that void. The Securities Act Amendments of 1975 established a comprehen-
sive mechanism to regulate transactions in municipal securities and the
intermediaries which facilitate the process. Today we begin the infinitely more
difficult and delicate—but equally important—task of recognizing the critical
need for current, accurate and comparable information about the fiscal and
financial condition of State and local governments.

Forty three years ago, when municipal securities were exempted from the
Securities laws, Congress could not have foreseen the importance of the
municipal market of today. Approximately $30 billion of tax-exempt bonds
were issued in 1975. Another $30 billion was borrowed short term. Perhaps
a more significant change than growth in the size of the market was the
revelation that municipal securities were not riskless. Investors learned in
1975 that theoretical access to the ad valorem taxing power was not an
absolute guarantee of timely repayment.

Clearly the time have changed for States and municipalities as well as for
other economic sectors. States and municipalities now perform far more
diverse services than four decades ago, or even ten years ago. They employ a
much more diverse set of taxes. Their financings are far more complicated.
All of these changes accentuate the need of investors and underwriters and
dealers for reliable, current and comparable information on the fiscal and
financial condition of State and local governments.
A major defect in the flow of information now available is that the data are

not easily, if at all, comparable. The growth of State and municipal activities,
the diversity of taxes and the complexity of financing have spawned a variety
of methods of reporting. Accounting procedures differ widely. As a result,
verification and interpretation of State and local fiscal and financial data is
extremely difficult.
The importance of providing reliable information is enhanced by the fact

that the nature of investors in the municipal market has changed. Historically,
investors have been sophisticated institutions—banks and fire and casualty
companies—which had both the resources and the expertise to develop and
evaluate information on their own. Today, however, individuals are playing
an increasingly important role in the municipal market.

SAFEGUARDS CURRENTLY AVAILABLE

Under existing practices, there are in effect three mechanisms which tend
to safeguard an investor's investment in municipal securities.

First, there is the fact that many State, either by statute or by constitu-
tional provision, prohibit conduct which would undermine a political sub-
division's ability to meet financial obligations. Such limitations generally in-
clude the requirement of a balanced budget and limitations on such items as
outstanding long term debt, short term debt outstanding at the end of the
fiscal year, tax rates and expenditures, among others.
Legal limitations provide poor financial standards because they are arbi-

trarily applied to all municipalities in the jurisdiction and often do not allow
for judgment in financial planning. Also, such limitations often are legally
established in Constitutions, charters and statute books. As time passes, they
often become obsolete and are very hard to amend. Finally, as we learned
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in the case of New York City, legal prohibitions are not necessarily enforced
strictly.
A second source of potential protection is the anti-fraud provisions of the

Federal Securities Laws. But these safeguards alone are deficient in two
respects. First, they are retrospective only. They cannot help investors to
prevent unwise investments, but can only provide a basis for recouping losses
after (and if) fraud is proved. Moreover, they do not provide a basis for
helping investors choose among competing investments; they only prohibit
certain extreme unlawful conduct.
A third possibility is the rating process. But, since the rating services must

rely on the insufficient and non-comparable data provided to them, they can
at best only make general estimates of creditworthiness. There is a funda-
mental fallacy in trying to base ratings on less than full disclosure. There is
no substitute for reliable, up-to-date, comparable information.
In short, there is no mechanism to insure that investment decisions in

municipal securities are made with clarity and confidence. Prudent decisions
cannot be made when investors are forced to compare apples and oranges,
and often old ones at that. An efficient market requires access to comparable,
vertified, and reasonably current information.

THE DESIRED NATURE AND SCOPE OF DISCLOSURE LEGISLATION

The fundamental goal of disclosure legislation must be to assure that the
maximum amount of relevant information is readily available, with a minimum
amount of Federal intervention and a minimum of cost. Disclosure rules and
regulations should enhance the market, not interfere with the market mechan-
ism for municipal issues. Most important, in order to ensure that municipal
investors are able to make a concise comparative analysis of the finances of
different issuers, disclosure legislation must standardize the presentation of
the information being disclosed.
It is the importance of standardization which requires that a disclosure

program be administered at the Federal level. We have examined carefully
the voluntary disclosure approach. As the Committee knows, it has been
argued that since investors and underwriters are demanding more informa-
tion, if the free market were left to its own devices, the information would be
provided by those issuers which needed market access. We concluded, however,
that precisely to assure that the free market mechanism will function smoothly
with respect to municipal issues, it is necessary to insist upon mandatory
disclosure of financial information by issuers entering the market. It is only
by mandatory disclosure that adequate, uinform, usable information can be
assured, and that its flow to the investing public can be guaranteed.
In designing a disclosure system, we must keep in mind that the policy

trade offs here may differ from those employed in the corporate area. It is not
an overstatement to say that, under existing law and procedures, the govern-
ing principle in the corporate area is spare no expense to give the investor
every last ounce of protection. In the municipal area, where such exepnses
must be directly paid by taxpayers, I do not think we can or should make a
similar choice.

SCOPE

There are many municipalities which do not enter the capital markets fre-
quently or to a heavy degree, and thus present lesser concerns to the invest-
ing public or to the proper functioning of our nation's capital markets. There
are many municipal issues which have a relatively limited market. So that
mandatory disclosure does not result in overkill, we favor the setting of thres-
hold limits below which disclosure would not be required.
Once the issuers which should disclose have been identified, the information

required of them should be carefully specified and relatively comprehensive.
Some flexibility, of course, is required, but State and local governments, we
believe, are entitled to have Congress decide the kind of information it is
required to disclosure.



41

COMMENTS OF PENDING DISCLOSURE BILLS

Based on the above principles, we oppose S.2574 and H.R. 11044. By elimi-
nating the 1933 and 1934 Act exemptions for municipal securities, these bills
would require that municipal securities undergo the same disclosure, filing
and clearance and registration procedures as corporate securities. Such a n
approach would impose burdens and costs which outweigh the benefits de-
rived.
We are in general agreement with S.2969, cosponsored by the Chairman and

Senator Tower. S.2969 is not a regulatory bill; it would not require filing,
registration or presale clearance of issues. Instead, it is strictly designed to
insure that information—reports and distribution statements—be prepared
and made readily available to the public.
Let me stress this fundamental difference between the Solarz and Eagleton

bills, and S.2969, even at the risk of belaboring the point. The Solarz and
Eagleton bills are regulatory measures. They would intimately involve the
SEC in the issuance process, as it is in the corporate area. The Williams-
Tower bill does not contemplate such involvement, providing only that in-
formational reports and statements be prepared and made readily available.

Responsibility, in the final analysis, is more a matter of accountability than
motive. And, in turn, accountability requires good information. If comparable,
reliable, up-to-date information were made available through disclosure guide-
lines, in depth scrutiny by investors and the electorate would be facilitated.
The mechanism for public scrutiny of municipal issues already exists. It li

lies in the market place and the election process. What is required is only to
put it to work, and this, in turn, requires only assuring the flow of informa-
tion. Reliable, comparable current data would pre-empt the need for presale
registration and clearance.
I concur with the essential substance of S.2969. The bill provides for the

preparation of annual reports including audited financial statements by
issuers of municipal securities with more than $50 million outstanding. It
provides also that distribution statements be prepared prior to public offer
or sale of $5 million or more of securities. And it requires that such reports
and statements be reliable and comparable, as well as readily available to
underwriters, dealers and investors. Finally, it encourages State oversight by
providing for exemptions from the distribution statement requirement where
a State authority has approved the offer or sale of the issue.
The advantages of the Williams-Tower bill's approach are numerous. The

'34 Act's reporting requirements are less burdensome than those under the
'33 Act and will result in less burden to reporting entities. Ongoing informa-
tion about the basic financial health of a city affords an excellent means of
evaluating its creditworthiness and its potential for meeting debt service on
bond issues into the future. To the extent new issue information is needed,
the distribution statement which the Williams-Tower bill would require will
provide all the relevant data. Thus, the Williams-Tower bill strikes an appro-
priate balance: requiring disclosure of as much information as is necessary
to allow the market to function properly, without burdening our States and
cities with requirements that impose unnecessary costs.
In my view, the bill as currently drafted requires improvement in two areas.

First, I am concerned about the authority conferred upon the Commission by
subsection (d) of Section 13A. To the extent this provision reflects the authors'
belief that, in light of inflation, it may be appropriate at some future date to
allow the Commission to adjust upward the minimum filing requirements, such
intent could be more clearly expressed by substituting the word "increase"
for the word "change" on line 5.

If, on the other hand, the provision contemplates a possible downward ad-
justment of the minimum limits, I believe the provision constitutes an in-
appropriate delegation of authority to the Commission. It is important to keep
in mind that this legislation contemplates a degree of Federal involvement in
the affairs of sovereign political units. Accordingly, it is our strong belief that
any change which materially increases the scope of the legislation, or the
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burden on entities initially subject to the legislation, must receive the review
and approval of the Congress in the form of new legislation.
This leads directly to our second area of concern. While we recognize the

necessity for a slight degree of rule-making authority in the Commission to
implement the statutory directives, we think the legislation, as currently
drafted, goes much too far. As I indicated earlier, while the protection of in-
vestors is, and must be, a consideration, it is not in my view a consideration
of such paramount importance as might be the case on the corporate side.
The grant of discretion to the Commission to expand the type of information
required must be carefully circumscribed and should recognize expressly the
different competing consideration which exist in the municipal securities area.
After all of us have had the benefit of the hearing process, we expect to

work closely with the Commission and the staff of this Subcommittee to de-
velop language to deal with the concerns set forth above. At the same time
we will also present additional minor technical amendments which we feel
will improve the legislation.

All in all, S.2969 presents a desirable framework for satisfying the important
objectives of more and more useful information about municipal credits. We
believe such legislation is urgently needed and we will cooperate with the
Committee and the Congress in an attempt to achieve its expeditious passage.

Senator WILLIAMS. Thank you very much, gentlemen, and we look
forward to further discussions and communications on some of the
particulars that were raised that were very helpful.
Mr. Harvey Kapnick, chairman Arthur Andersen & Co. We are

very pleased to welcome you before our committee, Mr. Kapnick,
together with and flanked by eminent counsel.

STATEMENT OF HARVEY KAPNICK, CHAIRMAN AND CHIEF EXEC-
UTIVE, ARTHUR ANDERSEN & CO., ACCOMPANIED BY MARIO V.
MIRABELLI AND CHARLES BOWSHER

Mr. KAPNICK. Thank you, Mr. Chairman.
My name is Harvey Kapnick. As you have indicated, I am chair-

man of Arthur Anderson & Co., an international firm of public ac-
countants with offices in 35 different countries and approximately
14,000 personnel. I have with me Mr. Mario Mirabelli of the law
firm of Mirabelli and Gould, our counsel in this regard and Mr.
Charles Bowsher, a partner of our firm.
Many of our clients file financial statements with the Securities and

Exchange Commission under the Securities Acts, and we report on
such financial statements in accordance with the acts and the ap-
plicable rules and regulations. Therefore, we have considerable ex-
perience and knowledge about the financial accounting and report-
ing of corporations and the financial data in prospectuses that go
to investors in connection with the issuance of corporate securities.
Our firm has performed professional work for various depart-

ments of the Federal Government. As a public service, and at our
own expense, we prepared in 1975 a booklet, "Sound Financial Re-
porting in the Public Sector—A Prerequisite to Fiscal Responsibil-
ity," which has created considerable interest and has been entered
in the Congressional Record. Secretary of the Treasury Simon has
announced that the Treasury plans to publish consolidated financial
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statements on the accrual basis for the Federal Government as a
whole for the fiscal year ending September 30, 1977.
During our fiscal year ended August 31, 1975, our firm performed

professional work for: (1) 54 departments, agencies, authorities, and
other entities of State governments in 25 States, and (2) 124 cities,
districts, authorities, and other local governmental units in 25 States
and the District of Columbia.
At the request of the Secretary of the Treasury, we prepared a

special report in December 1975, regarding information relating to
financial requirements under the New York City Seasonal Financing
Act of 1975. We have also been recently engaged to survey the ac-
counting and financial management practices of the District of
Columbia. The purpose of this survey is to define and analyze exist-
ing problems and to develop a plan that would lead to the imple-
mentation of generally accepted accounting principles and an event-
ual auditors' opinion. The results of the survey are to be reported
to the Senate Committee on The District of Columbia.
My purpose in testifying today is to present my views on the ac-

counting and financial reporting of state and local government en-
tities and their systems and controls, particularly as these matters
relate to the issuance of securities by those entities. My comments are
made for use by your committee and the Congress in considering the
proposed legislation in the area of municipal securities. In my
opinion, this issue is of utmost importance to all citizens of the
United States. I am pleased that the Senate of the United States is
considering legislation to protect citizens from abuses that have or
could have occurred in this area.
I fully support the Municipal Securities Full Disclosure Act of 1976

(S. 2969) as it has been introduced in the Senate of the United States.
There is an urgent need for legislation to give investors more ade-
quate information, to place greater responsibility on the issuers for
the information disseminated, to achieve more uniformity, and to
establish better standards for information to be presented, all of
which I believe will add more credibility to the market for muni-
cipal securities. This act's concept of requiring an annual report and
a distribution statement for issuance of new securities under the
prescribed conditions is, in my view, the minimum required at this
time.
In addition, there is a need for uniform standards applicable to

these documents from the standpoint of everyone concerned. The
securities acts have been designed to protect investors. Investors in
municipal securities need the same quality of information as in-
vestors in corporate securities. The concern of Congress and the
public interest should be the same for both types of securities. Until
recently, a clear case may not have existed for specific requirements
covering municipal securities. However, with recent events casting
serious doubts on whether certain governmental units can obtain the
funds required for needed programs or for refinancing existing ob-
ligations, immediate action is required to assist such governmental
units and to protect potential investors.
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In my view, the program contemplated by the proposed bill
would be greatly strengthened and enhanced in the view of investors,
if the annual reports and distribution statements were to be filed
with the Securities and Exchange Commission subsequent to their
issuance. The SEC could then perform a monitoring function with
respect to such documents, perhaps on a test basis. Such a function
would enable the SEC to review compliance with the provisions of
the bill, and the rules and regulations to be prescribed thereunder,
in order to determine the general level of compliance and any changes
in regulations or legislation that should be considered. To file the
annual reports and distribution statements in a central repository
only, with no review by the SEC, would seem to be missing an op-
portunity for monitoring by the SEC. Such a review would result
in benefits far in excess of the costs. Also, an annual report by the
SEC to the Congress concerning the results of this subsequent review
would be beneficial in evaluating the success of this program.
I realize that the Securities Reform Act of 1975 contains a spe-

cific provision prohibiting any requirements for the issuer of muni-
cipal securities to file any documents with the SEC or the Municipal
Securities Rulemaking Board prior to the offering of the securities.
Nevertheless, a question continues to exist about whether registra-
tion of certain municipal securities under the Securities Act of 1933
would be in the public interest. The question of whether prior filing
of documents is required will not be answered until experience is
gained with the proposed program. This step could be omitted now,
but this is one of the reasons that I suggest a monitoring function for
the SEC to observe what is being done by the issuers of municipal
securities and to make an annual report to the Congress reporting
the results of that review. This subject is so important in my view
that developments in this area should be considered by the Con-
gress in a periodic and orderly manner for the next several years.
The cost of regulation to the issuers of municipal securities is un-

doubtedly of concern to many governmental entities and will repre-
sent an additional cost in many cases to be borne by taxpayers.
However, the question is whether this cost is necessary to provide
an orderly market for such securities and to protect the purchasers
of municipal securities. This, of course, is a judgmental matter, but
I believe that the public interest now must of necessity lean toward
the investors. Also, the effects of the uncertainty that presently
exists in the minds of investors with respect to municipal securities
is difficult to judge, but it is certain to be of some significance to the
ability of the market to absorb the securities as well as to the in-
terest rates that must be paid. Any additional costs incurred as a,
result of the registration process and the greater disclosure require-
ments may be more than offset in the long run by lower interest
costs resulting from greater investor confidence. Tn addition, an-
other concern might be considered. In recent years, the interest rates
of municipal securities have tended to increase faster than interest
rates on longterm corporate bonds. Since our Federal tax system
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exempts interest on municipal securities in computing individual
or corporate taxable income, a tendency on the part of smaller cor-
porate taxpayers (including banks) to invest in such securities with-
out all the data required to protect earnings could have a serious
impact on our entire society.

Since certain constitutional questions have been raised, we have
obtained from two law firms an opinion that the Congress of the
United States has the power under the Commerce Clause of the
United States Constitution to subject issuers of municipal securi-
ties to requirements of registering such securities and to the re-
porting requirements comparable to those included in the Securities
Act of 1933 and the Securities Exchange Act of 1934 in respect of
other domestic issuers. These opinions, which also cover other re-
lated matters, are attached to my statement and I will not refer to
them in this particular presentation.
The basic purpose of the securities acts has been to provide ade-

quate information to investors. The original exemption for muni-
cipal securities was logical since they were not significant in amount.
In 1933, the expenditures for State and local government approxi-
mated $7 billion. In 1976, such expenditures will exceed $200 billion,
without including the Federal grants-in-aid to State and local gov-
ernments, which have also grown in importance. The long-term
municipal securities presently being sold each year are in the general
magnitude of $25 billion to $30 billion. These securities are now much
more important in relation to total securities being issued and out-
standing. The interests of investors cannot be separated since all
securities tend to compete for investor dollars.
There is a tendency to refer to municipal securities as a single

classification, and this of course is inappropriate since a wide variety
of types of securities are included. However, without the availability
of adequate and extensive data, there can be a tendency on the part
of investors to consider all securities as having the same risk. In
fact, a general review of official statements from municipal securities
leaves me with the impression that in many cases the greater the
amount of risk the less information there is provided. This situation
suggests a great need for legislation to achieve more uniformity and
quality in the information given to investors.

Municipal securities today are an important component in the
financial health of our national economy, particularly that of the
commercial banks. During 1960 to 1975, outstanding municipal se-
curities grew by $145 billion, 58 percent of which went to commer-
cial banks, with many of them being smaller banks. Municipal se-
curities owned by commercial banks have now reached a level some-
what equivalent to the U.S. Government securities owned.
Not only did the State and local government securities held in-

crease from $4 billion in 1945 to $101 billion in 1975, but the per-
centage that such securities represented in relation to total assets
increased from 2.93 percent to 12.36 percent during that same period.

69-141 0 - 76 - 4
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In addition, these securities were about twice the total capital for
such banks at the end of 1975. Thus, in my opinion, liquidity and
safety are essential. However, liquidity can only be achieved if
others are willing to buy. Safety can only be evaluated if the in-
vestor has adequate information on which to base a decision.
Our political and economic systems are also being undermined by

the lack of adequate and uniform information with respect to State
and municipal securities. While knowledgeable investors should carry
the burden of risk of loss on their investments, there is no excuse
for investors not being given adequate data. If the data are inade-
quate, we all end up sharing in the responsibility when problems
surface. State and municipal securities should be placed in the same
position as that, of corporations. Investors should be given the facts
upon which to make their evaluation, and their decisions then be-
come their own responsibility. Under such circumstances, society
should not have to bail out the losers. The primary reason that New
York City was not allowed to fail was not the impact on the man in
the street, but its implication to the owners of the bonds—the banks,
retirees, insurance companies, and others who would have taken the
loss in the cancellation or restructuring of the debt. How could they
be held accountable since they bought them under circumstances of
trust in a system that is inadequate?
In many of our governmental units, there are today significant

hidden future costs that have not been identified either to investors
or taxpayers. One of the most significant of these is the unrecognized
pension costs, but they also include other amounts for services
rendered that have not been recognized and recorded. Sooner or
later, these hidden costs must lead to crises when they become un-
manageable by the community and can no longer be avoided.
Financial reporting and accounting standards and the accounting

systems and controls of many State and local governmental units are
deficient. Many State and local governmental entities either do not
publish financial statements for investors or the public in general or
the statements that they do publish are not very complete or informa-
tive. Neither the investor, the taxpayer, nor municipal management
receive the kind of reporting that would be useful to them in the
performance of their roles in our society. I believe that only through
the kind of regulation proposed in this bill, and modified as I am
suggesting, can we see an early correction to the situation.

Financial reporting is an essential part of holding public officials
and employees responsible for the proper stewardship of the funds
and for the trust that has been placed in them for the performance
of their functions. Historically, there has been an excessive preoc-
cupation with legal compliance permeating the entire field of gov-
ernmental accounting. Legal compliance is important, of course, and
there is no inconsistency between sound accounting and legal com-
pliance.
There is considerable debate in accounting circles over whether

the necessary upgrading of the accounting and reporting can be ac-
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complished on a timely basis. I do not view this as an overwhelming
task because the experience of the private sector should be helpful.
To aid in this effort, our firm has commissioned the Center for the
Management of Public and Nonprofit Enterprise in the Graduate
School of Business of the University of Chicago to carry out a
study of the standards of accounting and financial disclosure for
State and local governments. This research is scheduled to com-
mence during the spring of this year and to be concluded by October
1, 1976. This study will cover not only current practices, but also
recommendations for what the practices can and should be. The find-
ings of this study will be published and available to the SEC, the
Congress, and other interested parties without cost.
In conclusion, I want to emphasize that as a general proposition

I do not favor any more regulation by the Federal Government than
is necessary. Further, I am well aware of the traditional preroga-
tives of the State and local governments with respect to the issuance
of municipal securities. However, there is an urgent need for im-
provements with respect to financial and other data related to the
issuances of of municipal securities; and, therefore, I believe that
the Municipal Securities Full Disclosure Act of 1976 should be
enacted.
In my opinion, the only way that sufficient progress can be made

in a reasonable time is for a central authority with the necessary
statutory power to take the lead with respect to the many thousands
of issuing entities. The SEC is the only logical place for this re-
sponsibility. The welfare not only of investors but also of the citi-
zens of the various governmental entities is importantly at stake.
The ability of many of these entities to borrow adequate amounts
for schools, police, fire, and other governmental services on a reason-
able basis may also be at stake. Those from the States and cities .who
may oppose any type of Federal regulation and are in favor of a
continuation of the do-it-yourself approach are actually performing
a disservice to the citizens they represent.
The proposed bill, in my opinion, is a practical and minimum

step at this time, and as indicated earlier, I fully support it. How-
ever, I do believe that a modification to provide for a monitoring
function by the SEC and an annual report to the Congress would
add a great deal in accomplishing the objectives and should be
adopted. No area is more important for our elected leaders to be
concerned than with the viability of our local communities where
we reside and work and raise our families.
Mr. Chairman, I thank you for this opportunity to present my

views.
Senator WILLIAMS. Thank you very much, Mr. Kapnick, and we

certainly applaud you and your organization that has a name of
such distinction and all that you are doing in a leadership role in
trying to bring a new order out of what I would colloquially de-
scribe as chaos in municipal financing.
[Complete statement follows:]
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STATEMENT BY HARVEY 1KAPNICK

My name is Harvey Kapnick. I am Chairman and Chief Executive of Arthur Andersen

& Co., an international firm of public accountants. We have 49 offices in the United States

and Puerto Rico and 57 offices in 34 other countries. We have approximately 14,000 per-

sonnel in our firm.

Many of our clients file financial statements with the Securities and Exchange Com-

mission under the Securities Acts, and we report on such financial statements in accordance

with the Acts and the applicable rules and regulations. Therefore, we have considerable

experience and knowledge about the financial accounting and reporting of corporations and

the financial data in prospectuses that go to investors in connection with the issuance of

corporate securities.

Our firm has performed professional work for various departments of the Federal

government. As a public service, and at our own expense, we prepared in 1975 a booklet,

"Sound Financial Reporting in the Public Sector—A Prerequisite to Fiscal Responsibility,"

which has created considerable interest and has been entered in the Congressional Record.

Secretary of the Treasury Simon has announced that the Treasury plans to publish consol-

idated financial statements on the accrual basis for the Federal government as a whole for

the fiscal year ending September 30,1977.

During our fiscal year ended August 31, 1975, our firm performed professional work

for: (1) 54 departments, agencies, authorities, and other entities of state governments in

25 states, and (2) 124 cities, districts, authorities, and other local governmental units in

25 states and the District of Columbia.

At the request of the Secretary of the Treasury, we prepared a special report in

December, 1975, regarding information relating to financial requirements under the New

York City Seasonal Financing Act of 1975. We have also been recently engaged to survey

the accounting and financial management practices of the District of Columbia. The purpose

of this survey is to define and analyze existing problems and to develop a plan that would

lead to the implementation of generally accepted accounting principles and an eventual

auditors' opinion. The results of the survey are to be reported to the Senate Committee on

the District of Columbia.

My purpose in testifying today is to present my views on the accounting and financial

reporting of state and local governmental entities and their systems and controls, particularly

as these matters relate to the issuance of securities by those entities. My comments are made

for use by your Committee and the Congress in considering the proposed legislation in the

area of municipal securities. In my opinion, this issue is of utmost importance to all citizens

of the United States. I am pleaseg that the Senate of the United States is considering legisla-

tion to protect citizens from abuses that have or could have occurred in this area.
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Support for S. 2969

I fully support The Municipal Securities Full Disclosure Act of 1976 (S. 2969) as it
has been introduced in the Senate of the United States.* There is an urgent need for legisla-
tion to give investors more adequate information, to place greater responsibility on the issuers
for the information disseminated, to achieve more uniformity, and to establish better standards
for information to be presented, all of which I believe will add more credibility to the market
for municipal securities. This Act's concept of requiring an annual report and a distribution
statement for issuance of new securities under the prescribed conditions is, in my view, the
minimum required at this time.

In addition, there is a need for uniform standards applicable to these documents from
the standpoint of everyone concerned. The Securities Acts have been designed to protect
investors. Investors in municipal securities need the same quality of information as investors
in corporate securities. The concern of the Congress and the public interest should be the
same for both types of securities. Until recently, a clear case may not have existed for spe-
cific requirements covering municipal securities. However, with recent events casting
serious doubts on whether certain governmental units can obtain the funds required for
needed programs or for refinancing existing obligations, immediate action is required to
assist such governmental units and to protect potential investors.

In my view, the program contemplated by the proposed bill would be greatly strength-
ened and enhanced in the view of investors, if the annual reports and distribution statements
were to be filed with the Securities and Exchange Commission subsequent to their issuance.
The SEC could then perform a monitoring function with respect to such documents, per-
haps on a test basis. Such a function would enable the SEC to review compliance with the
provisions of the bill, and the rules and regulations to be prescribed thereunder, in order
to determine the general level of compliance and any changes in regulations or legisla-
tion that should be considered. To file the annual reports and distribution statements in a
central repository only, with no review by the SEC, would seem to be missing an opportunity
for monitoring by the SEC. Such a review would result in benefits far in excess of the costs.
Also, an annual report by the SEC to the Congress concerning the results of this subsequent
review would be beneficial in evaluating the success of this program.

I realize that the Securities Reform Act of 1975 contains a specific provision pro-
hibiting any requirement for the issuer of municipal securities to file any documents with
the SEC or the Municipal Securities Rulemaking Board prior to the offering of the securities.
Nevertheless, a question continues to exist about whether registration of certain municipal
securities under the Securities Act of 1933 would be in the public interest. The question
of whether prior filing of documents is required will not be answered until experience is
gained with the proposed program. This step could be omitted now, but this is one of the
reasons that I suggest a monitoring function for the SEC to observe what is being done
by the issuers of municipal securities and to make an annual report to the Congress reporting

* The proposed bill aod the related comments by Senator Williams and Senator Tower are
included herein as Appendix C.
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the results of that review. This subject is so important in my view that developments in this

area should be considered by the Congress in a periodic and orderly manner for the next

several years.

The cost of regulation to the issuers of municipal securities is undoubtedly of concern

to many governmental entities and will represent an additional cost in many cases to be

borne by taxpayers. However, the question is whether this cost is necessary to provide an

orderly market for uch securities and to protect the purchasers of municipal securities.

This, of course, is a judgmental matter, but I believe that the public interest now must of

necessity lean toward the investors. Also, the effects of the uncertainty that presently

exists in the minds of investors with respect to municipal securities is difficult fo judge, but

it is certain to be of some significance to the ability of the market to absorb the securities

as well as to the interest rates that must be paid. Any additional costs incurred as a result

of the registration process and the greater disclosure requirements may be more than offset

in the long run by lower interest costs resulting from greater investor confidence. In addition,

another concern might be considered. In recent years, the interest rates of municipal

securities have tended to increase faster than interest rates on long-term corporate bonds.

Since our Federal tax system exempts interest on municipal securities in computing indi-

vidual or corporate taxable income, a tendency on the part of smaller corporate taxpayers

(including banks) to invest in such securities without all the data required to protect earn-

ings could have a serious impact on our entire society.

Since certain constitutional questions have been raised, we have obtained from Wilson

& McIlvaine, general counsel of our firm, an opinion that the Congress of the United States

has the power under the Commerce Clause of the United States Constitution to subject

issuers of municipal securities to requirements of registering such securities and to the report-

ing requirements comparable to those included in the Securities Act of 1933 and the

Securities Exchange Act of 1934 in respect of other domestic issuers. This opinion, which

also covers other related matters, is attached as Appendix A. Another legal opinion by

Wilmer, Cutler & Pickering also relating to the basis for Federal legislation in this area is

attached as Appendix B.

My remaining comments set forth briefly my reasons for supporting the proposed

legislation.

Nature and Importance of

Municipal Securities

The basic purpose of the Securities Acts has been to provide adequate information to

investors. The original exemption for municipal securities was logical since they were

not significant in amount. In 1933, the expenditures for state and local government approxi-

mated $7 billion. In 1976, such expenditures will exceed $200 billion, without including the

Federal grants-in-aid to state and local governments, which have also grown in importance.

The long-term municipal securities presently being sold each year are in the general magni-

tude of $25 billion to $30 billion. These securities are now much more important in relation
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to total securities being issued and outstanding. The interests of investors cannot be separated
since all securities tend to compete for investor dollars.

There is a tendency to refer to municipal securities as a single classification, and this
of course is inappropriate since a wide variety of types of securities are included. However,
without the availability of adequate and extensive data, there can be a tendency on the part
of investors to consider all securities as having the same risk. Essentially, there are four
basic types of long-term municipal securities:

I. General obligation bonds that are backed by the full faith and credit of the
governmental unit involved. These are normally retired from the general tax revenues
and, if not, must be refinanced at their maturity through the sale of additional bonds.

2. Special tax bonds that are limited in security to a particular tax that will be
used to retire them. An example of this would be highway bonds to be retired from
gasoline taxes.

3. Revenue bonds that are secured only by the revenues that will come from the
investment of the proceeds. An example would be industrial revenue bonds issued to
build facilities for corporate users whose rentals then retire the bonds.

4. Recently created housing authority bonds that are issued by a state authority
which has no taxing power and are not guaranteed by the state. These are secured,
however, by rentals or mortgage payments from the housing and the credit of the
Federal government; and thus, become Federally supported tax-exempt issues.

The balance of the municipals, in the short-term category, can be grouped into three
other types:

I. Securities that are issued in anticipation of revenue receipts to be received in
the near future and to be retired when the specific revenues are in hand.

2. Securities that are to cover emergencies such as floods or disasters which were
not foreseen when the budget was prepared. These types of securities would normally be
rolled over into long-term bonds, if they are significant.

3. Securities that are issued in anticipation of bond sales. These securities are used
to economize on financing costs, but in our recent economic environment the inability
to subsequently sell bonds has rendered these securities hazardous in certain cases. For
example, one of the critical financial aspects of the New York City crisis was caused
.by the bond anticipation notes that it had begun to issue in 1962 under the Private
Housing Finance law. These notes were to be replaced through the issuance of
long-term bonds, but as of June 30, 1975, $1.57 billion of them were not converted.
Thus, short-term notes are financing long-term needs, a practice that can be very risky.

Any attempt to analyze types of securities is further complicated by the great variety
of issuers, which include states, cities, towns, school districts, and authorities, and the broad
range of purposes, such as airport, road, sewer, building construction, housing development,
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and industry and job generation. Each issue has its own unique informational and dis-

closure needs. In our review of the official statements covering recent security sales, the

information supplied varied widely. One issuance of $200 million of notes for a State

Authority was covered with a five-page circular that included almost no financial informa-

tion. In contrast, a $4 million industrial revenue bond issue guaranteed by a large company

was supported by a 44-page official statement that included audited financial statements of

the company and extensive disclosures. A general review of official statements for municipal

securities leaves me with the impression that in many cases the greater the amount and risk,

the less information there is provided. This situation suggests a great need for legislation to

achieve more uniformity and quality in the information given to investors.

Impact on Banking System

Municipal securities today are an important component in the financial health of our

national economy, particularly that of the commercial banks. During 1960 to 1975, out-

standing municipal securities grew by $145 billion, 58% of which went to commercial banks,

with many of them being smaller banks. Municipal securities owned by commercial banks

have now reached a level somewhat equivalent to the U. S. Government securities owned.

The following data taken from a report of the Board of Governors of the Federal

Reserve System shows the great increase in state and local government securities held by

commercial banks:

Year-End

State and
Local Government

Securities Held
Total
Assets

Percent of
Securities
Held to

Total Assets
(Millions of Dollars)

1945 $ 4,170 $142,408 2.93%

1955 12,898 185,025 6.97

1965 38,725 336,354 11.51

1970 69,637 490,664 14.19

1973 95,145 713,116 13.34

1974 100,345 784,616 12.79

1975 101,545 821,516 12.36

Not only did the state and local government securities held increase from $4 billion in 1945

to $101 billion in 1975, but the percentage that such securities represented in relation to

total assets increased from 2.93% to 12.36% during that same period. In addition, these

securities were about twice the total capital for such banks at the end of 1975. Thus, in my

opinion, liquidity and safety are essential. However, liquidity can only be achieved if others

are willing to buy. Safety can only be evaluated if the investor has adequate information on

which to base a decision.

As a further example, the Board of Governors of the Federal Reserve System stated

that as of January, 1976, 954 banks in most of the states had New York obligations (State
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and State agencies and New York City) equivalent to 20% or more of their capital, and 236
of these banks had such obligations equivalent to 50% of their capital. The largest concen-
tration outside New York was in the banks in Florida, where total holdings exceeded $226
million. Since earnings are important for all banks, large or small, the tax-free nature of
municipal securities can improve earnings significantly, especially with the current interest
rates. However, as interest goes up, so might risks. It is essential, therefore, that all banks
have adequate information on which to base decisions.

The assurance of a sound market in municipal securities based on proper and adequate
information—financial and otherwise—is necessary for the efficient functioning of our
banking system.

Effect on Our Political System

Our political and economic systems are also being undermined by the lack of adequate
and uniform information with respect to state and municipal securities. While knowledgeable
investors should carry the burden of risk of loss on their investments, there is no excuse for
investors not being given adequate data. If the data are inadequate, we all end up sharing in
the responsibility when problems surface. State and municipal securities should be placed in
the same position as that of corporations. Investors should be given the facts upon which to
make their evaluation, and their decisions then become their own responsibility. Under such
circumstances, society should not have to bail out the losers. The primary reason that New
York City was not allowed to fail was not the impact on the man in the street, but its implica-
tion to the owners of the bonds—the banks, retirees, insurance companies, and others who
would have taken the loss in the cancellation or restructuring of the debt. How could they be
held accountable since they bought them under circumstances of trust in a system that

-is inadequate?

In many of our governmental units, there are today significant hidden future costs
that have not been identified either to investors or taxpayers. One of the most significant of
these is the unrecognized pension costs, but they also include other amounts for services
rendered that have not been recognized and recorded. Sooner or later, these hidden costs
must lead to crises when they become unmanageable by the community and can no longer be
avoided. Citizens do have alternatives—i.e., the community in which they reside. These
alternatives can create immense problems when hidden costs surface and taxes become
excessive in one community in relation to others. A problem with our cities today is that
citizens have moved out of the inner city to the suburbs and escaped a part of the responsi-
bility for paying the hidden cost of services that were delivered when they were residents. It
is a reasonable expectation now that New York City has to face its crisis that there will be
an additional outflow of citizens to escape the financial burden. Therefore, our citizens need
uniformity of financial disclosure to help them make their choices and to require that they
and their political leadership pay for the cost of services when they receive them and not
defer them to a later period or group who because of economic circumstances may not have
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viable choices. Uniformity of accounting and adequate disclosure for all political entities

may help avoid such problems.

Perhaps the biggest benefit from uniform financial disclosure would be its injection

into the elective political process of our country. For the first time, effectiveness and efficiency

of resource management might become an issue in political campaigns, thus providing citi-

zens with a competitive choice in the selection of the leaders to administer their services and

funds. This step could be an exciting new challenge to our political leaders.

Accounting and Reporting Problems

Financial reporting and accounting standards and the accounting systems and controls

of many state and local governmental units are deficient. Many state and local governmental

entities either do not publish financial statements for investors or the public in general, or the

statements that they do publish are not very complete or informative. Neither the investor,

the taxpayer, nor municipal management receive the kind of reporting that would be useful

to them in the performance of their roles in our society. I believe that only through the

kind of regulation proposed in this bill, and modified as I am suggesting, can we see an

early correction to the situation.

Financial reporting is an essential part of holding public officials and employees respon-

sible for the proper stewardship of the funds and for the trust that has been placed in them for

the performance of their functions. Historically, there has been an excessive preoccupation

with legal compliance permeating the entire field of governmental accounting. Legal com-

pliance is important, of course, and there is no inconsistency between sound accounting and

legal compliance. My point, however, is that the governmental entity should report in a

rational and useful manner.

There are four critical areas of deficiency in accounting practices:

1. Financial statements consolidating the funds of a governmental entity are

generally not presented.

2. Accrual accounting is not followed in many cases.

3. Recognized standards of accounting for pension costs are frequently not

followed.

4. Depreciable property and the related depreciation are usually not recorded.

Consolidated Financiar Statements. Some of the current accounting literature indicates

that a consolidation of all the funds for a particular governmental unit may not be in

accordance with generally accepted accounting principles. This position fails to recognize

that the resources of a political community constitute a single fiscal capacity. The number

of individual funds in a governmental entity may range from a few to in excess of 100.

It is impossible to portray the overall financial health of the governmental entity—the

political community—through a review of individual fund balances. How does the investor
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know whether the resources of the community will support the services? How does the
investor identify the risk in a security issue? How can the individual citizen make rational
choices concerning where to live and when to move?

The subject of consolidation is a complex one, but I am convinced that it has not been
dealt with properly in the past. Where there are interrelationships between the funds, and
where direct and indirect guarantees or obligations with respect to debt exist between funds,
only consolidation will give an understandable picture of what the situation really is. In some
cases, financial statements both for individual funds and consolidated funds would be
appropriate. A common-sense approach is needed to determine what financial information is
the most useful and meaningful.

Accrual Accounting. The financial statements should portray how the current citizens
are faring. Are they bearing their costs currently for the services rendered? Are these costs
being deferred to the future or are the current citizens bearing a greater than equitable
share of the cost? Only full accrual accounting will adequately answer these and other
questions. Present governmental accounting relies either on a cash basis or a modified accrual
basis of accounting. In the case of New York City, revenues were in most cases accrued but
expenses were recorded on a cash basis.

The widely used modified accrual basis of accounting has been an approach whereby
expenditures other than accrued interest on general long-term debt are recorded at the time
liabilities are incurred, and revenues are recorded when received in cash. A significant point
here is that under this common practice, expenditures are recorded when liabilities are
incurred, not necessarily when services are rendered and costs incurred.

Some accountants apparently believe that state and local governmental units need not
record such costs as vacation and sick leave at the time benefits are accumulated. This
omission, which commonly exists, is just another of the many examples of costs not being
recognized and currently reported in governmental financial statements.

Pension Plans. One of the major areas of deficiency in the financial affairs of many
state and local governmental units relates to pension plans, which have been estimated to be
about 80,000 in number and which involve many billions of dollars. These plans frequently
are not adequately funded, are not based on appropriate actuarial assumptions, and are
not accounted for in a proper manner. In addition, the real condition of the plans and the
actual or potential liabilities involved usually are not properly disclosed in financial data
published by the affected governmental unit. A proper recording of pension costs might
well double the amounts presently being recorded.

The current area of your Committee's concern is the accounting for, and reporting of,
costs and liabilities and the pertinent disclosure thereof as a part of financial reports of
state and local governmental units. Although some exceptions exist among pension plans of
state and local governmental units, considerable improvement in the accounting and financial
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reporting is needed, because costs and liabilities frequently are not being accurately reflected

and do not meet the standards presently being followed in the accounting for business

enterprises. Recording these costs currently is extremely important to the public employees

who must be assured that their pensions will be paid.

My comments would be incomplete, however, if I did not point out that deficiencies

exist in many of these plans not only in the recording of realistic costs by the governmental

unit, but also in funding. These are very serious, not only to the participants in the plans

but also to the citizens and taxpayers of the governmental units who may be adversely

affected in the future. While the Congress in the Employee Retirement Income Security Act

of 1974 exempted the pension plans of state and local governmental units, it must be recog-

nized that this exemption relates to pension plans in an area where perhaps the greatest need

for reform has existed. While the condition of these plans is not the subject of this hearing,

this matter should be of concern to the Congress.

Depreciable Property. The recording of property and the related depreciation are neces-

sary to secure a full costing of the services to the current citizens. Since property is a part

of the services received, it should be considered in the costs, as an essential aspect of

accrual accounting.

Research Project for Accounting

and Disclosure Requirements

There is considerable debate in accounting circles over whether the necessary upgrading

of the accounting and reporting can be accomplished on a timely basis. I do not view this as

an overwhelming task because the experience of the private sector should be helpful. To aid

in this effort, our firm has commissioned the Center for the Management of Public and Non-

profit Enterprise in the Graduate School of Business of The University of Chicago to carry

out a study of the standards of accounting and financial disclosure for state and local govern-

ments. This research is scheduled to commence during the spring of this year and to be

concluded by October 1, 1976. This study will cover not only current practices, but

also recommendations for what the practices can and should be. The findings of this

study will be published and available to the SEC, the Congress, and other interested parties

without cost.

This study will be an interdisciplinary project, incorporating accounting, law, finance,

and public administration. The guidance and cooperation of representatives of the Municipal

Finance Officers Association as well as the accounting and legal professions and the invest-

ment banking community will be elicited. Areas to be covered by the study will include:

1. Reconciliation for financial reporting purposes of generally accepted account-

ing principles and various accounting requirements for legal compliance.

2. Adoption of accrual accounting (as opposed to modified accrual accounting)

in financial reports.
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3. Appropriateness of financial statements consolidating financial data for various
funds and/or divisions within a governmental entity.

4. Current and continuing financial disclosure requirements in official statements
for bond offerings.

Conclusion

In conclusion, I want to emphasize that as a general proposition I do not favor any more
regulation by the Federal government than is necessary. Further, I am well aware of the
traditional prerogatives of the state and local governments with respect to the issuance of
municipal securities. However, there is an urgent need for improvements with respect to
financial and other data related to the issuance of municipal securities; and, therefore, I
believe that The Municipal Securities Full Disclosure Act of 1976 should be enacted.

In my opinion, the only way that sufficient progress can be made in a reasonable time is
for a central authority with the necessary statutory power to take the lead with respect to the
many thousands of issuing entities. The SEC is the only logical place for this responsibility.
The welfare not only of investors but also of the citizens of the various governmental entities
is importantly at stake. The ability of many of these entities to borrow adequate amounts for
schools, police, fire, and other governmental services on a reasonable basis may also be at
stake. Those from the states and cities who may oppose any type of Federal regulation and
are in favor of a continuation of the do-it-yourself approach are actually performing a dis-
service to the citizens they represent.

The proposed bill, in my opinion, is a practical and minimum step at this time, and as
indicated earlier, I fully support it. However, I do believe that a modification to provide for a
monitoring function by the SEC and an annual report to the Congress would add a great deal
in accomplishing the objectives and should be adopted. No area is more important for our
elected leaders to be concerned than with the viability of our local communities where we
reside and work and raise our families.
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You have requested our views with respect to the power
of the United States Congress under the Constitution of the
United States to enact a law with respect to securities issued
by a State of the United States or a political subdivision or
public instrumentality of a State ("municipal securities") which

would contain provisions comparable to those contained in the

Securities Act of 1933 ("1933 Act") and the Securities Exchange
Act of 1934 ("1934 Act") requiring the registration of securities
and the filing of reports, and imposing criminal and civil
sanctions.

In our opinion the Congress of the United States has the
power under the Commerce Clause of the United States Constitu-
tion (Article I, Section 8, Clause 3) to subject issuers of
municipal securities to requirements of registering the same and
to reporting requirements comparable to those included in the
1933 and 1934 Acts in respect of other domestic issuers. (See,
Maryland v. Wirtz, 392 U.S. 183 (1968); Fry v. United States,
421 U.S. 542 (1975)).

In view of the dual sovereignty which exists in our system
of government, we are of the opinion that the Federal Constitution
would not permit enforcement of criminal provisions against an
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issuer of municipal securities, and it is doubtful whether
criminal provisions could be enforced against an elected or
appointed official of an issuer of municipal securities unless
his conduct were so aggravated as to place him outside the
scope of his official capacity.

In our opinion the Federal Constitution would permit the
use of civil injunctions comparable to those provided for in
the 1933 and 1934 Acts against an issuer of municipal securities
and officials of such issuer to prohibit future violations.
(See, Employees v. Dept. of Public Health and Welfare, 411 U.S.
27-(1973); Edelman v. Jordan, 415 U.S. 651 (1974)).

We doubt whether civil provisions comparable to those of
the 1933 and 1934 Acts, other than injunctive relief against
future violations, could be enforced in most cases against an
issuer of municipal securities or an elected or appointed official
thereof unless such official's conduct were so aggravated as to
place him beyond the scope of his official capacity. Cf., O'Connor v.
Donaldson, U.S. , 95 S.Ct. 2486 (1975); Scheuer v. Rhodes,
416 U.S. 237-T1974TT-Wood v. Strickland, 420 U.S. 308 (1975).

Enforcement of civil liability provisions comparable to
those of the 1933 and 1934 Acts would be further complicated
by the constitutional restriction on jurisdiction of the Federal
courts in suits by a citizen (including a corporation). The
Eleventh Amendment to the Federal Constitution reads as follows:

The Judicial power of the United States shall
not be construed to extend to any suit in law
or equity, commenced or prosecuted against one
of the United States by Citizens of another
State, or by Citizens or Subjects of any Foreign
State.

The 1934 Act vests in the Federal courts exclusive jurisdiction
in respect of all violations thereof or rules and regulations
thereunder, and of all suits in equity and actions at law to
enforce any liability or duty created thereby. (Section 27;
15 U.S.C. §78aa). However, the 1933 Act vests in the Federal
courts exclusive jurisdiction over offenses and violations only,
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but confers upon them jurisdiction concurrent with State courts

of all suits in equity and actions at law to enforce any liability

or duty created thereby. (Section 22; 15 U.S.C. §77v). The

Eleventh Amendment would not bar access by the United States

or an agency or instrumentality thereof, such as the Securities

and Exchange Commission, to the Federal courts, and the Federal

courts could hear injunction suits filed by the Securities and

Exchange Commission. However, in our opinion the Federal courts

would not have jurisdiction to hear any suit by a citizen (including

a corporation) arising under the 1933 or 1934 Act against a State

or an arm or alter ego of a State. (See, Hans v. Louisiana,

134 U.S. 1 (1893); Employees v. Dept.-3T Public Health and Welfare,
supra). The Federal courts would, however, have jurisdiction

TET-Har such a suit by a citizen (or a corporation) against a
county, city, or lesser governmental unit of a State (Lincoln 

County v. Luning, 133 U.S. 529 (1890); see, Edelman v. Jordan,

.g7IFFT), but, as stated above, we doubt TrNither the Federal Con-

stitution would permit the imposition of any liability upon an

issuer of municipal securities. While the 1933 Act would afford

a citizen (including a corporation) access to a State court, resort

to a State court would be necessary only in a suit against a State

or arm or alter ego of a State. We believe, as stated above, that

such a suit would fail in most cases and would introduce other

complex issues of both Federal and State law and of the right of

Federal courts to review decisions of State courts on such Federal

questions.

We have made no distinction between municipal securities

issued to raise funds for governmental operations and those issued

to raise funds for proprietary operations since it seems to us

that the borrowing of money and the issuance of municipal securi-

ties are essential to the control of fiscal policy which is essen-

tially governmental. It is, of course, possible that the United

States Supreme court may attempt such a distinction and impose civil

liability in cases where the funds were for proprietary purposes

and the control of fiscal policy is not significantly impaired.

Annexed hereto as Exhibit 1 is a brief outline of matters

which would appear to require consideration by the Congress in

connection with any contemplated amendment of the 1933 and 1934

Acts to regulate further municipal securities.

Yours very truly,

WILSON & McILVAINE

Charles W. Boand

la
Exhibit 1 attached
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EXHIBIT 1

1933 Act

Revision of the following provisions of the 1933 Act should
be considered if issuers of municipal securities are required to
register their securities under the 1933 Act:

I. Section 3(a)(2) 

This provision presently exempts municipal securities
from all provisions of the 1933 Act except Section 17.
Deletion of the language in Section 3(a)(2) relating to
municipal securities would be the basic amendment required
to bring offerings by such issuers under the 1933 Act.

2 Section 6

The provisions relating to execution of registration
statements would be ambiguous with respect to issuers
of municipal securities, particularly the requirement
of execution by a majority of the board of directors or
persons having the power of management of the issuer.
If the latter requirement were applied to governmental
issuers, then members of state legislatures and city
councils might be required to sign registration state-
ments and be exposed to the civil liability provisions
of the 1933 Act. Section 6 expressly provides that
registration statements filed by foreign governments
need only be signed by their authorized representative
in the United States or the underwriter who sells their
securities. This sensitivity to the special execution
problems posed by governmental units strongly suggests
the need for amendment of Section 6 to specifically
deal with execution of registration statements by issuers
of municipal securities.

3 Sections 7 and 10

These provisions deal with the required content of the
registration statement and prospectus. At present they
provide that the information required of foreign govern-
ments and political subdivisions is set forth in Schedule B
to the 1933 Act while information required of all other

69-141 0 - 76 - 5
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issuers is set forth in Schedule A. Schedule A describes

information in the main related to a for-profit business
and would not be applicable to an issuer of municipal
securities. On the other hand, Schedule B describes in-

formation clearly related to governmental entities but
by its terms applies only to a foreign government or
political subdivision thereof. Accordingly, if registra-

tion of municipal securities is required, then Sections 7
and 10 should be amended to provide expressly for another

Schedule which sets forth the information required in the

registration statement and prospectus covering such securi-

ties and such a Schedule should be added to the Act.

1934 Act

In considering the possible application of the 1934 Act to issuers

of municipal securities, the following matters are of special signifi-

cance:

1. If an issuer of municipal securities were required to

register an offering of its securities under the 1933

Act, then such an issuer would become subject to the
limited periodic reporting requirements under Section 15(d)
of the 1934 Act and the liability and enforcement provi-

sions relating to persons who file 1934 Act reports.
(It is noteworthy that foreign governments and their

subdivisions are expressly excluded from the filing re-

quirements of Section 15(d).)

2. If issuers of municipal issues were required to register

under the 1933 Act, then it might be advisable to amend

Section 15B(d)(1) of the 1934 Act to delete the provision

prohibiting the Commission from requiring issuers of muni-

cipal securities to make filings under the 1934 Act of

documents to be used in connection with an offering of

securities. This amendment, however, would not be critical

because at present there are no ancillary 1934 Act pre-
offering filings required in connection with 1933 Act

registrations.

3 In the event Congress desired to subject to the 1934 Act
all issuers of municipal securities which had a publicly

held class of securities outstanding, then many policy
considerations would be required with respect to the extent

- 2 -
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that the 1934 Act should apply to such issuers and their

securities. At present, issuers with a class of publicly

held securities (subject to certain exclusions) are re-

quired to register such class under Section 12 of the 1934

Act and the issuers thereby become subject to the report-

ing requirements under Section 13 and the proxy rules under

Section 14 and their officers, directors and 10% stockholders

become subject to the reporting and short-swing profit re-

capture rules under Section 16. Sections 14 and 16 would

have no applicability to issuers of municipal securities

and, therefore, it would be inappropriate to amend Section 12

to require full 1934 Act registration by issuers with a

publicly held class of municipal securities. Rather, it

would be preferable to add a new provision to the 1934 Act

requiring periodic reporting by such issuers. Such a pro-

vision could define publicly held by reference to a class

of securities held of record by a certain number of persons

and it should set forth the general types of information to

be contained in the reports. Finally, adding a new 1934 Act

provision requiring periodic reports by such issuers would

require an amendment to Section 3(a)(12) which defines

"exempted securities" for purposes of the 1934 Act and whi
ch

provides a partial exemption for municipal securities from

many of the provisions of the 1934 Act. Any amendment to

Section 3(a)(12) should be done with precision because, fo
r

many purposes under the 1934 Act, municipal securities should

remain within the definition of exempted securities.

-3-
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ROGER M. W

Dear Sirs:

You have requested our opinion concerning the

constitutionality of federal legislation requiring

states, cities and other political subdivisions that

sell securities to the public to prepare and publish

financial statements and other appropriate information.

Our opinion is as follows:

1. Congress has the power under Article I,

Section 8, Clause 3 (the "Commerce Clause") of the

Constitution to require states, cities and other polit-

ical subdivisions to publish financial statements and

other appropriate information in connection with the

sale of their securities in interstate commerce and to

publish such statements and information periodically as

long as securities thus sold remain outstanding.
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2. Congress has the power under the Commerce

Clause to prescribe, or authorize an appropriate agency

to prescribe, appropriate rules governing the form and

content of such financial statements and other appro-

priate information.

3. Congress has the power under the Commerce

Clause to authorize an appropriate agency to enforce

such requirements by seeking appropriate injunctive re-

lief against the issuer of such securities and its

officials, and Congress can constitutionally confer on

the courts of the United States the power to award such

relief in appropriate cases.

Very truly yours,

60,/ (1,j(,„ /A*4-t(.12

Wilmer, Cutler & Pickering /
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By Mr. WILLIAMS (for himself
and Mr. TOWER)

S. 2969. A bill to amend the Securities
Exchange Act of 1934 to require the
preparation of annual reports and dis-
tribution statements by issuers of muni-
cipal securities, and for other purposes.
Referred to the Committee on Banking,
Homing and Urban Affairs.
THE MUNICIPAL SECURITIES FULL DISCLOSURE

ACT OF 1976 •

Mr. WILLIAMS. Mr. President, I am
today introducing, on behalf of Senator
TOWER and myself, a bill to amend the
Securities Exchange Act of 1934 to up-
grade the quality and uniformity of fi-
nancial and other information concern-
ing State and local issuers of municipal
securities.

Until enactment of the 1975 Securities
Acts Amendments, municipal securi-
ties—the debt obligations of State and
local governments—were exempted from
all but the antifraud provisions of the
Federal securities laws. However, the in-
creasing incidence of sharp and illegal
practices led Congress in 1975, to sub-
ject the municipal securitim industry—
bank and nonbank dealers and under-
writers—to SEC jurisdiction. This action
was taken in order to protect unwary in-
vestors, and ended 40 years of non-
regulation.
Now, in view of the widespread con-

cern over the financial condition of many
of our largest cities, and the obvious lack
of adequate disclosure and standardized
municipal accounting practices, it is
clear that the time has come for the
Congress to reexamine the validity of the
'.'hands-off" treatment of municipal
securities issuers in the primary market.
Since 1933, municipal securities have

been expressly exempted from the full
disclosure requirements of our securities
laws. As a result, municipal securities
have been distributed under practices in-
volving far less disclosure and recogni-
tion of fundamental investor protections
than is the case for corporate issuers.
The reasons for the original exemp-

tions are not well documented in legis-
lative history, but several factors seem
to have influenced the 73d Congress
when it considered the Securities Act of
1933. First, there were only, rare in-
stances of misrepresentation by munici-
palities. As evidence of this, the House
committee report on the Securities Act

of 1933 stated that municipal securities
were beyond the need of public protection
because of the lack of "recurrent dem-
onstrated abuses." The principal rea-
son for the exemption, however, was the
concern that the costs of SEC regulation
would be passed on to State and local
issuers and the belief that investors in

municipal securities were soptnsticatea
institutions able to look after their own
interests.
Forty-three years of municipal finance

corroborates the continuing validity of
the finding that "recurrent abuses" have
not occurred—New York City being
atypical and unusual. This is not so how-
ever, with respect to the remaining argu-
ments that were so persuasive in 1933.
For example, for many years, it was

true that sophisticated investors—those
generally considered to be able to protect
themselves and therefore not in need of
the statutory protections of the securi-
ties laws—were the principal purchasers
of municipal securities. Until very re-
cently, municipal financing demands
were satisfied by commercial banks, high
Income individuals, and fire and casualty
insurance companies.
However, according to Federal Reserve

estimates, the commercial banks' share
of the new issue market has steadily de-
clined during this decade--from 95 per-
cent in 1970 to 32 percent in 1974. More-
over, insurance companies and other fi-
nancial intermediaries are not likely to
increase their holdings substantially to
offset the commercial banks' declining
market participation.
A corollary of this is that these tax

exempt securities are no longer the prov-
ince of wealthy and institutional inves-
tors. An increasingly large proportion of
municipal debt has been sold to individ-
uals of small and moderate means. Ris-
ing personal incomes and significant in-
creases in municipal bond interest rates
and yields have caused a major upsurge
in private investor interest—the very
category of investors intended to receive
the protections mandated by our securi-
ties laws.

Also, the historical concern that appli-
cation of the securities laws to State and
local issuers would increase costs and
otherwise interfere with essential capital
raising efforts has been superseded by
a potentially far more serious concern—
the erosion of investor confidence. At-
tractive municipal securities may have
once been relatively risk 'free and safe of
municipal credit and the financial condi-
tion of governmental borrowers, as well
as the accuracy with which information
is described and disseminated.
New York City has left in its wake ser-

ious disruptions and uncertainties. Some
State and local governments have not
been able to get to the market at all;
others have only been able to sell new is-
sues at extraordinarily high interest
rates. In some cases, underwriters have
declined to bid on issues where they have
been unable- to satisfy their legal duties
to prospective investors. And banks and
other institutional investors have greatly
reduced their participation in both the
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Primary and secondary markets. The
heretofore highly efficient operations of
the primary municipal bond markets
have been strained as a result.

Finally, Mr.' President, the dimensions
of this component of our capital markets
is vastly different in terms of size than
anyone could have predicted in 1933. Be-
tween 1950 and 1974 municipal bond vol-
ume grew at about a 10 percent annual
rate. In recent years, this growth rate
has accelerated. During 1972 alone, long-
term municipal bond sales—$23 billion—
were .3!s times greater than in 1960. In
1975, total issuers of both long- and
short-term debt securities were approx-
imately $60 billion-16 percent higher
than the previous year.
The almost $22.8 billion of total long-

term municipal securities issued in 1974
as compared to the approximately $26.4
billion of new corporate securities—in-
cluding common, preferred stock, and
debt issues—which were registered with
the SEC during that year, alone justifies
a reexamination of the status of State
and local issuers under the securities
laws.
In 1928, one commentator described

municipal reporting in the United States
as:
A jungle through which run only little

trails and some of those are little used . . .
Everyone concedes that some reports are

indlspensible, but a few consider what the
reports should con.in, for whom they should
be prepared, In what form they should be
presented, how they might most advanta-
geously be circulated, how their content and
form might be improved.

The general absence of uniform and
standardized municipal reporting is of
no less concern today. According to a
1974 Report of the Twentieth Century
Fund Task Force of Municipal Bond
Credit Ratings:
A major problem, admitted by both the

rating agencies and others interested in fis-
cal affairs, is the lack of uniformity in ac-
counting practices and timeliness in the re-
porting of sta. and local government sta-
tistics. Furthermore, not only do the reports
differ in deflMtions, detail and quality, but
the. veracity and accuracy are often neither
examined nor guaranteed by an independent
audit.

• • • •
The accounting and reporting problem its

deepseated one because the states either pas-
sively or actively have created a hodge-podge
of practices ann requiremen..

Sound financial management and fis-
cal responsibility by State and local of-
ficials will not, in my opinion, occur with-
out definite accounting and reporting
standards.
Last year, Arthur Andersen & Co., a

well-known international accounting
firm, published a report entitled "Sound
Financial Reporting in the Public Sector:
A Prerequisite to Fiscal Responsibility"
to encourage public discussion on the
need for sound accounting controls and
financial reporting in all units within the
public sector. Arthur Andersen con-
cluded:

Cities, states and other political subdivi-
sions should be required to publbdi [. fi-
nancialj ata4mente annually and M connec-
tion with the sales of securities to the public.

It is somewhat anomalous that major
private corporations have audits per-
formed by independent certified public
accountants, but municipalities do not.
The need for this basic information by

bondholders, prospective investors, the
electorate, and by all branches of goy-
enunent is obvious.
Mr. President, each level of govern-

ment—city, State, and Federal—is con-
fronted with an array of problems that
cannot go unanswered. These problems
are particularly acute for our urban cen-
ters; outdated capital facilities, demands
for increased services for the poor and
the elderly, and obsolete equipment are.
just a few. Clouds of doubt over the wil-
lingness of investors to purchase munici-
pal securities can only interfere with our
progress toward long-term solutions of
these problems.
It is therefore imperative that all State

and local governments, regardless of size
and geographic location, join with the
executive branch and the Congress to im-
prove and fine-tune the operations of our
markets for municipal securities. An es-
sential and significant first step must be
improved disclosure to promote investor
confidence in the integrity and efficiency
of the capital raising system—a system
which governmental entities will have to
rely upon more heavily in the years
ahead.
Mr. President, the public policy under-

pinning of 43 years of ,Federal securities
regulation has been full and complete
disclosure. Full disclosure has worked
well both to facilitate investment deci-
sions and to allow for the optimal me of
capital among competing sources. Not-
withstanding the relative agreement that
the "truth in securities" and "investor
protection" framework of the Securities
Act of 1933 and the Securities Exchange
Act of 1934 are conceptually adaptable
to public issuers, it must not be over-
looked that the reasons for and the pro-
visions of these laws are in large measure
unrelated to the characteristics or needs
of governmental issuers or the under-
writing and offering process for their
securities.

First, municipal securities as a class
continue to be relatively safe invest-
ments—there have been no Penn Cen-
trals or W. T. Grants, and municipal
defaults are almost nonexistent
Second, municipal issuers provide the

ultimate safety for their securities
through the exercise of the general tax-
ing power.

Third, the political process prior to
which an offering is conducted insures
"sunshine" via public meetings, periodic
elections and other publicity.

Finally, there are important legal dis-
tinctions between government and cor-
porate borrowers.

All of these points render the full range
of regulation, registration, and reporting
under the 1933 and 1934 acts inappro-
priate. Nor would their application be
practicable from an administrative
standpoint. Although there are no ac-
curate figures on the number of public
instrunientalities issuing securities, esti-
mates range from 20,000 to 100,000. At
either extreme, the practical limitations
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on the SEC if the Procedures and require-
ments of full registration and presale
review under the 1933 act were to be ap-
plied to municipal issuers are clear when
viewed in light of the cumulative total
of corporate registration statements
processed by the SEC from 1935 to 1974
which add up to a mere 47,223.
It may be argued that the requirements

of the anti-fraud provisions, which are
applicable even to "exempt" securities,
are sufficient to require disclosure of all
material facts and to permit informed
investment decisions. However, investors'
in many instances are not receiving sub-
stantial disclosures and when they do,
they are not standardized. And as I men-
tioned earlier, the veracity of such finan-
cial information is often open to doubt.
I stronlgy believe that what is needed

in this area, is an approach that allows
for limited SEC authority to develop im-
proved and standardized disclosure but
which avoids the formalities, administra-
tive delays and costs of full registration
which are inappropriate for municipal
bonds. Such an approach must recognize-
and respect the prerogatives of State and
local governments and encourage a more
active role by them in assuring investor
protection. In a nutshell, these are the
views embodied in the bill which I am
introducing today. I have discussed these
views with the Chairman of the Securities
and Exchange Commission, and I am
pleased that he is in general agreement.
The Municipal Securities Full Disclo-

sure Act of 1976 is the product of exten-
sive consultations between Chairman
Hills and myself and our staffs. Both
Senator TOWER and I, appreciate the
Chairman's willingness to lend the Com-
mission's considerable expertise and ex-
perience in navigating through previously
unchartered areas of Federal securities
regulation and the legal and economic
concepts on which those laws and regula-
tions are based.
The bill relies heavily and borrows fre-

quently from longstanding practices and
procedures employed by issuers, under-
writers and their counsel in marketing
municipal securities. Major changes
would not be required by this bill. For
example, the methods of syndication and
distribution would continue to be gov-
erned by State law.
However, the bill would require the

preparation of annual reports and dis-
tribution statements and specify their
contents. In this way bondholders and
prospective investors would be fully in-
formed of the precise nature and terms
of the bonds being offered, as well as
various other relevant matters concern-
ing the issuer. But, the bill does not con-
template direct regulation of the issuer
through registration, waiting periods of
through prefiling of sale documents with
the SEC. Even the content of the re-
quired disclosures are taken from the
"Disclosure Guidelines for Offerings of
Securities by State and Local Govern-
ments," prepared by the Municipal
Finance Officers Association. The stream-
lined approach of this bill would rely
solely upon the antifraud provisions of
the Exchange Act in lieu of registration
with the SEC.
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I have prepared a detailed explana-
tion of the bill which I request be placed
In the RECO. at the conclusion of my
remarks. But it may be helpful to sum-
marize the bill's most salient features.
Briefly, the bill would amend the Se-
curities Exchange Act of 1934 to require
the preparation of annual reports and
distribution statements by issuers of
municipal securities in the following
manner.

First, issuers of municipal securities
with an aggregate principal amount of
securities outstanding exceeding $50 mil-
lion would be required to prepare, but
not file with the SEC, annual reports.
General information to be included in
the reports is enumerated and would in-
clude financial statements audited and
reported on by an independent public or
certified accountant as prescribed by the
Commission. Although the Commission
would have rulemaking authority to re-
quire the inclusion of other information
In the annual report, the Commission's
discretion is limited by carefully drawn
statutory language.
Second, the bill would require distri-

bution statements to be prepared by is-
suers prior to the public offer or sale of
an issue of securities exceeding $5,000,-
000. The contents of the distribution
statement are specified and the Com-
mission would be empowered to insure
their proper dissemination. It is antici-
pated that distribution statsments
would, to the maximum extent possible,
incorporate information available in
the annual report, although the Com-
mission would have latitude in prescrib-
ing additional content. However. these
statements would not be filed with the
SEC.
Third, the bill would expressly recog-

nize the initiatives some States have
taken in closely supervising the market-
ing of local government bonds and en-
courage the further development of this
pattern. Thus, where the offer or sale
of municipal securities has been ap-
proved by a State authority, an exemp-
tion from the requirements of this bill
would be available. Other exemptions are
available for issuers satisfying the cri-
teria specified in various sections of the
Securities Act of 1933.
Fourth, the Commission would be au-

thorized to establish the accounting
standards and practices to be followed in
the preparation of financial statements.

Fifth, the bill would authorize the SEC
to assure the annual reports and distri-
bution statements required by the bill
are made available to investors and
others.

Finally, the bill would limit the liabil-
ity of underwriters of municipal secu-
rities in a manner similar to that pro-
vided by section 11(e) of the Securities
Act of 1933.
Perhaps as important as to what the

bill would do is what the bill is not in-
tended to do. For example, it is not in-
tended to draw any regulatory parallels
between municipal and corporate secu-
rities or their issuers. Unlike the 1933
act, no registration to required nor is
there any requirement of prefiling review
by the SEC. Underwritings of municipal
securities will not, as a result of this bill,
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be highly regulated as are corporate secu-
rities. This is not practicable or neces-
sary to assure adequate and accurate dis-
closure of material facts. Instead, the
bill specifies mandatory minimum stand-
ards of disclosure and limits the SEC's
responsibility and authority to adminis-
tering the new reporting requirements.

Aside from the limited and measured
authority conferee, on the Commission,
the bill takes congressional notice of tra-
ditional State prerogatives by encourag-
ing more active supervision of municipal
borrowings at the State level. According
to the Twentieth Century Fund Report:
The leading example is the close supervi-

.011 exercised by the Local Government Com-
mission of North Carolina. The Commission
approves and centrally sells local bond and
note issues. provides financial advisory serv-
ices in debt management, supervises local
government accounting standards. and main-
tains and publishes local government data,
including the advertising of bids and distri-
bution of bond prospectuses. . . .
A recent study indicates that the bonds of

North Carolina communities often have high-
er credit ratings than the bonds of similar
commu.ties ; that more bids are received
on the average for local government issues;
and that the higher ratings and additional
bids help to lower interest costs.

State supervision of this kind has
served to assure investors that correct
procedures have been followed and that
data is accurate and reliable. Lower bor-
rowing costs have thus resulted from the
underwriters' knowledge of the State's
standards and the uniformity of offering
procedures.
Mr. President, the absence of uni-

formity, or governmental supervision and
the inadequacy of information creates
serious problems in the marketing of
municipal securities far different from
those faced in the past. Unless Congress
acts to facilitate informed investment
decisions and to promote sound munici-
pal fiscal practices, essential public serv-
ices at every level of State and local gov-
ernment may be placed in Jeopardy.
The bedrock of efficient capital rais-

ing—whether by a company or a city—
is investor confidence. This is conspicu-
ously lacking today, posing unacceptably
high legal, economic, and social risks for
citizens, investors, underwriters, rating
agencies, issuers, and for the Federal
Government Local governments must be
able to borrow at reasonable costs.
In introducing this bill. I recognize

that many difficult questions will have to
be resolved during the deliberative proc-
ess. This process begins next week, when
the Subcommittee on Securities will hold
3 days of hearings. As a result, however,
I am confident that the overriding ob-
lectives—the development of guidelines
and disclosure standards which will be
accepted by investors and the various
governmental, trade, and professional
groups concerned with these offerings--
will be accomplished.
Mr. President, I ask unanimous con-

sent that the text of the bill and a sec-
tion-by-section analysis be printed in the
RECO..
There being no objection, the bill and

analysis were ordered to be printed in the
Rrcoaa. as follows:
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Be it enacted by the Senate and (louse of
Representatives of the United States of
America In Congress assembled, That this
Act may be cited as the "Municipal Secur-
ities Pull Disclosure Act of 1976".

Sec. 2. (a) Section 3(a) (12) of the Se-
curities Exchange Act of 1934 Is amended by
Inserting "13A," immediately after the
phrase "for the purposes of sections"
( b) Section 3(a) (10) of such Act is

amended by inserting "guarantee of." im-
mediately after "receipt for,".
(c) Section 12(0) of such Act is amended

by inserting ."13A," immediately after "sec-
tion

Id) Section I5B(d) (1) of such Act is
amended by striking out "Neither the Com-
mission nor the Board is" and inserting in
lieu thereof "The Board is not". and by
striking out "with the Commission or the
Board" and inserting in lieu thereof "with
the Board".
(e) Such Act Is further amended by in-

serting after section 13 the following new
section:

.MUNICIPAL SECURITIES DISCLOSVRE
"Sec. 13A. (a) (I) Any issuer of municipal

securities which has outstanding during any
portion of a fiscal year an aggregate prin-
cipal amount of municip. securities exceed-
ing $50,000,000 shall prepare for such fiscal
year an annual report and reports of events
of default in accordance with such rules aad
regulations as the Commission may pre-
scribe as being necessary or appropriate in
the public interest or for the protection of
investors.
"(2) The annual report required by para-

graph (1) .811 contain the following infor-
mation, if applicable:
"(A) An identification and description of

the issuer of the securities outstanding;
"(13) A descriptlon of any legal limitation

un the incurrence of indebtedness by the is.
suer or the taxing authority of the issuer;
"AC) A description of the issuer's debt

structure. Including information with re-
spect to amounts of authorizsd and out-
standing funded debt; estimated amount of
short terns debt, character of amortization
provisions of funded debt, sinking fund re-
quirements, security for debt, nature and ex-
tent of guaranteed debt, and debt senior
requirements:
-(D) A description of the nature and ex-

tent of other material contingent liabilities
or com.tments of the looser;

••(E) If any payment of principal or ill-
teresc on any eecurity of the issuer or any
predecessor thereof has been defaulted on.
or has been postponed or delayed, within the
past twenty years, a description of the date,
amounts and circumstances of such event
and of the terms of any succeeding arrange-
ments thereof;
"(F) A description of the issuer', Lax au-

thority and structure over the past fi re years
including the nature of taxes levied. tax
rates, property (real and personal) valuation
and assessment procedures, amounts of prop-
erty valuations and assessments. amounts of
tax levies, amounts of tax collections and
delinquent tax procedures and experience:
"(01 A description of the Issuer's major

taxpayers;
"(II) A description of the principal gov-

ernmental and other services provided or per-
formed by the Issuer, the extent to which
similar or differing services are performed by
other governmental entities which serve the
some geographic area and any major changes
in such services in the last ten years;
"(I) A description of the nature and ex-

tent of Federal or other asisis.nce programs
available to the issuer; amid
-(J) Financial statements of the Issuer in

such detail and form and for such periods
beginning not earlier than the fifth previous
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fiscal year SA the Commission may prescribe
which statemento for any fiscal year com-
mencing on or af.r December 31, 1978 ishall
be audited and reported on by an independ-
ent public or certift. accountant In such
manner as the Commission may pr.cribe.
"(3) The reports of events of default re-

ferred to in paragraph (1) &hall contain such
of the information required by paragraph (2)
as the Cornm.sion may by rule or regulation
prescribe.
"(9) The reportl required by paragraph

(1) shall, in addition, contain such other
similar and specific information as the Corn-
miasion may by rule or regulation prescribe
BS being necessary or appropriate in the pub-
lic in.rest or for the protection of Investors.
"(b ) (1) Eacept no provided in subsection

(c), any issuer that offers or sells an issue of
municipal securities, the aggregatl principal
amount of which exceeds $5,000,000, to or
through a municipal eecuriti. broker,
municipal securities dealer, or bank acting
as agent, shall, prior to such offer or sale,
prepare a distribution s..ment in accord-
ance with such rules and regulatior. as the

05181108 1023 prescribe ea being necessary
cc appropriate in the public in.rest or the
protection of investors.
"(2) The distribution sta.rnent requir8d

by paragraph (1) shall 008818.12 such of the
information pertaining to the issuer required
by eubsection (8) (2) as the Commission may
by rule or regulation prescribe, and the fol-
lowing,
"(A) A deecrlption of the offering, includ-

Mg eanount to be offer., price, plan of 
tribution, and underwriting arrangements
and compensation;
"(B) A description of the security to be of-

fer., including provisim. as to semirity,
even. of default, payment of principal aa.
Interest, sinking fund, redemption, debt re-
serve funds, priority, legality and author-
ization for issue and righ. of security hold-
ers to bring suit against iasuers;
"(C) A description of any project or en-

.rprise of the .suer to be financ. frcan the
proceed. of revenue or 0400101 80838110008
securities, and any engineering or financial
feasibility reporte or studies on the construc-
tion and operations of the project or enter-
prise:
"(13) A d.cription of the in.nded use of

the proceeds of the offering;
"(E) A statement of counsel's opinion as

to the legality of the Issuance ofthe securi-
ties to be offered;
"(E) A sta.ment of the availability of

the reports required by this section; and
"(0) Such other similar and specific in-

formation as the Commission may by rules
or regulations require as necessary or ap-
propria. in the public in.rest or for the
protection of investors;

except that, prior to any $ale, the Informa-
tion specified in subparagraphs (A), (B) and
(8) may be set forth in preliminary form.
"(c) The provisions of subsection (b) shall

not apply to an issuer billy by reason of
an offer or sale of municipal securities—
"(1) the disclosure with respect to which

has been approv., after hearing. as ade-
quate for the pro.ction of investors by a
Statl governmen.I authority (other than
the issuer) expressly author.Od by law to
grant such approval, or
"(2) which would meet the criteria set

forth in sections 3(a) (9), 3(a) (10). 4(1),
4(2), 40), or 4(4) of the Securities Act
of 1933 if such offer or sale were not vdthin
the scope of section 3),)81) ther.f.
"(d) The Commission may from time to

time by its nfies and regulations, and sub-
ject to such terrns and conditions as may be
prescribed therein, change the minimum
amoun. set forth In subsections (a) (1) and
(b) (1) if, giving due regard . such factora
as general economic conditions, costa in-
volved, and the nature of the distribution
system for muMcipal securities, such change

is deemed to be appropria18 in the public
interest.
"(e) The Commission may prescribe, in

regard to reports and d.tribution state-
men18 made pursuant to this section, the
form or forms in which the required In-
formation, including the financial sta.-
men., than be set forth, and the accounting
methods to be followed in the preparation
of financial statemen..
"(f) (I) The 180810 10811 make the repor.

required by subsection (a) (1) of this sec-
tion available upon request to security
holders at the issuer's expense and to others
at their expense and shall give appropriate
public notice of such availability.
"(2) The .suer shall make the distribu-

tion 1881e10e81 required by subsection (b)
(1) of this section available . municipal
securities brokers, municipal securities
dealers, and banks acting as agent for deliv-
ery to prospective purchasers in accordance
with such rules and regulations as the Corn-
m.sion may prescribe as necessary or ap-
propriate in the public interest or for the
protection of investors.
"(3) The reports and distribution sta.-

men18 required by thlo section shall also be
maintained by the issuer at a designa.d
location for examination by the public in
accordance with such rules and regulations

as the Commission may prescribe aa n.es-
sary or appropriall in the public Interest or
for the protection of investors. The Commis-
sion may a.o contr.t to establish a cen-
tral repositou which shall receive and main-
tain such reports, and rnay require the con-
tractor to adhere to thch rules and regula-
tions as the Commission may prescribe in
furtherance of the purpoelo of this sectiop.
Each person subject to the requiremenl0 of
this section shall, upon the .tablishment
of any such repository, thereafter file copies
of repor. and distribution statements re-
quired to be prepared by thlo section with
the repository in accordance with such rules
and regulations aa the Commisaion finds are
necessary or appropriato in the public in-
.rest.
-(g) /n no event shall any underwriter of

an Issue of municipal securities (unless such
underwri.r shall have knowingly received
from the issuer for acting as an underwriter
some benefit, directly or indirectly, in which
all other underwriters similarly situated did
not share in proportion to their r.pective
intereets In the underwriting) be liable in,
or as a consequence of, any suit for damages
In excess of the total price at which the issue
was sold by it to the public."
`Ssc. 3. The amendments rnade by section 2

take effect on January 1, 1977.

Secnou-Etv-Sscrimir ANALYSIS

Thu bill would amend the Securities Ex-
ohange Act of 1934 (the "Act") to provide
for Minted regulation of municipal securiti..
Section references are to sections of the bill,
otherwise indicated.

Section 1 would provide the thort title of
the bill, the Municipal Securities Full Dis-
closure Act of 1976.
Section 2(a) would amend the definition

of "exempted securities" in Section 3(a) (12)-
of the Act . provide that municipal securi-
tiee would nat be deemed "exempted securi-
ties" for purpo.s of new Section 13A of
the Act.
Seatkin 2(0) would amend the definition

of ".curity" in Section 3(a) (10) of the Act
to include a "guarantee" of certain types of
securitiee. Thus, the reporting requirements
Of new Section 13A of the Act would be spe-
cifically applicable to the guanuitor of a
muniMpal s.urity. Section 2(1) of the
Securities Act of 1933 defines •'security" In
a similar manner.
Section 2(c) would aniend Section 12(18)

of the Act to provide the Commission with
authority to exempt any municipal issuer or
class of municipal issuers from the provisions
of new Section 13A of the Act if the Coin-

S 1635
mission finds such action is not Incons..nt
.th the public in.r.t or the protection
of investors.
Section 2(4) of the bill 010014 010004 Sec-

tion 15 I3(d) (I) of the Act to provide the
CortunLssion with authority to require an
issuer of 1018101701 securities . comply with
applicable disclosure requiremen..

Section 2(e) would amend the Act to odd
a new Section 13A to the Act, entitl.
"MuMcIpal Securities Disclosme" to provide
700 11881814 regulatMn of municipal securitiee
by the Commieelon and . require the prep-
aration of annual repor. and distribution
statemento by 180800 07 muMcipal securities.

Subsection (a) (1) would require a munic-
ipal issuer with more than $50,000,000 of
municipal securities ou..ndIng during any
portion of a fiscal year to prepare for each
such fiscal year an annual report and reporto
of even. of default in accordance with the
rules and regulations promulgated by the
Commission. The ComrnisMon would have
authority to specify by rule or regulation
the period of time within 8001018 18018 reports
must be prepared. In addition, the method
for computing the amount of municipal se-
curities would be defined by the Commission.
Subsection (a) (2) would set forth, in gen-

eral ca.gories, the information to be con-
tained in the annual report, including an
identification and description of the issuer,
as weIl as information concerning any legal
limitatio00 on the debt ceilings of the issuer
or the issuers taxing authority; the nature
and ex.nt of other ma.rial contingent liab-
ilities or commitmen. of the issuer the
father's tax authority and structure over the
past five years; the principal governmental
and other servicee provided or perform8d by
the issuer and the extent to which similar
or differing services are performed by other
governrnental entities serving the same geo-
graphic arb and any 000)00 01800483 In $uch
services in the last .n years; a description
of the nature and ex.nt of federal or other
assistance prograrr. available_ to the Issuer;
and financial sta.mento in such detail and
form as the Commission may prescribe. Com-
mencing on or after December 31, 1978, the
financial sta.mento shall be audited and
reported on by an independent public or cer-
tified accountant in the manner prescribed
by the Commission.
Subsection (a) (3) woula require that re-

pair. of even. of default contain such of the
information in the annual report as the
Commission may, by rule, determine.
Subsection (a) (4) would authorize the

Commission with rulemaking authority to
require additional information to be included
in the annual report and reporto of events
of default. However, the Commission's dis-
cretion would be Bruited . requiring "sim-
ilar and specific information•' to that re-
quired by new Section 13(a) (2) of the Act.
Subsection (b) (I) would require a muni-

cipal .curities issuer that offers or sells an
issue of muMcipal securities of an aggre-
gato principal amount exceeding $5,000,000
to or through a municipal securities broker
(defined in .ctMn 3(a) (3) of the Act),
municipal securities dealer (defined in sec-
tion 3(a) (30) of the Act) or a bank acting
as agent, to prepare $4110111808108 sta.-
ment prior to the offer or .le in accordance
with such rules and regulations as the Com-
mission may prescribe as necessary or ap-
propria. in the public interest or for the
protection of investors.
Subsection (b) (2) would set forth the in-

formation to be included In the d.tribution
staternent. This Mformation would consist
of such of the data required in the annual
report of the issuer as the Commission may
prescribe, together with specified additional
inforrnation concerning the particular offer-
ing. The Commission would be given flexible
authority. If, for example, the issuer had
prepared an annual report for the fiscal year
preceding the offer or sale of municipal secu-
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rine, the distribution statement might con-
sist of the information concerning the par-
ticular offering and be accompanied by the
Ins er's annual report together with a state-
ment of any material current developmen.
required to make the information in such
report not misleading. Alternatively, the
Commission might prescribe the preparation
of a brief distribution statement incorporat-
ing annual and other reports by reference,
M a rnanner similar to the Commission's de-
velopment of 5-7 form.s for corporate issuers.
The objective would be to minineze Inter-
ference with the natural woskings of the
marketing system.

Subsection (c) would provide exemptions
from the distribution statement provisions
of subsection (b) for offers and sales of mu-
nicipal securities by issuers under specified
conditions. Exemptions would be available to
municipal issuers in those states which ac-
tively supervise local financings and where
the disclosure vi•ith respect to such offer or
sale of municipal securities has been ap-
proved by a State governmental authority
(other than the issuer) expre.ssly authorized
to grant such approval. Other exemptions
from the distribution statement provisions
of this section would be available to offers
or sales by a municipal securities issue elect-
ing the criteria of sections 3(t) (0) and 3( al
(10) concerning exemptions from registra-
tion, and sections Cll. 4(2), 43) and 4(4)
concerning exempted transactions, under the
Securities Act of 1033.
Subsection (d).grauts the Commission au-

thority to change the minimum dollar
amounts set forth in the provisions requir-
ing the preparation of annual reports and
distribution statements if, giving due regard
to such factors as general ecoaomic condi-
tions, costs involved, and the nature of the
distribution system, such change is deemed
to be appropriate in the public interest. Al-
lowing the Commission to adjust these levels
appears appropriate in light of the lack of
the Commission's experience in administer-
ing such disclosure requirements, its general
unfamiliarity with the operations of the
municipal markets, and the absence of any
accurate figures to indicate the type and
quantity of issuers affected at any specific
level.

Subsection (e) would grant the Commis-
sion authority to prescribe the form or forms
Its which reports and distribution statements
shall be set forth and the accounting meth-
ods to be followed in the preparation of
financial statements.

Subsection (1) is intended to ensure that
reports and distribution statements are made
available to investors.

Subsection (g) provides a llinitat ion on the
liability of underwriters of municipal .securi-
ties similar to that provided by section 11(e)
of the Securities Act of Ma for underwriters
of corporate securities offerings.

APPENDIX C

February 17, 1976

The bill contains no specific provisions re-
garding civil liability for material misstate-
ments and omissions. Instead. the general
antifraud provision would apply here as well
ns in those cases In which a municipal securi-
ties broker, nmnicipal securities dealer, and
bank acting as agent. received copies of a dis-
tribution statement pursuant to subsection
(1) (2) in connection with an underwriting.
Such persom would be responsible to per-
form such reasonable investigation as the
antifraud provisions are deemed to require.
Documents prepnred pursuant to section

13A would not be -filed- with the Commis-
sion. Of course, the general antifraud pro-
visions of the securities law would rentaln
applicable. •

Section 3 provides the effective date for the
bill.

Mr. TOWER. Mr. President, I run join-
ing Senator WILLIAMS in cosponsoring
the Municipal Securities Full Disclosure

Act of 1976 only because I believe that it
is one approach to the issue of municipal
securities disclosure that should be given
fair and bipartisan consideration by the
Securities Subcommittee during its up-
coming hearings. I also believe that this
approach to disclosure is preferable to
other suggestions which would subject
municipalities to the full registration
and disclosure requirements imposed on
corporations. That is an approach which
I would strongly oppose.
This does not mean to say that I

wholeheartedly endorse the approach in
this bill nor necessarily endorse all of Rs
provisions. I have serious reservations
over the role which the Federal Govern-
ment could come to play over State and
local omits of government. For that rea-
son, I will be interested in hearing from
the various witnesses on how they feel
State and local prerogatives would be
protected under this bill and whether or
not they feel this is a viable approach.
This is an important issue that will

need a lot of hard work and careful
thinking on all sides. Certainly, if it is
evident that changes are needed in pres-
ent disclosure arrangements, my hope
would be that an approach will be taken
that preserves, to the maximum extent
possible, the rights of State and local
governmenis and the use of market
forces.
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Senator WILLIAMS. Arthur Andersen sponsored a study which led
to the preparation and publication of the booklet 'Sound Financial
Reporting in the Public Sector—A Prerequisite to Fiscal Respon-
sibility." It is a significant document. All that have seen it agree
and I'm going to include it in the record of our hearings. I'm sure
it will be very useful to members in coming to a judgment on this
pioneering legislative approach, an area that has been exempt from
all but the antifraud provisions of the Federal securities laws for 43
years now while all other issuers have been included.
[The booklet is reprinted as follows:]
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PREFACE

In our democratic society, all citizens, groups and organizations need

to speak out on issues which they consider important to maintain the

effectiveness of our political and economic system. If this country is to

maintain effective checks and balances in our political system, public

officials must be held accountable for the financial affairs of the activi-

ties in the government for which they are responsible. To achieve

accountability, effective accounting controls and sound financial report-

ing are essential.

We are not experts in politics, international relations or economics—we

are, however, experts in financial reporting, accounting controls and

financial systems. Because of our concerns over current financial prob-

lems in certain governmental units, many of which problems are acceler-

ating because of the recent recession, inflation and other serious develop-

ments, we inquired about the accounting controls and financial reporting

of the United States Government. Certain interesting and surprising ob-

servations resulted from this inquiry.

In order to encourage public discussion on the need for sound accounting

controls and financial reporting in all units within the public sector, we

are publishing a summary of our findings, conclusions and recommenda-

tions. For illustrative purposes, a set of consolidated financial statements

for the United States Government was prepared on the accrual basis

using the reporting format followed in the private sector. This booklet

presents the results of that effort. Detailed documentation of the sources

used and the derivation of the amounts reflected in the accompanying

financial statements is available upon request.

Our discoveries in this effort, combined with our experience with finan
-

cial reporting, caused us to raise a number of questions, some of w
hich

are set forth herein. We do not present answers to these questions be
-

cause many of them involve economic or political issues. However,

certain of these questions are those which Government officials
 and

leaders in the financial community will face in the next few years. 
Many

of the same questions, issues and concerns are applicable to cities an
d

states as well as to other nations and their governmental units.

During this inquiry we contacted numerous departments, agencies an
d

other units in the Government. We want to acknowledge the significa
nt

enthusiasm with which our project was received, the serious interest on

the part of Government employees with whom we discussed the financi
al

data needed to complete our project and the sincere desire each of the
m

had to be helpful to us. Without this cooperation, this project could no
t

have been completed.

ARTHUR ANDERSEN & Co.

September 10, 1975.
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OVERALL SUMMARY

• In the past 40 years, the government or public sector of our economy has
been steadily growing from less than 10% of our Gross National Product to
about 33% in 1974. If government credit, tax expenditures and "off budget"
items were included, total government expenditures would probably exceed
40%. Within a few years, the combined budgets (Federal, state and local)
may exceed $1 trillion. With a public sector this large, its operations have a
major impact on the economy. This impact could be positive if properly
planned. However, it could also accelerate economic problems if not properly
coordinated.

• Several large cities, states and other governmental units appear to be in serious
financial difficulties. These problems may produce a devastating financial crisis
unless timely corrective action is forthcoming. All too often, the financial state-
ments of governmental units have proven to be less than adequate for provid-
ing basic financial information. Decision-makers, investors and the public have
been misled by not being alerted to the problems which were developing. When
difficulty occurred, they were confused and frustrated in their attempts to deal
with the emerging financial crises.

• Knowledge of current deficits and surpluses is important for the annual evalua-
tions of our financial affairs. To be meaningful, these amounts should include
all costs whether paid or accrued. Furthermore, the total accumulated deficit
is crucial because this is the amount of future taxes required to pay present
liabilities. To the extent that this amount exceeds the amounts that can reason-
ably be expected of future taxpayers, a potential for crisis develops. The crisis
could become real if taxpayers are no longer willing to pay for the current costs
of government or if investors become concerned that governmental units may
default on their obligations.

• In the private sector, proper accounting controls and sound financial reporting
on an accrual basis are basic prerequisites to fiscal responsibility and a mean-
ingful understanding of a unit's financial condition. If we are to have the same
degree of accountability in the public sector, similar controls should be exer-
cised over governmental affairs and meaningful financial reporting should be
implemented.

• As a result of our inquiry and our conviction that sound financial reporting
is required to inform both shareholders in the private sector and the electorate
in the public sector of the economic results for their specific groups, we have
arrived at the following conclusions:

—The United States Government should provide annual consolidated financial
statements on an accrual basis including all entities in the Government
and all programs which may require future taxes for present liabilities.

—Cities, states and other political subdivisions should be required to publish
similar statements annually and in connection with sales of securities to
the public.

1



OBSERVATIONS

Concerning Current United States Government
Accounting and Financial Reporting

• The Federal Government does not have a central accounting
department. The Treasury Department consolidates and reports
the status of funds and certain other accounting statistics.
These summaries are not on a full accrual basis and are in-
complete. The General Accounting Office, as the auditing arm
of the Congress, approves the conceptual design of account-
ing systems for various departments or agencies. The Office
of Management and Budget has responsibility for budget policy
and procedures. The General Services Administration evaluates
and recommends improvements to financial management sys-
tems. The Joint Financial Management Improvement Program,
representing the above organizations, has as its objective the
improvement of financial management practices.

• Governmental accounting is designed to facilitate control over
expenditures by limiting the amounts which each Govern-
mental entity can spend. It is essentially a cash-basis system
and is generally not designed to summarize and report on
operating results. The underlying arrangements and systems
necessary to assemble financial reports are as important as the
reports themselves. The final product is useful and reliable only
to the extent that the data is complete, accurate and functional.

• The Government produces an enormous amount of financial
data and a wide variety of financial reports. However, such
information is often duplicative and is not accumulated in one
place or consolidated into reports or statements which permit
an assessment of the overall financial condition or operating
results of the entire Government.

• Both Hoover Commissions recommended accrual accounting,
and this led to the passage of Public Law 84-863. This law,
supplemented by related Treasury Regulations, specifies that
Government agencies must prepare business-type, accrual-
basis financial reports. These laws and regulations have been
in existence since 1956 but have been only partially imple-
mented.

• There are no related requirements for the reports to be sum-
marized, consolidated or disseminated to the public. Through
nearly 200 years, the United States has been trying to develop
and strengthen the constitutional checks and balances and has
attempted to incorporate into this structure the concept of ac-
countability. A missing link is a unified and comprehensive
report of the financial results of the Government's operations.

3
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QUESTIONS

Related to Governmental Financial Reporting

An accrual accounting system which produces sound and con-
sistent financial reports is essential to the concepts of financial
responsibility in the private sector of the economy. Absence
of a comparable system in the public sector raises numerous
questions concerning the financial status of the Government.
Some of these questions are set forth below.

—Would an integrated financial reporting system and the re-
lated information be useful to the Legislative and the Execu-
tive Branches in understanding the financial impacts of their
decisions on present and future generations?

—Many of the elected or appointed officials responsible for
Government decisions are frequently in their positions for
relatively short periods of time. Without adequate financial
reports, can elected or appointed officials comprehend the
complexities with regard to their financial decisions?

—Would adequate financial information assist the electorate in
understanding the governmental process and evaluating the
performance of their elected representatives, thus improving
fiscal accountability by such elected representatives? Would
such financial information help the electorate develop views
on priorities to select among various alternatives?

—Would appropriate accounting controls and financial report-
ing reduce the costs of Government by helping the public
realize the total costs of decisions that are made, the cumu-
lative impact on present and future taxes and the priorities
under which such costs have been incurred?

—Can Government have effective long-range planning with-
out adequate financial reporting as a base point to develop
such plans?

—Can Government properly measure the costs, efficiency,
productivity and impact of its programs and develop costs
for the services it provides without using accrual accounting
which includes all costs?

—Would improved financial control and accountability over
transfer payments and major Government assistance pro-
grams, such as welfare, food stamps, unemployment, medi-
care and student loans, assist Government officials to better
estimate and plan for these needs in order to provide proper
stewardship over Governmental funds?

—Could improved "early warning" systems (especially where
costs start to increase significantly) be developed if ade-
quate financial information on major programs were
available?

5
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ILLUSTRATIVE CONSOLIDATED FINANCIAL STATEMENTS

UNITED STATES GOVERNMENT

June 30, 1974 and 1973

For purposes of illustration, we have collected financial infor-
mation currently available in several publications of the
United States Government and have used this information as a
basis for preparing consolidated financial statements of the
United States Government in conventional format as of June
30, 1974 and 1973, and for the years then ended.

The amounts reflected in the following illustrative financial
statements and notes thereto have not been audited by Arthur
Andersen & Co., and accordingly, we do not express an opinion
on them. Even though these financial statements may not be
complete and accurate in all respects, they do provide the
necessary background for discussion of some of the issues
involved.

7
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UNITED STATES GOVERNMENT
ILLUSTRATIVE CONSOLIDATED BALANCE SHEET

(Unaudited) (Notes 1 and 2)

JUNE 30, 1974 AND 1973

ASSETS

CASH AND CASH EQUIVALENTS  

GOLD, at official rate (Note 3)  

RECEIVABLES (net of allowances):

Millions

1974 1973

$ 18,127 $ 22,797

11,567 10,410

Accounts  5,490 4,859

Taxes (Note 4)  14,960 12,844

Loans (Note 5)  65,836 62,985

86,286 80,688
INVENTORIES, at cost (Note 6):

Military and strategic system supplies  28,019 25,173

Stockpiled materials and commodities  11,526 12,693

Other materials and supplies  11,026 12,012

50,571 49,878

PROPERTY AND EQUIPMENT, at cost:

Land (Note 7)  6,686 6,415

Buildings, structures and facilities (Note 8)  88,649 86,129

Strategic and tactical military assets (Note 9)  119,913 117,670

Nonmilitary equipment (Note 9)  39,708 37,377

Construction in progress  19,400 17,169

Other  2,118 1,848

276,474 266,608

Less-Accumulated depreciation (Note 10)  129,000 122,000

147,474 144,608

DEFERRED CHARGES AND OTHER ASSETS  15,297 15,369

$329,322 $323,750
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LIABILITIES AND DEFICIT

FEDERAL DEBT (Note 11):

Millions

1974 1973

Gross debt outstanding  $ 486,247 $ 468,426

Less-Intragovernmental holdings-

Trust funds  (129,745) (114,852)

Federal Reserve  (80,649) (75,182)

Other  (10,449) (10,529)

Debt outstanding with the public  265,404 267,863

Less-Unamortized discount  2,506 2,243

262,898 265,620

FEDERAL RESERVE LIABILITIES:

Federal Reserve Notes outstanding  64,263 58,754

Deposits of member banks  26,760 25,506

Other  2,286 1,725

93,309 85,985

ACCOUNTS PAYABLE AND ACCRUED LIABILITIES:

Accounts payable  32,491 30,757

Accrued interest, annual leave and other  11,187 11,819

Deferred revenue  6,734 6,565

50,412 49,141

OTHER LIABILITIES  18,991 19,836

RETIREMENT AND DISABILITY BENEFITS (Note 12):

Civil Service  108,000 97,000

Military  80,380 70,950

Veterans  110,980 110,850

299,360 278,800

ACCRUED SOCIAL SECURITY (Note 13)  416,020 340,930

CONTINGENCIES (Note 14)

Total liabilities  1,140,990 1,040,312

LESS-ACCUMULATED DEFICIT  811,668 716,562

$ 329,322 $ 323,750

The accompanying notes are an integral part of this balance sheet.
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UNITED STATES GOVERNMENT
ILLUSTRATIVE CONSOLIDATED STATEMENT OF

REVENUES AND EXPENSES

(Unaudited) (Notes 1 and 2)

FOR THE YEARS ENDED JUNE 30, 1974 AND 1973

REVENUES:

Millions

1974 1973

Individual income taxes  $118,952 $103,246
Social Security and unemployment taxes and

retirement contributions  76,780 64,541
Corporate income taxes  40,736 37,588
Excise taxes  16,844 16,260
Estate and gift taxes  5,035 4,917
Outer continental shelf rents and royalties  6,748 3,956
Other (Note 3)  6,539 4,970

Total revenues  271,634 235,478

EXPENSES (including transfer payments):

National defense-

Military personnel  23,728 23,246
Operations and maintenance  27,698 24,980
Research and development  8,582 8,157
Depreciation (Note 10)  11,100 10,800
Other  1,371 3,091

72,479 70,274
Other operating expenses, including depreciation of $2,100 million

in 1974 and $2,000 million in 1973 (Note 10)  41,982 36,328

Grants-in-aid, primarily to state and local governments  41,500 40,400

Transfer payments to individuals-

Income security, including retirement, unemployment
and Social Security payments made  69,381 60,373

Health care  11,300 9,000

Veterans' benefits and services  10,400 9,700

Other  6,900 4,800

97,981 83,873
Noncash provision for retirement and disability benefits-

Social Security (Note 13)  75,090 63,670
Other (Note 12)  20,560 13,360

95,650 77,030

Interest expense (net of interest income)  17,148 14,146

Total expenses  366,740 322,051

EXCESS OF EXPENSES OVER REVENUES (Note 15)  $ 95,106 $ 86,573

The accompanying notes are an integral part of this statement.
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UNITED STATES GOVERNMENT

ILLUSTRATIVE CONSOLIDATED STATEMENT OF

CHANGES IN CASH AND CASH EQUIVALENTS

(Unaudited) (Notes 1 and 2)

FOR THE YEAR ENDED JUNE 30, 1974

Millions

SOURCES OF CASH:

Excess of expenses over revenues   
$(95,106)

Add (deduct) items not affecting cash—

Depreciation (Note 10)   13,200

Noncash provision for retirement and disability
benefit expense (Notes 12 and 13)   95,650

Revenue attributable to change in gold
valuation (Note 3)   (1,157)

Increase in accrued corporate income
taxes receivable   (2,116)

Effect of other accrual adjustments (net)  

Cash provided by operations  

Increase in Federal Reserve liabilities  

Total sources of cash  

USES OF CASH:

( 151)

10,320

7,324

17,644

Decrease in net Federal debt—

Increase in gross debt outstanding  $17,821

Less—Increase in intragovernmental holdings:

Trust funds  14,893

Federal Reserve  5,467

Other  (80)

20,280

Decrease in debt outstanding with the public  2,459

Increase in unamortized debt discount  263 2,722

Additions to property and equipment  16,066

Increase in loans receivable  2,851

Net change in other assets and liabilities  675

Total uses of cash  22,314

DECREASE IN CASH  (4,670)

CASH AT BEGINNING OF YEAR  22,797

CASH AT END OF YEAR  $ 18,127

The accompanying notes are an integral part of this statement.

11



S3

UNITED STATES GOVERNMENT
Notes to Illustrative Consolidated Financial Statements

(Unaudited)

June 30, 1974 and 1973

1. SOURCES OF DATA

The United States Government does not have a centralized accounting
system which would furnish data necessary for the preparation of con-
solidated financial statements on an accrual basis. The asset and liability
amounts included herein were obtained from several sources within the
Government. For some agencies, numbers purporting to reflect the same
items were available from more than one source and differed as to
amount. In such instances, the sources which appeared to be the most
reliable were used.

2. PRINCIPLES OF CONSOLIDATION

The accompanying financial statements include the accounts of all sig-
nificant agencies and funds included in the Unified Budget of the United
States Government, plus those of the traditional "off budget" agencies
and the Federal Reserve System. Government-sponsored enterprises such
as Federal Land Banks have been excluded because they are privately
owned. Amounts reflected are as of June 30, 1974 and 1973, except for
the Federal Reserve System, which reports on a calendar-year basis and
for which December 31, 1973 and 1972, amounts were used. Intra-
governmental assets, liabilities and revenue/expense items of significance
have been eliminated in consolidation.

The Federal Reserve System (which operates independently from the
Executive and Legislative branches of the Government) has been included
in the accompanying financial statements because of the interrelation-
ships between the Federal Reserve System and the Treasury.
a. A large portion of the Federal debt is held by Federal Reserve banks.
b. Virtually all of the gold has been "pledged" to the Federal Reserve

banks in return for Treasury demand deposits.
c. The net income of the Federal Reserve System is transferred annually

to the Treasury.

d. In the event of liquidation, after capital contributed by member banks
is returned, residuals of Federal Reserve banks would be transferred
to the Treasury.

The effect of including the Federal Reserve System in the consolidated
balance sheet as of June 30, 1974, is summarized below.

Millions

Increase total assets  $ 3,089
Reduce Federal debt  $(80,649)
Eliminate gold certificate liability  (11,460)
Add Federal Reserve Notes  64,263
Add deposits of member banks  26,760
Increase other liability accounts 2,286

1,200
Reduce deficit  1,889

$ 3,089
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Government trust funds have been included in the accompanying con-
solidated financial statements. This reporting has been adopted because
the trust funds are included in the Unified Budget and because the assets
in such funds are almost exclusively Federal debt securities. In substance,
the Government trust funds serve as segregated accounts for specific
purposes rather than as trusts.

3. GOLD

Gold has been recorded at the official rate established by Congress
($42.22 per ounce at June 30, 1974, and $38.00 per ounce at June 30,
1973). Although the free market rate for gold is currently much higher,
a different rate was not used because (1) the official rate is the basis
upon which the Treasury uses the gold as security to increase its demand
deposits with the Federal Reserve (most of the gold has been utilized in
this way) and (2) it is not possible to determine what effect sales of the
Treasury's gold would have on the free market price and, therefore, what
alternative value would be appropriate. If the free market rate as of
June 30, 1974, of $144.50 per ounce had been used, the aggregate
carrying value of gold would have been $39,586 million.

The effect of the change in the official rate for gold between June 30,
1973, and June 30, 1974, is reflected as revenue of the Government in
the accompanying consolidated statement of revenues and expenses
because such a valuation increase allows the Treasury to increase its
cash balances.

4. TAXES RECEIVABLE

The total for taxes receivable includes $5.0 billion (net) for delinquent
taxes owed and $10.0 billion of accrued corporate income taxes receiv-
able as of June 30, 1974; the comparable amounts as of June 30, 1973,
were $5.1 billion and $7.7 billion, respectively. No accrual has been
made for individual income taxes because of the payroll withholding
system. Also, assessed tax deficiencies pending settlement have not been
included in receivables because the ultimate settlement value is inde-
terminable.

5. LOANS RECEIVABLE

Interest rates and loan repayment terms vary considerably for outstand-
ing loans, with rates ranging from zero to 12.0% and terms from as
short as 90 days to well over 40 years. The longer terms and lower rates
generally apply to loans to foreign governments. Outstanding balances
and allowances for losses have been recorded as reported by the various
lending agencies. No attempt has been made to evaluate collectibility or
the adequacy of the allowances for losses. Loans outstanding are sum-
marized below by major classification of borrower.

Classification

Millions

1974 1973

Business entities  $20,434 $17,200

Students, farmers and other individuals 22,502 21,264

Foreign  19,794 21,588

State and local governments 2,123 1,838

Other  2,513 2,251

67,366 64,141

Less—Allowances for losses 1,530 1,156

$65,836 $62,985
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6. INVENTORIES

Inventories include nondepreciable personal property and are generally
stated at cost. The major components of inventory are summarized below.

Classification

Millions

1974 1973

Military and strategic system supplies-

Ammunition  $ 9,387 $ 6,944

Materials related to missile, air and
weapons systems  11,293 11,167

Repair parts for weapons and vehicles 2,545 2,425

Excess materials awaiting disposition 2,354 2,862

Miscellaneous  2,440 1,775

28,019 25,173

Stockpiled materials and commodities-

Nuclear materials  6,599 6,611

Metals and like materials  4,417 5,595

Helium  510 487

11,526 12,693

Other materials and supplies-

Electric, industrial and petroleum
supplies  4,094 4,141

Clothing, subsistence and general
supplies  1,936 1,799

Excess materials awaiting disposition 2,190 2,333

Miscellaneous  524 1,395

Subtotal-Department of
Defense  8,744 9,668

Agencies other than Department
of Defense  2,282 2,344

11,026 12,012

$50,571 $49,878

The inventory accounts do not include the weapons stockpile of the
Atomic Energy Commission, since the extent of this inventory is classified
information.

14



7. LAND

Land owned by the Government as of June 30, 1974, is summarized

below by predominant usage.
Acres Cost

Usage (Millions) (Millions)

Forest and wildlife  503.2 $ 497

Grazing  163.5 26

Parks and historic sites  25.1 477

Alaska oil and gas reserves 23.0 —

Military (except airfields)  18.1 314

Flood control and navigation  8.0 3,256

Reclamation and irrigation  7.0 305

Industrial  2.9 204

Airfields  2.3 203

Power development and distribution  1.5 272

Other  5.9 979
760.5 6,533

Outside United States  .6 153
761.1 $6,686

The outer continental shelf and other offshore land are not included above.

The Government owns approximately 33.5% of the total acreage of th
e

United States, or 761 million acres (of which 352 million acres are

located in Alaska). This total includes 704 million acres of public domain

land (land vested in the United States by virtue of its sovereignty).

Cost represents cost to the Government, except that the cost of lan
d

acquired through donation, exchange, devise, forfeiture or judicial 
proc-

ess is estimated at amounts the Government would have had to pa
y for

the properties if purchased at the date of acquisition by the Governm
ent.

Public domain land is included at no cost.

A committee of the House of Representatives reported as of Ju
ne 30,

1972, that the estimated current value of the 704 million acres of 
public

domain land was approximately $29.9 billion. No similar reports are

available estimating current values for other land, mineral resource
s or

the outer continental shelf.

8. BUILDINGS, STRUCTURES AND FACILITIES

This category includes all real property owned by the Government
 except

land. Approximately $36 billion of the total at June 30, 1974, and 
$35

billion at June 30, 1973, reflects the acquisition cost of buildings,

whereas the balance includes the costs of acquiring or erecting
 dams.

utility systems, monuments, roads and bridges. The following tab
le sum-

marizes the buildings, structures and facilities reported.

Agency or Department

Millions

1974 1973

Air Force  $16,738 $16,859

Army—
Corps of Engineers  14,309 13,752

Other  12,105 11,898

Navy  12,168 11,839

Interior  9,018 8,885

Tennessee Valley Authority  4,769 4,490

Atomic Energy Commission  4,171 4,061

Agriculture  3,035 2,914

NASA  2,471 2,475

General Services Administration  2,373 2,315

Other  7,492 6,641

$88,649 $86,129

15



87

9. DEPRECIABLE PERSONAL PROPERTY

Depreciable personal property has been divided into two categories to
split out that portion which relates solely to defense of the nation from
that which may have nonmilitary applications. The assets are recorded
at acquisition cost and include only those which are currently in use or
in usable condition. The major components of each category are sum-
marized below.

Classification

Millions

1974 1973

Strategic and tactical military assets-
Aircraft and related equipment ..$ 51,032 $ 49,891
Ships and service craft  36,268 36,081
Combat and tactical vehicles  16,923 18,324
Missiles and related equipment 9,746 9,255
Weapons  1,091 509
Other (primarily ground support) . 4,853 3,610

$119,913 $117,670

Classification

Millions

1974 1973

Nonmilitary equipment-Department of
Defense-

Industrial plant equipment  $14,028 $13,833
Communication and electronics 4,123 3,997
Vehicles  2,149 2,168
Other  1,435 459

21,735 20,457

Atomic Energy Commission  5,814 5,548

Maritime Administration  1,538 1,729

Tennessee Valley Authority  1,348 1,206

U. S. Postal Service  1,158 984

Other agencies  8,115 7,453

$39,708 $37,377

10. DEPRECIATION

Most Government agencies do not depreciate property and equipment.
Accumulated depreciation as of June 30, 1974 and 1973, for such
agencies was estimated based on available information; reported amounts
were used for those agencies (e.g., AEC and TVA) which do depreciate
property and equipment. The methods used to arrive at accumulated
depreciation for the major categories of property and equipment are
described below.

Buildings-Acquisition dates and original costs were obtained for all
buildings owned by the Government as of June 30, 1974, and ac-
cumulated depreciation was determined based on the number of years
each building had been owned.

Structures and Facilities-Net additions in this category were ob-
tained for the last 21 years, and accumulated depreciation was com-
puted under the assumptions that the balance as of June 30, 1953,
was one-half depreciated as of that date, that such balance would
be depreciated evenly over the remaining one-half of the estimated
useful life for this classification, and that there were no sales or
retirements since 1953 for this category.
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Military Assets and Nonmilitary Equipment—Net additions by major
category were obtained for the past 20 years for the Department of
Defense. Budget outlays for major equipment purchases were com-
pared to net addition amounts to arrive at estimated percentages for
retirements, and the available information and estimates were ex-
tended to cover all assets within these categories to arrive at gross
addition and retirement figures by year. Estimated useful lives were
then used to determine the remaining undepreciated portions of gross
additions.

Depreciation by year was computed on a straight-line basis with no
salvage values.

Useful lives were selected for major categories to spread the acquisition
costs over the periods during which the average asset in each group
could reasonably be expected to be useful at the time of acquisition. The
useful lives adopted for agencies for which estimates were required are
listed below.

Classification Life 

Buildings, structures and facilities   50 years

Ships and service craft  30 years

Industrial plant equipment  20 years

All other depreciable assets   10 years

Accumulated depreciation balances so computed as of June 30, 1974
and 1973, are shown below by balance sheet classification.

Classification

Millions

1974 1973

Buildings, structures and facilities  $ 45,000 $ 43,700

Strategic and tactical military assets . 63,500 59,700

Nonmilitary equipment  20,000 18,100'

Other  500 500

$129,000 $122,000

11. FEDERAL DEBT

The gross amount of Federal debt outstanding at June 30, 1974, and
June 30, 1973, consisted of the securities summarized below.

Type of Security

Millions

1974 1973

Marketable—
Treasury bills  $105,019 $100,060
Treasury notes  128,419 117,840
Treasury bonds  33,137 45,071

266,575 262,971
Nonmarketable—

U. S. Savings bonds  61,921 59,418
Foreign series  25,011 28,524
Government account series (special

issues related to specific funds) 115,442 101,738
Other  5,286 4,666

Total Treasury obligations  474,235 457,317

Agency securities  12,012 11,109

$486,247 $468,426
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Maturities of the outstanding marketable securities are reflected in the
following table.

' Due Within

Millions

1974 1973

One year  $139,942 $122,803

One to five years  77,199 88,223

Five to ten years  26,957 31,111

Ten to twenty years  17,403 14,477

Twenty years or longer  5,074 6,357

$266,575 $262,971

The gross amount of Federal debt outstanding has been reduced by the
holdings of entities included in the consolidated financial statements.
The largest such reduction reflects the holdings of Government trust
funds. Significant trust fund holdings of Federal debt securities are sum-
marized below.

Trust Fund

Millions

1974 1973

Social Security Administration-

Federal old-age and survivors'
insurance  $ 37,717 $ 35,501

Federal disability insurance  8,195 7,803

Federal hospital insurance  7,864 4,222

Federal supplementary medical
insurance  1,231 700

55,007 48,226

Civil Service Commission-
Civil Service retirement and

disability  34,331 30,866
Other  1,672 1,468

36,003 32,334

Department of Labor-Unemployment 12,121 10,957

Department of Transportation-
Highway  7,599 5,550
Other  878 -

8,477 5,550

Veterans Administration  7,567 7,428

Federal Deposit Insurance Corporation  5,861 5,636

Other  4,709 4,721

$129,745 $114,852

Of the debt outstanding with the public at June 30, 1974, and June 30,
1973, approximately $57.7 billion and $60.2 billion, respectively, was
held by foreign and international investors.

18



90

12. RETIREMENT AND DISABILITY BENEFITS

Liabilities for military retirement benefits and for retirement and disa-
bility benefits provided under Civil Service have been recorded, irre-
spective of whether trust funds exist for the programs, because the
liabilities are those of the Government and not of the trust funds and
since the covered individuals worked directly for the Government. The
recorded amounts are based on the estimated present values of vested
benefits, which were derived from the actuarially computed present values
of future benefits (as computed by the Government) less the present
values of future employee contributions, if any.
The liability for Veterans Administration benefits represents the com-
puted present value of annual benefit payments, which have been esti-
mated by the Government to the year 1999.
The noncash provisions for retirement and disability benefits of $20,560
million for 1974 and $13,360 million for 1973 represent the combined
changes in the liabilities for Civil Service, military retirement and veterans'
benefits between years.
No attempt has been made to record liabilities for several other Govern-
ment plans providing future benefits, since the total liabilities for such
plans would not be significant in relation to those recorded and certain
basic information was not readily available.

13. ACCRUED SOCIAL SECURITY

The Government computes two estimates of future liabilities for Social
Security. These estimates are based on a present-value approach, taking
into consideration future contributions and benefits which have been
established by present laws. Beginning in 1972, benefits are automati-
cally adjusted for changes in the consumer price index. The first esti-
mate, usually referred to as the Official Actuarial Concept, indicates that
the excess of benefits to be paid to present and future participants over
anticipated receipts for the next seventy-five years on a present-value
basis is $1.312 trillion as of June 30, 1974. The second estimate, usually
referred to as the Full-Reserve Actuarial Concept, estimates that the
excess of benefits to be paid to present participants over contributions
by present participants on a present-value basis is $2.460 trillion as of
June 30, 1974. This estimate is based on concepts that more closely
approximate those used in the private sector.

An accrual for Social Security benefits is reflected in the accompanying
financial statements because it appears that such benefits could not be
terminated or substantially curtailed without serious social and political
implications. Social Security receipts and disbursements are also in-
cluded in the Unified Budget. Further, in principle, the consolidated
financial statements and the accumulated deficit should reflect a liability
for the amount of future benefits that will not be covered by future
contributions under present law. Under this principle, inclusion of an
accrual would seem to be both proper and required. It is recognized that
the Social Security Act states that payments should be made only to the
extent of the trust funds and that covered individuals who have con-
tributed to the fund have no contractual right to receive benefits; however.
this does not negate the need to accrue a liability.

An argument could be made to support the current accrual in full of the
estimated present value of the difference between future revenue and
benefits, i.e., $2.460 trillion for the Full-Reserve Actuarial Concept.
However, it was concluded that a more realistic approach would be to
accrue for such amounts over a reasonable future period. In determining
such period, recognition was given to the fact that the estimated average
period for present participants to contribute revenue under the Full-
Reserve Actuarial Concept would approximate 25 to 30 years; further, the
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Government amortizes its prior service costs for Civil Service retirement
benefits over a thirty-year period, and any period up to 40 years could
be used to amortize prior service costs in the private sector. A period
of 30 years was used as a reasonable period in this regard for establish-
ing the amount to be accrued.

The estimated amounts by which the present values of future benefits
exceed future receipts, determined on an annual basis for the past five
years under the Full-Reserve Actuarial Concept, are as follows (in bil-
lions): 1970—$415; 1971—$435; 1972—$1,865; 1973—$2,118; and
1974—$2,460. Using the thirty-year period to amortize the increase for
each year results in an accrual of $416 billion as of June 30, 1974, and
$341 billion as of June 30, 1973, as reflected in the accompanying
balance sheet.

The noncash provisions for Social Security benefits of $75,090 million
for 1974 and $63,670 million for 1973 represent the changes in accrued
Social Security between years.

14. CONTINGENCIES
Several Government agencies insure businesses and individuals against
various risks. The amount of insurance coverage in force, representing
the maximum contingent exposure of the Government, is summarized
below as of June 30, 1974.

Nature of Coverage Millions 

Federal Deposit Insurance Corporation  $ 442,000
Federal Savings and Loan Insurance Corporation   220,000
Housing and Urban Development—Riot Reinsurance  175,000
Atomic Energy Commission   60,000
Other  144,000 

$1,041,000

The Government, under several agencies and programs, guarantees loans
made to businesses and individuals by non-Government enterprises, such
as commercial banks, and by privately owned, Government-sponsored
enterprises, such as Federal Land Banks. These guarantees become
assets and/or liabilities of the Government only when the Government
is required to honor its guarantees. Loan guarantees in force at June 30,
1974, are summarized below.

Guarantee Related To

Amount
Outstanding
(Millions)

Federal Housing Administration  $ 97,753
Veterans Administration  27,053
Farm Credit Administration  23,612
Federal Home Loan Bank Board  20,733
Federal National Mortgage Association  25,828
Other  32,583

$227,562

The annual rental of real property leased throughout the world to the
United States Government is approximately $600 million.
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15. RECONCILIATION OF BUDGET DEFICIT

The following tabulation reconciles the reported budget deficits fo
r the

years ended June 30, 1974 and 1973, to the excess of expen
ses over

revenues reflected for each year in the accompanying statement of

revenues and expenses.
Millions

1974 1973

Reported budget deficit (Appendix 1) .$ 3,460 $14,300

Add—

Noncash provisions for retirement and

disability benefits  95,650 77,030

Depreciation  13,200 12,800

Net expenses of off budget agencies . 2,675 607

111,525 90,437

Deduct—

Capital outlays  16,066 16,117

Net effects of accrual adjustments  2,267 1,586

Revenue attributable to change in gold

valuation  1,157

Seigniorage  321 400

Earnings of Federal Reserve  68 61

19,879 18,164

Excess of expenses over revenues  $ 95,106 $86,573
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CERTAIN ECONOMIC QUESTIONS

Related to Consolidated Financial
Statements of the United States Government

• The gross Federal debt increased from $250 billion in 1949
to $382 billion in 1970 and to $486 billion in 1974 (see
Appendix 1). The amount owned by domestic private investors
(as distinguished from foreign investors, trust funds and the
Federal Reserve) increased from $190 billion in 1949 to
$212 billion in 1970 and decreased to $207 billion in 1974.

What is the significance of these changes— will the Federal
debt approach a level where it will be difficult to obtain new
funds from the public? Is the gross amount approaching a
level where the carrying cost will be unduly burdensome?
Does this mean that between 1949 and 1974 the amount re-
quired to finance the increase of $236 billion in the gross
amount of debt had little impact on the capital available for
private purposes?

• The amount of Federal debt owned by foreign investors in-
creased from $3 billion in 1949 to $14 billion in 1970 and
to $57 billion in 1974.

Has the rapid increase in Federal debt held outside the
United States created a serious potential for future prob-
lems? Is there a possibility of sizable amounts being returned
to the United States for sale or redemption, thus creating an
immediate drain on the national capital markets?

• The amount of Federal debt held by Government trust funds in-
creased from $38 billion in 1949 to $97 billion in 1970 and
$140 billion in 1974.

Is it proper for trust funds to be invested in Federal securi-
ties? If so, when such funds are needed, does this create a
double requirement for our capital markets? What is the
merit of having an organization invest funds held in "trust"
in its own securities? Is this a major defect in concept of
"trust fund"? Would the implication be any different if states
and cities bought securities of their own governmental unit
for "trust funds"? Could the Government invest large sums
of trust fund money in the private capital markets without
disturbing these markets?

• The amount of Federal debt held by the Federal Reserve
increased from $19 billion in 1949 to $57 billion in 1970 and
to $80 billion in 1974.

What are the implications of continuing to increase the
money supply by purchasing more Federal securities?
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• The average maturity of Federal debt has decreased from 5.3
years in 1965 to 3.0 years in 1974.

Does the substantial amount of debt in short-term maturi-
ties create a major uncertainty for our capital markets? Does
this also create a serious situation for Government when
combined with other demands for capital?

• Transfer payments for retirement benefits and salaries for
Government employees are a significant portion of the total
costs of Government.

Can we adequately manage our financial affairs when re-
tirement benefits are indexed to inflation? From a control
standpoint, how can effective financial control be maintained
over such costs?

• The accumulated deficit on an accrual basis has increased from
over $700 billion to over $800 billion from 1973 to 1974.

Is there any practical limit on the amount of the accumulated
deficit?

• Retirement benefits, for both Social Security and retirement
programs for Government employees, have increased sig-
nificantly during the past few years.

Are the present values of future retirement benefits increas-
ing at rates that may substantially restrict the future financial
flexibility of the Government? Should the reporting and man-
agement policies imposed on the private sector by the
Pension Reform Act be extended to cover Government plans?

• There are significant Government assets, such as certain land,
which could be sold if it were not required for public purposes.

Should the Government adopt a policy that all assets not
required for public purposes be sold under a controlled pro-
gram with such funds designated to pay for present liabili-
ties? Is the Government able to sell assets and use the funds
for new programs without the electorate realizing this under
the present reporting?

• The additions to property represent a sizable investment each
year.

With the significance of capital outlays, should a standby plan
be developed whereby certain items would be delayed by
Government during high economic activity to provide jobs
during recession when the private sector has substantial
excess capacity? Can such interface be of prime benefit
to both the private and public sectors and reduce the cost
of unemployment and other transfer payments during periods
of low economic activity?

• The amount of Federal Government transfer payments to
individuals has increased from $84 billion in 1973 to about
$98 billion in 1974 and is on an increasing trend.

With the size of transfer payments today, and with such
payments increasing during periods of low economic activity,
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should the Government's financial planning provide for sur-
pluses during periods of high economic activity?

• The excess of expenses over revenues in 1974 on an accrual
basis was over $95 billion.

Should the Government develop a five- or ten-year plan to
phase in a program to overcome such increases in accumu-
lated deficits?

• Assets are valued at cost in conventional balance sheets. A
committee of the House of Representatives reported as of June
30, 1972, that the estimated current value of the public domain
lands was approximately $30 billion. No similar reports were
available estimating current values for other land, mineral re-
sources or the outer continental shelf. The accumulated deficit
as of June 30, 1974, on an accrual basis was in excess of
$800 billion.

Would the increase in values from cost for properties not
required for public purposes have a significant offsetting
influence on the accumulated deficit?

• The United States dollar has been devalued twice in recent
years. A flexible exchange rate is now in effect.

Would the availability of consolidated financial statements
have an impact on the value of the dollar in world markets?
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CONCLUSIONS AND RECOMMENDATIONS

For United States Government

• Financial management systems and functions of the Federal

Government should be strengthened and integrated to achieve
financial accountability at all levels.

• A strong and well-staffed central accounting department should
be established in the Executive Branch.

• The accounting system should contain internal checks and
balances to assure reliability of the data produced. Such in-
ternal controls should be supplemented by annual financial

audits.

• Accrual accounting should be adopted. This was recommended
by both Hoover Commissions and is required by Public Law
84-863, which was passed in 1956.

• The Federal Government should take the leadership now in
developing fiscal responsibility by preparing and publishing
consolidated financial statements.
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APPENDIX 2

GOVERNMENT EXPENDITURES AND GROSS NATIONAL PRODUCT
Calendar Years 1929-1976

Year

1929 

1930 
1931  
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 

1940 
1941  
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 

1950
1951
1952
1953 
1954 
1955 
1956 
1957 
1958 
1959 

1960 
1961  
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 

1970 
1971  
1972 
1973 
1974 
1975 
1976 

Gross
national
product

b
Amount

a
Government expenditures

As a percentage of
gross national product

State
Total 1 Federal and local

State
Total Federal and local(Billions)

$ 103.1 $ 10.3 $ 2.6 $ 7.6 10.0 2.5 7.4

90.4 11.1 2.8 8.3 12.3 3.1 9.2
75.8 12.4 4.2 8.2 16.4 5.5 10.8
58.0 10.6 3.2 7.5 18.3 5.5 12.8
55.6 10.7 4.0 6.7 19.2 7.2 12.0
65.1 12.9 6.4 6.5 19.8 9.8 9.9
72.2 13.4 6.5 6.8 18.5 9.0 9.4
82.5 16.1 8.7 7.4 19.5 10.5 9.0
90.4 15.0 7.4 7.6 16.6 8.2 8.4
84.7 16.8 8.6 8.2 19.8 10.2 9.7
90.5 17.6 8.9 8.6 19.4 9.8 9.5

99.7 18.4 10.0 8.5 18.5 10.0 8.5
124.5 28.8 20.5 8.3 23.1 16.5 6.7
157.9 64.0 56.1 7.9 40.5 35.5 5.0
191.6 93.3 85.8 7.4 48.7 44.8 3.9
210.1 103.0 95.5 7.5 49.0 45.4 3.6
211.9 92.7 84.6 8.1 43.7 39.9 3.8
208.5 45.5 35.6 9.9 21.8 17.1 4.7
231.3 42.4 29.8 12.6 18.3 12.9 5.4
257.6 50.3 34.9 15.5 19.5 13.5 6.0
256.5 59.1 41.3 17.8 23.0 16.1 6.9

284.8 60.8 40.8 20.0 21.3 14.3 7.0
328.4 79.0 57.8 21.2 24.0 17.6 6.4
345.5 93.7 71.0 22.6 27.1 20.5 6.5
364.6 101.2 77.0 24.2 27.8 21.1 6.6
364.8 96.7 69.7 27.0 26.5 19.1 7.4
398.0 97.6 68.1 29.5 24.5 17.1 7.4
419.2 104.1 71.9 32.2 24.8 17.2 7.7
441.1 114.9 79.6 35.3 26.0 18.0 8.0
447.3 127.2 88.9 38.3 28.4 19.9 8.6
483.7 131.0 91.0 40.0 27.1 18.8 8.3

503.7 136.1 93.0 43.1 27.0 18.4 8.6
520.1 149.0 102.1 46.9 28.6 19.6 9.0
560.3 159.9 110.3 49.6 28.5 19.7 8.8
590.5 167.0 113.9 53.1 28.3 19.3 9.0
631.7 175.6 118.1 57.5 27.8 18.7 9.1
681.2 185.8 123.4 62.5 27.3 18.1 9.2
749.9 212.3 142.8 69.5 28.3 19.0 9.3
793.9 242.9 163.6 79.3 30.6 20.6 10.0
864.2 270.2 181.5 88.7 31.3 21.0 10.3
930.3 287.9 189.2 98.7 30.9 20.3 10.6

976.4 312.2 204.5 107.7 32.0 20.9 11.0
1,050.4 338.5 220.8 117.7 32.2 21.0 11.2
1,158.0 372.1 244.7 127.4 32.1 21.1 11.0
1,294.9 408.0 264.2 143.8 31.5 20.4 11.1
1,396.7 460.9 298.6 162.3 32.9 21.3 11.6
1,498.0 509.7 323.7 186.0* 34.0 21.5 12.4
1.686.0 570.8 361.0 209.8* 33.9 21.4 12.4

a Expenditures on income and product account. They are on an accrual basis, include trust account transactions with the public, and
exclude capital transactions that do not represent current production, etc.

b Federal data include expenditures for grants-in-aid to state and local governments. These amounts have been excluded from state
and local expenditures to avoid duplication.

* Projected using straight-line interpolation of actual 1974 expenditures and projected 1977 expenditures.
Sources: Facts and Figures on Government Finance, 1973, Tax Foundation, p. 33.

Survey of Current Business Statistics, U. S. Department of Commerce, February 1975, pp. 15 and 16. 31
Economic Report of the President, U. S. Government Printing Office, February 1975, pp. 249 and 328.
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APPENDIX 3

HISTORY a- ACCOUNTING IN THE

UNITED STATES GOVERNMENT

1789—The first important legislation dealing with the fiscal authority of Con-

gress was the Treasury Act of 1789, which created the Department

of the Treasury. This Act established an auditor and comptroller within

the Treasury. The Treasury was to submit an annual report to Congress.

1921—The Budget and Accounting Act was passed by Congress in 1921. This

law made a number of important changes in the financial management

of the Government, the most significant being the creation of the Bureau

of the Budget and the General Accounting Office (GAO). The Bureau

of the Budget was established in the Treasury Department to be ad-

ministered by a director who was responsible only to the President.

The GAO was established independent of the Executive Branch. It

became the auditing department for Congress and also kept the ledger

accounts for disbursing and collecting offices.

1933—In 1933, the President proposed that accounting should be the re-

sponsibility of the Executive Branch, and that auditing should remain

the responsibility of the Legislative Branch.

1937—In 1937, the Senate commissioned the Brookings Institute to study

the financial administration of the Federal Government. Among their

findings was, "there exists no control over the preparation of govern-

ment financial statements."

1939—The Bureau of the Budget was transferred from the Treasury to the

Executive Office of the President.

1947—The Joint Program for Improving Accounting in the Federal Govern-

ment (JPIAFG) was established in 1947. This was the forerunner of

the present Joint Financial Management Improvement Program
(JFMIP).

1949—The first Hoover Commission recommended the creation of an "Ac-

countant General" in the Treasury to prescribe financial and adminis-
trative controls. The first Hoover Commission recommended use of
accrual accounting.

The Federal Property and Administrative Services Act was passed in
1949. This Act required the Administrator of the General Services
Administration (GSA) to work with the Comptroller General to formu-
late principles and standards for accounting for property and aid in
developing this segment of the accounting systems.

1950—The Budget and Accounting Procedures Act of 1950 gave the establish-
ment and maintenance of accounting systems to the individual agen-
cies. The GAO maintained its authority to prescribe accounting princi-
ples and standards. The GAO also was given the authority to approve
the accounting systems of the individual agencies, and prescribed
accounting principles and standards for Federal Agencies which re-
quired the use of accrual accounting to supplement the "obligation"
basis of accounting in Government. Its primary function was now audit-
ing. It would make post-audits of operations and report to Congress.

32



1956—The second Hoover Commission made a strong recommendation for
accrual accounting and this led to Public Law 84-863 which required
all Government agencies to install accrual accounting as soon as
practical."

1967—The President's Commission on Budget Concepts made several recom-
mendations as a result of its study in 1967. It recommended against
a separate capital budget, but called for a unified budget which
included the trust funds. The Commission recommended getting away
from the singular concern with the bottom line of the budget (surplus
or deficit), and emphasized the financing of the deficit. Most of its rec-
ommendations regarding the budget were adopted. However, it also
recommended accrual accounting and that the annual budget be pre-
sented on an accrued expenditure basis. This was endorsed by two
Presidents but was not implemented during their administrations.
Again, the Congress appeared to prefer the "obligation" type budget.
There were some improvements made in accruals for the year-end
statements of the Federal Government, but not always at the installa-
tion or operating level.

1970—The President created the Office of Management and Budget (OMB),
replacing the Bureau of the Budget. The Legislative Reorganization
Act directed OMB and Treasury to modernize budget and fiscal man-
agement through installation of a new EDP system. To date, this
project is still in the planning phase.

1973—The President transferred much of the Executive Branch responsibility
for accounting and financial reporting from OMB to GSA. In addition,
the administrator of GSA was made a member of the JFMIP.

1974—The Congressional Budget and Impoundment Act of 1974 created the
Congressional Budget Office and a new budget committee for each
house of Congress. The new budget committees and the Congressional
Budget Office were charged with the responsibility for overseeing the
Congress' work on the budget and insuring that the budget was re-
viewed as a whole and not just by individual appropriation. The new
Congressional Budget Office is to be the OMB of the Legislative
Branch of Government—coordinating and assisting the work of the two
Congressional budget committees.

33
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APPENDIX 4

ACCOUNTING AND REPORTING QUESTIONS RAISED BY

ILLUSTRATIVE CONSOLIDATED FINANCIAL STATEMENTS

With respect to the illustrative financial statements, the following are some
of the accounting and reporting questions that arise.

—Are the criteria established herein for including Government and quasi-
Government entities in these statements appropriate to best reflect the
overall financial position and operating results of the Government?

—Should future retirement and Social Security benefits as shown be treated
as liabilities?

—Should increases in the official rate for gold be treated as income?

—Should individual income taxes receivable be recorded on an accrual basis?

—Does the Government have adequate procedures to properly account for
inventory items on hand?

—Have "excess materials awaiting disposition" been stated at net realizable
values?

—Does the Government have adequate procedures to properly account for
capital assets?

—Is it appropriate for the Government to capitalize and depreciate the cost of
assets?

—Are reserves for loan guarantee defaults and other contingencies required
to reflect potential losses or present liabilities?

34
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APPENDIX 5

EXCERPTS FROM SECTION 3 OF SECURITIES ACT OF 1933

Exempted Securities

Sec. 3. (a) Except as hereinafter expressly provided the provisions of this
title shall not apply to any of the following classes of securities:

Securities of Governments and Banks

(2) Any security issued or guaranteed by the United States or any territory
thereof, or by the District of Columbia, or by any State of the United States, or
by any political subdivision of a State or Territory, or by any public instru-

mentality of one or more States or Territories, or by any person controlled or
supervised by and acting as an instrumentality of the Government of the United
States pursuant to authority granted by the Congress of the United States-

35
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Senator WILLIAMS. There seems to be some question about whether
generally accepted accounting principles exist for local units of gov-
ernment. Do such standards exist now?
Mr. KAPNICK. Well, there's a great number of booklets that have

been prepared on what the proper accounting should be, Mr. Chair-
man, for governmental units. For example, the American Institute
of Certified Public Accountants has published an audit guide which
has certain data. The Municipal Finance Officers Association has also
published certain ones. The real need in this area is for leadership in
getting a uniform approach to financial reporting. I believe that as
outlined in your bill the leadership that the SEC would be required
to give in this area in developing uniform standards is an approach
that is desirable at this point in time.

Obviously, there's been several points that have not been covered in
some of these audit guides because the profession has not necessarily
ever faced the real issue of what is it the investor needs. You're forc-
ing them to take a look at this and this can be done within a very
short period of time in getting uniform standards.

Senator WILLIAMS. Now this Industry Audit Guide for Audits of
State and Local Government Units prepared by the American Insti-
tute of Certified Public Accountants is an imposing document that
I'm holding and showing to you. I would think that would be a very
useful guide for State and local governmental units. Am I right?
Mr. KAPNICK. It is a very useful guide. However, there are two or

three areas which I'm sure they're going to want to be given more
attention to such as consolidation statements and the appreciation of
fixed assets which gets into the allocation of costs to programs and to
specific generations of taxpayers.
Senator WILLIAMS. This AICPA book probably in many areas is

probably gathering dust on some shelf in the city hall in many areas.
Mr. KAPNICK. I'm afraid so.
Senator WILLIAMS. What we're trying to do is to bring the best of

your profession to bear not only on an orderly basis but a required
basis.
Mr. KAPNICK. That's right.
Senator WILLIAMS. We have two bills before us. Under either bill,

the SEC would have the authority and responsibility to prescribe the
forms and practices to be used in municipal accounting and reporting.
Should the SEC attempt to exercise the power directly or would you
recommend that the Commission play a residual role as it has in the
corporate area, allowing the industry to develop appropriate stand-
ards in the first instance?
Mr. KAPNICK. I would recommend that the SEC play a residual

role and also a leadership role in developing these standards quickly.
The merit of your bill it seems to me in one respect is to develop a
uniform approach on a timely basis. That can only be done by a
regulatory agency such as the SEC. They then should have the residu-
al responsibility whereby in my opinion they retain the documents
that are being filed, not necessarily on a pre-compliance basis, as your
bill recommends this is the difference between yours and Senator
Eagleton's bill. I believe that you and the other Members of the
Congress as you get experience with what is happening as a result of
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this bill, could then address yourselves to whether or not there's added
requirements in the future. I'm afraid that my experience in this area
indicates to me that this may not be the last hearing that you will
have on this subject. We must all look at whether or not we are get-
ting responsible fiscal management over the funds in our society in
municipalities. The services that are needed in these municipalities

- are essential because that's our way of life.
Now if what your bill is doing as a minimum standard does not

provide that over the long period, then I know that the Congress is
going to address themselves again to it. At that proper point they can
require pre-compliance on registration, I would recommend between
the two bills, Mr. Chairman, that only the minimum requirements be
adopted at this point.
Senator WILLIAMS. Perhaps I'm not complete in my understanding_

of your position in disagreement with the bill. The one area that con-
cerns you most, as I heard your statement and I will study it further,
is the lack of built-in required monitoring by the SEC. Is that cen-
tral to your concern?
Mr. KAPNICK. Yes. That's central to my concern and if we're going

to have a central repository for these documents then I believe that
the SEC should be the place where that repository is. Then they can
monitor and come back to you as the Congress and say here are the
things we found and they can prepare an annual report. I believe that,
without some form of a monitoring function, Mr. Chairman, it is
going to create difficulty for you because the compliance is the area,
either on a test basis, or some other basis will indicate it and see
whether or not people are complying. Then you can take the legisla-
tive action that's necessary, or you finally get into enforcement where
something happens. I prefer a monitoring before the problem.

Senator WILLIAMS. How would you change the provision that cre-
ates a central repository under contract with the SEC? Could you
adapt this requirement of SEC monitoring to this contracting out of
the repository? That's really a receipt and orderly filing I would
think.
Mr. KAPNICK. That's right.
Senator WILLIAMS. Would your idea adapt to that?
Mr. KAPNICK. No. I would make the SEC that repository rather

than a placing out under contract, the same as they have their cor-
porate securities that are all in one place where you can do testing.
The other thing that is very important is if you're testing in an

audit type of operation is that the person being tested should not
know whether he's been selected or not. If we're going to have a pre-
filing where a regulatory agency says, "OK, everything now looks all
right." That's one thing, that type of compliance. But if you're going
to have a testing type of compliance which I visualize as being a part
of this system, then it should be with the regulatory body. It's going
to cost us money as a nation to have it either in a private repository
or in a public repository. I prefer to have it, because of the conveni-
ence and the control that is established not only for the SEC but for
the Congress of the United States, in a public repository. I would
change your bill to provide that the repository be, not under contract,
but a part of the SEC function.



106

Senator WILLIAMS. We didn't deal in the hearing this morning in
any detail at all on this requirement and provision with the Chairman
of the SEC. I do know, though, that on using a preissue registration
statement, that the SEC feels as though this is an unnecessarily heavy
burden that they don't want to shoulder with this new development in
municipal finance. The preissue registration statement which is the
idea that's in Senator Eagleton's bill, how many issuers are there of
municipals?
Mr. KAPNICK. I think according to the chairman, there were—or

one of the documents I saw-78,000, but don't misunderstand my posi-
tion, Mr. Chairman. The prefiling that you discussed with Chairman
Hills, I would not support at this point because I believe that your
bill provides a minimum standard and therefore we should go for-
ward with a minimum standard, not with a prefiling under the
Securities Act of 1933, and get our experience and then decide what
else needs to be done, if anything.
The only question I would suggest you consider is where the docu-

ments are filed. The SEC has the most experience in handling this
type of large operation and they should be the ones, in my opinion,
that would do it.

Senator WILLIAMS. Bureaucracy and paperwork and Federal Gov-
ernment demands are not held in the highest appreciation these days.
Those that are caught in the snows of New Hampshire compare the
avalanche of snow up there to the avalanche of paper filings here in
Washington. It's a massive new paperwork burden we're talking
about here, and the national mood seems to be to try to get the job
done effectively without the burdens of unnecessary filings and re-
views. You get the feeling that comes out, well, all you have to do is
listen to any political speech these days—everybody who's campaign-
ing seems to be against this big, massive burdensome government.
Mr. KAPNICK. And I am, too.
Senator WILLIAMS. But you're adding a new significant dimension

in your suggestion I believe.
Mr. KAPNICK. Yes, but not really.
Senator WILLIAMS. By the way, I am not out making these speeches,

but I'm listening carefully.
Mr. KAPNICK. Let me point a couple things out to you, Mr. Chair-

man, that I'm sure you're aware of. No. 1, under your bill, it's my
recollection that the estimates are less than maybe 10 percent of those
who are municipalities may be required to file. In other words, when
you get down to school districts and some of those governmental
units, when we talk about 78,000, there's not that many that will be
required to file.
Senator WILLIAMS. I'm glad you clarified that because we have a

threshold that reaches only about 6 percent of the issuers.
Mr. KAPNICK. That's right. Now, Mr. Chairman, that is the im-

portant area of regulation. To me that takes care of that mass that
.we need to have taken care of so that we all reestablish our confi-
dence in our governmental process. Now you're not going to get
away from the mass of paperwork by deciding whether it's deposited
in the private sector or in the SEC. The paperwork you have created
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by this bill and we have endorsed the bill, is needed at this point in
time.
I think the point, however, that you get into when you consider the

priorities and I would say to you that I congratulate you on this bill
because I know of no higher priority today in saving our way of life
than this legislation. I say that for several reasons.
One of the most important reasons that I would say is if you stop

to think about some of the indiscretions in the private sector where
we have had bankruptcies who loses? The investor loses. But if we
have failures and financial difficulties in the public sector, who loses?
Obviously, the investor; but more importantly, the citizen loses be-
cause if those hidden costs which are going to create the writeoffs,
just like many of the corporate writeoffs, those writeoffs are not
going to go away. Those writeoffs are going to have to be taken care
of in some fashion. For example, the hidden pension costs, the hidden
services that are not being put on the financial statement, many of
those are going to have to be borne by us as citizens in some fashion.
I'm sure that with all of your experience in the labor and legislation
area, Mr. Chairman, that you can fully realize that if the pension
trusts which are underfunded in many cases were not handled, that
those people must be protected, and I'm sure that you and others
would be the first to handle it as a national problem.
So we're looking here at a priority that goes much more basic to our

society than probably any that I have seen in recent years.
Senator WILLIAMS. That's a very fine statement of need and I ap-

preciate it.
Just one final question. I had a lot of questions in mind, but your

comprehensive statement has been helpful in all of the areas of con-
cern. There is one thing that I do want to ask, though, and that is the
role of the financial reporting services. Their analysis, of course, has
been the one area that people have relied on and their rating systems.
I wonder what elements are there in the financial rating by the
services and what is lacking and what is needed, because obviously
notwithstanding ratings we have had our critical problems.
Mr. KAPNICK. Well, 

ratings,
me address myself to that issue. I'm sure

you're going to have testimony from those involved in the rating
services. On the other hand, I think the most important thing to me
is the need for the uniformity of data. The rating services can only
do the job if they've got adequate information. Now let me tell you
that I believe that in what we're seeing today as we have encountered
the problems in the last few months, is a build-up of analysis capa-
bility within the private sector and in various banks, in various other
institutions, who are going to try to pull together all the data. If you
get into the question even in the trust companies as the prudent man
rule with which I'm sure you're familiar, they've got to start getting
more complete data.
In my opinion, we can have one of two approaches. We can have a,

uniform approach to the reporting of data which is what your legis-
lation is providing. Or we can have everybody going out trying to
find it themselves and getting more information here and less infor-
mation there. The banks and the rating services which are providing
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ratings can only do the job based upon the information that's avail-
able to them.
Sometimes I realize the rating services have been criticized the

same as the accountants, but you can only do the job if you've got the
data that is there with which to do it.
Senator WILLIAMS. There is within the accounting profession a

consensus of the minimum standards that can be made uniform for
the underpinning of this kind of financial reporting.
Mr. KAPNICK. Absolutely.
Senator WILLIAMS. I'm sure in certain areas within the accounting

profession there are controversies and conflicts, but the foundation of
reliability has a common consensus. Is that a fair statement?
Mr. KAPNICK. That is a fair statement, Mr. Chairman.
There's one area that probably you might be interested in as you

look at some of the problems that's been surfaced in recent years. This
is an issue which I address myself in my written statement, namely
the consolidation of municipalities into a unit.
Our view, and this is something that the SEC in their determina-

tion of regulations would prescribe the same as they prescribe the
consolidations for industrial companies, is in many cases you need to
know the whole picture in order to avoid getting into trouble. You get
into trouble when the combined needs of the taxes and services become
so great that the citizens say, "Wait a minute. We can't afford it any
longer." Now if you take it fund by fund, not only the investor can
get misled because he doesn't see the total package, but also the indi-
vidual citizen can get misled. I think the consolidation statement for
a municipality is essential, which incidentally is essentially a modifi-
cation of the consolidation technique that was used by New York City
the minute they had to put together a financial plan for the Congress
and for others. So the need is to put it all together so that you don't
have to look at a hundred funds as a citizen of your community, so
you know what the total package is. I would encourage the SEC—
and we will file our documents with them when they consider this.
Because there again it goes not only to the investor but to our way of
life, the need for the community to have adequate funding for the
services that they are looking forward to.
Senator WILLIAMS. I won't deal with the complexity or the im-

ponderables in that. It comes to me with the greatest common sense
and logic and I know your counsel will be appreciated by those who
now have it. I know we will find it very useful as we go forward with
our legislation. Thank you very much.
[Whereupon, at 12:25 p.m., the hearing was recessed to reconvene

Wednesday morning, February 25.]



MUNICIPAL SECURITIES FULL DISCLOSURE ACT OF
1976

WEDNESDAY, FEBRUARY 25, 1976

U. S . SENATE,
COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS,

SUBCOMMITTEE ON SECURITIES,
Washington, D .0 .

The subcommittee met at 10 a.m., pursuant to call, in room 5302,
Dirksen Senate Office Building, Senator Harrison A. Williams, Jr.,
chairman of the subcommittee, presiding.
Senator WILLIAMS. We will continue our hearings on S. 2574 and

S. 2969, the second day of hearings.
The first witnesses this morning are Mr. Brenton W. Harries,

president, Standard and Poor's Corp.; and Mr. Jackson Phillips,
Executive Vice President, Moody's Investor Services, Inc.

STATEMENT OF BRENTON W. HARRIES, PRESIDENT, STANDARD &
POOR'S CORP. AND JACKSON PHILLIPS, EXECUTIVE VICE PRESI-
DENT, MOODY'S INVESTOR SERVICES, INC.

Mr. HARRIES. Senator Williams, in my oral remarks here today I
will be quite brief in light of the lengthy witness list scheduled.
Since receiving a copy of this bill last Thursday and in prepar-

ing my written testimony, I have had an opportunity to reflect
more deliberately on the provisions of S. 2969 and particularly I
took the opportunity yesterday to listen to the remarks of Senator
Eagleton and then what I would regard as the more reasoned ap-
proach of Chairman Hills.
My conclusion is that I continue to believe that this bill is not

the ultimate answer to the problem but that indeed it appears to
present a reasonable framework for further dialog and possible
solution.
I have been impressed by what I would regard on the part of the

committee staff and the committee itself as a reasonable, construc-
tive approach. If this bill, S. 2969, can be a way to proceed to what
I regard as the real solution to the problem of disclosure, assuring
proper disclosure not just to investors but to underwriters as well,
then I would commend your effort and hope that there would be
time in the process of the congressional activity in this area for
further study as to just what is a distribution statement and what
is needed in it.
If I may, Senator, I would like to present for just a couple of

minutes for tb,e rec9rfl the present state of the market as reflects how
a bond come's to. Market' today, and if I may, I would use the ex-
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ample of your State and mine, New Jersey, and show you the kind
of documents that New Jersey used to prepare and today what is
being prepared. It will only take a moment.
In 1973 when New Jersey sold $75 million of general obligation

bonds, they prepared a four-page piece with a cover page— which I
am holding in my hand, and for the record I will describe this—
with a cover page giving the name, when the bonds were due and
when the sale date was. The inside left-hand page carried the actual
bid form. The right-hand page was one page of statistical data this
particular one carrying a statement of total debt authorized and out-
standing and all future debt service. That was it. Page 4 was blank.
Last month New Jersey prepared an enlarged proposal to bid con-

sisting also of four pages, but in this case the fourth page had more
financial data on it. Therefore, there were, in effect, two pages of
financial material relative to the State that was provided to poten-
tial bidders. Under the light of disclosure rules today, hardly enough.
Senator WILLIAMS. This was prepared for potential underwriters?
Mr. HARRIES. Yes, sir. The sale date was January 7, 1976. Several

underwriters did not bid on the basis of the information presented
but there was, however, a bid conditioned upon a fuller disclosure
statement. The State then prepared this document I am holding. It
consists of 32 pages. It has a good deal of financial, demographic,
and economic dat;, relative to the State.
The question I pose to you—and ask that we focus on as you go

through these hearings is—does your bill provide that this docu-
ment contains all material information and that no material in-
forimation has been omitted? I submit, sir, that I don't think it
does yet. At great effort I brought this pile of material from New
York. This 5 inches of documents was supplied to Standard and
Poor's Corp. by the State of New Jersey in -lust the last 4 months.
Now in this material that the State has disclosed to us and makes
available to major underwriters and to major investors—but ob-
viously because of its very volume they don't attempt wide distribu-
tion of it—I submit to you that New Jersey has disclosed, that it has
put in this material all the information necessary for an investor
to make a reasoned investment decision.
And the question I think that has to be answered is, how do we

get from this voluminous pile to this 32-page disclosure piece that
can be given to investors so that they can rely upon it with proper
certifications from the State? I submit, Senator Williams, that al-
though your bill may be an effort in this regard, to me the ultimate
solution lies in a State agency certifying that this document has
sufficient information in it, and I'm pointing to the document of 32
pages.
Senator, what I'm suggesting for State endorsement of municipal

bond issues is not new ground. I would urge that the committee
might consider examining what has been done in North Carolina.
They have a State agency. In the testimony yesterday I don't think
enough differentiation was made between what a State agency is and
what a quasi-agency is. In Texas we have the Municipal Bond Ad-
visory Council of Texas. This is an industry-supported function. I re-
peat. in North Carolina it is a State agency consisting of 12 people. It is.
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not a bureaucracy. It's within the Department of the Treasury of the
State. This is where the information is correlated, checked, verified,
and then released.
In New Jersey we have a Commission on Local Government which

uses more moral suasion in assisting borrowers rather than having
the teeth of what I'm really talking about for a State agency. I
think we have done well in New Jersey because we don't have the
short-term borrowings in Newark and Trenton that affected New
York City and it's precisely that type of State overview which has
prevented it.
I will pause now because I know you have many questions. Thank

you.
[Complete statement follows:]

STATEMENT OF BRENTON W. HARRIES, PRESIDENT, STANDARD & POOR'S CORP.

I am pleased to present this statement in response to the Chairman's letter
of February 16 and address myself to points raised in this and other com-
munications.
It seems to me that the problem the municipal market finds itself in today

is not so much that full disclosure to ultimate investors is lacking, but rather
that the Securities Law Amendments Act of 1975 has put potential muncipal
bond underwriters in an untenable position. On the one hand they are pre-
vented from requiring what the potential issuer must disclose, while on the
other they are required to exercise due diligence in their distribution efforts.
The need is to establish what is material, accurate information, and then in-
sure that it is disclosed and certified as being complete. Then the underwriter
can be assured as to disclosure and bid accordingly.
Would S.2969 accomplish this? I think not, except through the indirect

route embodied in section (c), which provides an exemption from the act if
the issue is processed through a state agency set up for the purpose of approv-
ing bond issues:
"(c) The provisions of subsection (b) shall not apply to an issuer solely

by reason of an offer or sale of municipal securities—
"(1) the disclosure with respect to which has been approved, after bearing,

as adequate for the protection of investors by a State governmental authority
(other than the issuer) expressely authorized by law to grant such approval."
I have stated repeatedly in other forums and before the Joint Economic

Committee last month that I believe disclosure is a state problem, and can
and should be handled at the state level. Disclosure must be a living thing
and not an annual report that sits in some repository such as a town hall.
The disclosure information must flow smoothly into the marketplace where
it can be synthesized and distilled in a variety of ways that will make it
palatable for a potential investor to digest.. The needs of full disclosure will
not be satisfied by producing bigger and bigger official statements and annual
reports. The challenge is to develop a procedure through which fuil disclosure
may be accommodated and at the same time sustain and improve market per-
formance.
In every state the principal public mechanism for municipal debt issuance

already resides in some type of system. It should be acknowledged that a
great deal has already been done in this complicated effort and that we should
attempt to capitalize on existing strengths rather than create an entirely new
and foreign mechanism. Therefore, if by exempting from the requirements
of S.2969 those states which have mechanisms set up that meet the require-
ments of section (c), all other states will be motivated to set up their own
mechanisms, then the positive affects are apparent. Many states now have
agencies or commissions which assist local governments in debt planning, cash
management and budgeting. These state units already are producing full dis-
closure documents. An outstanding agency in this regard is cited in Senator
Williams' introductory remarks. The North Carolina Local Government Com-
mission is perhaps the most outstanding example of a state agency, structured
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within the Treasury Department of the state, which has regulatory power
over every public bond sold by an issuer in North Carolina including the
state itself. They are familiar with the handle local problems with expertise
which simply cannot be matched by a federal bureaucracy. Other states should
emulate this example.
A state-related structure, though superficially more complex than a single

national organization, might in fact prove far more efficient in the functions
for which it is designed and would have the additional advantage of avoid-
ing the creation of a Federal bureaucracy. Many reasonable people fear that a
Federal body would inevitably intervene in the financial and even the admin-
istrative functions of municipalities everywhere. It was surely the fear of
just such a bureaucracy that inspired the Tower Amendment to the 1975
Securities Act Amendments. The state approach would allay the probably well-
placed fears of the Tower Amendment advocates while still providing a
vehicle for effective disclosure for the benefit of bond investors.
It may be said that this proposal is too cumbersome to be implemented

and it is superficially true that there is more work involved in creating 50
or so bodies than in creating one. However, wouldn't the obvious attractions
of this approach generate enthusiasm which would more than compensate the
extra initial effort? And wouldn't the continuing operations of the state orga-
nizations likely be so much more efficient and responsive to the legitimate
needs of issuers, underwriters and investors than a national bureaucracy that
the extra start-up effort would be repaid many times?
Turning to some specific questions pertaining to S.2969 which have been

raised by the staff: At Standard & Poor's we obviously receive a great deal
of information which is not normally disseminated to the general public be-
cause of the volume and complexity of the data. Annual reports, budget state-
ments, viability and engineering reports in their entirety are supplied to us
when rating reviews are in order. Obviously we feel we receive full disclosure
or we would not assign a rating. There have been instances when we felt dis-
closure was inadequate and we refused to rate. In 90 percent of all the rat-
ing reviews we do, we receive independently audited financial statements. We
are not auditors and do not attempt to perform that function; therefore, we
rely upon such audits in our examination.
It is difficult to answer whether more complete disclosure would result in

lower borrowing costs. If greater disclosure could increase investor acceptance,
obviously demand for the issue will be greater and this might affect the price.
But if greater disclosure means that a potential investor is loaded down with
far more information than he would ever use, then the additional cost of
preparing extraneous matter is unnecessarily burdensome to the issuer.
Adequate disclosure on issues below the $5 million par value mentioned in

the bill is a recurring problem. These are the smaller issuers who sell infre-
quently and often have little idea what is required. This group of issuers
would be greatly aided by a state agency designed to provide the mechanisms
of market access.
The provision in the bill setting up a central repository for current infor-

mation is particularly appealing. A logical by-product of this base could be
electronic tiering of information, depending on the sophistication of the user
who would determine how much disclosure he wishes.
I believe it important to stress that the goal of better disclosure should be

more efficient marketing. The target of an efficient market should not be
hampered by efforts to stop incomplete or fraudulent disclosure. We have
other laws to handle the latter and the goal of 2969 should be to improve
marketability. I do not believe that SEC imposed accounting standards, for
example, would accomplish that goal, or even is a realistic idea.

Guidelines for adequate disclosure are currently being worked on by the
Municipal Finance Officers Association. Much in their guidelines is the same
material required by us in a credit rating application. Certainly this is the
best source from which to begin to formulate appropriate guidelines.
To sum up, I believe the problem can best be handled by agencies within

the respective state governments. Their costs of operation could be paid by
fees on local bond sales. I fear greatly—and share Senator Tower's concerns
about—what role the Federal government could come to play over state and
local units of government if 5.2969 were enacted in its present form.
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As to S.2574, much of my foregoing comments apply. Furthermore, I think
the proposal of 2574 to subject municipal issues to corporate registration re-
quirements is unworkable and unnecessary.

Senator WILLIAMS. Shall we take both statements? You came up
together and you are listed together. Why not proceed with Mr.
Phillips and then we will ask questions.
Mr. PHILLIPS. Senator, thank you for the opportunity of appear-

ing before you.
My name is Jackson Phillips. I am an executive vice president and

the director of Municipal Bond Research for Moody's Investors
Service, Inc. with headquarters in New York City. We have been
invited to testify in connection with S. 2574 and the bill introduced by
Senator Williams relating to municipal securities full disclosure.
We provide several services to and for the municipal bond market.

We gather and publish factual information on some 13,500 State and
local governments annually in our Municipal and Government Manu-
al, which also includes data on Canadian and other international
governmental issues. We gather more detailed information for analy-
ses of municipal bonds and publish our analyses in individual credit
reports. We reach conclusions as to the relative credit worthiness of
issuers and publish these as our ratings in the credit reports, our bond
record, our bond survey, as well as carrying them in the manual. All
data are from official sources, that is from officials who by law are
charged with recording and reporting information.
The municipal market in the United States is a unique one. (1) It

is big, with some $250 billion outstanding obligations of State and
local governments, each secured by sources of revenue of those gov-
ernments. (2) It is diverse. Out of the roundly 78,000 governments in
the United States, about one-third have outstanding bonds and notes.
While a few large issuers account for the largest part of the dollar
volume, many small issuers account for the large number of market
participants. The diversity is maintained, as each year some 8,000 new
issues come into the market, slightly over half for bonds, the re-
mainder for short-term financing. (3) Interest on the securities in
this market is exempt from Federal income taxes, permitting the
issuers to obtain a lower rate of interest. (4) The market is unregu-
lated. Except for fraud provisions of the Securities and Exchange
Act and for the creation of the Rulemaking Board under the auspices
of the SEC last year, issuers, dealers, and others in the market oper-
ate without many of the Federal regulatory controls imposed on other
security markets.
There are, of course, good reasons for the lack of regulation and

for the tax exemption, and some are rooted in the Federal system of
government as embodied in the constitution. The reasons are such an
integral part of our system of government that they cannot be ig-
nored. Nor can it be argued that the municipal market is inefficient.
This is the market which serves a great number of small participants,
maximizing their freedom of choice by utilizing the free market
process. This is the market in which freedom of entry permits every
small unit of government in the United States with the authorization
of their State governments to obtain the capital they need for the
purposes they feel they need it, subject to the requirements of the
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marketplace. This is the market that permits State and local govern-
ments to satisfy what they perceive to be their needs without resort
to a centralized bureaucracy. The record is impressive in many ways,
because it is through this market that our local capital plant is in
place: the schools, the street systems, State highway networks, and
other local improvements. A central government could better have
located the schools perhaps but only at the cost of local self-determi-
nation. And it should be born in mind that State governments have
often shown the Federal Government the way: after all, several
States built turnpikes, the forerunners of our Interstate System, with
some operations beginning as much as 18 years before the Federal
Interstate System legislation was worked out.
Into this workable market have come some problems, and the cur-

rent one is called investor confidence. It should be noted that a major
cause of investor shakiness has been inflation, which does not arise
from activities of State and local governments. Because of inflation,
interest rates on all fixed income obligations have risen, as investors
seek an offset to an expected deterioration in their principal. Much of
the market's queasiness is traceable back to 1974 when for the year
inflation averaged 11 percent. Another impairment to investor confi-
dence has come through scattered cases of alleged misrepresentation.
This uncertain feeling of deception has certainly been compounded
by the New York City debacle. Still another assault on investor con-
fidence lies purely within the area of credit. Local borrowers must
have both the means to repay and the willingness to repay in order
to maintain a credit standing. And under the impact of major social
and economic changes, credit bases have changed and some have
deteriorated sharply in recent years. One body of thought holds
that the large cities have lesser means of debt repayment than
formerly, and it is certainly true that there has been a fundamental
shift in the public finance system in the United States. The property
tax, the life support of U.S. local government, has continued to de-
cline in relative yield, coincidentally with the ascendancy of the
Federal income tax. But this has been going on for the last 50 years
and is nothing new.
The attempt of the bills under consideration, as I understand

them, is to restore investor confidence by providing uniformity in
some degree to reporting and disclosure of information by borrowers
in the municipal security market. It is ironic that informational
short-comings are felt to exist in the tax-supported, general obli-
gation bond area, rather than in the revenue bond area. Revenue
bonds are patterned after corporates generally, and information re-
quirements are usually specified in the bond contract. By contrast,
the tax-supported obligation has always been deemed to be covered
adequately by laws which seek primarily to inform the taxpayer
what is happening to his money. The current problem arises appar-
ently out of the immeasureable magnitude of the responsibility that
has been thrown on underwriters. Underwriters now feel the liability
has been thrown on them in the event something later goes wrong
with an .issue, and they have not been able to secure all of the infor-
mation necessary to protect themselves in the first place. Therefore.
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full disclosure is called for, together with the necessary accompani-
ments of standardized accounting and uniform reporting.

Certainly there can be no dispute with full disclosure, which as I
understand it, means ultimately that the issuer must provide all of
the information necessary to a proper evaluation of the security he
offers. The market model provided by the classical economists rests
on an assumption greatly strained in the real world, that all market
participants, all buyers and sellers, have complete and perfect knowl-
edge of the product. Any lack of information leads to imperfections
in the working of the market. Any suppression or failure to provide
information in the municipal market can only lead to suspicion of
the motives of the participants involved. The definition of full dis-
closure remains vague, however, and ultimately must embrace every-
thing which a qualified analyst decides is necessary to his reaching
a conclusion. The need to evoke full disclosure through national law
must be based on the assumption that the market has become inade-
quate in some measure to do the job. It can be argued, however, that
the market has done this job in the past and is continuing to do it
now.
Despite what the market has been doing successfully, however,

the proposed legislation has several appealing features to the bond
analyst and bond rater. To have standardized information served up
to him certainly lessens the load of gathering information, which is
a time-consuming part of his work. The provision of a centralized
location where all information would be on file is the dream of the
scholar and the hope of the bond analyst who is dependent on files
of information, which are costly to compile and to maintain.
But these gains, if indeed they are gains, must be weighed against

the costs, which are both political and economic. By political costs is
meant any further dilution of the sovereign areas of State govern-
ments and of their local governments. Certainly, out of this develop-
ment could be expected litigation which would disrupt the municipal
market further and which would slow down capital programs under
way. By economic costs is meant cost of compliance, by local govern-
ments, cost of administration by the Commission with the great
number of governmental units involved, and cost of market rigidities
introduced by another set of check points.
The Eagleton bill would certainly raise the sovereignty question

and involve the maximum of added costs. The Williams bill offers
an option, which has a great deal of merit. In effect, it says to the
States that if you will take care of disclosure matters on new issues
through your own central agency, then the provisions of this bill
regarding new issues are of no concern to you. This may disturb
those home rule enthusiasts who interpret their ideal position as
being free of any control, but it attempts to avoid the question of
Federal versus State powers. Based on the existing State agency
which is concerned with the new issue market for local government
bonds—that's North Carolina, as you know—this solution is work-
able and helpful both to the buyers and sellers of municipal bonds.
A question would arise if a State decided it did not wish to

establish such an agency. The same question remains with respect
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to the annual report provision. With this question, there are several
features of the Williams bill worthy of comment.
(1) Both the fixed amount of $50 million for the annual report

and of $5 million for the distribution report are subject to change
as the Commission deems necessary. In addition, the Commission is
authorized to modify the list of data and information prescribed in
the first instance by the legislation.
On the $50-million amount, the figure would surely have th be

changed. Generally, issuers with this amount outstanding are those
that presently are professional in their approach to the market and
exceed standards established in the legislation. It is suggested that
thornier problems arise with issuers with lesser amounts outstanding.
A similar observation might be made for the $5 million limitation.
There is certainly no criticism here of the Commission which does an
excellent job, but it is suggested pressures would arise immediately
to force lowering the amounts and accordingly raise compliance
costs. Again, a similar observation should be made for the prescrip-
tion of data. It is short of what many analysts would consider neces-
sary for the evaluation of a municipal security, but extension of it
holds the possibility of bringing the Commission into difficult areas.
(2) The Commission may prescribe forms in which information

would be provided and after 1978 prescribe accounting formats to
be used by a required independent auditor. Because the National
Council on Governmental Accounting, which is the authority on
these matters, recogizes several forms of municipal accounting, any
prescription would certainly have to follow these lines, in accordance
with existing differences in practice in different States. Accounting
systems that do not conform to budget systems are of minimal use,
and it is difficult to see on what grounds a Federal statute could suc-
cessfully supersede State and local budget laws.
A single system, cash or accrual basis, would not meet existing

differences and hence would cause governmental conflict. This is not
to say that the Commission would not recognize such problems, but
we can always think about the possibilities the future holds.
As an organization, Moody's would have no difficulty with either

of these bills. We also rate corporate bonds, both domestic and inter-
national, and international governmental issues as well. The infor-
mation we derive from SEC registration statements and other forms
is important to us, although invariably as analysts we must go be-
yond the basic minimum which is provided. But as municipal anal-
ysts, we are mindful of the fact that we are already working with
official, legally prescribed data.
Nowhere in the proposed legislation is what I consider necessary

attention to the urgency of time and the timeliness of reporting.
Situations can deteriorate rapidly in the economic excesses of our
time. Right now, as the country is coming out of a recession, many
State and local units are only beginning to show the full effects of
entering it. This year's tax receipts reflecting last year's economic
slowdown are creating cash flow problems that in some cases will not
find their way into the best of reports until they are over. Accept-
able credits, however, have means of informing us and the market
of these problems, and despite all the obstacles involved, we think
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that investment-grade municipal credits in the United States will
continue to do so.
Thank you, sir.
Senator WILLIAMS. Thank you very much, Mr. Phillips.
Gentlemen, yesterday and today, one State's activity in this area

has been singled out as responsive to the need, the State of North
Carolina. We have in the committee's offices and I hope we can find
it, for purposes of the discussion, an example of what is presented
on a new issue under their State laws. Are the requirements con-
tained in the State law?
Mr. HARRIES. I don't believe the requirements of the disclosure are

in the State law. I think they are mandated by the agency itself,
the local government commission.
Senator WILLIAMS. Are you talking about State issues and munic-

ipal issues?
Mr. HARRIES. Yes. They also have the right to approve or dis-

approve a State issue, a State general obligation of North Carolina.
Senator WILLIAMS. So this is a State commission?
Mr. HARRIES. Yes. I spent probably 11/2 hours, Senator, last week

on the phone with them in preparation for this testimony. The Com-
mission consists of 12 people. The supervisor is an assistant treasurer
of the State of North Carolina. They have office space in the State
capitol building. Their budget is included in the State budget. They
are all State employees. They do a good bit of traveling out to the
hinterland to talk to the county officers, the towns and the cities, who
anticipate coming to market for sale or whenever these counties re-
port on an annual basis to the local government commission. They
supervise the independent accounting audits and insist on inde-
pendent audits of all the local government entities. They have the
power to approve or disapprove a bond issue. I think that is rather
important. They are of great assistance in attempting to have uni-
form accounting statewide but even they admit that they run into
difficulties in applying uniform standards and, therefore, they per-
mit local deviations from what might be a State uniform code be-
cause of local laws. But once they understand them, they present
them to us so that we then can understand them. It is a regulatory
agency. I would stress that word.
Senator WILLIAMS. It is unique. I do have a description here of

their operating methods as well as some of the 
Mr. HARRIES. Senator, may I interject that one of the big prob-

lems in getting to this, which I call as near Utopia as we might get,
is that obviously many local communities resist State supervision
and in States like California and Connecticut there literally is no
supervision of the local community. In Illinois, Chicago is bigger
than the State and frequently has difficulty, as you may be aware,
of getting things done in Chicago that require State concurrence.
North Carolina was born from the fire of the ashes of 1931 and

that's when the bill was passed creating that agency and, of course,
the climate was such that the communities there were casting about
for any type of assistance which would allow them to continue to
survive.

Senator WILLIAMS. In the description of their system the first item
mentioned is close supervision of local funding plans which adds
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to the attractiveness of the securities offered. That gets the State
deeply involved.
Mr. HARRIES. Very deeply.
Senator WILLIAMS. In local—what might be considered local de-

cisions, but what I'm getting at is that you feel that this is most
ideally a State activity that we are talking about here?
Mr. HARRIS. Absolutely, I do.
Senator WILLIAMS. The requirements for bringing forth all of the

elements for intelligence on the part of underwriters, investors, and
rating agencies, I would suggest.
Mr. HARRIES. Yes, sir. That is correct. It makes the rating agency

job easier. We send a man to North Carolina each year in January
for a week or two and they bring into their offices all the potential
issuers that they know about who may be coming to market that
year, and they talk with our people and we discuss areas where we
see problems, where we might want more information, et certa. He
spends a week, perhaps two. Then as the issuer comes to market, he
goes through the local Government Commission and then the papers
come to New York and many of the problems have already been
talked about.

Senator WILLIAMS. There seems to be a consensus that one state
has found a very worthy answer here.
Mr. PHILLIPS. North Carolina certainly presents an ideal solution

from the State point of view; yes.
Mr. HARRIES. May I add one more thing? One thing I talked

about with North Carolina was the problem of sign off, the problem
of who is going to attest to the fact that no material facts have been
omitted and none have been excluded, et cetera. That still isn't done
in North Carolina and they are attempting to have it done in two
ways. They hope by the end of March to accomplish it. That the
senior officer of the issuing unit, be it the mayor or the State treas-
urer, will attest to the papers filed for the bond issue; that no mate-
rial facts have been omitted, and hopefully include that no material
facts have been deleted, and all facts are accurate. Then the Com-
mission will put some type of approval, quasi-State approval on it.
I submit, Senator Williams, that that bond issue, held up to a

Merrill Lynch or a First National City Bank or some of the people
you will hear today as a representative of underwriters, will go a
long way in reassuring that due diligence has been performed in
trying to solve the problem we have today.

Senator WILLIAMS. We are pointing in the direction of guiding,
I hope, states to this conclusion. Now this doesn't suggest necessarily
the full procedures of a uniform act for all the 50 States. That's a
long process. The uniform commercial code took how long? A long,
long time. We are in a situation that recent events have suggested is an
emergency situation, a crisis of confidence because of such a vast
amount of investment may be made without adequate knowledge of
what the basic really is for the investment. Isn't this what we're
talking about? The investor just doesn't know enough to make a
fully intelligent decision.
Mr. HARRIES. Well, the investor must have available to him a

document that he is capable of digesting, not a tome the size of
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what I have been describing here, and to get to that point is the
Utopia that I see.
The distribution statement as described in your bill, if that ac-

complishes that, I would be in favor of it.
Senator WILLIAMS. Do you feel that between now and the time

when all States are adequately functioning under necessary regula-
tion that national guidelines for disclosure such as we are putting into
this legislation are necessary?
Mr. HARRIES. That's a difficult question. If your bill will assist us

as a step in getting to the point which I regard as Utopia, then I
would answer your question and say yes; but I would hope that with
the interplay that you're conducting we would have the opportunity
to deliberate and get more of a colloquy going as to whether this
would really be that step. We are not sure yet.
Senator WILLIAMS. I don't see what promise there is in relatively

early results without some unifying national stimulant to our States
and communities. That's the way it looks to me.
Mr. HARRIS. Well, let me make one more comment and then Mr.

Phillips can answer it as he wishes.
The market has already had some issues as in New Jersey. I would

emphasize for your own knowledge that there were two underwriting
accounts that did not bid for New Jersey bonds because they did not
have a proper disclosure statement. However, New Jersey still got
a fine bid, 5.7-percent interest cost on a $50 million issue, which I
submit is a rather reasonable rate to have paid. So I would not
stress that the market is in—I believe yesterday you used the word
"chaos"—I would not refer to it as chaos. There are confusing cir-
cumstances as people come to market and I'm not certain that under
the provisions of S. 2969 all of that confusion can be removed at this
point.
Mr. PHILLIPS. Sir, I think the municipal market is continuing right

now. There's a lot of noise. There's a lot of confusion about certain
big issuers. Very often these have some credit problems which have
suddenly become quite prominent and it is in this area I think that
the market is struggling—generally big names—but in terms of the
great number of issues, things are going right on. I think the most
recent 2 months for which I have looked at the market, there have
been still a great number of issuers going through without any fuss
or bother. The yield indexes are dropping. The market is function-
ing. I would hope that these States which have these problems could
look quickly and recognize what the situation is. We suggest the
North Carolina situation because this has done so much for the
borrowers of North Carolina and I would hope that States would
look to this and get to it in the sense of helping their local issuers.
many. of which need help in getting into the market.
Senator WILLIAMS. Mr. Harries, you appeared before the Joint

Economic Committee quite recently. What was the date on that?
Mr. HARRIES. January 22, 1976, Senator.
Senator WILLIAMS. You said at that time "as for individuals the

loss of investor confidence caused by the events in New York has
been shattering. Some of the prices on municipals today are ludi-
crous, totally out of proportion with actual risk, but investors' psy-
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chology has been badly hurt and will take a long time to mend."
However, I was referring primarily to loss of investor confidence
due to the bankruptcy bill and the New York moratorium legisla-
tion, not necessarily disclosure.

It would seem to me that what we are proposing here would
hasten that mending process. Would you agree with that?
Mr. HARRIES. Yes, I expect it would.
Senator WILLIAMS. The object here is to get all the necessary in-

formation for intelligence on the borrowing, the issue, and in a
form that is understandable, and that's not easy, is it—for the lay-
man, the investor? You mentioned New Jersey's February offering
of $50 million of general obligation bonds. Now this is quite a docu-
ment requiring some sophistication to really make an evaluation of
the State's situation with respect to this particular issue. Is this
the one that you were referring to?
Mr. HARRIES. Yes, sir. The date on the bottom is January 20, 1976.

in the lower left-hand corner.
Senator WILLIAMS. This was for the investor. This wasn't for the

underwriter. The underwriter has already been chosen.
Mr. HARRIES. No. Let me give you the chronology. The issue came

to sale on January 7. There were two bids submitted, one by the
Smith Barney syndicate and one by Chase Bank. In the course of
attempting to obtain bids, two major banks in New York dropped
from managing underwriting accounts so instead of four or possibly
five bids being submitted competitively, only two were submitted;
one by Smith Barney and one by Chase.
Chase requested a great deal more additional information than

was contained in the four page bid form. They also requested certifica-
tions as to completeness of the material from the State treasurer,
the State attorney general, and the Governor. Since they didn't win
the bonds, those further requirements didn't take place. Smith
Barney, after being awarded the bonds but prior to delivery, in-
sisted that the State supply it, Smith Barney, with a document
which would more fully meet disclosure requirements.
I asked the State comptroller this question Monday and I forget—

I believe he told me there were 7,000 copies of this printed. It cost
them $50,000 because of counsel fees involved to get this material
together, and this then was mailed to those people who had pur-
chased the bonds but prior to receiving the actual definitive bonds. It
was submitted to the investor after he had committed to take the
bond but prior to actual transfer of the money.
Senator WILLIAMS. The chronology of disclosure here to the un-

derwriter rather escapes me.
Mr. HARRIES. It's backward.
Senator WILLIAMS. Yes.
Mr. HARRIES. May I try to clarify this? This document I am hold-

ing is an official statement for the New Jersey Housing Financing
Agency. This is a revenue bond. You will notice the red on it. This
is similar to what we would call a red herring in corporate funds.
Senator WILLIAMS. What is the date on this?
Mr. HARRIES. There is no date. It's August blank, 1975. This type

of document on a revenue bond is frequently issued well in advance
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of the sale so that prospective investors receive this just as a cor-
porate stock or bond offering, may look it over, ask questions, make
their decision, and at the time of sale they are given a final docu-
ment, hopefully with very modest change from the so-called red
herring or preliminary prospectus. That is the normal chronology
of sale.
I think it's a fair statement to say that the next time New Jersey

sells, Senator, and we are picking on New Jersey solely because it's
current and it's a big State and other States will emulate it—this
type of 32-page document will probably be issued prior to the sale
date.
Senator WILLIAMS. All right. Now turning to the bill that Senator

Tower and I introduced, S. 2969, as we go through the provisions un-
der municipal securities disclosure, are these the significant items
that you look to in evaluating an issue—not the issuer but an issue?
Mr. HARRIES. For the general obligation bond, they are the basic

parameters that we look at, yes.
Mr. PHILLIPS. Yes. These cover the items that we look at, although

as I said, I think any one analyst might come up with some addi-
tional points. For example, I'm not sure I see here the concept of
overlapping debt which requires that the government issuing also
take account of other governments occupying the same area which
also have taxing power and which have debt outstanding. There are
certain items of this kind that any one analyst might bring up.
Senator WILLIAMS. Let me understand who's overlapping here.

The same governmental jurisdiction? _
Mr. PHILLIPS. Well, for example, sir, a city where there was also

a county which functioned perhaps—a school district, perhaps a
flood control district, et cetera—all of which have both taxing
power and debt outstanding. The important thing is to measure the
burden, the total burden of the debt on the taxpayer who's sitting
in Los Angeles, let's say.
Mr. HARRIES. Senator, I have a house in Brick Township. I pay

taxes to Ocean County on the same house, overlapping.
Senator WILLIAMS. Separately stated?
Mr. HARRIES. Yes. One is a sewer tax to the county.
Senator WILLIAMS. That's unique in our State.
Mr. HARRIES. It's a sewer tax to the county for the Ocean County

Sewer Authority.
Senator WILLIAMS. But that is unique in New Jersey?
Mr. HARRIES. I do not think that's unique.
Mr. PHILLIPS. I'm also in New Jersey and I have a municipal

school district and perhaps something else.
Senator WILLIAMS. All separately stated?
Mr. PHILLIPS. Yes, sir.
Senator WILLIAMS. Different tax bills?
Mr. HARRIES. Yes, sir.
Senator WILLIAMS. This is common in many other States. You get

the water district, the whole range of services are separately stated.
Now beginning at the bottom of page 3, item H, a "description of

the principal governmental and other services provided or per-
formed by the issuer, the extent to which similar or different serv-
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ices are performed by other governmental entities which serve the
same geographic area and any major changes in such services in the
last 10 years." Whether that approaches it, 1 am not sure.
Mr. PHILLIPS. That is the area of it, sir, but I'm referring to the

debt that each of these different units would have outstanding as
well as the proportion of that debt which would be attributed to the
primary unit, the issuer.

Senator WILLIAMS. I do not think we meet the overlap that you
have described precisely here, but the other items are the essentials
of the intelligent evaluation? Am I right?
Mr. HARRIES. Yes, sir.
Mr. PHILLIPS. Yes.
Senator WILLIAMS Well, coming from you with such depth of ex-

perience in this area is, I would suggest for my purposes, confidence
and assurance that we are moving in the right direction.
Mr. HARRIES. I would agree with that completely.
Senator WILLIAMS. Very good. We'll stop there on that question.
How about you, Mr. Phillips?
Mr. Prm,mps. Yes, sir. You're moving in the right direction.
Senator WILLIAMS. I certainly think that the full impact of the

corporate side registration, preregistration with the Securities and
Exchange Commission referred in the other bill, is an unnecessarily
heavy burden, and I would think because of the practical questions,
not the most effective approach.
Mr. HARRIES. I agree completely.
Mr. PHILLIPS. Yes.
Senator WILLIAMS. What is your feeling on the Tower amendment,

Mr. Harries?
Mr. HARRIES. I testified before the Economic Committee that I felt

the Tower amendment possibly put in proper perspective the posi-
tion of the Rulemaking Board relative to the problems that the
municipal finance officers felt and that if it continued to provide
protection from what I thought would have been the Eagleton bill
I was in favor of leaving the Tower amendment just the way it is.
On the other hand, because of your bill and now my understand-

ing, which was incorrect before, indeed the amendment did not pre-
vent the SEC from oversight of municipals, I'm inclined to rethink
the question.
In light of what your bill has offered, which I take is a much more

pallatable solution, it may be that a way out of this—and this now
gets us into more of this problem—is to get rid of the Tower amend-
ment, bring in the Williams bill with greater Federal sanctions to
make the States do it themselves. I'm sorry if I confuse you, but I'm
trying to look at the whole problem and I'm not sure we're going to
get there just now at this point.
Senator WILLTAMS. I appreciate that. Just one final thing.
Now in the essential services that both of you perform for invest

ors, the information that you require is not mandated to be made
public in disclosure to you. You have to dig, do you not?
Mr. HARRIES. Frequently, yes, sir. We do have to dig. I speak for

Standard and Poor's. We do have to dig, particularly in the smaller
issuers, the ones that come in for a million or less. They are the very
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small towns or counties or very small school district where the town
clerk is a part-time job. You have to phone them back for further
information, more details, more facts coining to the market as a
relatively infrequent thing. Yes, we do have to dig. There are very
few occasions when we have not rated for lack of disclosure; how-
ever, there have been some.
Mr. PHILLIPS. We have to search out every point to satisfy our-

selves that we know what we have to know to reach a conclusion and
there's a lot of work involved in getting this information together.
We have considered this, though, to be our job, to work at it until
we have it.
Senator WILLIAMS. I wonder, gentlemen, as we continue our de-

liberations here on these bills, if we have other questions, if we
could put them to you in writing and get the replies for our record.
Mr. HARRIES. Certainly.
Mr. PHILLIPS. I would welcome it, sir.
Senator WILLIAMS. Thank you.
Our next witness is Richard Kezer, president of the Dealer Bank

Association and speaking for the Dealer Bank Association. I rec-
ognize you're accompanied by Henry Rathbun, and we are pleased
that he is here.

STATEMENT OF RICHARD KEZER, PRESIDENT OF THE DEALER
BANK ASSOCIATION, ACCOMPANIED BY HENRY RATHBUN

Mr. KEZER. Mr. Chairman, I am Richard Kezer, president of the
Dealer Bank Association and senior vice president of First Na-
tional City Bank, New York. I am pleased to appear before you
today on behalf of the Dealer Bank Association, a group of approxi-
mately 140 commercial banks that actively underwrite and make
markets in almost all forms of public securities. As you have noted,
with me is Mr. Henry Rathbun of the firm of Wilmer, Cutler and
Pickering, which acts as counsel to our association.
The Dealer Bank Association, which I will refer to as the DBA,

strongly supports disclosure of material information by issuers of
municipal securities. We believe that such disclosure will help bring
investor confidence back to the municipal securities market. We also
strongly support clarification and delineation of the municipal se-
curities underwriter's obligations. We believe that such clarification
will permit issuers to sell their securities more quickly and at a lower
cost than is often the case today.
The DBA also believes that appropriate Federal legislation is

likely to provide the quickest and surest means of reaching these
goals. Accordingly, we applaud this subcommittee's decision to hold
hearings on municipal securities disclosure, and we look forward to
working with this subcommittee, as we have in the past, to develop
sound and sensible legislation.
My statement today will focus on S. 2969, The Municipal Securi-

ties Full Disclosure Act of 1976, introduced last week by Senator
Williams and Senator Tower. After briefly reviewing the nature of
the market with which we are dealing, I will describe the DBA's
views on several of the major provisions of S. 2969, and then discuss

.11N11111110I
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more extensively what the role of the municipal securities under-
writer ought to be under new Federal legislation. I ask that my full
statement be printed in the record of these hearings.

Senator WILLIAMS. It will be.
[Complete statement follows:]

STATEMENT OF RICHARD KEZER, PRESIDENT OF THE DEALER BANK ASSOCIATION

Mr. Chairman and distinguished members of the Committee: I am Richard
Kezer. President of the Dealer Bank Association and Senior Vice President
of First National City Bank, New York. I am pleased to appear before you
today on behalf of the Dealer Bank Association, a group of approximately
140 commercial banks that actively underwrite and make markets in almost
all forms of public securities.
The Dealer Bank Association, which I will refer to as the DBA, strongly

support disclosure of material information by issuers of municipal securities.
We believe that such disclosure will help bring investor confidence back to
the municipal securities market. We also strongly support clarification and
delineation of the municipal securities underwriter's obligations. We believe
that such clarification will permit issuers to sell their securities more quickly
and at a lower cost than is often the case today.
The DBA also believes that appropriate federal legislation is likely to pro-

vide the quickest and surest means of reaching these goals. Accordingly, we
applaud this Subcommittee's decision to hold hearings on municipal securities
disclosure, and we look forward to working with this Subcommittee, as we
have in the past, to develop sound and sensible legislation.
My statement today will focus on S.2969, "The Municipal Securities Full

Disclosure Act of 1976," introduced last week by Senator Williams and Senator
Tower. After briefly reviewing the nature of the market with which we are
dealing, I will describe the DBA's views on several of the major provisions
of S. 2969, and then discuss more extensively what the role of the municipal
securities underwriter ought to be under new federal legislation.
The municipal securities market is an extremely large one. According to

statistics prepared by The Bond Buyer, a total of 7,701 issues were brought

to market in 1974, and a total of $51.9 billion of municipal securities were
sold that year. About $22.8 billion of the municipal securities sold in 1974
were long-term bonds, and about $29.1 billion were short-term (12 months or
less) securities. There are perhaps 750 participants in the market, including
bank dealers, non-bank dealers and brokers. And, of course, there are many

thousands of issuers of municipal securities—states, state agencies, cities,
counties, school districts and many others.

Historically, municipal securities have been extremely safe investments. In
the last forty years particularly, there have been very few municipal defaults.

Investors have been able to invest billions of dollars in municipal securities
with a high degree of confidence that they will receive the interest and prin-
cipal they expect. The recent problems of New York City aside, municipal

securities have been considered second only to federal government securities in
safety. Moreover, issuers and underwriters of municipal scurities have only
rarely been charged with misleading investors about the nature of the issuer
and its financial resources.
The municipal market is characterized by competitive bidding in which

syndicates of underwriters bid against one another to buy an issuer's securities
for resale. Competitive bidding makes it impractical for a prospective under-
writer to obtain access to the issuer's files and personnel and to commit the
staff needed to conduct an independent investigation into the accuracy and
completeness of all the information provided by an issuer. An underwriter,
when the market is operating properly, would typically be a part of syndi-
cates bidding on a large number of issues in any given time period, and be a
part of the successful syndicate only about a quarter of the time that he bids.
For example, in 1975 my bank, First National City, was a member of syndi-
cates that bid on 434 issues of long-term bonds; these syndicates were success-
ful 110 times. By way of comparison, we were the underwriters in just 22
negotiated transactions in 1975.
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Recently, however, we—like other underwriters—have refrained from bid-
ding in situations in which we would previously have bid because of uncer-
tainties concerning the obligations of underwriters with respect to municipal
securities. These uncertainties have prevented some issues from coming to the
market at all, and have decreased the number of bidders and increased interest
costs for other issuers. As Senator Williams said when introducing S.2969,
"[t]he heretofore highly efficient operations of the primary municipal bond
markets have been strained" as a result of recent events.
One important element in returning the market to its previous efficient con-

dition is, in our view, uniformly to require disclosure by issuers of municipal
securities. To the maximum extent practical all issuers of any given type of
municipal security ought to provide the same kind and amount of disclosure.
Of course, disclosure standards should vary for different types of securities.
Different information will be important depending on whether the municipal
security being sold is a short-term note, a long-term general obligation bond,
or a revenue bond. The disclosure system to be established must have suffi-
cient flexibility to permit varying standards to be set for different types of
municipal debt instruments. Uniform accounting standards for issuers of
municipal securities are also an important part of uniform disclosure, be-
cause otherwise an investor, or an underwriter, cannot compare with con-
fidence the strengths and weaknesses of various municipal securities being
offered for sale.

S.2969 provides a sound basis for implementing the goal of uniformity. We
believe, however, that it should be made clearer in the bill that the amount
of information and the type of information to be contained in the distribution
statement could vary with the type of debt instrument being offered. In addi-
tion, further study is necessary to determine precisely how many issuers would
be reached by the $50 million annual report threshold and the $5 million dis-
tribution statement threshold. If the number of issuers subject to those re-
quirements is too small, then the goal of uniformity in disclosure will not be
achieved and we would support lower thresholds. Issuers that do not make
disclosures about themselves may be at a disadvantage in selling their secur-
ities, so it is not improper to require every issuer to comply with some dis-
closure requirements, appropriately adjusted to reflect the issuer's size.
One of the most important issues that any federal legislation will have to

deal with is the appropriate institution to prepare the disclosure standards
and administer the law. The issue is a sensitive one because the issuers of
the securities with which we are dealing are states and their political sub-
divisions. Thus the relationship between the federal government and the
issuers must be structured with great care, and must not do damage to the
principles of federalism. We think that the question of the proper institutional
structure is one primarily for the Congress and the representatives of municipal
issuers to resolve. As underwriters our concern is with the substance of the
rules and with the administration of the law. The rules must provide for the
disclosure of sufficient information to enable underwriters and investors to
make sound judgments without placing an unreasonable burden on the issuer,
and the law must be administered in a way that promotes an efficient municipal
market.
A central purpose of any federal legislation should be to assure that in-

vestors in municipal securities have available to them the information needed
to make reasoned investment decisions. The responsibility for assuring that
the information provided does not omit a material fact and is not misleading
must rest with the issuer. This is so because the issuer is obviously in the
best position to determine whether the information about itself in its dis-
closure documents is complete and accurate. Accordingly, an investor ought
to be able to look to the issuer for compensation for damages suffered on
account of material misstatements or omissions in disclosure documents. The
issuers here are units of government, and to have them bear this responsi-
bility does no more than recognize their public responsibilities. It seems to
us entirely proper for the Congress to provide that any issuer who wishes to
use interstate commerce to sell municipal securities should waive whatever
jurisdictional defenses arising out of its governmental status it might other-
wise have against suits by investors.
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Officials of the issuer, on the other hand, ought to be protected from personal
liability in the event they acted reasonably. But there should be anti-fraud
provisions which contain criminal sanctions for fraudulent actions by any
issuer official who willfully and knowingly makes a misstatement or omission
in a disclosure document relating to municipal securities. This would be con-
sistent with the present structure of the Securities Exchange Act of 1934.
While we believe that S.2969 is consistent with these principles, we also be-
lieve that the bill could profitably deal with issuer responsibility more clearly
and in more detail.
In our view S.2969 has properly utilized an annual report supplemented by

a distribution statement as the basis for municipal securities disclosure. Since
many issuers are already required by local law to prepare annual reports or
do so as a matter of practice, basing a disclosure system on such reports
minmizes the burden and cost to issuers. And using a distribution statement
that provides information about the underwriting and the use of the proceeds,
and updates material information from the last annual report, will, at least
for those issuers who are subject to the annual report requirement, permit
an issuer to go to market quickly and without any unnecessary red tape. We
suggest that, in order to protect investors who purchase municipal securities,
and in order to permit secondary market purchasers and sales of municipal
securities to be made with confidence, the Committee consider establishing a
mechanism by which an issuer Vvould make public announcements of material
events affecting its creditworthiness between annual reports.
We support the provisions in S.2969 that call for independently audited

financial statements in annual reports. Independently audited financial state-
ments, the most important information contained in any disclosure document,
provide a high degree of investor protection and investor confidence. The
primary objection to such audits, as we understand it, is their cost. It is pos-
sible that this problem could be alleviated by the use of auditors other than
those in private firms. The critical requirement for an auditor is, in our view,
independence from the issuer. It should be possible to structure a disclosure
system in such a way that a government agency with adequate assurances of
independence from the issuer can perform the auditing function called for by
the bill.
I will turn now, Mr. Chairman, to the DBA's primary concern: the role of

the underwriter in the municipal securities market. The precise nature of the
obligations and liabilities of an underwriter of municipal securities today is
not clear. At present these obligations and liabilities are tested only under
the general anti-fraud provisions of the securities laws. Over time, the under-
writer of municipal securities may get from the courts the kind of guidance
we seek, but in the interim the uncertainties will continue, to the detriment
of issuers, investors and underwriters. This is one of the reasons that we
support prompt federal legislation to deal with municipal securities disclosure.
In the context of the new system of municipal securities disclosure, it is

necessary to review and to define the role that underwriters should play. As
I have said, competitive bidding, not negotiated transactions, is dominant in
the municipal market. An underwriter will typically be part of a successful
syndicate only a quarter of the time he bids. Accordingly, there are severe
practical problems of time and access to information that keep an under-
writer from performing the sort of independent investigation to determine
whether the issuer has provided complete and accurate data that is performed
in other markets. Since competitive bidding keeps costs to the issuer (and the
issuer's taxpayers) low, it is highly desirable as a matter of public policy to
preserve competitive bidding in the municipal market by carefully defining
the underwriter's obligations and liabilities.
Moreover, we are dealing here with issuers that are governmental entities.

raising funds for public purposes, not issuers that are private organizations
raising funds in the hope of private profit. Thus, many of the reasons that
justify compelling an underwriter to make an independent investigation about
the accuracy and completeness of the information provided by an issuer of
corporate securities are not applicable when one is dealing with municipal
securities. Further, there are checks on a governmental issuer of securities
that do not apply with equal force to a corporate issuer—government in the
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sunshine laws, periodic elections and press scrutiny of local governments are
examples.

Finally, the costs of an extensive underwriter investigation of the accuracy
and completeness of the information provided by an issuer, even if it could
practicably be done, would have to be passed on to the issuers and would
substantially raise the cost to the issuer of selling municipal securities. The
issuer's cost would increase both because the underwriter's cost of doing
business would escalate, and because there are many smaller underwriters
who would stop bidding rather than arranging for and conducting extensive
Investigations into the accuracy and completeness of the information pro-
vided by an issuer. The issuers would have to bear the increased cost, and
this would have the effect of increasing taxes or decreasing services in virtually
every state, county and city in the country. The increased cost might even
discourage some local governments from raising, the funds needed for essen-
tial public projects. And some issuers might find it impossible to raise funds
at all.
In light of these factors as well as the history of the market, we do not

believe that the costs that would be imposed on issuers by requiring extensive
underwriter investigation of the accuracy and completeness of the informa-
tion provided by an issuer are worth the small benefits to be gained. Meeting
disclosure requirements alone will impose new costs on issuers; and while
that cost can be justified by the investor protection it provides, the additional
costs of a second level of investigation by an underwriter cannot be expected,
when we are dealing with local government securities, to provide enough addi-
tional protection to make it worthwhile. This seems to us particularly true
if the bill that is adopted by Congress provides, as S.2969 does, for certified
financial statements and issuer responsibility for the accuracy and complete-
ness of the disclosure. These provisions assure the investor the protection he
needs in this market; there is no reason to impose on the taxpayers any
additional expense.

Accordingly, we believe that the underwriters of municipal securities under
any new disclosure system should not be called upon to perform an inde-
pendent investigation concerning the accuracy and completeness of the infor-
mation contained in a disclosure document prepared by an issuer. In our view
reliance on the statements of public officials is entirely reasonable unless an
underwriter in fact has different information. In the absence of knowledge
of an omission or misstatement, an underwriter should have no liability for a
misstatement or omission by an issuer of municipal securities. This is essen-
tially the same public policy already reflected in Section 11(b) (3) (D) of the
Securities Act of 1933. Under that provision an underwriter may rely in good
faith on statements made by "official person" or copies or extracts from a
"public official document" which are contained even in a corporate prospectus.

S. 2969 in its present form does not deal with these questions. Senator Wil-
liams' statement suggests, instead, that the general anti-fraud provisions of
the securities laws should continue to apply. We do not believe that it is de-
sirable from the point of view of issuers or investors, and we know it is not
desirable or practical from the point of view of the efficient functioning of
the municipal securities market, to continue the present uncertainty concerning
the liability and obligation of underwriters. The market is presently not func-
tioning in the way that it should, and we respectfully suggest that the Congress
should not enact legislation which would perpetuate that state of affairs. We
believe that there are sound and persuasive reasons of public policy for pro-
viding in S.2969 that an underwriter of municipal securities will be liable
only for an issuer's misstatements or omissions of which he had knowledge.
I appreciate the opportunity to appear before this Committee on a matter

of great importance to the DBA and to the municipal securities market as a
whole. Prompt action by Congress is, in our view, necessary and appropriate
so that the market can once again efficiently and effectively perform its historic
function of providing to state and local governments the funds that they need
to fulfill their responsibilities to the public.
Thank you.

Mr. KEZER. The municipal market is characterized by competitive
bidding in which syndicates of underwriters bid against one another
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to buy an issuer's securities for resale. However, a consequence of
competitive bidding is that it becomes impractical for a prospective
underwriter to obtain access to the issuer's files and personnel and to
commit the staff needed to conduct an independent investigation into
the accuracty and completeness of all the information provided by
an issuer. An underwriter, when the market is operating properly,
would typically be a part of syndicates bidding on a large number of
issues in any given time period, and be a part of the successful syndi-
cate only a fraction of the times that he bids. For example, in 1975,
my bank, First National City, was involved in syndicates that bid
on 434 issues of long-term bonds, these syndicates were successful
only 110 times. By way of comparison, we were the underwriters in
just 22 negotiated transactions during that same period.

Recently, however, we—like other underwriters—have refrained
from bidding in situations in which we would previously have bid
because of uncertainties concerning the obligations of underwriters
with respect to municipal securities. These uncertainties have pre-
vented some issues from coming to the market at all, and have de-
creased the number of bidders and increased interest costs for other
issuers. As you, Mr. Chairman, said when introducing S. 2969, "the
heretofore highly efficient operations of the primary municipal bond
markets have been strained" as a result of recent events.
One important element in returning the market to its previous

efficient condition is, in our view, uniformly to require disclosure by
issuers of municipal securities. To the maximum extent practical all
issuers of any given type of municipal security ought to provide the
same kind and amount of disclosure. Of course, disclosure standards
should vary for different types of securities. Different information
will be important depending on whether the municipal security
being sold is a short-term note, a long-term general obligation bond,
or a revenue bond. The disclosure system to be established must have
sufficient flexibility to permit varying standards to be set for differ-
ent types of municipal debt instruments. Uniform accounting stand-
ards for issuers of municipal securities are also an important part
of uniform disclosure.
S. 2969 provides a sound basis for implementing the goal of uni-

formity. We believe, however, that further study is necessary to
determine precisely how many issuers would be reached by the $50
million annual report threshold and the $5 million distribution
statement threshold. If the number of issuers subject to those require-
ments is too small, then the goal of uniformity in disclosure will not
be achieved and we would support lower thresholds.
One of the most important issues that any Federal legislation will

have to deal with is the appropriate institution or institutions to pre-
pare the disclosure standards and administer the law. The issue is
a sensitve one because the issuers of the securities with which we
are dealing are States and their political subdivisions. Thus the
relationship between the Federal Government and the issuers must
he structured with great care, and must not do damage to the prin-
ciples of federalism. Because of the political and economic complexi-
ties of this, we think that the question of the proper institutional
structure is one primarily for the Congress and the representatives
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of municipal issuers to resolve. As underwriters, our concern is with
the substance of the rules and with the administration of the law.
A central purpose of any Federal legislation should be to assure

that investors in municipal securities have available to them the
information needed to make reasoned investment decisions. The re-
sponsibility for assuring that the information provided does not omit
a material fact and is not misleading must rest with the issuer. This
is so because the issuer is obviously in the best position to determine
whether the information about itself in its disclosure documents is
complete and accurate. Accordingly, an investor ought to be able
to look to the issuer for compensation for damages suffered on ac-
count of material misstatements or omissions in disclosure documents.
The issuers here with which we are dealing are units of government,
and to have them bear this responsibility does no more than recog-
nize their public responsibilities. It seems to us entirely proper
for the Congress to provide that any issuer who wishes to use inter-
state commerce to sell municipal securities should waive whatever
jurisdictional defenses arising out of its governmental status it
might otherwise have against suits by investors.
In our view, S. 2969 has properly utilized an annual report sup-

plemented by a distribution statement as the basis for municapl
securities disclosure. Since many issuers are already required by local
law to prepare annual reports or do so as a matter of practice,
basing a disclosure system on such reports minimizes the burden and
cost to issuers. And using a distribution statement that provides
information about the underwriting and the use of the proceeds, and
updates material information from the last annual report, will, at
least for those issuers who are subject to the annual report require-
ment, permit an issuer to go to market quickly and without any
unnecessary red tape. We suggest that, in order to protect investors
who purchase municipal securities, and in order to permit secondary
market purchases and sales of municipal securities to be made with
confidence, the committee consider establishing a mechanism by which
an issuer would make public announcements of material events
affecting its creditworthiness between annual reports.
We support the provisions in S. 2969 that call for independently

audited financial statements in annual reports. Independently audited
financial statements, the most important information contained in
any disclosure document, provide a high degree of investor protec-
tion and investor confidence. The primary objection to such audits,
as we understand it, is their cost. It is possible that this problem
could be alleviated by the use of auditors other than those in private
firms. The critical requirement for an auditor is, in our view, inde-
pendence from the issuer. It should be possible to structure a dis-
closure system in such a way that a Government agency with ade-
quote assurances of independence from the issuer can perform the
auditing function called for by the bill.
I will turn now, Mr. Chairman, to the DBA's primary concern:

the role of the underwriter in the municipal securities market. The
precise nature of the obligations and liabilities of an underwriter of
municipal securities today is not clear. At present these obligations
and liabilities are tested only under the general antifraud provisions



130

of the securities laws. Over time, the underwriter of municipal se-
curities may get from the courts the kind of guidance we seek, but
in the interim the uncertainties will continue, to the detriment of
issuers, investors and underwriters. This is one of the reasons that
we support prompt Federal legislation to deal with municipal securi-
i es disclosure.
In the context of the new system of municipal securities disclosure,

it is necessary to review and to define the role that underwriters
should play. As I have said, competitive bidding, not negotiated
transactions is dominant in the municipal market. An underwriter
will typically be part of a successful syndicate only a quarter of the
time he bids. Accordingly, there are severe practical problems of
time and access to information that keep an underwriter from per-
forming the sort of independent investigation to determine whether
the issuer has provided complete and accurate data that is performed
in other markets. Since competitive bidding keeps costs to the issuer
(and the issuer's taxpayers) low, it is highly desirable as a matter
of public policy to preserve competitive bidding in the municipal
market by carefully defining the underwriter's obligations and
liabilities.
Moreover, we are dealing here with issuers that are governmental

entities, raising funds for public purposes, not issuers that are
private organizations raising funds in the hope of private profit.
Thus, many of the reasons that justify compelling an underwriter
to make an independent investigation about the accuracy and com-
pleteness of the information provided by an issuer of corporate secur-
ities are not applicable when one is dealing with municipal securities.
Further, there are checks on a governmental issuer of securities that
do not apply with equal force to a corporate issuer—Government in
the sunshine laws, periodic elections and press scrutiny of local
governments are examples.

Finally, the costs of an extensive underwriter investigation of the
accuracy and completeness of the information provided by an issuer,
even if it could practically be done, would have to be passed on to
the issuers and would substantially raise the cost to the issuer of
selling municipal securities. The issuer's cost would increase both
because the underwriter's cost of doing business would escalate, and
because there are many smaller underwriters who would stop bidding
rather than arranging for and conducting extensive investigations
into the accuracy and completeness of the information provided by
an issuer. The issuers would have to bear the increased cost, and
this would have the effect of increasing taxes or decreasing services
in virtually every State, county, and city in the country. The in-
creased cost might even discourage some local governments from
raising the funds needed for essential public projects. And some
issuers might find it impossible to raise funds at all.
In light of these factors, as well as the history of the market, we

do not believe that the costs that would be imposed on issuers by re-
quiring extensive underwriter investigation of the accuracy and
completeness of the information provided by an issuer are worth
the small benefits to be gained. Meeting disclosure requirements
alone will impose new costs on issuers; and while the cost can be
justified by the investor protection it provides, the additional costs
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of a second level of investigation by an underwriter cannot be ex-

pected, when we are dealing with local government securities, to
provide enough additional protection to make it worthwhile. This
seems to us particularly true if the bill that is adopted by Congress
provides, as S. 2969 does, for certified financial statements and issued
responsibility for the accuracy and completeness of the disclosure.
These provisions assure the investor the protection he needs in this
market there is no reason to impose on the taxpayers any addi-
tional expense.

Accordingly, we believe that the underwriters of municipal secur-
ities under any new disclosure system should not be called upon to
perform an independent investigation concerning the accuracy and
completeness of the information contained in a disclosure document
prepared by an issuer. In our view, reliance on the statements of
public officials is entirely reasonable -unless n underwriter in fact
has different information. In the absence of knowledge of an omis-
sion or misstatement, an underwriter should have no liability for a
misstatement or omission by an issuer of municipal securities. This
is essentially the same public policy already reflected in section
11(b) (3) (D) of the Securities Act of 1933. Under that provision an
underwriter may rely on good faith on statements made by an
"official person" or copies or extracts from a "public official docu-
ment" which are contained even in a corporate prospectus.
S. 2969 in its present form does not deal with these questions.

Senator Williams' statement suggests, instead, that the general anti-
fraud provisions of the securities laws should continue to apply. We
do not believe that it is desirable from the point of view of issuers
or investors, and we know it is not desirable or practical from the
point of view of the efficient functioning of the municipal securities
market, to continue the present uncertainty concerning the liability
and obligation of underwriters. The market is presently not func-
tioning in the way that it should, and we respectfully suggest that
the Congress should not enact legislation which would perpetuate that
state of affairs. We believe that there are sound and persuasive reasons
of public policy for providing in S. 2969 that an underwriter of
municipal securities will be liable only for an issuer's misstatements
or omissions of which he had knowledge.
I appreciate the opportunity to appear before this committee on a

matter of great importance to the DBA and to the municipal secur-
ities market as a whole. Prompt action by Congress is, in our view,
necessary and appropriate so that the market can once again efficiently
and effectively perform its historic function of providing to State and
local governments the funds that they need to fulfill their responsibil-
ities to the public.
Thank you.
Senator WILLIAMS. Mr. Kezer, how do you describe the present

test in determining underwriter liability?
Mr. KEZER. I think that's 
Mr. RATHBUN. Mr. Chairman, if I could address myself to that

poiht, I think the situation is characterized today largely by a great
deal of uncertainty. There is presently pending litigation concerning
the• New York City situation. There is also pending for possible re-
view by the Supreme Court the Nuveen case in which underwriters
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were held by the lower court to have an extremely high degree—I
would say an unwarranted degree—of responsibility to go behind
such things as statements of auditors to look at their work papers.
But the short answer to your question is that the law today in both
the municipal and the corporate field is uncertain.
We think here that what has been suggested in Mr. Kezer's state-

ment that imposing liability where we think it belongs on the State
and local issuers to make complete disclosure is adequate protection
for the investing public. I think in that connection we are supported
by the following elements:
The first is that if you look at the history of this market, almost

never have investors lost their money because of issuer fraud. Sec-
ondly, there are many safeguards in your bill, Mr. Chairman, partic-
ularly the requirement for audited financials. We think that those
protections go about 98 percent of the way to solve investor protec-
tion problems.
Third, in these bond issues we are relying on statements of public

officials. There is no private profit motive and as we pointed out in
our statement, the Securities Act of 1933 recognizes that it is en-
tirely appropriate to rely on those statements in a corporate pros-
pectus. We have also pointed out the desirability from a cost point
of view to the issuers of coming to market with their issues at com-
petitive sale. We have adverted to the problems of an underwriter,
whose bids may be successful only 25 percent of the time, going to
those municipal bodies to undertake what might be described as the
typical corporate due diligence investigation.
We think that the the added costs to the issuer provided in youi

bill of requiring certified financials are worth it. I think in the long
run certified financials will provide a more efficiently functioning
market which will probably return those costs to the issuers. But I
submit that there is very little benefit that would justify the addi-
tional cost of requiring an additional level of investigation by the
underwriters. I think the benefits to the investing public would be
very minimal and that this would add a very substantial financial
load on the issuers. When you refer to the issuers you're talking
about the State and local taxpayers.
I would suggest this further, Mr. Chairman, and I will conclude,

that if it should develop over the years that the protection of in-
vestors provided by S. 2969 and imposing express liability on the
issuers for material misstatements or omissions fails to provide the
investing public with the protection to which it is entitled, that at
that point and at that point only should Congress decide to impose
additional liabilities which we think are presently adversely affect-
ing the market in terms of the uncertainty of underwriters' liability.
Senator WILLIAMS. Would you repeat that last statement?
Mr. RATHBURN. Yes, Mr. Chairman. I'm suggesting that it would

amount to overkill at this point, to go beyond the protections now
set forth in your bill—such things as audited financials—and, as we
would suggest, adding an express provision to your bill to require
that issuers who use the facilities of interstate commerce to market
their securities waive any jurisdictional defenses they may have.
That would put the responsibility where it belongs, on the issuers,
to make full and complete disclosure. We think it amounts to over-
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kill, which has no offsetting benefit to the cost involved by imposing
on the underwriters a requirement that they conduct an additional
investigation going into every fact and record of a municipal issuer
before they are willing to assume the risk of taking an issue to the
marketplace.
Senator WILLIAMS. It seems to me that you are .first suggesting

that the underwriter be in a position to be able to rely completely
on the attested information that comes to him from the issuer. Is
that right?
Mr. RATHBUN. With the addition of audited financials and the

fact that this marketplace has functioned pretty effectively and
honestly over the years, the fact that public officials are subject to
the disciplines of reelection, State government in the sunshine laws,
I think that this gives the investing public adequate protection yes,
sir.
Mr. KEZER. With the exception that if there is knowledge of a mis-

statement, that that should 
Senator WILLIAMS. My next point. It suggests to me that with that

statement you are almost telling the underwriter that he had better
not look any farther because he can just sit there on all the certifica-
tions that come from the issuer and be protected.
Mr. RATHBUN. He would still certainly be subject to liability for

any information which he knew to be incorrect.
Senator WiLhiAms. It almost is an invitation to protect himself by

putting blinders on and earmuffs, too.
Mr. RATHBUN. I don't think so, Mr. Chairman. I think that the

provisions in your bill today, provided that you do impose direct
liability on these issuers as to which there is at least uncertainty to-
day will provide no such incentive. These are public officials who
have to be reelected. I think the major safeguard that your legis-
lation provides is the requirement for independently audited finan-
cials, If this bill had been in place a few years ago with the re-
quirement that the financials of New York City be subject to inde-
pendent audit, I don't think we'd be here this morning. That's a
personal opinion.
Senator WILLIAMS. You have no suggestions for any other reason-

able requirements on the underwriter for further investigation other
than reading the material that comes attested and certified and with
the independent audits that you just mentioned?
Mr. RATHBUN. Mr. Chairman, I will say again that if you impose

a requirement of independent investigation upon the underwriters,
you're going to add materially to the cost of the issuers. It was stated
yesterday by public officials in testimony that the underwriters are
not in a position to and will not absorb those costs. It seems to me
that this, as in many legislative situations, calls for striking a reason-
able balance and I think that the requirement in your legislation as
it is presently drafted calling for this form of disclosure places a
heavy burden on the officials of the issuer to comply. There is no
reason to think that they are not going to do their level best to
comply with those requirements. I don't want to sound like a broken
record, but the requirement of independently certified financials is
a major step in protecting the investing public and to add this an.
additional- level requiring underwriters to make their independent
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investigation would be unwarranted. Mr. Chairman, I suspect I'm
speaking against my interests here—because I think if you provide
by implication or directly an obligation on underwriters to conduct
an independent investigation of the issuer, you could retitle the bill
"The Lawyer Full Employment Act of 1976 Ad infinitem."

Senator WILLIAMS. This puts the responsibility and really the
liability back on those who are certifying, doesn't it?
Mr. RATHBUN. Yes, sir.
Senator WILLIAMS. Now the independent auditor, he's the one

that is going to have to shoulder the big burden. He will not be -able
to take figures that are given to him and consider that his only obli-
gation.
Mr. RATHBUN. And he shouldn't.
Senator WILLIAMS. He is going to have to go back and look be-

hind figures to see if there's any reason to doubt their authenticity.
Mr. RATHBUN. You're right, Mr. Chairman, and an independent

auditor should not accept the figures that are provided him. It's
his obligation to—
Senator WILLIAMS. Somewhere in the chain someone has to do

more than accept as absolutely accurate figures that come to him.
Mr. RATHBUN. And I think that's the proper function of the in-

dependent auditor.
Mr. KEZER. The presumption also is, if the underwriters had a

responsibility to conduct a separate investigation, that they would
then have to go back and revisit the numbers behind the numbers
again.
Senator WILLIAMS. I gather ultimately the liability goes to the

issuer and the individuals that are presenting the material that is to
be disclosed. So the municipal official is really the one that faces
ultimate liability. Are there constitutional questions here?
Mr. RATHBUN. Mr. Chairman, we have suggested that the public

officials individually should not be subject to criminal liability in
the absence of a knowing misstatement or omisson. This is essentially
the same policy reflected in the securities laws today. But for willful
violations, fraud, active fraud, if you will, we think it's appropriate
for public officials to be subject to the criminal liabilities. We think
that this is another mechanism which adds to investor protection.
As to the constitutionality point, Senator, my firm was recently

asked for an opinion as to whether legislation placing these kinds
of burdens on State and local officials would be constitutional, and
our conclusion was, yes. that it would be.
Senator WILLIAMS. There would be no question where there was

actionable fraud involved. What is the situation with respect to civil
damages running against the individuals at the municipal level?
Mr. RATHBUN. Mr. Chairman, I have not really focused on that

question. I would certainly think that for willful misstatements or
omissions 
Senator WILLIAMS. That is fraud.
Mr. RATHBUN. Right.
Senator WILLIAMS. But short of fraud, just plain negligence on

the part of the individual?
Mr. RATHBUN. I think that liability would go to the issuer but

would stop short of attaching to the issuing official.
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Senator WILLIAMS. What forum would receive that question of
civil damages running against the issuer?
Mr. RATHBUN. Well, typically, it could be brought in a Federal

district court, because undoubtedly you would have purchasers of
one State suing issuers of another. If that wasn't available, I assume
it could be brought in the local courts.
Senator WILLIAMS. Now isn't that an 11th amendment question ?

I'll tell you, this isn't really the forum to struggle through some of
these very, very complex and profound legal questions. You have
written opinion letters in some of these areas, haven't you?
Mr. RATHBUN. We have, sir.
Senator WILLIAMS. I wonder if you could focus on this additional

authority in terms of the civil liability and whether there are consti-
tutional questions of bringing that into Federal court.
Mr. RATHBUN. We would be glad to.
Senator WILLIAMS. I wonder if you could speculate on whether

this bill with its disclosure requirements, if it were to become law,
would be another reason to allow banks to underwrite revenue bonds.
Mr. KEZER. Most assuredly.
Senator WILLIAMS. You struggled long and hard on this and I

thought 
Mr. KEZER. I wanted to phrase as positive an answer as I could.
Senator WILLIAMS. This would be an additional reason, would it

not?
Mr. KEZER. Yes. It seems to me that we have now got the business

itself, the markets, being regulated through the Municipal Securities
Rulemaking Board. If we have legislative mandate for disclosure,
it seems to me there's no reason why banks should not be permitted
to underwrite investment quality revenue bonds, even absent this
bill.
Senator WILLIAMS. Until this bill comes along, there's some ques-

tion, isn't there?
Mr. KEZER. Yes.
Senator WILLIAMS. Thank you very much.
Mr. KEZER. Thank you.
Senator WILLIAMS. Mr. Wallace Sellers from Merrill Lynch Pierce,

Fenner, & Smith, David Taylor from Continental Illinois National
Bank and Trust Co. of Chicago, Gedale Horowitz, from Salomon
Brothers, and William Hough, Municipal Federal Legislation Com-
mittee, Public Finance Council for the Public Finance Council of
the Securities Industry Association.
Gentlemen, you're all present and accounted for and, Mr. Sellers,

you appear to be chairman of this group.

STATEMENT OF WALLACE 0. SELLERS, MERRILL, LYNCH, PIERCE,
FENNER, & SMITH, INC.; DAVID G. TAYLOR, CONTINENTAL ILLI-
NOIS NATIONAL BANK & TRUST CO. OF CHICAGO; GEDALE B.
HOROWITZ, SALOMON BROTHERS, CO-CHAIRMAN, MUNICIPAL
FEDERAL LEGISLATION COMMITTEE; AND ARTHUR FLEISCHER,
JR., FRIED, FRANK, HARRIS, SHRIVER & JACOBSON; FOR THE
PUBLIC FINANCE COUNCIL OF THE SECURITIES INDUSTRY
ASSOCIATION
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Mr. SELLERS. Pm Wallace Sellers, chairman of the Public Finance
Council of the Securities Industry Association, and vice president
of Merrill Lynch, Pierce, Fenner, & Smith. With me today are Mr.
David Taylor, executive vice president of Continental Illinois Na-
tional Bank and vice chairman of the Public Finance Council; Mr.
Gedale Horowitz, cochairman of the Municipal Federal Legislation
Committee of the Public Finance Council, and partner of Salomon
Brothers in New York and Arthur Fleischer, a partner of Fried,
Frank, Harris, Shriver, and Jacobson.
We are pleased to have the opportunity to testify before you

today on S. 2969, the Municipal Securities Full Disclosure Act of
1976. We have previously submitted for the record a more fully de-
tailed statement on our views of the bill as well as the general need
for legislation mandating disclosure with respect to the issuance of
municipal securities.
The Public Finance Council supports the concept of a Federal

statute that provides a vehicle for creating uniform disclosure stand-
ards for offerings of State and municipal securities, and endorses
the bill's approach of not simply repealing the exemption of munic-
ipal securities from the Securities Act of 1933.
Municipal issuers need a regulatory pattern different from the

one applicable to corporate issuers. However, we believe the bill
presently before the committee does not reflect all of the basic
fetttures which are essential in legislation relating to municipal
issuers. Therefore, we recommend the enactment of legislation In
accordance with the following principles:
One: Federal legislation should provide a vehicle for the creation

of uniform standards for offerings of State and municipal securities.
These disclosure guidelines should be set by an organization of
State and municipal issuers. Regulation by State and municipal
issuers would have several advantages. In the first place, it would
enable Federal legislation to take into account very difficult and
important questions of Federal-State relations. Second, this struc-
ture would give responsibility for writing regulations to the group
that is most familiar with the requirements of State and municipal
financng. Third, it would help enlist the support of the issuers on
behalf of a Federal regulatory scheme. The SEC .would still partic-
ipate in the regulatory process for State and municipal securities
through its responsibilities for enforcing the anti-fraud provsions
of the Securities Exchange Act. Finally, disclosure guidelines de-
veloned by an organization of issuers would also be more flexible
in adapting to different types of issues and issuers and to changing
conditions than if disclosure requirements were written into the
legislation as the bill attempts to do.
Two: Offering circulars used in connection with the issuance or

Ijistribution of municipal securities should contain audited financial
statements prepared in accordance with generally accepted account-
ing standards and certified by either independent public accountant
or a duly constituted independent state auditing firm.,
Three: One of the most encouraging developments in the field of

municipal finance has been a movement by States to assume respon-
sibility for disclosure by their municipal issuers. For example. the
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local government commission of the State of North Carolina has

recently announced that it is considering a procedure by which offi-

cials of municipal issuers would be required to certify information

in their disclosure documents and the commission would certify that

this information has been confirmed through other data available to

the commission. The bill recognizes the benefits of State regulation
in providing an exemption from the Federal disclosure system for
offerings complying with the State disclosure requirements.
The Public Finance Council recommends enactment of a provision

that underwriters and dealers should not be liable for misstatements
or omissions in offering materials from municipal securities if they
rely in good faith on a State certification that these disclosure terms
appear to comply with the requirements of applicable law.
Senator WILLIAMS. When you say "rely in good faith," either they

rely or they don't. What is "relying in good faith ?" That suggests
to me that you are inviting more investigation than just reading
the attested documents. "Rely in good faith," what does that mean
to you?
Mr. SELLERS. No, sir. I think if a State agency had certified that

the disclosure document of an issuer is adequate and fulfills the re-
quirements of the law, then I think the underwriters should be able
to rely on that, period, unless he has knowledge that it is-

Senator WILLIAMS. How would he get it? Does he go out and do
his own investigation or does it just, by chance, come to him?
Mr. SELLER. Just by chance. I think if there is State certifica-

tion-
Senator WILLIAMS. No other requirement upon him?
Mr. SELLER. If there is State certification no.
Mr. TAYLOR. The State has done the certifications.
Mr. SELLERS. And North Carolina will be doing this. They will

say that disclosure is adequate.
Underwriters and dealers would, of course, continue to be legally

responsible if they are aware of the material misstatements or omis-
sions in the offering materials. An authorization for underwriters to
rely on State certification would give underwriters an incentive to
press for State regulation and would recognize the ability of the
States to assume responsibility for disclosure of municipal issuers.
It would also give appropriate recognition to a basic distinction be-
tween corporate and municipal underwriters. While corporate under-
writers are generally done on a negotiated basis, most municipal
offerings are competitively bid. This means that it is usually im-
practicable for underwriters of municipal securties to participate in
the preparation of the offering circular or to make a type of investi-
gation that is customary in negotiated corporate underwritings.
Another basic principle applicable to municipal offerings is that

issuers who receive the proceeds of any offering and who control
and should have knowledge of the material facts should be primarily
responsible for the contents of disclosure documents. Hence, in addi-
tion to the authorization for underwriters to rely on State certifica-
tion of offering materials, there should be an express recognition of
contribution rights as well as acknowledgement of the ability of
municipal issuers to indemnify underwriters and others.
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Four: The bill contains a provision limiting the liability for dam-
ages of an underwriter of municipal securities to the total price at
which it sold securities to the public. This measure, while a desirable
clarification of the law, needs to be expanded and refined. The ceil-
ing on liability should apply to actions for rescission as well as
suits for damages. It should protect not only underwriters—a Secu-
rities Act term which is not defined in the Securities Exchange Act—
but any dealer who participates in the distribution process; and there
should be a provision similar to the one in the Securities Act limiting
the amount recoverable from such participants from the price at,which
the security was offered in public.
Five: Disclosure materials issued in connection with offerings of

municipal securities should not be subject to prior review or ap-
proval by the SEC or any other Federal agency. The prior review
concept was explicitly rejected by Congress when it enacted the
1975 amendments to the securities laws. We strenuously oppose the
provisions of the bill that would appear to permit the SEC to insti-
tute such procedures.
Six: We are opposed to any exemption from the disclosure re-

quirements for offerings of municipal securities based upon the
size of the issuer. An exemption based on size tends to brand the
exempt issue in the marketplace as an inferior class of security. The
better way of handling this problem is to prescribe reduced dis-
closure requirements for these issuers. This committee stated that it
was unaware of any abuses which would justify a radical incursion
on the States' prerogative by overturning the exemption from the
registration and disclosure processes of the Securities Act of 1933
and the Securities Exchange Act of 1934. It is our view that even in
the absence of an express statutory disclosure system for municipal
issuers, on balance, the financing of our municipalities has histori-
cally worked in an extraordinary fashion. Defaults on municipal
bonds in the past have been so rare that since 1966 statistics on de-
faults have not been generally maintained. To be sure the Public
Finance Council is concerned by the default of the Urban Develop-
ment Corporation in New York, the moratorium for certain New
York City obligations and evidence of financial instability in other
municipal issuers. These factors appear to have affected investor
confidence and have caused problems for certain issuers. We applaud
the serious efforts which are being made to raise disclosure standards
on a voluntary basis. We also clearly recognize that disclosure alone
is not the answer to basic financial problems confronting certain
municipalities. At the same time, the Public Finance Council would
support a proposal for a mandatory disclosure system which does
not unnecessarily increase the cost of municipal financing, which
establishes reasonable standards of responsibility for the participants.
and which produces a national system of minimum disclosure de-
signed to enhance investor confidence in the municipal market.
In the context of the principles that we have outlined, we stand

ready for further discussions to help achieve a satisfactory resolu-
tion and are willing to work with all interested parties toward this
end.

Senator WILLIAMS. Thank you, Mr. Sellers.
[Complete statement follows:]
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STATEMENT OF THE SECURITIES INDUSTRY ASSOCIATION

The purpose of this statement is to set forth the views of the Public Finance
Council of the Securities Industry Association (the "SIA") on Senate Bill,
S.2969, the Municipal Securities Full Disclosure Act of 1976 (the "Bill"). The
basic purpose of the Bill is to establish defined disclosure obligations for
issuers of state and municipal securities, thereby changing the approach to
disclosure that has existed in this area since the inception of the federal
securities laws over 40 years ago.
The SIA supports the concept of a federal statute imposing disclosure obli-

gations for state and municipal issuers. However, our support is in the con-
text of certain principles set forth in this statement. The Bill does not reflect
all the basic features which we believe essential in legislation relating to state
and municipal issuers. Therefore, we oppose the Bill in its present form and
recommend the enactment of legislation in accordance with the following prin-
ciples:
(1) There should be uniform disclosure standards in offerings of state and

municipal securities. These disclosure guidelines should be set by an organiza-
tion of state and municipal issuers.
(2) Offering circulars for state and municipal securities should be required

to include certified financial statements.
(3) Underwriters and dealers should not be liable for misstatements or

omissions in offering materials for municipal securities if they rely in good
faith on a state certification that these materials appear to comply with the
requirements of applicable law.
(4) The limits on liability of underwriters and dealers in offerings of munic-

ipal securities and their rights of contribution and indemnification should be
clarified.
(5) Disclosure materials issued in connection with offerings of municipal

securities should not be subject to prior review or "approval" by the SEC or
any other federal agency.
(6) There should be no exemption from disclosure requirements for offerings

of municipal securities based on the size of the issue.
We offering our assistance to the Committee and to other interested persons,

including the Securities and Exchange Commission, to the end of formulating
legislation that will be in the public interest and will recognize the particular
requirements, needs and characteristics of state and municipal issuers and the
participants in the underwriting process.
Last year, the Congress adopted the Securities Acts Amendments of 1975

which created a comprehensive regulatory system for the professionals in
municipal securities, both securities firms and banks, and created the Municipal
Securities Rulemaking Board, composed of industry and public representatives,
to adopt regulations for the municipal market place. The SIA supported this
legislation, having actively worked on predecessor forms of regulation with
Congressional staff and staff of pertinent agencies, including the Securities
and Exchange Commission. The 1975 Amendments specifically recognized and
emphasized (through the express prohibitions against the Rulemaking Board
or the SEC requiring municipal issuers to make prior filings of offering mate-
rials or to furnish documents to dealers and others) the continuation of the
exemption of municipal securities from the registration and disclosure process
of the Securities Act of 1933 and the Securities Exchange Act of 1934. Indeed,
this Committee in its Report, dated April 14, 1975 [Senate Report No. 94-75]
on the Securities Acts Amendments of 1975 (the "Report"), stated that it was
unaware of any abuses which would justify a radical incursion on the states
prerogatives by overturning the exemption. It is our view that even in the
absence of an express statutory disclosure system governing the issuance of
state and municipal securities, on balance, the financing of our municipalities
has historically worked in an extraordinary fashion. Municipal borrowings
have proceeded along with a happy balance of reasonable cost to the municipal-
ities and lack of large scale losses to investors. Defaults on municipal bonds
in the past have been so rare that since 1966 statistics on defaults have not
been generally maintained. To be sure the public Finance Council is concerned
by the default of the Urban Development Corporation in New York, the
moratorium for certain New York City obligations and evidence of financial



140

instability in other municipal issuers. These factors apepar to have affected
investor confidence and have created problems for certain issuers. We applaud
the serious efforts which are being made to raise disclosure standards on a
voluntary basis. We also clearly recognize that disclosure alone is not the
answer to basic financial problems confronting certain municipalities. At the
same time, if a mandatory disclosure system can be devised which does not
unnecessarily increase the cost of municipal financing, which will establish
reasonable standards of responsibility for the participants and which will pro-
duce a national system of minimum disclosure designed to enhance investor
confidence in the municipal market, the Public Finance Council would support
such proposal. We believe that any regulatory proposal must take into account
the very difficult and important questions of federal state relationships. We
also respectfully suggest that legislation must respect and acknowledge the
unique characteristics of municipal issuers and the manner in which their
securities are distributed.

I. THE PRESENT DISCLOSURE SYSTEM

At present there is no established disclosure system governing the issuance
of State and municipal securities. Several states have adopted programs re-
quiring various disclosures by municipalities issuing debt. However, there is
no uniformity among these state programs and there is no federal program for
state and municipal issuers. Rule 10b-5, the basic antifraud provisions of
the Securities Exchange Act of 1934, does apply to municipal securities, how-
ever; and a series of recent lawsuits, court decisions and Commission proceed-
ings have made issuers, public officials and underwriters sensitive to dis-
closure questions.
The legal proceedings, in conjunction with the difficult financial problems

confronting certain municipalities, have created increasing pressures for im-
proved disclosure in the distribution of municipal securities. Thus, there have
been several recent instances where municipal offerings have been postponed
or delayed at least in part because the official statements or offerings docu-
ments have not, in the judgment of the prospective bidding groups or others,
disclosed information regarded as material. Furthermore, the practice has
increasingly developed for underwriters to request state or municipal officials
to certify as to the accuracy and completeness of statements made in offering
materials. Another indication of the concern for improved disclosure is con-
tained in the draft of "Disclosure Guidelines for Offerings of Securities" pub-
lished in November 1975 by the Municipal Finance Officers Association
(MFOA). The purpose of the exposure draft is to establish disclosure guide-
lines for security offerings by state and local governments. These guidelines
are presently being commented on and revisions may be anticipated.
We subscribe to the concept that improved disclosure practices will enable

the marketplace to assess in a more meaningful fashion the value and credit-
worthiness of different issuers and their outstanding obligations. The market-
place has become more sensitive to the differences in creditworthiness of
various municipal issuers and is beginning to express this by increasing the
divergence in yields, as shown in Exhibit 1, between AAA and BAA rated gen-
eral obligation bonds of municipalities. The Exhibit also shows the rise in
the ratio of yields of tax exempt to taxable securities in 1975. Some have
questions whether these differences in interest rates paid by variously rated
issuers and the rise in the ratio of tax exempt yields to taxable yields ac-
curately reflect the ability of municipalities to service their debt and have
suggested that interest rates might be more in line with the financial capabil-
ities of issuers if there were uniform disclosure standards, leading to better
informed judgments in the marketplace.
The various responses to date to the pressures for improved disclosures in

municipal securities offerings highlight a number of facts which, we believe,
must be considered in any legislation. The first is the great diversity of state
and municipal issuers, their variance in size and function, the many types of
obligations that may be issued and the enormous number of issuers. Exhibit 2
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shows the distribution according to size of the approximately 6,500 general
obligation and revenue bonds issued during the 18 month period January 1974
through June 1975. During this period, approximately 84 percent of the gen-
eral obligation bonds and 65 percent of the revenue bond issues were under
$5 million. In the United States at the end of 1974 there were 78,268 state and
local government bodies which had an outstanding publicly held indebtedness
aggregating $207 billion. In this regard, Congress should consider whether in-
dustrial revenue bonds and pollution control bonds issued by governmental
entities for the benefit of private enterprises organized for profit should con-
tinue to qualify for the municipal securities exemption from the registration
requirements of the Securities Act of 1933. According to the "Bond Buyer",
industrial revenue and pollution control bonds accounted for approximately
$3 billion of the total $29.2 billion of state and local government bonds issued
in 1975.

Secondly, there do not currently exist any generally accepted or uniform
standards or practices for the disclosure of material information about the
issuer of a municipal security. A widely accepted practice in an "Official State-
ment" for general obligation bonds is to identify the issuer or obligator, the
terms and conditions of the bonds, the legal opinion of issuer's counsel, and,
possibly, some general information about the issuer. When issuers have re-
sponded to recent concerns for more detailed disclosure, the nature and type
of data disclosed have varied as has the character of the disclosure. The
Municipal Finance Officers Association's guidelines, when issued in definitive
form, should be a stimulus to a more uniform approach to disclosure.

Thirdly, uniform accounting practices do not exist. Two accounting auditing
standards have been published: one by the National Committee on Govern-
mental Accounting and the other by the American Institute of Certified Public
Accountants. While these two standards appear to be quite similar, very few
munkipalities have had their financial statements audited pursuant to these
standards. The difficulty in establishing uniform accounting practices on a
voluntary basis for the municipal industry is illustrated by a 1972 study by
Robert Merriam, reported in "The Rating Game," which indicated that only
233 out of 1,822 cities belonging to the MFOA had agreed to comply with the
set of uniform accounting standards promulgated by the MFOA in 1946. Many
States do mandate the accounting or auditing practices to be employed by the
various state and municipal agencies within the State. However, there is no
assurance of comparability among these various legislatively mandated ac-
counting systems and practices. Furthermore, the principle of independently
audited financial statements has not been widely accepted in the municipal
area.
Another problem in developing a disclosure program is in the inexperience

and lack of expertise of certain municipalities in the disclosure process. The
concept of disclosure so widely accepted in the corporate securities market
is alien to segments of the municipal market. This condition is a product of
different regulatory and economic environments.

II. THE REGULATORY APPROACH OF THE BILL

We endorse the Bill's approach in treating disclosure questions affecting
state and municipal issuers separately from those affecting corporate issuers.
We are opposed to legislation which would simply repeal the exemption of
municipal securities from the Securities Act of 1933 and subject municipal
issuers to the same disclosure requirements and legislative pattern applicable
to corporate issuers. We believe that the relative safty of municipal issues, the
many material distinctions between municipal and corporate issuers, and the
significant differences between the problems that led the Congress to adopt
the Securities Act of 1933 for corporate issuers and the problems that cur-
rently exist in the municipal securities market do not prompt the same re-
sponse for municipal securities as that which is appropriate for corporate se-
curities. Any legislation, and any rules issued under the legislation, should
recognize the substantial differences between municipal issuers and corporate
issuers. Certain of the major differences include the following:

69-141 0 - '76 - 10
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1. State and municipal issuers are governments or agencies of governments
and function on a not-for-profit basis. Corporate issuers operate for profit.

2. State and municipal issues finance essential government services. Sta-
tutory prohibitions often bar state and local governments from using other
sources of funds such as bank loans to finance these services.

3. The state and municipal securities market is enormous in scale and
range in comparison to the corporate market. According to the "Bond Buyer,"
in 1975 state and local governments had 8,107 public offerings of short and
long term debt aggregating $58.3 billion. According to our records, in 1975
corporations marketed 844 public offerings of stocks and bonds in an aggre-
gate amount of $46.7 billion.

4. The underwriters of state and municipal securities are to a significant
extent a different group of dealers from those engaged in corporate underwrit-
ing, and within those firms actively engaged in both corporate and municipal
underwritings there is generally little overlap or interchange between the
corporate underwriting department and the municipal underwriting depart-
ment. This is, in part, because of the enormous size of the state and municipal
market, the participation of banks in state and municipal underwritings and
the substantial number of dealers that specialize in trading municipal bonds.
Furthermore, there are many more state and municipal underwritings than
corporate underwritings in process at any single time. This limits the resources
that underwriters can devote to disclosure in connection with any particular
state or municipal offering.

5. Most state and municipal issues are competitively bid. Many states have
statutes that require competitive bidding. In corporate finance, negotiated
offerings are predominant. This difference is germane• to the degree of dis-
closure that can be elicited because there is far less opportunity in a competi-
tively bid underwriting than in one that is negotiated for underwriters to
participate in the preparation of disclosure materials.
6. The state and municipal market encompasses many different types of

securities. Some of these securities, such as tax anticipation notes and state
agency bonds, are quite dissimilar to corporate debt securities and may re-
quire a very different disclosure pattern from the one that has developed
under the securities laws for corporate securities.
While we endorse the approach of the Bill in not simply transfering the

regulatory scheme of the Securities Act to state and municpal securities, we
believe that the new regulatory structure that the Bill would create for state
and municipal issuers needs substantial revision. The Bill would create a new
Section 13A of the Securities Exchange Act of 1934 ("Exchange Act") which
would include the following provisions:
1. Section (a) (1) would require state and municipal issuers with more

than $50 million in outstanding securities to prepare annual reports and re-
ports of events of default. The SIA endorses this concept. The annual report
is thQ best means of keeping the market place informed regarding issuers of
large amounts of outstanding municipal securities which have stopped issuing
securities and therefore no longer publish official statements. Another virtue
of the annual report is that it can serve as the basis for disclosure materials
issued in connection with offering of securities by the issuer. Although a $50
million minimum sum is an arbitrary figure, it would exclude relatively small
issuers which are unlikely to have a substantial secondary market in their
securities and which would find the annual report requirement to be a costly
burden.

Section (d) would authorize the SEC to change the minimum amount of
outstanding securities that would trigger the reporting requirements. The
SIA opposes this provision. We believe that a decrease in the minimuT _amount
is too important a decision to be delegated to an administrative agency, in
view of the burden that an annual report requirement might impose on small
issuers.

2. Under Section (11) a distribution statement would have to be ifirepared
in connection with each issue of state or municipal securities in excess of $5
million, subject to the SEC's power to change this mini,mum amount pursuant
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to Section (d). While the SIA approves of requiring issuers to prepare official
statements, we believe it is a mistake to exempt issues of less than a specific
amount. This tends to brand exempt issues in the marketplace as an inferior
class of securities. The better way to handle the problem of the small issue
is to permit the classification of issues by size for purposes of establishing
disclosure requirements.
Under Section (b) (1), only issuers that offer or sell securities through a

"municipal securities broker, municipal securities dealer or bank acting as
agent * * *" would be required to prepare a distribution statement. This
would exclude from the distribution statement requirement offerings that
were self-underwritten or used some other unorthodox distribution method in
which brokers, dealers and banks acting as agent were not involved. The SIA
believes it would be a mistake to include such an exemption in the legislation.
Investors would have a greater, not a lesser, need for disclosure material pre-
pared in accordance with official guidelines if brokers, dealers and banks
acting as agents did not participate in the distribution process. This exemp-
tion might encourage the creation of unorthodox distribution techniques in
order to avoid the disclosure requirements of the Bill, a development which
would not be in the public interest.
3. The Bill requires specific disclosures to be made in both annual reports

and distribution statements, pursuant to Sections (a) (2) and (b) (2). We
believe it is a mistake under current conditions, when disclosure standards
for municipal issuers are in a state of flux, to seek to prescribe legislatively
the content of disclosure materials. Rulemaking is a better means than legis-
lation for setting disclosure standards because it allows more room for de-
veloping separate forms for different types of issues and issuers and provides
greater flexibility to adapt disclosure requirements to changing conditions.
The specific disclosures mandated by the Bill illustrate the disadvantages

of prescribing disclosure standards legislatively. For example, the Bill would
require the annual report to include descriptions of the issuer's major tax-
payers and the nature and extent of the federal or other assistance programs
available to the issuers. These requirements, while reasonable in the context
of a water district or other specific purpose issuer, would he completely un-
managable for a state like California or a city like New York.
In any case, if legislation is adopted that prescribes the content of annual

reports or distribution statements, only items material to the issuer should
have to be included.
One item of disclosure that should he specifically required in the legislation

is the inclusion of independently audited financial statements. The SIA en-
dorses Section (a) (2) (J) which would require such financial statements in
annual reports for fiscal years commencing on or after December 31, 1978. We
believe, however, that as an alternative to certification by an independent
public accountant a municipal issuer should have the option of complying with
a state certification procedure for financial statements. With this modification,
we believe that the financial statement requirement should apply to distribu-
tion statements as well as annual reports.

3. The SEC would be empowered to require certain information to be in-
cluded in annual and event of default reports and distribution statements,
in addition to the items specifically required by the Bill. The SIA believes
that the SEC is not the appropriate body to have this power and opposes this
grant of authority. Because state and municipal securities are different in
numerous respects from the corporate securities the SEC has experience 'in
regulating, we believe it would be preferable for the disclosure guidelines for
state and municipal securities to be set by an organization of issuers which
would be more familiar with these securities.
The legislation should instruct the body that sets the disclosure guidelines

to prescribe different forms for different types of issues and issuers.
4. Section 2(d) of the Bill would repeal the provision in the Securities Acts

Amendments of 1975 that the Commission is not authorized to require an
issuer of municipal securities, prior to selling the securities, to file any appli-
cation, report or document with the Commission. A similar restriction ap-
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plicahle to the Municipal Securities Rulemaking Board would be left intact.
The Report indicated that the filing prohibition had been inserted in the 1975
Amendments hi response to "the fear * * * that requirements could be im-
posed which would have the effect of subjecting the information disclosed by
issuers in connection with an offering to prior review or approval, thus result-
ing in a de facto registration requirement for municipal bonds." The repeal
of this prohibition would in effect authorize the SEC to institute such a "de
facto registration requirement."
The Report stated that "no case has been made for the pre-filing review,

either directly or indirectly, of such sales documents * * *" The SIA believes
that this statement remains true today. Based on our experience as under-
writers of corporate and municipal securities, we believe that pre-filing and
staff review would add material costs and delays to the process of state and
municipal financing, while not offering comparably significant benefits in
terms of improved disclosure. It would also raise delicate questions of federal-
state relations and might overburden the staff of the SEC, thereby increasing
the time required to obtain staff review of offering materials of both corporate
and state and municipal issuers. The number of state and municipal issues in
1975, it should be remembered, was 8,107 compared to 844 corporate issues.
We are concerned that additional authority to institute a pre-filing require-

ment would be given to the SEC by the provision in Section (b) (1) of the
new Section 13A of the Exchange Act that distribution statements shall be
prepared "in accordance with such rules and regulations as the Commission
the protection of investors." As we have stated before, we oppose giving the
Commission powers to regulate the form and content of distribution state-
may prescribe as being necessary or appropriate in the public interest or for
ments and the process for making such statements available to prospective
purchasers.

5. Section 2(c) includes several exemptions from the distribution statement
requirements, which in concept are desirable. A distribution statement would
not have to be prepared for an issue "the disclosure with respect to which
has been approved, after hearing, as adequate for the protection of investors
by a State governmental authority (other than the issuer) expressly author-
ized by law to grant such approval * * *." While the SIA endorses the idea of
allowing disclosure to be regulated at the state rather than the federal level,
we think that this goal can best be accomplished by having the states admin-
ister uniform guidelines set by an organization of issuers and permitting
underwriter and dealer reliance on this system, as provided in item 6 below.
Furthermore, the reference in the Bill to a "hearing" on the adequacy of the
protection for investors implies a proceeding too elaborate to be a workable
alternative to compliance with the federal regulations. The exemption should
be available if the issuer complies with a state procedure for staff review of
disclosure materials.
There are also exemptions based on Sections 3(a) (9) (securities exchanged

with existing securities holders), 3(a) (10) (securities issued in reorganiza-
tions approved by court or governmental authority) and 4(2) (private place-
ments) of the Securities Act of 1933—all of which are desirable. In addition.
any legislation should include an exemption for intra-state offerings, com-
parable to the exemption contained in Section 3(a) (11) of the Securities Act.

6. The Bill would limit the liability for damages of any underwriter of
municipal securities to the total price at which it sold securities to the public.
Section 2(g). The SIA believes this is a desirable clarification of the law, but
that further limitations are needed: the Bill should limit an underwriter's
liability to that amount it directly sells to the public; the ceiling should apply
to actions for rescission as well as suits for damages; it should protect not
only "underwriters" (a Securities Act term which is not defined in the Ex-
change Act) but any broker, dealer or bank that participates in the distribu-
tion process; and there should be a provision similar to the one in the Securi-
ties Act limiting the amount recoverable from such participants to the price
at which the security was offered to the public. Furthermore. the SIA recom-
mends enactment of a provision that underwriters and dealers shall not be
liable for misstatements or omissions in offering materials for municipal se-
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curities if they rely in good faith on a state certification that these disclosure
materials appear to comply with the requirements of applicable law. One of
the most encouraging developments in the field of municipal finance has been
a movement by states to assume responsibility for disclosure by their muni-
cipal issuers. For example, the Local Government Commission of the State of
North Carolina has announced that it is considering requiring municipal offi-
cials to certify as to the adequacy and accuracy of their disclosure documents
and the Commission would certify that the information in these documents
has been confirmed through other data available to the Commission. The pro-
vision we have recommended would give underwriters an incentive to en-
courage states to develop such procedures. Finally, there should be an express
recognition of contribution rights, as well as an acknowledgement of the
ability of municipal issuers to indemnify underwriters and others. We have
further set forth below our views on the responsibilities of underwriters of
municipal issues.

7. Section (f) (2) gives the SEC authority to make regulations regarding
the delivery of distribution statements to prospective purchasers, while Sec-
tion (c) (2) incorporates the Securities Act exemptions (Sections 4(1), 4(3)
and 4(4) ) from the prospectus delivery requirements. The SIA endorses the
concept of requiring issuers to provide distribution statements to brokers,
dealers and banks acting as agent and the idea of setting legislative limits on
the duty of persons other than the issuer to deliver distribution statements
to prospective purchasers. The patterns established under the Securities Act
for corporate underwritings, however, may not be an appropriate model to fol-
low in state and municipal offerings. Further thought should be given to the
distribution statement delivery requirements that would make sense in the
context of established patterns of state and municipal government financing,
and legislative exemptions should be adopted that reflect this pattern. If the
legislation leaves room for administrative rulemaking in this area, we be-
lieve the responsibility should be given to the Municipal Securities Rulemaking
Board, rather than the SEC, since this is an activity that primarily involves
brokers, dealers and bankers which are under the Board's jurisdiction.

IV. STANDARDS OF RESPONSIBILITY

We believe that any legislation should embody, or provide for the develop-
ment of, specific standards for state and municipal issuers. At present, Rule
10b-5, the general anti-fraud rule issued under the Securities Exchange Act
of 1934, is the source of legal accountability. State and municipal governments
appear to be subject to Rule 10b-5, although constitutional questions have
been raised concerning the extent of which a state is subject to suit for viola-
tion of the federal securities laws. More importantly, since it is so-called
"implied" rights of action that have been created under Rule 10b-5, many
basic issues remain unanswered. These include the type of conduct that will
result in a liability under the Rule (whether the conduct must be wilful or
simply negligent) ; the ability of an underwriter to rely on experts, such as
accountants or governmental officials; and the extent of an issuer's or under-
writer's liability for damages (whether for out-of-pocket damages or the bene-
fit of the bargain). At this time, the nature of a person's responsibilities is
uncertain and depends essentially upon the views of the particular United
States Court of Appeals in which his conduct is adjudicated. This kind of
uncertainty is undesirable and the Bill represents an appropriate opportunity
to remedy it.
We subscribe to certain basic principles, many of which Congress has al-

ready articulated in the federal securities laws. First, state and municipal
issuers should have a degree of liability which reflects the critical factors
that it is the state or municipality which receives the proceeds of the offer-
ing, and that it is the state or municipality which knows the facts about
itself. The officials of the state and municipal governments are the ones who
are aware of both the strengths and weaknesses of their governmental units.
Their knowledge of the situation is primary and fundamental and not deriva-
tive like other participants in the process. Under these circumstances, the
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state or municipal issuer should have a primary and major accountability
for the disclosure material.
We support the Bill's implied recognition that it is inappropriate to import

from the Securities Act the concept of an underwriters' obligation to conduct
a "due diligence" investigation. While the underwriters' investigation has
played a key role in the disclosure system that has been developed for corpo-
rate offerings, we believe it is inappropriate in state and municipal finance
where the institutional setting is different and where the Congress may be
less willing than in the corporate area to run the risk of discouraging small-
to-medium issues through the high costs of disclosure. There should be no
mistaking the fact that, if such a responsibility were imposed on underwriters
of state and municipal securities, the cost of raising funds for state and local
governments would increase substantially.
The underwriter's role is further limited by the dominant part that com-

petitive bidding plays in municipal finance. The laws of many states require
that general obligation and revenue bonds be sold through competitive bidding.
In states where negotiated sales are permitted, negotiated sales are used
irpmarily for revenue-type bond issues, as well as by issuers that are infre-
quent visitors to the market or are relatively small borrowers.
During 1975, there were 8,107 public offerings of state and local securities,

virtually all of which were by sale to underwriting syndicates. Approximately
21% of these offerings were in negotiated underwritings while some 79% were
competitively bid. We estimate that the comparable figures in the corporate
field were 13% competitively bid and 87 percent negotiated. Consequently, we
estimate that in 1975 there were 6,404 competitivly bid municipal offerings as
compared to 110 competitively bid corporate offerings.
In a competitive bidding situation the practice has been for the offering docu-

ments to be prepared exclusively by the municipal issuer and submitted to the
bidding groups. The number of bidding groups will vary with the size of the
issue and frequently there are six or more bids for an offering. Moreover
underwriters may at any time be a part of several different groups that are
bidding on different issues. It has not been the practice for underwriters in
competitive bidding situations in the municipal area to participate in the
preparation of the offering circular. At the same time, it should be recognized
that the underwriters have been involved over several years in repeated
financings for the issuer and, in general, are informed as to financial and poli-
tical developments affecting the municipality. For a variety of reasons, in-
cluding the typical quality and safety of the security involved, the large
number of issues on which an underwriter is bidding, the fact that the
bidder does not know whether it will be successful, the general time pressures
involved and simple historical tradition, underwriters in competitive bidding
situations have believed that their opportunities for inquiry were limited and
that they were entitled to rely on documents prepared by responsible public
officials. Where these documents on their face did not appear to adquately
reflect possible problems known to the underwriters, the underwriters would
either not bid or request the issuer to make appropriate revisions in its
material.
The obligations of an underwriter in a competitive bidding are unclear

under present law. Counsel has advised that there is no authority on the
subject. At the same it is possible that the cottrts may impose, under both
Section 11 of the Securities Act of 1933 and Rule 10b-5 of the Securities Ex-
change Act of 1934, a standard of conduct on underwriters that takes into
account the competitive bidding context. Thus, the reasonableness of the
underwriter's conduct would be measured by such factors as its analysis of
the offering documents, its past familiarity with the municipality, its lack of
opportunity for inquiry and the relative safety of the security being offered.
Moreover, the fact that it is a municipal security and not a corporate security
is highly relevant. Unlike corporate officers that are employed by profit-making
organizations and who may have a self interest in promoting their securities.
public officials do not appear to have the same incentive. Underwriters and
others, thus, should be entitled to rely on the statements of public officials.
Congress has already recognized, in Section 11(b) (3) (D) of the Securities
Act of 1933, the principle that statements made by an official person or pur-
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porting to be an extract from a public official document may be relied on in
the same manner as information furnished by an expert, such as an ac-
countant. We think that this acknowledgment of an ability to rely on the
integrity and credibility of public officials is particularly appropriate in the
circumstances of competitive bidding for municipal securities.

Finally, we believe that any legislation should expressly set forth the
measure and scope of damages. We have indicated in our analysis of the Bill
the type of provisions that should be included in the legislation.

V. REGULATORY STRUCTURE

The regulatory framework in respect of administration, rulemaking and en-
forcement under a disclosure statute for municipal issuers raises, in our
judgment, most difficult and sensitive questions of federal-state relations.
These considerations underlay in part our previously articulated opposition
to any requirement that municipalities pre-file their offering materials for
review and "clearance" by the Commission. We do not have a fixed vision as
to an appropriate structure. However, we do oppose the provisions of the
Bill vesting the regulatory authority in the Securities and Exchange Com-
mission.
We believe that the disclosure rules and guidelines should be established

initially, and subsequently interpreted, by a representative group of municipal
issuers. These are the people most familiar with the problems of municipal
finance and sensitive to its uniqueness and nuances; these are the people who
must abide by the rules promulgated; and these are the representatives of
the taxpayers who have a direct interest in the raising of capital and the
cost of capital. We observe that the Commission would, in any case, be in-
volved in the municipal issuer disclosure process since it would continue to
have its authority to promulgate and enforce rules in respect of municipal
securities dealers and rules under the anti-fraud provisions of the Federal
Securities laws. Moreover, the Commission may be able to proceed against
issuers who violate the anti-fraud provisions.
One possibility would be to add a group of issuer representatives to the

Municipal Securities Rulemaking Board, giving the issuer representatives re-
sponsibility for developing disclosure guidelines for state and municipal se-
curities. These guidelines could be subject to review by the SEC in accord-
ance with the existing legislative framework of the Rulemaking Board.
We also believe that any regulatory structure should seek to effect a sys-

tem of uniform regulation throughout the 50 states. The municipal securities
market is a national market. It would be highly undesirable if different stand-
ards applied to the marketing of a single issue.

Finally, we believe that every effort should be made to keep the costs of
the regulatory structure to the necessary minimum. All additional costs will
be passed on to the municipal issuers and render more expensive their raising
of funds. Ultimately, these greater costs will be passed on to our citizens in
terms of greater taxes. As we stated at the outset, the Securities Industry
Association recognizes the benefits of legislation respecting municipal issuer
disclosure. We also believe that this is not a situation where there is an im-
mediate call to action, but an environment in which minimum disclosure
standards may improve investor confidence and the ability of municipalities
to market their securities at appropriate rates. Although there have been
certain unfortunate developments in the municipal area, these cannot be
blamed on the absence of disclosure laws alone. It should be clearly under-
stood that a disclosure statute will not provide market access to financially
unstable state or local governments. Moreover, the municipal securities markets
have, in general, worked well to raise substantial sums for state and local
governments at reasonable costs. This is clearly evidenced by the record level
of financing that occurred in 1975. Thus, we must proceed cautiously so that
costs and benefits are in balance.
In conclusion, the Public Finance Council of the Securities Industry As-

sociation expresses its support for legislation that would produce improved
and more uniform disclosure for municipal securities offerings. We offer our
support in the context of the principles that we have outlined. We stand
ready for further discussion to help achieve a satisfactory resolution.
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EXHIIIIT 1

NEW ISSUE MARKET YIELDS ON Aaa AND Baa RATED
GENERAL OBLIGATION BONDS

(Annual Averages in Percent)

Risk Premium [Percent]

50

Risk Premium-.

-40

0
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-10

I I I I 1 1 II I I 1 I I I II 1 1 1 11  0

56 58 60 62 64 66 68 70 72 74 76
Source: Moody's Investors Service.

TAX EXEMPT/TAXABLE YIELD RATIO

Short-
Intermediate Long

term Aaa As A Baa Aaa Aa A Baa

1974:
September 50.7 57.6 61.0 50.0 64.6 63.4 61.8
October 51.6 55. 1 54.9 54.0 55.3 66.0 66.0 66.6
November 50.3 59.4 58.4 55. 5 54.4 71. 1 70.4 68.0
December 49. 4 66. 0 58. 1 69.9 72.4 74. 3

1975:
January 52.7 59.7 64.0 62.8 51.5 74.1 76.4 73.5
February 53.3 58.0 62.0 59.9 50.8 69.6 70.9 69.9
March 53.0 62.8 66.5 64.7 57.5 72.1 68.2 70.3
April 56.9 61.3 65.4 64.0 57.7 70.8 72.0 68.5 67.5
May 54.3 65.4 62.9 53.7 71.9 69.4 73.1 69.3
June 51.3 58.8 67.4 65.1 58.0 71.4 75.2 76.0
July 53.3 59.5 65.8 62.1 57.8 72.5 70.4 77.9 65.7
August 54.9 66.2 59.2 56.4 71.8 73.5
September 52.7 63.9 64.0 60. 1 69.2 72.0 75.9
October 52.7 58.0 58.9 62.9 54.0 72.9 75.9 80.9
November 51.0 62. 1 65.2 48.0 70.8 72.4 78.0 71.5
December 50.9 57.3 65.8 55.1 69.5 75.8 78.4 67.6

Sources: Short-term: Federal Reserve bulletin, Bank of America quote sheet; intermediate: Daily Bond Buyer. Rand
and Co., "Yields on Municipal issues"; Long-term: Moody's Bond Survey.
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EXHIBIT 2

SIZE DISTRIBUTION OF MUNICIPAL BOND ISSUES

(January 1974—June 19751

Size of issue

Number of
general

obligation
bonds

Dollar
amount

(millions)

Number of
revenue
bonds

Dollar
amount

(millions)

Less than $500,000 1,497 321.0 186 48.2
$500,000 to $1,000,000 787 547.7 182 134.5
$1,000,000 to $2,500,000 1,066 1, 680. 0 430 636. 8
$2,500,000 to $5,000,000 648 2, 227. 9 327 1, 159. 7
$5,000,000 to $10,000,000 380 2, 544. 5 232 1,605. 2
$10,000,000 to $25,000,000 184 2, 736. 8 216 3, 304.9
$25,000,000 to $50,000,000 82 2,781. 1 103 3, 385. 2
In excess of $50,000,000 97 9, 951. 2 57 5, 299. 7

Total 4,741 22, 790. 2 1, 733 15, 574. 2

Source: SIA municipal data file.

Senator WILLIAMS. The conclusion in the last paragraph describes
this legislation and then indicates that this is what the Public Fi-
nance Council supports. That is the way I read your statement.
Mr. SELLERS. Senator Williams, I think we have basically two

problems with the bill as drafted. First, we think that State and local
governments should have a greater voice in setting guidelines for
their own issuers and that can be accomplished in any number of
ways.
I think our second problem is that we do not believe that the bill

addresses fully the question of underwriters' liability. I think the
problem in the marketplace is not just investors losing confidence
because of inadequate disclosure, but of underwriters losing confi-
dence because of too much liability.
Senator WILLIAMS. Put aside for a moment the very complex

liability questions, and deal with the guts of something new in the
marketplace for municipals. That is a requirement for the disclosure
of those essential elements for intelligent decisions by the underwriter
and by the investor, and we do this mindful of the fact that there
is not anything in existence now uniform throughout the country.
There are spotty examples of very worthy requirements of dis-
closure at the State level. Everybody has mentioned North Carolina
and evidently that State is the model that everybody applauds. Even
they are in evolution and are about to impose additional requirements
on the issuer. They are considering saying to the municipal officials
or to their commission, rather, that the commission certify what
comes to them from the local units government. Is that right?
Mr. SELLERS. That's right, and in effect they are saying they have

performed due diligence. We think if they say it that there should
not be an additional requirement for us to perform it.



150

Senator WILLIAMS. In other words, certification by local issuers
and confirmation by the commission should put the burdens and re-
sponsibilities on them and remove the burdens and responsibilities as
well as liabilities for underwriters.
Mr. SELLERS. That's right. Now, again, I would certainly agree

that the audited financial statement is perhaps the single most im-
portant provision and that alone should solve a lot of problems. Now
we would have one modification there. We suggest that they could
either be done by an independent public accountant or an independ-
ent State auditing official to give somewhat more flexibility to the
State and local governments.
Senator WILLIAMS. What do you think of the itemized require-

ments included in our bill, the bill that I have introduced with
Senator Tower? Are all of those essentials?
Mr. SELLERS. I think a lot of them—certainly, they are all im-

portant. There might be a problem. I think one of the provisions is
a list of the major taxpayers and, as we mentioned in our state-
ment, this might turn out to be a very large document in the case of
something like New York City or the State of California. I think
there should be some flexibility in interpreting the requirements.
:Senator WILLIAMS. This, of course, is not for distribution to the
potential investor. This is the annual report.
Mr. SELLERS. Yes, I understand. This is not the distribution state-

ment, but I think even this could be quite difficult for a large gov-
ernment body to comply with.

Senator WILLIAMS. I suppose that could be amplified if it were
to be meaningful in the description of major taxpayers who are in
arrears and a few other things. I was thinking of that which is the
action document that is for distribution . . . the distribution state-
ment. How about the elements there?
Mr. SELLERS. Yes, sir. I think that the bill certainly covers a lot

of them. The disclosure for municipalities is a pretty complicated
problem. Recently a number of us have listened to some of the public
accounting firms discuss this and there is variation in the way that
different municipalities present their financial statements, and I
think that probably they need to have flexibility and help from the
AICPA and other experts on government accounting in order to
present fairly the statements of different types of municipalities.
Senator WILLIAMS. I think we better clarify your position on the

most effective and the most desirable route from your standpoint of
how we are going to have this beneficial effect on this particular
marketplace, whether it is through national standards as we have done
it here, or through a self-regulatory body.
Mr. SELLERS. No, sir. We think there should be a Federal statute

creating uniform disclosure standards. We would like to see those
standards drafted by State and local governments rather than either
being embodied in the legislation or done by the SEC.
Senator WILLIAMS. I missed that.
Mr. SELLERS. We would like to see those disclosure standards

drafted by State and local governments rather than by the SEC or
in the legislation.

Senator WILLIAMS. Now I am confused. First of all, all of the ele-
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ments that you think are of critical importance are in the bill. Is
that right?
Mr. SELLERS. Yes, sir.
Senator WILLIAMS. Now what are you talking about—somebody

else drafting what?
Mr. SELLERS. I think the disclosure guidelines should be drawn

up in some fashion by a group of State and local governments.
Senator WILLIAMS. You mean the guidelines that would further

define the elements that we describe in the bill?
Mr. SELLERS. Yes, sir.
Senator WILLIAMS. I see, you mean instead of the more specificity

that would follow these broad guidelines. as required by SEC rules
and interpretations. Is that what you are saying?
Mr. SELLERS. Well, no. I'm suggesting that the State and local

governments in some fashion—and there are any number of ways
this could be done—but that they be the primary source for the
disclosure guidelines.
Senator WILLIAMS. Well, what further do you need when you say

a statement of counsel's opinion as to the legality of the issuance
of the securities to be offered? Does that have to be refined in another
way or supplemented by some other entity making a guideline in
that area? That's one of the specifics. It is not clear to me why we
have to create another entity to interpret a bill which really codifies
what the municipal finance officers are circulating as a model. The
Municipal Finance Officers' Association guidelines have been taken
and incorporated into this legislation.
Mr. FLEISCHER. Mr. Chairman, may I respond to that?
Senator WILLIAMS. Yes.
Mr. FLEISCHER. I think the concept here is that there should be

flexibility in rule making just as the Securities and Exchange Com-
mission—the forms for disclosure have developed over the years and
the statute contained only minimum direction. We believe that the
same concept should apply here so that a rulemaking board, if you
will, of State and municipal issuers would have the authority to pre-
scribe different disclosure standards. These standards might be tail-
ored to the size of the issue, the nature of the issuers, and also as
experience develops would change over the years. So essentially, what
'we are talking about here is to provide the needed flexibility as
experience changes and depending on the nature of the issuers this
rulemaking authority would be the basic authority to operate here.
So that these various items that you have set forth in your legislation,
a number of them will and some of them would not probably or
possibly be in any disclosure form that was put out by the rulemak-
ing authority.
Mr. TAYLOR. I think, as a member of the banking business right

now, we are going through a situation with the SEC where the dis-
closure standards are changing day by day and disclosure can tend
to be a very living, vibrant thing.

Senator WILLIAMS. Where would you strike, and how much would
you strike, from this bill and what would you put in its place?
Mr. SELLERS. I think it's hard to do that here.
Senator WILLIAMS. I would say that you would start on page 2,

and strike from line 10 through the rest of the bill—the municipal
securities disclosure provisions.
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Mr. SELLERS. I don't understand that. As I said, we support the
Federal statute creating uniform disclosure standards. We support
the certified independent audit. We support annual audits of issuers
over $50 million. We support a distribution statement. We even go
further than the bill and suggest that an annual audit be available
for all issuers
So I think that our feelings about disclosure in itself are strong

and perhaps even stronger than the bill. The structure or the for-
mulation of the disclosure guidelines is I think where we have some
problems with it; and our other problem, as I said, we do not think
the bill truly addresses the liability problem.
Senator WILLIAMS. That we put aside for a moment. Now we have

to amend and add for that. You are accepting all that is here, you
still are not satisfied with what follows evidently. I just don't see
what you want added to this that you evidently agree with.
Mr. SELLERS. Well, to point out on page 2, after the first para-

graph, the last sentence, in accordance with such rules and regula-
tions as the Commission may prescribe as being necessary or appro-
priate in the public interest or the protection of investors.' We
think State and local government issuers would be a better group
to come up with the rules and regulations.
Senator WILLIAMS. What are you reading? Page 2 of which docu-

ment?
Mr. FLEISCHER. This is page 2 of S. 2969, Senator.
Mr. SELLERS. It's section 13A.
Mr. FLEISCHER. It's somewhat difficult to draft here, but the basic

concept, as Mr. Sellers said, we are simply talking about who the
rulemaking authority is. This bill speaks in terms of such rules and
regulations as the Commission may prescribe. The concept here is
that the rulemaking authority would be a designed rule of State
and municipal issuers.
Senator WILLIAMS. This is where you would change our structure

and take this rule and regulation-writing authority from the Com-
mission and give it to the states? Is that it?
Mr. SELLERS. Yes, sir, or to state and local government issuers. I

think there are any number of ways it could be done and I think
there are various ways that perhaps would be in between the posi-.
tion in the bill and our written statement.
Senator WILLIAMS. What confidence do you have that this would

be done by the states? That authority is certainly there. They don't
need us to tell them they have the authority. They have it.
Mr. SELLERS. Well, I would think there should be Federal legisla-

tion requiring the establishment of a uniform disclosure standard.
We're not opposed to Federal legislation. We are simply saying
that the disclosure standards would be more appropriate written by
the State and local governments than by the SEC.
Senator WILLIAMS. And then come back here and we would put

it into Federal statute?
Mr. SELLERS. Not necessarily. I think you could draft it so that

it would apply the way they were drawn up. I see no reason to
come back.
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Senator WILLIAMS. Would you give them a date by which they
must accomplish this?
Mr. SELLERS. Yes, sir. That would be one way of doing it. Setting

up some type of advisory committee for the SEC would be another
way of doing it. Expanding the Rulemaking Board is another way
of doing it.
Senator WILLIAMS. We have a State exemption here. If the States

have the substance of what is included in the requirements of this bill,
they are out from under the operations of the proposed Federal law.
Mr. SELLERS. Yes, sir. We think that is a very, very desirable and

veryinnovative addition.
Senator WILLIAMS. Isn't that exactly what you are talking about?
Mr. SELLERS. Yes, sir.
Senator WILLIAMS. Then wouldn't this bill accomplish the result,

you are proposing with the State exemption?
Mr. SELLERS. Well, again, not quite, because I don't believe the

State exemption applies to the annual report, does it?
Senator WILLIAMS. That's the one area, the first requirement of

the annual report. But on the other—and again, the more pertinent
and fixed responsibility of the distribution statement for any issue,
it does apply.
Mr. SELLERS. Yes, sir. As I said, I think that is a tremendous

addition.
Senator WILLIAMS. There's one thing that does disturb me per-

sonally and I have a feeling that we might have to review the thresh-
old figures. You're concerned about that, aren't you?
Mr. SELLERS. Yes, sir. We believe that there may be some invidi-

ous distinctions between a $4.5 million issue and a $5 million issue.
Mr. HOROWITZ. I think also, Senator, that the type of issue that is

sold makes a difference, too. Some of them are revenue bonds, gen-
eral obligation and tax bonds, and so on, and the protection granted,
if the fellow sells $4.5 million of a way-out bond as opposed to $6
million of a normal, ordinary bond would not be very good because
the $6 million was something which somebody could probably look
at pretty easily and the $4.5 million, where the reporting require-
ments would not be the same, could be a most complicated issue.
Senator WILLIAMS. What is the nature of the issues that would

be disturbing to you?
Mr. HOROWITZ. I don't want to say any issue would be disturbing.

What I want to say is there are different types of issue in the mu-
nicipal issues. We're not dealing with the corporate market where
basically any issue is related to the corporate balance sheet and
corporate figures. You have bonds which are payable from special
assessment, from special revenues, as well as bonds that are payable
from ad valorem taxes. So there could be various types of issue.
You have pollution bonds and different types of bonds completely.
So that the question could come up, not because of what I'm saying,
not because of the size, but I'm saying a $10 million or a $6 million
general obligation issue might be a lot easier to look at than a $4
million special assessment on properties in the District.
Mr. SELLERS. What we would like to see is some ability to classify

different issues and different disclosure guidelines based on that
rather than a fixed dollar amount.
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Senator WILLIAMS. Who has the present competence to do that?
Mr. SELLERS. At the moment, I'm not sure that anybody has. I

suspect that some of the public accounting firms or the Municipal
Finance Officers Association might come closer to that type of com-
petence than anybody else. At the moment, I don't think anybody
has thought about it.
Mr. HoRowrrz. I think there's some competence in the industry

and some competence in the rating services, too.
Mr. SELLERS. Yes. The industry could certainly offer some sug-

gestions. The Municipal Securities Rulemaking Board is another
source of help on it.

Senator WILLIAMS. You overlooked any Federal area of respon-
sibility.
Mr. SELLERS. Carefully.
Senator WILLIAMS. We granted authority and responsibility in

the 1975 Act Amendments to the Commission and the Board of
Governors of the Federal Reserve System to classify. Don't you
think that they might have the competence over there to deal with
this?
Mr. SELLERS. I think there are any number of bodies, if they

don't have the competence now, could certainly develop it within a
reasonable period of time. It's a problem no one has addressed.
Mr. HOROWITZ. I don't think we're excluding anybody, Senator.
Senator WILLIAMS. Now you are broadly representative of the

industry, speaking for the SIA and its specialized committee deal-
ing in municipal finance; is that right? All of you come from
the
Mr. SELLERS. I think it's certainly fair to say that there are some

members of the Securities Industry Association that don't think
any legislation is necessary, but I think we are certainly speaking
for the majority of the members of the industry.
Senator WILLIAMS. When I said the industry, I didn't mean to

include the banks.
Mr. SELLERS. Mr. Taylor is a bank representative and the Council

is about one-third bank.
Senator WILLIAMS. There isn't a consensus in your group of

bankers on this, I don't believe.
Mr. TAYLOR. I really don't find the DBA statement and our state-

ment to be in conflict. I think ours goes somewhat further by ac-
tually suggesting a regulatory structure or a disclosure structure.
But obviously, there will be disagreement in all circles at times, but
I don't think you have identified a rift or anything.
Senator WILLIAMS. You don't deal with the other bill before us

in any detail. We have two bills.
Mr. SELLERS. No, sir. We simply do not feel that that is at all

necessary.
Senator WILLIAMS. If you have any further ideas of who should

be included and what amounts and how to classify, if it could be
approached in broad terms in the legislation, I would really ap-
preciate it. Otherwise, thank you very much.
[Whereupon, at 12:05 p.m., the hearing was recessed to convene

the following day, Thursday, February 26 at 10 a.m.]



MUNICIPAL SECURITIES FULL DISCLOSURE ACT OF
1976

THURSDAY, FEBRUARY 26, 1976

U. S. SENATE
COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS,

SUBCOMMITTEE ON SECURITIES,
Washington, D.C.

The subcommittee met at 10 a.m., pursuant to call, in room 5302,
Dirksen Senate Office Building, Senator Harrison A. Williams, Jr.,
chairman of the subcommittee, presiding.
Senator WILLIAMS. We will come to order. The Securities Sub-

committee will return to consideration of the two bills that are
before us dealing with municipal securities full disclosure.

First this morning we have the Honorable Richard Carver, Mayor
of Peoria, Illinois, for the National League of Cities and the U.S.
Conference of Mayors; and the Honorable Jim Flaherty, Chairman
of the Allegheny County Board of Commissioners for the National
Association of Counties.

STATEMENT OF RICHARD CARVER, MAYOR, PEORIA, ILL., REPRE-
SENTING THE NATIONAL LEAGUE OF CITIES AND THE U.S.
CONFERENCE OF MAYORS

Mr. CARVER. Mr. Chairman, I'm Richard Carver, the mayor of
Peoria, Ill. I've got a written statement that I will not attempt to
read in its entirety this morning, but I will request that it be made
a part of the record in this particular hearing.
Mr. CARVER. What I will try to do is try to emphasize some of

what we personally believe to be the very important points relative
to this matter.
As the chairman of the National League of Cities Committee on

Effective Government, we have a policy committee that has juris-
diction over this particular issue. Our committee has not dealt with
it but it's still my opinion and the opinion of those that I have
talked to and I believe the opinion of the National League of Cities
and the U.S. Conference of Mayors that we are opposed to this
kind of control or suggestion of control over the municipal securi-
ties that are issued by local units of governanent in this nation.
We believe that the history of the issuance of municipal securi-

ties over the past 43 years supports this particular position. We
feel that the record of this type of security, the record of its safety,
the record that we have been able to generate the type of capital

(155)
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that's been needed by State and local units of government and further
the record of losses that have been actually had by those who have
invested in this type of security demonstrates that we have in fact
had an excellent type of program existent to date.
I think it's important to make added note, because it's my belief

and I think the belief of many, that this particular type of legisla-
tion has been brought forward because of the situation concerning
New York. We do think that was a unique type of circumstance.
The National League of Cities Board of Directors did establish a

policy statement concerning assistance to the city of New York.
I'd like to read that just for a moment to illustrate the type of
position that we have taken in matters of this sort and I think
underscore the fact that we believe as cities that this was a fairly
unique type of circumstance.
The policy statement read that the Congress and the administra-

tion should be prepared to assist a municipality to obtain either
credit during a financial emergency only if it is apparent that the
municipality and State government have exhausted all constitu-
tional, legal and fiscal remedies available under their respective
authorities. Assistance measures which may be appropriate in a
financial emergency should not be made a permanent feature of
Federal policy with regard to municipal bond financing.
I personally believe that the National League of Cities Board at

that time were trying to emphasize that they did not want a Fed-
eral involvement in the tax exempt municipal bond market and I
personally believe that they were stating that they felt that it was
inappropriate both in terms of the record as well as the future costs
in this particular market. There are 39,000 local units of govern-
ment that could be adversely affected by the type of legislation that
would add to their bond selling additional cost that in my opinion
would not be necessary.
There simply have not been recurrent abuses int his particular

area, Mr. Chairman, as you yourself pointed out, and we would
like to state that New York City has been not typical and it has
been very unusual. We believe that municipal bonds as a class are
an extremely safe investment and we believe as you have stated
that the Penn Central and W. T. Grant bankruptcies seldom occur
in the public sector. We think that State and local governments
provide an ultimate safety for the securities through the exercise
of the general tax authorities and we also believe that the normal
political processes associated with the issuance of State and local
government debt ensure close public scrutiny through hearings,
elections and referendums.
We also would like to make note of the fact that there already

exists antifraud provisions in the Securities Act and that certainly
if misrepresentations have taken place that this already provides a
mechanism that will take care of those kind of abuses. It's my belief
that the cost of this type of regulation at a time when the fiscal
problems of the cities are at their greatest, added cost of selling
municipal bonds would be a very unfortunate occurrence. Many
people in the fall of last year believed that the security market, the
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municipal security market, would be very adversely affected by the
New York City crisis and yet at that particular time the bond
index stood at 27.67 and today it's gone down 72 basis points to
6.95, and I might add that the city of Peoria just recently had a
sale of municipal securities below 6 percent which is not unusual
in our State. So we obviously do not agree that the impact of the
problem of New York City have in fact upset the market to the
extent that cities like ours and I would like to sugest the vast ma-
jority of the cities in the United States have found themselves un-
able to sell at what we would classify bonds at a reasonable rate.
I think it's important to point out that from 1935 to 1974 ap-

proximately $5 million of municipal debt has gone in default. This
represents 42 percent of the outstanding municipal debt at the end
of 1974. This figure is even further reduced when we take a look
at it in terms of what has actually been lost by the investor, which
amounts to approximately $10 million, 1/1,000 of the outstanding
municipal debt at the end of 1965.
We don't choose to pay higher interest rates, Mr. Chairman, and

we are vitally concerned about the individuals who purchase the se-
curities that we have to sell and we do think that there are needs
for having more uniform methods of reporting and I'm sure it will
be suggested this morning that there are mechanisms available for
such to take place.
In Illinois we are in the process right now of developing uniform

accounting procedures for all of the units of local government. I
happen to be a member of the State of Illinois Comptroller's Com-
mittee on municipal audit, and I can personally tell you that those
of us in local government and those in State government not only
recognize that where a problem exists something ought to be done,
but are taking affirmative actions to see that it occurs and I'd like
to personally believe that we should be given that opportunity prior
to any Federal intrusion in this area, and I would like to personally
believe that the Federal relationship should allow and also should
mandate that such should occur. It's my personal feeling-
Senator WILLIAMS. Say that again, please.
Mr. CARVER. I happen to think, Mr. Chairman, that the cities and

States ought to be given the opportunity to solve this particular
problem on their own and I happen to personally believe that the
Federal relationship, the concept of the relationship that I per-
sonally believe in in terms of the Federal Government with the
States and the cities, should allow this opportunity, and I happen
to personally believe in Illinois we are proving that such is the case.

Senator WILLIAMS. I thought you used the word "mandate" in
there.
Mr. CARVER. No sir I did not, and if I did I will withdraw the

statement.
Senator WILLIAMS. Did anybody else hear that?
Mr. CARVER. If I did, Mr. Chairman, I was only using it for

emphasis in terms of suggesting that this opportunity for solving
the problem at the local level ought to be allowed to occur, and I
think all of us recognize that there are some difficulties that have
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occurred but that they are quite few, quite small, and the impact
has been almost miniscule and rather than go much further with
this I think I'd like to close by stating that if given the opportunity
I'm sure the State of Illinois and the city of Peoria, and for that
matter all the cities of this Nation, will be moving ahead with their
own programs in the area of standard accounting and that the type
of market that has existed for municipal bonds is dramatically dif-
ferent than that that's always existed for private securities. The
mere fact that we need bond opinion by bond counsel iri. itself is
unique and the type of requirements there are those that have been
freely and not mandated by law, but simply mandated by practice,
recognizing that there is a need in this particular area, and I would
suggest that in the other aspects of the sale of municipal bonds
that will occur as well.
Thank you very much.
Senator WILLIAMS. Thank you very much, Mayor. I think we will

turn to Mr. Flaherty, but first let me just understand your repre-
sentative position here. I have you listed for the National League of
Cities and the U.S. Conference of Mayors. It is helpful to us to
know how an association liko the league or the U.S. Conference
comes to any position. Now we read in the paper, of course, of other
mayors, and there are mayors that recognize that the crisis has
highlighted the need for this approach to a new basic understanding
by investors of what they are investing in and that is municipals.
When was the last meeting on this of the U.S. conference or the

League of Cities?
Mr. CARVER. Well, Mr. Chairman, in my opening comments I

pointed out that the policy committee of the National League of
Cities, which I chair, has not met on this particular issue. So, as a
result, to try to tell you that anything more than an attempt to
evaluate the other positions of the League has taken together with
discussions with the significant number of mayors has taken place.
In fact it has not. I'm also an advisory board member of the U.S.
Conference of Mayors and in that capaicty we have discussed cer-
tainly issues that revolve around the problems of New York City,
the problem New York City had in the sale of its bonds and mu-
nicipal securities, the problem that New York City may have had
that would impact on the sale of municipal securities in other cities
and communities throughout this country and in those discussions
the very reason why I read the policy statement was to emphasize the
fact that the cities of this country have in fact adopted a policy
that they do not want intrusion into the municipal bond market.

Senator WILLIAMS. When was this now? Are you talking about
the League or the Conference right now?
Mr. CARVER. I'm sorry, Mr. Chairman. What was it?
Senator WILLIAMS. First, you said the league had not met on this

issue and the U.S. conference had informally discussed this.
Mr. CARVER. Mr. Chairman, don't misunderstand me. I'm talking

about the particular bill that's under discussion this morning, and
I'm talking about that issue in a more specific sense. In the general
sense, in Houston, the National League of Cities adopted a policy
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that states the Federal Government should not submit the local
government authority in its bond issuance procedures to the juris-
diction of the private security regulatory bodies, and that was
adopted in Houston by the National League of Cities in its total
convention.

Senator WILLIAMS. What page?
Mr. CARVER. In its stated policy. It's on page 5, Mr. Chairman.
Senator WILLIAMS. What does that mean, "should not submit?"

The Federal Government should not submit the local government
authority in its bond issuance procedures to the jurisdiction of the
private security regulatory bodies, what does that mean?
Mr. CARVER. I think more specifically, it's talking about the SEC,

and if you will note in the sentence just in advance of that, it states
that our position on the Tower amendment in the National League
of Cities is it's strongly opposed to the regulation of State and local
government issues by the SEC and then it goes on to embellish that
by relating the policy statement that has been adopted by the Na-
tional League of Cities in its convention.
Senator WILLIAMS. When was that meeting?
Mr. CARVER. The meeting was approximately a year ago, Mr.

Chairman.
Senator WILLIAMS. I see, long before S. 2969 was fashioned into

legislation and introduced. Really, this legislation, S. 2969, is more
than an invitation to the States to do the job. It clearly says that
when the States do, as North Carolina has done, and we have heard
this through almost every witness, gear up to provide to investors
just the rudiments of understanding what lies behind an issue, then
any Federal guidelines would be unnecessary. You say in Illinois
there is something germinating. What is it? Has the State legisla-
ture done anything with this?
Mr. CARVER. The State constitution, Mr. Chairman, adopted ap-

proximately 3 years ago mandated that there be uniform accounting
procedures and reporting procedures for all units of local govern-
ment.
Senator WILLIAMS. Now who is 
Mr. CARVER. The State comptroller is charged with that responsi-

bility.
Senator WILLIAMS. And could we have a copy of what he says

are uniform standards? That would be helpful.
Mr. CARVER. I will see that such a thing is made available, Mr.

Chairman, to the committee.
Senator WILLIAMS. In other words, all municipals are now op-

erating under uniform accounting standards?
Mr. CARVER. At this time they are not, Mr. Chairman, but that is

mandated and that will have to occur.
Senator WILLIAMS. And that is all that we are asking. That is

ultimately what we are asking for.
Mr. CARVER. Well, Mr. Chairman, in reading the bill, it suggests

that the commission-
Senator WILLIAMS. Before we come to that in the bill, if a mu-

nicipality does not conform to the accounting standards, does that
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mean they can't go to market?
Mr. CARVER. Well, it goes well beyond that, Mr. Chairman. In

the particular instance we're talking about, uniform accounting
procedures for all activities of municipal governments and local
government, and there will be actual audit procedures and the comp-
troller will be charged with coming in and making an audit of the
internal procedures and activities financially of the local government.
So the net result would be that when you go to market the informa-
tion would be available primarily because of a much greater re-
sponsibility that's been placed upon the units of local government
by the State.
Senator WILLIAMS. Is there any certification from the State that

a municipality has conformed?
Mr. CARVER. Yes, sir. They will, by making an internal audit,

either approve or disapprove the financial condition of that par-
ticular unit of local government. If they disapprove, obviously they
will make requirements that will necessarily have to be met in order
for them to get a clean audit, the very same sort of thing that occurs
in the private sector when you have a certified public accountant
firm come in and actually give you an unqualified audit.
Senator WILLIAMS. Well, it seems to me if this bill were in place

in Illinois and the State had to certify the municipality had con-
formed, why that is the sort of State law that would exempt that
State from the coverage of this bill. So therefore, I conclude that
we are not in disagreement that underwriters and investors ought
to have that certainty that there are clear accounting procedures
and that there should be disclosure of the basis for the issuance
of the bond; in other words, the financial condition of the munici-
pality.
Mr. CARVER. Well, Mr. Chairman, I think we are in very strong

disagreement as to whether the Federal Government ought to pre-
scribe the rules.

Senator WILLIAMS. No; I didn't say the Federal Government.
I'm saying the underwriter and the investor ought to know just
what he's asked to consider in bidding or buying.
Mr. CARVER. Well, I think investors have been able to make those

type of decisions in the past. I would agree with you that an in-
vestor ought to know those things that he feels are his need to know
and I would further suggest that that kind of a situation, given
the performance of the market in the last 43 years has existed and I
would suggest that where it has not existed that that's been almost
a unique occurrence. I myself have invested in a great variety 
Senator WILLIAMS. Well, these are unique times. I have been

here for 20 years or so and this is the first time I have seen—this
year, within the last 6 months—mayors—this morning paper carries
an article about the Mayor of Detroit—talking bankruptcy peril in
our great cities. He lists the other cities. So these are unique times.
Mr. CARVER. Mr. Chairman, I'm not even sure if the mayors of the

other cities that my friend Coleman Young has suggested would
necessarily agree that they are in as bad a shape as he's suggested
they are, but I think that what we're talking about gets right back
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to the very point that I made earlier. There are 39,000 units of
local government and these, with rare exceptions, have had abso-
lutely no problem, and the number might even be greater. Some
people tell me they don't know how many numbers there are. But
the need might be quite great for a city like New York, but those
of us in the rest of the Nation feel that to bring all of us in the $5
million limit, believe me, Mr. Chairman, brings a great number of
local government units under the control of the SEC if in fact this
legislation would be passed.
Senator WILLIAMS. What is the big new burden? I don't under-

stand resistance to something that seems so fundamental to an intel-
ligent investment community and the protection of investors, just a
fair disclosure of what you're asking the people to invest in.
Mr. CARVER. Well, if you take a look at your legislation, first it's

suggested that the commission will have the right to pass what—
I'm going to have to find—in accordance with such rules and regu-
lations as the commission finds are necessary or appropriate in the
public interest, and it goes on to expand that they can go well be-
yond the items that are just simply listed out. These are costly,
preparing the reports. For instance, in Illinois, if we had to pre-
pare a report on a municipal security on the basis of a Federal
guideline at the same time maintain all of your accounts on the
basis of a State guideline, and if those didn't happen to come to-
gether simply because the SEC decided that the rules in Illinois did
not adequately meet what they felt were necessary, we could have
a double burden. There are many units of Government who have
absolutely no problem in selling securities who have no problems in
staying behind those securities, and yet they would be caused to
bear the cost of uniform accounting according to a Federal guide-
line and making reports available and all the other attendant ad-
ministrative requirements, and each and every time adding to the
cost of preparing those bonds for the market. The suggestion that
I think we're trying to make in the statement that has been pre-
pared, you will note that there is an impact on the cost. We don't
know exactly what it is. We suspect no one else does either. We do,
however, feel that that's a very important thing to be developed
because I personally believe and I think the League of Cities and
the U.S. Conference of Mayors believe that as it is developed it
will be found that this is going to be a very important cost and it's
going to be quite a substantial cost being asked to be borne by
cities who have had absolutely no problem, not only in the sales of
their securities but the redemption of the same securities as well.
Senator WILLIAMS. Now, has the conference of Mayors met within

this year? Have they considered this bill?
Mr. CARVER. No, sir.
Senator WILLIAMS. How do you define your present liability?

You mentioned that the fraud provisions of the securities acts do
apply, and now we come to this question of the municipalities' liabil-
ities. Where you are operating under procedures and you have not
followed procedures and you are developing them in Illinois, what is
the situation on liability, civil liability, on the issuer?
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Mr. CARVER. It's my understanding, Mr. Chairman, that if in
fact knowing misrepresentation takes place, that under the 1933-34
acts there is, if you do in fact have a case of fraud, that the SEC
has the authority to prosecute under those conditions .and it's my
understanding that as a result in those types of misrepresentations
the financial information has been provided, there are penalties in-
volved.
Senator WILLIAMS. How about in cases where there isn't fraud

but there is a failure short of fraud at the municipal level? Do you
believe that suits could or should be possible against the munici-
pality?
Mr. CARVER. Mr. Chairman, that's I think speculation. Let's take

a look at the record. The record is that the occurrence of that kind
of an instance or condition has almost been nonexistent and the
underwriters—
Senator WILLIAMS. But the question is, whether as a matter of law,

this remedy should be available?
Mr. CARVER. I would have to suggest that taking into account

first that a bond opinion must be gotten before the bonds can be
sold, taking into account that the underwriters do very carefully
review every bond issue before it's sold, and taking into account
that if fraud actually takes place, there are penalties, now the ques-
tion then becomes, as I think you're suggesting, what happens when
fraud doesn't occur but unknowingly a misrepresentation takes
place, and what type of penalty or not necessarily a penalty, but
shouldn't the investor who's lost their money under those kind of
conditions have an opportunity to receive that money back.
Senator WILLIAMS. Recover in a damage suit, yes.
Mr. CARVER. And I would suggest that on the surface it would

have to appear that the logic would be in favor of the investor
having the opportunity because a misrepresentaion, even though it's
unknowing and not fraud, has taken place, that an investor ought
to have the right to get that money back.
But I think the point I'm trying to make this morning, Mr.

Chairman, is that if we take that to the extent that's suggested in
the bill and if we cause all of the units of local government to
have to conform to the standards that are set up and conform to
them on a uniform basis nationally, and if we take into account all
the costs that are attendant to that—and I happen to personally be-
lieve that those could be quite high—that our efforts to save those
very, very few investors who might potentially lose money is taking
a great deal more of the taxpayer's and the other investors' money
in accomplishing that goal.

Senator WILLIAMS. You are really reducing your arguments to
the additional cost burden. That's basically what you're talking
about.
Mr. CARVER. I'm bringing it basically down to the additional cost

burden to a question about the need, and finally I think for a re-
quest to allow the cities of this country to have an opportunity to
develop, if necessary, more uniform standards in this area, and I
think this morning there will be testimony from municipal finance
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officers suggesting that such is possible, and I would further sug-
gest that the very same process that took place that has now evolved
into the practice of obtaining a bond opinion from counsel concern-
ing the sale of municipal bonds which has not been by the way
mandated by law, can just as easily occur in the accounting and
reporting area as well.
Senator WILLIAMS. Thank you very much.
[Complete statement follows:]

STATEMENT OF RICHARD CARVER, MAYOR OF PEORIA, ILL., ON BEHALF OF THE
NATIONAL LEAGUE OF CITIES AND THE UNITED STATES CONFERENCE OF MAYORS

I am Richard Carver, Mayor of Peoria, Illinois, and I am testifying this
morning on behalf of the National League of Cities and the United States
Conference of Mayors. Together these two organizations represent nearly
15,000 municipal governments in all fifty states. Recently, I have been
appointed Chairman of the National League of Cities' Effective Government
Committee, which is the League's policy committee which has jurisdictions
over municipal bond financing issues. I can assure this Committee that the
legislative proposals being considered during these hearings will receive care-
ful scrutiny by my committee.
Mr. Chairman, in your remarks which accompanied the introduction of

S. 2969, the Municipal Securities Full Disclosure Act of 1976, you spoke of
the serious disruptions and uncertainties that have arisen in the municipal
bond market as a result of the New York City fiscal crisis—uncertainties that
have led to record high interest rates and cancellations, postponements, and
rejections of municipal bond issues. During the past six months, many
Members of Congress have become extremely concerned, not only about
New York City securities, but about the functioning of the bond market in
general. For perhaps the first time, the operations of this multi-billion
dollar market are being closely scrutinized by several Congressional Com-
mittees. Important questions are being asked about the adequacy of the tax-
exempt market—about its efficiency and equity and its ability to provide
adequate safeguards to investors and taxpayers.

All of these questions must be addressed, and the National League of Cities
and U.S. Conference of Mayors are prepared to work with the Congress in
developing appropriate remedies where necessary. For example, earlier this
year we testified before the House Ways and Means Committee and endorsed
legislation which would allow cities to issue taxable bonds, the interest on
which would be partially paid for by the federal government. This proposal,
which is commonly referred to as the taxable bond option, is designed to
insure an adequate supply of capital to the nation's cities and at the same
time improve the efficiency and equity of the bond financing mechanism.
However, our support for improvements in the capital financing system for

state and local governments must not be interpreted as an abandonment or
weakening of our continued commitment to the existing tax-exempt bond
market. During the past 40 years, this market has proven its ability to
generate the capital needed by state and local governments. And most im-
portantly, that capital has been provided in a manner which promotes
fiscal independence and rewards fiscal responsibility.
When examining the strengths and weaknesses of today's tax exempt bond

market, it is imperative that the conclusions that are drawn be based upon
the broadest possible study of the market and not simply upon the specific
difficulties associated with the New York crisis. While many of the fiscal and
economic difficulties which exist in New York City are also prevalent in other
cities, the financial emergency which engulfed New York was indeed unique.
During the height of the New York City crisis, many observers failed to make
a distinction between New York's specific difficulties and the financial plight of
other American cities. Those that failed to differentiate came forward with
proposed solutions to the New York crisis which would have been automatically
applicable to other governments. As Members of this Committee are well
aware, both the National League of Cities and U.S. Conference of Mayors
vigorously supported federal financial assistance for New York City. However,
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in so doing, we made some very careful and important distinctions. The NLC
Board of Directors' policy statement regarding the New York City crisis
illustrates this point. I quote:
"Congress and the Administration should be prepared to assist a munici-

pality to obtain needed credit during a financial emergency only if it is
apparent that the municipality and its state government have exhausted all
constitutional, legal and fiscal remedies available under their respective
authorities. Assiqtance measures which may be appropriate in a financial
emergency, should not be made a permanent feature of federal policy with
regard to municipal bond financing.
"In addition, municipal governments oppose a continuing system of federal

government guarantees or insurance of tax-exempt or taxable municipal
bonds."
Many critics of federal involvement in the New York crisis have claimed

that a precedent would be established and that city officials would line up
at the federal treasury demanding similar relief. The NLC Board, however,
made it abundantly clear that the nation's cities have no interest, and are
in fact opposed, to any across-the-board federal involvement in the tax-exempt
municipal bond market.
I bring this policy position to your attention because it underscores a very

real concern that we have—namely, that the New York City crisis may lead
to inappropriate federal involvement in the fiscal affairs of all state and local
governments. The issue before us today, the establishment of federal report-
ing and disclosure guidelines for the issuers of municipal bonds, is directly
related to the events surrounding the New York crisis. If that crisis had not
occurred, I believe the disclosure issue would never have been elevated to the
federal level. I point this out, not because I believe that accurate and complete
financial disclosure is simply a New York City problem, but because I fear that
the New York crisis may so dominate the discussion that erroneous and un-
fair conclusions may be drawn—conclusions that could adversely affect the
other 39,000 local governments in the country. As you, Mr. Chairman, stated
in your remarks which accompanied the introduction of S. 2969, "Forty-three
years of municipal finance coorroborates the continuing validity of the finding
that 'recurrent abuses' have not occurred—New York City being atypical and
unusual."
I hope these introductory remarks will serve as an appropriate framework

for our discussion of the legislative issues before us today. Members of this
Committee are well aware of our strong support for the Tower Amendment
which exempted states and local governments from reporting requirements
under the 1975 Securities Act Amendments. In a letter to this Committee, we
stated that without the Tower Amendment, "extensive and expensive report-
ing requirements would be imposed upon state and local issuers." We con-
cluded by saying: "Such reporting requirements would seriously hamper the
ability of local government to freely market their debt. We remain unper-
suaded that additional issuer Information requirements would serve any use-
ful purpose to a federally-mandated Municipal Rule-making Board."
In addition to our position on the Tower Amendment the National League

of Cities is strongly opposed to regulation of state and local government
issuers by the Security Exchange Commission. Our policy states, "The federal
government should not submit the local government authority and its bond
issuance procedures to the jurisdiction of the private security regulatory
bodies . ." We are in full agreement with those who argue that SEC
coverage, as envisioned in the Eagleton bill, S. 2574, should not be extended
to municipal bond issuers. The three reasons set forth in the introductory
remarks accompanying S. 2969 are precisely the same points we wish to make:

First, municipal bonds as a class are extremely safe investments. Penn
Central and WT Grant bankruptcies seldom occur in the public sector;
Secondly, state and local governments provide an ultimate safety for

their securities through the exercise of their general taxing authorities; and
Third, the normal political processes associated with the issuance of state

and local government debt ensure close public scrutiny through hearings,
elections and referendums.
The position of the National League of Cities and the U.S. Conference of

Mayors, however, goes beyond opposition to outright coverage by the Securi-
ties Acts of 1933 and 1934. We will vigorously oppose any attempt to regulate,
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directly or indirectly, state and local issuers through the Security Exchange
Commission. While we understand that the intent of S. 2969 is to minimize
the role of the SEC and to avoid "the formalities, administrative delays and
costs of full registration," the language of the legislation does not support
the stated. intent. For example:

Section 13A (a) (1) states that annual reports must be prepared in ac-
cordance with such rules and regulations as the SEC may prescribe."

Section 13A (a) (2) subparagraph J states that issuers shall be audited
by an independent public or certified accountant in "such a manner as the
Commission may prescribe."

Section 13A (b) (1) requires an issuer selling securities exceeding $5,000,000
to prepare a distribution statement "in accordance with such rules and regu-
lations as the Commission may prescribe."

Section 13A (d) grants the Commission authority to change the minimum
dollar amount that determines which issuers must comply with the reporting
and disclosure standards.

Section 13 A (f) (3) gives the Commission authority to ccntract for the
establishment of a central repository to receive and maintain all reports. All
such reports would be required to be filed in "accordance with such rules
and regulations as the Commission finds are necessary or appropriate in the
public interest."
I submit to the Committee that the discretionary authority granted to the

SEC under S. 2969 is tantamount to registration with the Commission. The
nation's cities cannot support such an approash.
I would like to return for a moment to the remarks which accompanied the

introduction of S. 2969. In those remarks the original reasons for public
issuers being exempt from the Securities Acts of 1933 and 1934 were discussed.
The statement identified three such reasons.

1. The rare instance of misrepresentation by municipalities.
2. The costs of SRC regulation that would be imposed upon state and

local government.
3. Sophistication by the investment community that permitted them to

protect their own interests.
During the past 40 years, a great deal of change has occurred in the

municipal bond market. However, we believe that the three basic reasons for
exempting public issuers in 1933-1934 are valid today. To those who support
SEC regulatory authority being extended to state and local government, we
must ask the following questions. If recurring misrepresentation of financial
information has occurred, why has the SEC failed to prosecute the offenders
under the anti-fraud provision of the original Securities Act? Are cities so
affluent today that the cost of regulation by the SEC is no longer a trouble-
some issue? Have the underwriters of municipal bonds lost their ability to
discriminate between a good and poor investment risk?
In addition, we must respectfully take issue with the Chairman's statement

that the historical concern that SEC regulation would increase costs to state
and local government has been superseded by a potentially more serious
concern—"the erosion of investor confidence." I can assure this Committee
that the imposition of federal regulations and their associated costs are just
as objectionable today as they were 40 years ago.
In analyzing the merits of the proposed legislation, the cost factors to

cities must not be overlooked. Over the years, the federal government, by
executive, legislative and judicial action, has mandated numerous require-
ments and responsibilities for local government without providing the necessary
financial resources to meet these added responsibilities. These requirements
have often had a negative and severe impact upon local budgets. It is clear
that the trend is toward more frequent and costly government regulations.
The impact of this increased federal involvement in local budgets must be
clearly understood if the current urban financial situation is to be well
managed.

Fiscal responsibility requires that the full costs of governmental programs
and regulations be publicly known. It is seldom that a federal agency con-
cerns itself with the cost effects of its decisions on state and local budgets.
I see little evidence that the SEC, which contains no local government
representation and is primarily oriented towards the corporate security
industry, would prove more sensitive to cost-impact than other federal
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agencies. Analyzing the cost of federal reporting and disclosure standards

must therefore rest with the Congress. Before proceeding, this Committee

must attempt to ascertain the costs to state and local government that the

various legislative alternatives would impose. Only then can the alleged bene-

fits of federal involvement in municipal bond financing be accurately assessed.

Given the conditions in the municipal bond market during 1975, a great

deal of concern has been expressed regarding investor confidence. This issue
appears to be at the core of the debate surrounding the adequacy of current

reporting and disclosure practices. All of us must be concerned about the

sudden rise in interest rates in the municipal bond market which occurred

during the past year. In October, the 20 Bonds Index of medium grade

securities reached a record-high of 7.67 percent. Clearly, the New York City

crisis and its "ripple effect" was one reason for these unprecedented rates. But

our analysis leads us to the conclusion that other factors were also Involved:

factors such as the withdrawal of commercial banks from the market, the

"crowding" in the market caused by sharp increases in pollution control

bonds, and the general rise in interest rates associated with the nation's

fiscal and monetary policies.
If lack of investor confidence continues to be a critical issue in the bond

market, then we should expect a continuation of record interest rates. How-

ever, since October 2, the 20 Bonds Index has declined by 72 basis points,

with the February 11 figure standing at 6.95 percent. The current rates

reveal that, with some exceptions, municipalities have had little trouble in

issuing their securities at significantly lower interest rates. Today, investor

fear of default appears to be minimal. Confidence has returned to the

market—a confidence that has dominated the municipal bond market for the

past 30 years. The statistics speak for themselves. From 1945-1974 approxi-

mately $500 million in municipal debt has gone into default. This repre-

sents only 0.42 percent of outstanding municipal debt at the end of 1974.

This figure is even further reduced when the permanent loss to the investor

is measured. It is estimated that from 1945-1965 that less than $10 million or

1/10,000 of outstanding municipal debt at the end of 1965 was permanently

defaulted.
The facts clearly show that the investor in municipal securities runs very

little risk of losing his or her investment. Are we not potentially getting

ourselves into a position of overkill as a result of the reaction to the

New York situation which, Mr. Chairman, you yourself have described as

being atypical?
Members of this Committee surely realize that no city official freely

chooses to pay higher interest rates. If providing more detailed financial in-

formation is a prerequisite to continued investor confidence, I can assure

you that the necessary information will be forthcoming. The National League

of Cities and U.S. Conference of Mayors fully support the current drive with-

in the bond market to insure complete and accurate financial disclosure.

We are extremely pleased with the initiatives taken by the Municipal Finance

Officers' Association in developing their Financial Disclosure Guidelines. Later

this morning you will have the opportunity to discuss this initiative with

them. We believe that these voluntary guidelines should be given the op-

portunity to work before federal intervention is seriously contemplated by the

federal government. The responsibility is now upon us to provide complete

and accurate financial data. I firmly believe that the higher standards of

financial disclosure being demanded by the investment community will be

voluntarily met.
Senator WILLIAMS. Mr. Flaherty.

STATEMENT OF JIM FLAHERTY, CHAIRMAN, ALLEGHENY COUNTY

BOARD OF COMMISSIONERS FOR THE NATIONAL ASSOCIATION OF

COUNTIES; ACCOMPANIED BY ALICEANN FRITSCHLER

Mr. FLAHERTY. rill Jim Flaherty, Chairman of the Board of
County Commissioners of Allegheny County, and I thank you for
the invitation to be here today representing the National Association
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of Counties (Naco) to discuss the proposals before your subcom-
mittee regarding disclosure requirements for issuers of municipal
securities. I am accompanied by Aliceann Fritschler, the deputy
director for Federal Affairs for the National Association of Coun-
ties.
I serve as chairman for tax policy on the Naco taxation and fi-

nance steering committee, which will be meeting at the end of March
to consider our position regarding the specific legislation before
your subcommittee. Today I want to discuss with you some general
principles regarding disclosure by State, county, and city issuers.
Also I would like to share with you the results of a recent bond sale
by Allegheny County which I think the subcommittee will find par-
ticularly interesting. We believe that by disclosing additional in-
formation the county was able to attract more bidders and save
approximately $2 million.
As you may know, there are 3,101 counties in the 'United States

but Allegheny County is the ninth largest serving 1.6 million people,
one-third of whom live in the city of Pittsburgh. I, myself, have
been in office less than 60 days.

After I was in office only 3 weeks, I was faced with the prospect
of opening bids for county general obligation bonds with only one
firm interested in bidding. I was advised at that time that the
customary sparse four-page bond prospectus—which we provided
as exhibit No. 1—for $27 million worth of bonds was insufficient.
Based on that original prospectus, which disclosed very little finan-
cial information about Allegheny County, the different bidders had
individually requested additional data by telephone for 2 weeks
prior to the intended bid opening. After consultation with bcond
counsel and review of recent Municipal Finance Officers Association
disclosure guidelines, the Allegheny County Commissioners decided
to delay the opening of bids for 2 weeks in order to resolve the lack
of information situation.
Up to this time the previous Board of Commissioners had de-

pended solely on maintaining a high bond rating with the bond
rating firms and did very little to improve financial disclosure. The
county comptroller and members of my staff went to New York
City and met with representatives and municipal bond analysts
from 10 major municipal bond bidders. Upon their return, the
county developed a "full disclosure" prospectus for official state-
ment which was expanded from the 4-page statement to 24 pages of
information which has been provided to you as exhibit No. 2, and
which is based on the published disclosure guidelines of the MFOA
which was done on a voluntary basis.
I am happy to relate to you that as a result of these efforts,

Allegheny County received four bids from four independent mu-
nicipal bond syndicates at an interest rate more favorable than a
previous interest rate received by Allegheny County 4 years before.
We have calculated that by delaying the opening bids for 2 weeks
along with preparing a full disclosure statement, my county saves
approximately $2 million over the 30-year life of the bonds offered.
This anecdote is intended to demonstrate before this subcommittee
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that local governments can respond effectively to the requirements
of full disclosure and remain financially solvent.
We realize that the proposals being made regarding fuller dig,

closure are a direct result of the financial problems of New York
City. Although the problems of New York City have had an im-
pact on some cities' and counties' abilities to borrow funds at a
reasonable rate, not all governments have been affected or found it
more difficult to borrow. In fact, some issuers have found it easier
to borrow because their credit ratings were excellent.
The National Association of Counties strongly supported Federal

assistance for New York City on an emergency basis because our
members felt that the city's problems were so severe and unique that
a Federal guarantee was needed for taxable bonds issued by that
city.
However, our recent experience in Allegheny County seems to

show that the bond market has settled down and that by fully
disclosing all pertinent information investors will be available for
higher quality municipal issues. We believe it is important that the
Congress not overreact to the New York City situation and impose
a great many requirements and reports on all States, counties and
cities—the majority of whom are still able to borrow funds at fair
rates.
Although strict regulation and registration on a national basis

is required of corporate issuers in the private sector, we do not
believe that such regulation is required for State, county, and city
issuers. The specter of paperwork, redtape and its attendant costs
which would be imposed on States, counties, and cities by such reg-
istration is not appealing. The right of local self-determination is
certainly a fundamental part of our American system. National
Association of Counties American county platform states that na-
tional action should be reserved for residual participation where
State and local governments are not fully adequate and for the
continuing responsibilitiPs that only the national government can
undertake. I might point out to you that back in July the National
Association of Counties had their annual meeting and passed as
part of its basic statement of philosophy and policy the following
statement:
Leave to private initiative all the functions that citizens can perform

privately. Use the level of government closest to the community for all

public functions it can handle. Utilize cooperative intergovernmental agreements
where appropriate to attain economical performance and popular approval.

Reserve national action for residual participation where State and local
governments are not fully adequate and for the continuing responsibilities
that only the national government .can undertake.

Mr. FLAHERTY. We do not believe that there is a need for Federal
regulation of State and local issuers at this time. We believe that
counties, cities, and States should be free to develop their own op-
erating policies in all programs not financed wholly or substantially
by Federal or State funds, providing that these policies are set
forth in writing.
The Steering Committee of which I'm a part met 2 weeks ago.

In fact, it met on the day our county's bond issue 'results came in.
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So we have met recently on this matter and on this philosophy
and what you are now being presented is a statement of the National
Association of Counties and that Steering Committee. We intend
to meet again in March to prepare a broader statement and to
take a further position on all of the legislation. My function was
to reveal to them the Allegheny County experience that full dis-
closure is beneficial, that it can be done voluntarily, that there
isn't a need for the Federal Government to enter into another area.
In fact, in our State

' 
I actually think that we may be exempt from

your regulation. We have a local debt limit act and under our local
government debt limit act we have to receive State approval before
we can borrow any money because there are certain requirements
that we have to meet based on our tax position and our revenue
position over the past 5 years on a formula basis. But I still think
that this is not an area in which there is a need for Federal inter-
vention and I think that is supported by the position of the National
Association of Counties.
[Complete statement follows:]

STATEMENT BY JIM FLAHERTY, CHAIRMAN OF THE BOARD OF COUNTY
COMMISSIONERS, OF ALLEGHENY COUNTY PENNSYLVANIA

Mr. Chairman, I am Jim Flaherty, Chairman of the Board of County Com-
missioners of Allegheny County, Pennsylvania. I am pleased to be here today
representing the National Association of Counties (NACo) to discuss the
proposals before the Subcommittee regarding disclosure requirements for issuers
of municipal securities. I am accompanied by Aliceann Fritschler, Deputy
Director of Federal Affairs for the National Association of Counties.
I would like to thank the Chairman and Senator Tower for being willing

to discuss their proposals with state, county and city officials who are so vitally
affected by them.
I serve as Chairman for Tax Policy on the NACo Taxation and Finance

Steering Committee, which will be meeting at the end of March to consider
our position regarding the specific legislation before your subcommittee. Today
I want to discuss with you some general principles regarding disclosure by
state, county and city issuers. Also, I would like to share with you the results
of a recent bond sale by Allegheny County which I think the Subcommittee
will find particularly interesting. We believe that by disclosing additional
Information the County was able to attract more bidders and save approximate-
ly $2 million.

After only three weeks as Chairman of the Board of Commissioners of
Allegheny County, I was faced with the prospect of opening bids for county
general obligation bonds with only one firm interested in bidding. I was advised
at that time that the customary sparce four-page prospectus (which we pro-
vided as Exhibit 1) for $27 million worth of bonds was insufficient. Based on
that original prospectus, which disclosed very little financial information
about Allegheny County, the different bidders had individually requested
additional data by telephone for two weeks prior to the intended bid opening.
After consultation with bond counsel and review of recent Municipal Finance
Officers Association disclosure guidelines, the Allegheny County Commissioners
decided to delay the opening of bids for two weeks in order to resolve the lack
of information situation.
Up to this time the previous Board of Commissioners had depended solely

on maintaining a high bond rating with the bond rating firms and did very
little to improve financial disclosure. The County controller and members of
my staff went to New York City and met with representatives and municipal
bond analysts from ten major municipal bond bidders. Upon their return, the
County developed a "full disclosure" prospectus for official statement which
was expanded to 24 pages of information (provided as Exhibit 2) based on
the published disclosure guidelines of the MFOA.
I am happy to relate to you that as a result of these efforts, Allegheny

County received four bids from four independent municipal bond syndicates at



170

an interest rate more favorable than a previous interest rate received by
Allegheny County four years before. We have calculated that by delaying the
opening bids for two weeks along with preparing a full disclosure statement,
my County saved approximately $2 million over the 30-year life of the bonds
offered. This anecdote is intended to demonstrate before this Subcommittee
that local governments can respond effectively to the requirements of full
disclosure and remain financially solvent.
We realize that the proposals being made regarding fuller disclosure are a

direct result of the financial problems of New York City. Although the problems
of New York City have had an impact on some cities' and counties' abilities to
borrow funds at a reasonable rate, not all governments have been affected or
found it more difficult to borrow. In fact, some issuers have found it easier to
borrow because their credit ratings were excellent.
The National Association of Counties strongly supported federal assistance

for New York City on an emergency basis because our members felt that the
city's problems were so severe and unique that a federal guarantee was needed
for taxable bonds issued by that city.
However, our recent experience in Allegheny County seems to show that the

bond market has settled down and that by fully disclosing all pertinent
information investors will be available for higher quality municipal issues.
We believe it is important that the Congress not overreact to the New York
City situation and impose a great many requirements and reports on all states,
counties and cities—the majority of whom are still able to borrow funds at fair
rates.
Although strict regulation and registration on a national basis is required of

corporate issuers in the private sector, we do not believe that such regulation
is required for state, county and city issuers. The specter of paper work, red
tape and its attendant costs which would be imposed on states, counties, and
cities by such registration is frightening. The right of local self-determination
is certainly a fundamental part of our American system. NACo's American
County Platform states that national action should be reserved for residual
participation where state and local governments are not fully adequate and
for the continuing responsibilities that only the national government can
undertake. We do not believe that there is a need for federal regulation of all
state and local issuers.
We believe that counties, cities and states should be free to develop their

own operating policies in all programs not financed wholly or substantially by
federal or state funds, providing that these policies are set forth in writing.
The Allegheny County experience demonstrates that investors in municipal

bonds are helping make the system strong by requiring more information and
by evaluating local government credit in the same way as they evaluate the
credit of private businesses.
My recent experience with the bond sale in Allegheny County has shown me

that disclosure of more information was beneficial to our county and all its
taxpayers. I believe that elected officials at the state, county and city level
are ready and willing to provide timely and detailed information concerning
bond issues. The National Association of Counties has agreed to join with the
Municipal Finance Officers' Association and other concerned groups to develop
a meaningful set of disclosure guidelines which can be used by all issuers.
We hope that the members of the Subcommittee and their staffs will join

with our associations in working together to formulate meaningful workable
guidelines for disclosure by all issuers that will not unduly burden our govern-
ments or interfere with state and local decisionmaking. We feel this kind of
approach could serve as a model for problem solving in many areas where
there is concern by federal officials but where operational responsibilities rest
solely with state and local officials.
It is important to remember that there are a wide variety of state and local

government organization and financing mechanisms. We would oppose any
national system which might unnecessarily impose restrictions on either local
organization or financing. We urge the subcommittee to follow the advice given
by Senator Tower that "an approach be taken that preserves, to the maximum
extent possible, the rights of state and local governments and the use of
market forces."
We think these hearings are a good start toward coming up with solutions

for disclosure problems that exist now and appreciate this opportunity to be
heard.
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General Obligation Bonds

ALLEGHENY COUNTY BONDS
ISSUE OF MARCH 1, 1976 Amount

SERIES C-24 $27,000,000

SALE OF BONDS
$27,000,000

COUNTY OF ALLEGHENY, PENNSYLVANIA
GENERAL OBLIGATION BONDS, SERIES C-24

Sealed proposals for the purchase of all, but not less than all, of $27,000,000 par value general obligations coupon
bonds of the County of Allegheny, Pennsylvania, will be receieved by the undersigned County Controller or his Deputy
at the office of the County Controller, Room 104, Court House, Pittsburgh, Pennsylvania, until 10:00 o'clock A.M.,
Pittsburgh local time, on Thursday, January 22, 1976, without adjournment of the hour of receipt, and will be opened and
considered immediately thereafter by the County Controller or his Deputy and the County Commissioners, in the meeting
room of the County Commissioners, 410 Court Hou., Pittsburgh, Pennsylvania.

All of said bonds are registrable as to principal only and are dated March 1, 1976, and are of the denomination
of $5,000.

The maturities of the series of bonds is as follows: $900,000 on March 1 of the years 1977 to 2006, both inclusive, with
interest payable March 1 and September 1 in each year, commencing September 1, 1976. The interest on and principal of the
bonds will be payable at the office of the County Controller, Pittsburgh, Pennsylvania. The cost of printing the bonds will
be paid by the County of Allegheny.

The County will pay or refund any tax (except gift, succession or inheritance tax) which may be legally levied or
assessed upon the bonds or upon the debt secured thereby under any present or future law of the Commonwealth of
Pennsylvania.

The Ordinance authorizing the bonds establishes a sinking fund into which the County shall pay all monies required
for debt service and from which the bonds shall be paid.

The County of Allegheny reserves the right to call, redeem and pay on March 1, 1986, or on any interest payment
date thereafter, in the inverse order of their stated maturity dates, and by lot within a maturity, any or all of the bonds
maturing on or after March 1, 1987, or not less than thirty (30) days notice to the holders thereof, upon payment of
the applicable redemption price as set forth in the following schedule, in each case together with accrued interest to the
date fixed for redemption:

If Redeemed During the Redemption Price
Following Periods (Percentage of

(Both Dates Inclusive) Principal Amount) 

March 1, 1986 to February 29, 1988  102 %
March 1, 1988 to February 28, 1990  101%%
March 1, 1990 to February 29, 1992  101 %
March 1, 1992 to February 28, 1994  100% %
March 1, 1994 and thereafter  100 Cr

Each bid shall specify a single rate of interest which all of the bonds offered for sale are to bear, expressed in a
multiple of one-eighth of one per centum. Proposals must be unconditioned and for the total of the issue, aggregating
$27,000,000, and must be upon blank forms which will be furnished by the County Controller upon application. Each
bid shall be enclosed in a sealed envelope marked on the outside "Proposal for Allegheny County Bonds" and must be
accompanied by a certified check or official bank check payable to the order of the County of Allegheny, Pennsylvania,
for $540,000 as security for the performance of such bid. No bid for less than par and accrued interest will be accepted.

The bonds will be awarded to the highest responsible bidder, who shall be the one, who having complied with the
conditions of sale, offers to take all of the bonds at the lowest net interest cost to the County, calculated by the
street method as defined in Section 709 of the "Local Government Unit Debt Act", Act 185 of 1972, as amended.

The sale of these bonds is subject to the approval of the proceedings authorizing the bonds by the Department of
Community Affairs of the Commonwealth of Pennsylvania.

In the event that prior to the delivery of the bonds, the interest received by private holders from bonds of the same
type and character shall be taxable by the terms of any Federal income tax law, the successful bidder, may at his election,
be relieved oi his obligation under the contract to purchase the bonds and in such case the deposit accompanying his bid
shall be returned.

The successful bidder will be furnished with the unqualified approving opinion of Messrs. Baskin, Boreman, Wilner,
Sachs, Gondelman & Craig, Pittsburgh, Pennsylvania, to the effect, inter alia, that the bonds are valid general obliga-

tions of the County of Allegheny, and that the County of Allegheny, pursuant to Act No. 185 approved July 12, 1972,

has covenanted with the holders, from time to time, of the bonds and the coupons, that the County shall include the

amount of the debt service charges, for each fiscal year in which said sums are payable, in its budget for each year and

shall appropriate such amount to the payment of such debt service, and shall duly and punctually pay the principal of

every bond and the interest thereon at the dates and places and in the manner stated on the bonds and coupons, according

to the intent and meaning thereof, and that the County of Allegheny pledges its full faith, credit and taxing power, and

that the covenant shall be specifically enforceable. A copy of the text of such opinion will be printed on the reverse of

each bond. The County of Allegheny will also furnish the usual closing papers, including a certificate that there is no

litigation pending affecting the validity of the bonds. These bonds will be delivered to the purchaser of the same at

Pittsburgh, Pennsylvania, or New York City, New York, or other mutually agreeable location on or about March 1, 1976

as may be agreed upon by the said purchaser and the authorities of the County, against payment in immediately available

federal funds in Pittsburgh.
The right is reserved to deliver a temporary bond or bonds, the same to be exchanged for definitive bonds as soon

as same are prepared and executed.
The County of Allegheny reserves the right to reject any and all bids.

Alexander J. Jaffurs, Solicitor
County of Allegheny
Jones Law Building Annex
Ross Street
Pittsburgh, Pennsylvania 16219

JOHN P. LYNCH
County Controller



172

Debt Statement
of the County of Allegheny as of December 31, 1975

As Required By Local Government Unit Debt Act No. 185 of 1972

Gross Revenue—Year 1972   $119,621,619.72

Gross Revenue—Year 1973   152,141,954.34

Gross Revenue—Year 1974  148,373,635.07

Total  420,137,209.13

Average   $140,045,736.38

MULTIPLES TO DETERMINE GROSS BORROWING CAPACITY

For Counties: 300%   $420,137,209.14

For Counties With Lease Rental Debt: 350%   490,160,077.33

For Financing Capital Facilities Relating to Specific County-Wide

Functions and Responsibilities: Additional 100%   140,045,736.38u)

STATEMENT OF INDEBTEDNESS

GROSS COUNTY DEBT

Bonds Issued and Outstanding:
Electoral   $ 88,412,000.00
Non-Electoral  253,918,200.00 $342,330,200.00

Uncompleted Bond Contracts:
Electoral   $ 270,846.03
Non-Electoral  5,189,918.82 5,460,764.85

Bond Anticipation Notes   14,000,000.00

Early Action Program—Port Authority:
Contractual Obligations   6,201,225.00.0)

Capital Improvement Grant—Port Authority—Phase IV $ 60,637.00.

Total Gross County Debt   $368,052,826.85

Less: Electoral Debt   88,412,000.00

GROSS COUNTY NON-ELECTORAL DEBT   $279,640,826.85

Offsetting Credits

Bond Reserves:
Electoral   $ 270,846.03

Non-Electoral     $ 270,846.03

Current Debt Service Appropriation   123,544.69

Delinquent Taxes-662/3% Collectible   7,276,454.78

Subsidized Debt  

Accounts Receivable   2,178,244.34

Total Offsetting Credits  9,849,089.84

T . • 269,791,737.01

Add: Interest—Non-Plectroral  109,544.69

NET COUNTY NON-ELECTORAL DEBT  $269,901,281.70
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• STATEMENT OF INDEBTEDNESS (Continued)
GROSS LEASE RENTAL DEBT
Bonds Issued and Outstanding:

Auditorium Authority  $ 7,965,000.00
TOTAL GROSS LEASE RENTAL DEBT  $7,965,000.00

Offsetting Credits
Current Debt Service Appropriation  $ ' —
Subsidized Debt  2,000,000.00

Total Offsetting Credits  $2,000,000.00
NET LEASE RENTAL DEBT   $5,965,000.00

NET COUNTY NON-ELECTORAL DEBT  $269,901,281.70
NET LEASE RENTAL DEBT  $ 5,965,000.00

TOTAL NET DEBT  $275,866,281.70

APPROPRIATIONS-1975
Bond Federal Revenue

County Road Park Interest, etc. Liquid Fuel Sharing Total

Budget 1975..599,247,409.84 $4,030,528.07 $2,975,460.13 $35,161,432 85

MILLAGE

$3,778,191.16 $14,211,000.00 $159,404,022.05

1975 1974_

County  47/2 45/s
Road  3/4 %
Park  % %
Bond Interest, Etc.  71/2 6%

131/2 121/4
Institution District  2 31/4

Total   151/2 151/2
POPULATION-1970 Census   1,605,016
POPULATION-1960 Census   1,628,587

NOTE:
1. This capacity not needed for this issue; a portion was used for an earlier bond issue.
2. November 30, 1975 balances used—Final year-end balances unavailable until year-end audit

completed.
3. This represents the amount awarded under third party contracts. The County's ultimate long-

range commitment of $52,348,940.00 for Phases I, II, and III of the Early Action Program
would mature into debt only as work progresses over the years. Moreover, one-half of the
County's commitment will be offset by Commonwealth of Pennsylvania's contributions as au-
thorized by the General Assembly in the 1971 Session.

4. Non-electoral debt of the County as of December 31, 1975 for capital costs of the Community
College is $5,455,000.00. The subsidized portion of this debt, or $2,727,500.00 was not recognized
as an offsetting credit. This portion of debt could be excluded as subsidized debt under Section
204 of the Local Government Unit Debt Act but application for this exclusion has not been made.

REMARKS

There is no litigation pending or threatened concerning the validity of these bonds. All legal details
pertaining to said bonds have been passed upon by Messrs. Baskin, Boreman, Wilner, Sachs, Gondelman
& Craig, of Pittsburgh, Pa., Bond Counsel, and the Solicitor for Allegheny County, and the successful
bidder will be furnished with a certified copy of Bond Counsel's written opinion stating that the bonds
are valid and binding general obligations of said County of Allegheny, payable from its revenues in-
cluding ad valorem taxes levied on all taxable property within the county, and that the county has
power to levy taxes on the taxable real property therein for the payment of these bonds without limita-
tion of rate or amount, and has covenanted to pay same as provided by Section 404 of the Local Govern-
ment Unit Debt Act, No. 185 of 1972, which covenant is specifically enforceable. The bond issue is for
the purpose of providing funds to retire bond anticibation notes, dated August 28, 1975, in the amount
of $14,000,000, and to partially finance the 1975-76 Capital Improvement Program.

The interest on and principal of the bonds be payable at the office of the Controller of the
County of Allegheny, Pittsburgh, Pennsylvania.

NOTE: In Submitting Bid use Proposed Blank on reverse side of this sheet.

69-141 0 - 76 - 12
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ALLEGHENY COUNTY BONDS •
ISSUE OF MARCH 1, 1976

Amount

General Obligation Bonds SERIES C-24 $27,000,000

Pittsburgh, Pa. January .., 1976

To the County Commissioners and County Controller
of Allegheny County, Pennsylvania.

Gentlemen:

Subject to all the conditions set forth in the offering of bonds hereto

attached, we submit the following bid for the above Allegheny County Bonds,

aggregating $27,000,000.

This bid is based upon an interest rate of  70•

The bid for all or none of the bonds above mentioned is $ 

 , together with accrued interest thereon to date

of delivery computed on a basis of 360 days to the year.

We enclose herewith a duly certified check or official bank check,

payable to the order of the County of Allegheny, Pennsylvania, for $540,000

to secure the County against any loss resulting from our failure to comply

with the terms of this bid. It is understood that no interest will be allowed

upon this deposit.

For the information of the County only, and not as part of this proposal,

the undersigned calculates that the net interest cost under this proposal,

in conformity with the aforesaid public invitation, is $ 
or  % per annum.

Said bonds are to be duly and legally executed and issued as evidenced

by a certified copy of the written legal opinion of Messrs. Baskin, Bore-

man, Wilner, Sachs, Gondelman & Craig, Pittsburgh, Pennsylvania, and are

to be delivered to us on March 1, 1976 at a place agreed upon between our-

selves and the authorities of said County, against payment in immediately

available federal funds in Pittsburgh.

,Signature of Bidder
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$27,000,000

ALLEGHENY COUNTY, PENNSYLVANIA

GENERAL OBLIGATION BONDS

DATED: March 1,1976

COUNTY COMMISSIONERS

Jim Flaherty, Chairman
Thomas J. Foerster
Robert N. Peirce, Jr.

COUNTY CONTROLLER

John P. Lynch

DIRECTOR OF BUREAU OF ACCOUNTS AND STATISTICS

Nicholas Stabile

COUNTY SOLICITOR

Alexander J. .'affurs, Esq.

LEGAL OPINION

Baskin, Boreman, Wilner, Sachs, Gondelman & Craig
Pittsburgh, Pennsylvania

Bids Received
Office of County Controller
Room 104, Courthouse
Pittsburgh, Pa. 15219,
to 10 A.M., February 11, 1976.
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ALLEGHENY COUNTY BONDS
ISSUE OF MARCH 1, 1976 Amount

General Obligation Bonds SERIES C-24 $27,000,000

SALE OF BONDS
927,000,000

COUNTY OF ALLEGHENY, PENNSYLVANIA
GENERAL OBLIGATION BONDS, SERIES C-U

Sealed proposals for the purchase of all, but not less than all, of $27,000,000 par value general obligations coupon
bonds of the County of Allegheny, Pennsylvania, will be receieved by the undersigned County Controller or his Deputy
at the office of the County Controller, Room 104, Court House, Pittsburgh, Pennsylvania, until 10:00 o'clock A.M.,
Pittsburgh local time, on Wednesday, February 11, 1976, without adjournment of the hour of receipt, and will be opened and
considered immediately thereafter by the County Controller or his Deputy and the County Commissioners, in the meeting
room of the County Commissioners, 410 Court House, Pittsburgh, Pennsylvania.

All of said bonds are registrable as to principal only and are dated March 1, 1976, and are of the denomination
of $5,000.

The maturities of the series of bonds is as follows: $900,000 on March 1 of the years 1977 to 2006, both inclusive, with
interest payable March 1 and September 1 in each year, commencing September 1, 1976. The interest on and principal of the
bonds will be payable at the office of the County Controller, Pittsburgh, Pennsylvania. The cost of printing the bonds will
be paid by the County of Allegheny.

The County will pay or refund any tax (except gift, succession or inheritance tax) which may be legally levied or
assessed upon the bonds or upon the debt secured thereby under any present or future law of the Commonwealth of
Pennsylvania.

The Ordinance authorizing the bonds establishes a sinking fund into which the County shall pay all monies required
for debt service and from which the bonds shall be paid.

The County of Allegheny reserves the right to call, redeem and pay on March 1, 1986, or on any interest payment
date thereafter, in the inverse order of their stated maturity dates, and by lot within a maturity, any or all of the bonds
maturinir, on or after March 1, 1987, on not less than thirty (30) days notice to the holders thereof, upon payment of
the applicable redemption price as net forth in the following schedule, in each case together with accrued interest to the
date fixed for redemption:

If Redeemed During the Redemption Price If Redeemed During the Redemption Price
Following Periods • (Percentage of Following Periods (Percentage of

(Roth Dates inclusive) Principal Amount) (Roth Dates Inclusive) Principal Amount)
March 1, 1986 to February 29, 1988 102 % March 1, 1992 to February 28, 1994 10014%
March 1, 1988 to February 28, 1990 1014'7, March 1, 1994 and thereafter  100 %
March 1, 1990 to February 29, 1992 101 %

Each bid shall specify a single rate of interest which all of the bonds offered for sale are to bear, expressed in a
multiple of one-eighth of one per centum. Proposals must be unconditioned and for the total of the issue, aggregating
$27,000.000, and must be upon blank forms which will be furnished by the County Controller upon application. Each
bid shall be enclosed in a sealed envelope marked on the outside "Proposal for Allegheny County Bonds" and must be
accompanied by a certified check or Official bank check payable to the order of the County of Allegheny, Pennsylvania,
for $540,000 as security for the performance of such bid. No bid for less than par and accrued interest will be accepted.

The bonds will be awarded to the highest responsible bidder, who shall be the one, who having complied with the
conditions of sale, offers to take all of the bonds at the lowest net interest cost to the County, calculated by the
street method as defined in Section 709 of the "Local Government Unit Debt Act", Act 185 of 1972, as amended. (a)

The sale of these bonds is subject to the approval of the proceedings authorizing the bonds by the Department of
Community Affairs of the Commonwealth of Pennsylvania.

In the event that prior to the delivery of the bonds, the interest received by private holders from bonds of the same
type and character shall be taxable by the terms of any Federal income tax law, the successful bidder, may at his election,
be relieved of his obligation under the contract to purchase the bonds and in such case the deposit accompanying his bid
shall be returned.

The successful bidder will be furnished with the unqualified approving opinion of Messrs. Baskin, Boreman, Wilner,
Sachs, Gondelman & Craig, Pittsburgh, Pennsylvania, to the effect, inter ails, that the bonds are valid general obliga-
tions of the County of Allegheny, and that the County of Allegheny, pursuant to Act No. 185 approved July 12, 1972,
has covenanted with the holders, from time to time, of the bonds and the coupons, that the County shall include the
amount of the debt service charges, for each fiscal year in which said sums are payable, in its budget for each year and
shall appropriate such amount to the payment of such debt service, and shall duly and punctually pay the principal of
every bond and the interest thereon at the dates and places and in the manner stated on the bonds and coupons, according
to the intent and meaning thereof, and that the County of Allegheny pledges its full faith, credit and taxing power, and
that the covenant shall be specifically enforceable. A copy of the text of such opinion will be printed on the reverse of
each bond. The County of Allegheny will also furnish the usual closing papers, including a certificate that there is no
litigation pending affecting the validity of the bonds. These bonds will be delivered to the purchaser of the same at
New York City, New York, or other mutually agreeable location on or about March 31, 1976 as may be agreed upon by the
said purchaser and the authorities of the County, against payment in immediately available federal funds in Pittsburgh.

The right is reserved to deliver a temporary bond or bonds, the same to be exchanged for definitive bonds as soon
as same are prepared and executed.

The County of Allegheny reserves the right to reject any and all bids.
JOHN P. LYNCH

Alexander J. Jaffurs, Solicitor, County of Allegheny County Controller
Jones Law Building Annex, Ross Street
Pittsburgh, Pennsylvania 15219

(al .11nder the street method a dollar amount shall be determined by computing the total amount of intereut payable mer the life of the series
to stated maturity dates or earlier mandatory call dates and subtracting therefrom the amount of any premium paid above the aggressss principal
amount of the bonds or notes. or adding thereto the amount of any discount lawfully allowed in the sale.-

- For a series sold under the street method the net interest rate shall be determined by dividing the net interest cost by the product ofs
II one thousand dollars 151.0001 multiplied by It, the number of bond vmrs from the date of the bonds or notes to the stated maturity or earlier

mandatory cat dates. A bond year shall be one full year that one thousand dollars (11.000) of principal amount shall be outstanding and less than
full years shall be fractionalised on a three hundred and sixty-five-day Year Mai, 1972. Jule 12, No. Nib. i709.
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OFFICIAL STATEMENT

OF ALLEGHENY COUNTY, PENNSYLVANIA

Relating to

$27,000.000 GENERAL OBLIGATION BONDS

This Official Statement, which includes the cover page. has been prepared by Allegheny County, Penn-
sylvania (the "County") in connection with the sale of $27,000.000 aggregate principal, amount of General Obli-
gation Bonds (the "Bonds").

DESCRIPTION OF THE BONDS

The Bonds are general obligations of the County. The County pledges its full faith, credit and taxing
power. By section 404 of the Pennsylvania Local Government Unit Debt Act (1972. July 12, No. 185, as
amended), the Authorizing Ordinance is required to contain a covenant that proper budgetary provisions will
be made each year for the debt service and that the County shall appropriate annually the necessary amounts
to the debt service and levy the required taxes. This covenant is specifically enforceable. The County has
unlimited tax power for debt service purposes, under the terms of the Second Class County Code (1953. July 28,
P. L. 723). This statutory taxing power renders the specifically enforceable covenant specially meaningful.

The Bonds, as indicated in the offering, are in denominations of $5,000, dated March 1, 1976, with
maturities ranging from March 1, 1977 through March 1, 2006.

AUTHORIZATION AND PURPOSE

The Bonds are issued pursuant to the Constitution and statutes of the Commonwealth of Pennsylvania,
particularly as set forth in the Local Government Unit Debt Act, Act 185 of 1972, as amended.

The Local Government Unit Debt Act authorizes local debts, but also imposes limitations on borrowing
capacity.

A County may incur new debt if the aggregate net principal amount of the non-electoral debt of the County
does not exceed three hundred percent of its borrowing base. An additional one hundred percent of the bor-
rowing base is authorized for certain specific county-wide projects such as public health, hospitals, sewage,
pollution, flood control, highways, public transportation, education, water systems, and similar projects.

Where lease rentals are included, the basic three hundred percent of borrowing capacity is increased to
three hundred fifty percent.

"Electoral debt" is all debt incurred with the assent of the electors, whereas "non-electoral" debt means
all debt other than electoral or rental debt. The term "borrowing base" means the annual average of the total
revenues for the three full fiscal years ended next preceding the incurring of the non-electoral debt. A non-
electoral debt is incurred under the terms of the law when the first ordinance authorizing the debt has bm-1
adopted.

On December 18, 1975, the County Commissioners of Allegheny County, being the legislative and execu-
tive officers of the County, adopted the necessary ordinance authorizing the $27,000,000 bond issue.

Purpose

The $27 Million bond issue is designed to repay S14 Million in bond anticipation notes sold on August 28,
1975, due March 1, 1976, and extended in accordance with the "roll over" provisions of the Local Govern-
ment Unit Debt Act. The balance of the funds will be used to finance the remainder of the 1975-76 County
Capital Improvements Program.

3



179

The $27 Million bond sale will be distributed as follows: (.These figures include the $14 Million in bond

anticipation notes)

Account Bank Loan* Remainder Total

Bridge Bonds  $ —0— $1,800,000 $ 1,800,000

Road Bonds  2,400,000 —0-- 2,400,0(0)

County Building Bonds  3,000,000 3,900,000 6,900,000

Juvenile Home Bonds  1,500,000 —0-- 1,5(8),000

Airport Bonds  5,000,000 5,400,000 10,400,000

Park Bonds  600,000 900,000 1,500,000

Planning Development Bonds  400,000 150,000 550,000

Misc. Bond Accounts and expense 1,500,000 450,000 1,950,000

$27,000,000

Present Projections As to Additional Issues:

Normally Allegheny County enters the capital market each year for sufficient financing to meet its capital

needs. There was no sale in 1975. It is the present intention of the Board of Commissioners of the County to

limit spending as much as possible during 1976; and, at the same time, consider alternative methods of financing

certain projects. If the County enters the bond market again in 1976, it will only be for on-going projects

such as airport improvements, County building projects, and transit construction.

Borrowing Capacity:

Under the three hundred percent rule the borrowing capacity of the County as of December 18, 1975, was

$420,137,209.14; the net statutory debt, excluding the electoral debt and excluding this issue, was $275,866,281.70,

leaving a net borrowing capacity for this and any other issues of $144,270,927.44. In addition, the County has

statutory borrowing capacity of $210,068,345.07 for special purposes as indicated in the Debt Statement.

TAXING POWER OF THE COUNTY

Allegheny County has the power to levy ad valorem taxes on real estate, as well as a personal property tax.

In Pennsylvania, local governments are limited by state law as to the type and amount of taxation per-

missible. A search of present law indicates that the following taxes are available to counties of the Second

Class, which is the classification into which Allegheny County falls:

Real Property:

County Fund   10 mills

Park Fund   3 mills

Road Fund   2 mills

Bond and Interest  Unlimited

Community College   5 mills

TOTAL COUNTY   20 mills (plus bond and
interest levies)

In addition to this 20 mills, the Institution District is entitled to an additional 10 mills of taxing authority

for real property.

The total levy for all funds in 1975 was: 135/a—County, and 2—Institution District, for a total of 15%2

mills. Neither the County nor the Institution District has ever imposed taxes up to the authorized limitations.

Personal Property:

County Fund   4 mills

The Personal Property Tax in Pennsylvania is a tax on certain intangibles, including the following:

mortgages. promissory notes or bonds, judgments, public loans or bonds issued by any state or foreign country,

except those issued by the United States or the State of Pennsylvania: shares of stock, except stock of Penn-

sylvania corporations and foreign corporations liable for a capital stock tax ; articles of agreement ; and

equitable interests.
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The County also receives State and Federal grants. In 1974 approximately 56% of the County's gross
revenue was derived from State and Federal sources. (Allegheny County Controller's Report, 1974)

Between 1968 and 1974, revenues to Allegheny County's tax budget (including the Institution District)
increased $94.1 million or 122.2 percent ; expenditures increased $91.6 million or 115.6 percent. Of the growth in
revenues, 52.3 percent resulted from increased state and federal grants.

Real Estate Tax collections over the years have been good. In 1974, for example, 95.8% of the real estate
taxes levied were collected as of December 31, 1974. As reflected in the Debt Statement hereinafter set forth
as of December 31, 1975, the "collectible" delinquent taxes for all prior years through 1974 are estimated at
$7,276.454.78, based on 6635% as conservatively collectible. Tax collections, levies, and millages for the years
1970-1975 are as follows:

ALLEGHENY COUNTY
REAL ESTATE ASSESSMENTS, LEVIES AND COLLECTIONS.

1970-1975

Year
Assessed
Valuation

Total
3egy Rate

Uncollected
On Dec. 31

1970  $4,207,513,864.00 $62,074,264.80 14 $2,829,848.19
1971  $4,609,703,501.00 $62,307,269.03 133/4, $3,658,497.78
1972  $4,696,745,771.00 $62,055,300.54 135. $3,791,366.79
1973  $4,773.452,802.00 $62,567,100.61 1274 $2,784,988.25
1974  $4,840,892,123.00 $59,844,196.90 124 $2,508,022.11
1975  $4,936,943,902.00 $66,649,167.94 1372 $3,279,244.06

Delinquent taxes under existing law are limed against the property every three years. Property may be
sold for payment of delinquent taxes. In 1974, Pennsylvania enacted a statute which gives the County Com-
missioners ,,,thority Tnv Ftnir, P”ren, tn enllert tnv PC Or cell tIrnnertv an an annual basis. This
procedure has not been utilized to date because of the good record on real estate tax collections.

Since the Local Government Unit Debt Act of 1972 provides that a holder of a bond has the right to
specifically enforce the covenant that the debt with interest shall be "punctually" paid and that the "full faith,
credit and taxing power" of the County is pledged for this purpose, the holder of the bond is given ample
protection to insure payment of the principal and interest.

SHORT TERM DEBT PROJECTIONS

By law, Allegheny County taxes are not due at face until August 1 of each year. Traditionally the County
has not passed its budget until February with tax bills going out in April. While the present administration
is attempting to improve cash flow by adopting the budget at the beginning of the fiscal year ( January 1) and
to have the law amended to permit sending out tax bills immediately, it is still necessary to borrow on short
term tax and/or revenue anticipation notes as provided for in Pennsylvania law. The 1976 budget has not yet
been adopted or millage set.

The Board of County Commissioners has authorized a $32 Million revenue anticipation loan," with funds
to be taken down as needed and repaid on or before August 16, 1976. The Board accepted proposals from
three banks, two of which bid for portions of the loan at the floating municipal prime rate and one at the fixed
municipal prime rate. The first take down will be in February, 1976.

Under Pennsylvania law, all tax anticipation and revenue anticipation loans must be paid back by the end
of the fiscal year in which they are borrowed and are certified by the first collection of revenues or taxes.
The County has not failed to redeem these notes during any current year.

•Source: County Controller's Annual Report (1971-1974). 1975 figures taken from current ledgers of the County, subject
to final Report.

"$3 million of this loan will be used for the Allegheny County Institution District and the balance for general County
purposes.
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It is anticipated at this time that the above mentioned loan will be the only operating fund loan during
1976. The other existing short term debt obligation for Allegheny County is the $14 Million in bond antici-
pation notes which will be retired out of the proceeds of this bond sale.

It should also be pointed out that the Local Government Unit Debt Act provides (Section 610, Act 185
of 1972) that whenever the interest rate to the local government unit shall exceed six percent, "the government
shall, and in other cases may" issue and sell over the counter term-bonds in $100 denominations, "payable
in not more than ten years." The amount issued shall be "not less than one-half of one per cent and not more
than one and one-half per cent of the principal amount" of the concurrent issue. At present the Commissioners
have authorized $400,000 in such term-bonds, if the interest exceeds 6%. Whether such bonds will be issued
if such is not the fact, has to be determined by the Commissioners.

COUNTY INDEBTEDNESS

Percentage of Total Expenditures Allocated to Debt Service:

During the past six years, between 1/5 and 1/4 of the total operating expenditures were allocated to debt
service, i.e. principal and interest. These percentages are as follows:

Allegheny County
Debt Service as a Per Cent of Total Operating Expenditures

Year Ending
December 31

Actual Debt
Service

Debt Service As a
Per Cent of Total

Operating Expenditures
1970  $16,766,781.54 19.03%
1971  $19,055,546.73 20.05%
1972 522,939,145.48 23.23%
1973  $28,372,419.67 2123%
1974  $33,298,662.28 22.91%
1975  $34,588,002.05 23.06%

In the proposed 1976 Budget, a sum sufficient to pay the September 1 interest on this issue has been added
to the sum necessary for all prior bond issues, but because no bonds were issued in 1975 the estimated debt
service for 1976 has been reduced to $33.704,517.15 from the $34,588,002.05 paid in 1975, excluding this issue.
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Electors Bonds (Peoples Bonds):

During the period 1924 through 1965, the electorate approved bond issues for various specified purposes.
Of these authorized issues, approximately $14,457,000 were not issued by the County to date. Some of the
unissued bonds were formally abandoned by action of the County Commissioners from time to time because
the intended use no longer existed. The remaining bonds approved by the electorate may still issue for the
purposes approved by the voters. Such voter approved bonds do not reduce the gross borrowing capacity of the
County under Pennsylvania law, as indicated in the Debt Statement which is part of this Official Statement.

Indebtedness By Purpose:

The following table summarizes the indebtedness of the County as of December 31, 1975, by purpose,
without giving effect to the sale of this issue.

ALLEGHENY COUNTY
STATEMENT OF NON-ELECTORAL INDEBTEDNESS BY PURPOSE

As of December 31, 1975
(In Thousands)

Bonds Issued
Amount Redeemed

to 12-31-75
Outstanding Bonds
As of 12-31-75

Airport  $ 94,533 $ 28,415 $ 66,118
Authority for Improvements in Municipalities 4,950 740 4,210
Bridges  22,230 12,820 9,410
Computer Systems  4,350 445 3,905
Community College  6,150 695 5,455
Equipment  3,270 1,995 1,275
Parks  43,410 12,674 30,736
Planning  4,380 818 3,562
Port Authority  80,000 6,090 73,910
Roads  31,590 14,263 17,327
Public Buildings  39,510 11,962 27,548
Tunnel  570 401 169
Voting Machines  900 170 730
Urban Redevelopment  360 144 216
Stadium Redevelopment  6,345 1,904 4,441
Sewage Facilities  4,650 360 4,290

$ 347,198 $ 93,8% $253,302
TOTAL (30 Year Bonds Outstanding at 12-31-75)-$253.302.000
Plus-10 Year Term Bonds-Outstanding

Due-October 1980  $ 134,200
July 1981  132,000
April 1982  150,000
August 1984  200,000

Total (Non-Electoral Debt-12-31-75)  $253.918,200

Underlying Indebtedness:
Each of the local municipalities and school districts previously referred to are separate entities, with each

having its separate borrowing base and borrowing capacity under existing law. In addition, there are approxi-
mately 90 authorities legally functioning in various school districts and municipalities, each having its own
borrowing capacity.

The Department of Community Affairs of the Commonwealth of Pennsylvania furnished the following
information concerning the debt in such municipalities, authorities and school districts:

Various Municipal and County Authorities 1974 Fiscal
Year     $684,527,000.00

129 Townships, Boroughs and Cities (as of December
31, 1974) . 142,000,000.00

47 School Districts (ks of June 30, 1974-fiscal year)   153,390,000.00

Total   $979,917,000.00

8
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Overlapping Debt

The City of Pittsburgh and a substantial number of local municipalities are parties to agreements securing

the debt of the Allegheny County Sanitary Authority. However, the bonds issued by the Sanitary Authority

are self-liquidating. The users of the service pay an amount calculated to meet the debt service requirements.

Such bonds, under Pennsylvania law, do not reduce borrowing capacity. The County could become involved

only in the very remote circumstance that the sewer bills are not paid by either the user or the local community

which is primarily responsible for its citizen users.

The County is also party to an agreement with the City of Pittsburgh securing the debt of the Pittsburgh

Public Auditorium Authority and appoints two members to its board. This, as reflected in the Debt Statement

hereinafter set forth, is a lease rental debt, part of which is self-liquidating. The County and City each pay

$420,502.82 a year on the bonded indebtedness and are equally responsible for any deficits. Since 1961 when

the auditorium began operations, it has had net operating earnings of $215,123.00 and since 1965 it has not had

a deficit in operations. Since 1961 the City has received $4.583,341.00 in admission taxes and $890,860.00 in

parking taxes.

The County is obligated to assist the Port Authority of Allegheny County. but the amount of aid is a

budgetary matter. The Port Authority of Allegheny County capital improvement program is discussed on page

17. Also, see footnote 3 on page 10.

Transfers of Funds From Bond Accounts:

During the year ending December 31, 1975, the net sum of $3,382,825.67 was temporarily transferred

from the general fund to the various bond accounts for payment of current capital improvement bills. This

sum was not reflected in the Debt Statement because it constituted an internal transfer of funds and not a

"debt" as defined by the Pennsylvania Local Government Unit Debt Act. These funds were used for the ongoing

capital improvements at the County Airport and are to be reimbursed to the general fund from the proceeds of

this bond issue.

DEBT STATEMENT

The Local Government Unit Debt Act No. 185 of 1972 requires the preparation of a Debt Statement to

accurately reflect the borrowing capacity of the municipality, before delivering any bonds. Such statement in

accordance with the law is as follows:

Debt Statement

of the County of Allegheny as of December 31, 1975
As Required By Local Government Unit Debt Act No. 185 of 1972

*Gross Revenue—Year 1972  $119,621,619.72

*Gross Revenue—Year 1973  152,141,954.34

*Gross Revenue—Year 1974  148,373,635.07

Total  420,137,209.13

Average  $140,045,736.38

'All monies received from all sources during the fiscal year, as defined by Act 185 of 1972, including special recur-

ring revenues received from State and Federal programs for special purposes which are not budgetary items.

MULTIPLES TO DETERMINE GROSS BORROWING CAPACITY

For Counties: 300%   $420,137,209.14

For Counties With Lease Rental Debt: 350%   490,160,077.33

For Financing Capital Facilities Relating to Specific County-Wide

Functions and Responsibilities: Additional 100%   140,045,736.38",

9
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STATEMENT OF INDEBTEDNESS
GROSS COUNTY DEBT

Bonds Issued and Outstanding:
Electoral   $ 88,412,000.00
Non-Electoral  253,918,200.00 $342,330,200.00

Uncompleted Bond Contracts:
Electoral   $ 270,846.03
Non-Electoral  5,189,918.82 5,460,764.85

Bond Anticipation Notes   14,000,000.00
Early Action Program—Port Authority:

Contractual Obligations   6,201,225.00w.

Capital Improvement Grant—Port Authority—Phase IV  $ 60,637.00w

Total Gross County Debt   $368,052,826.85
Less: Electoral Debt  88,412,000.00

GROSS COUNTY NON-ELECTORAL DEBT    $279,640,826.85

Offsetting Credits
Bond Reserves:

Electoral   $ 270,846.03
Non-Electoral     $ 270,846.03

Current Debt Service Appropriation   123,544.69
Delinquent Taxes-662/3% Collectible   7,276,454.78
Subsidized Debt   .

Accounts Receivable   2,178,244.34

Total Offsetting Credits  9,849,089.84

269,791,737.01
Add: Interebt—Non-Electrorai  100,314.60

NET COUNTY NON-ELECTORAL DEBT  $269,901,281.70

GROSS LEASE RF,NTAL DEBT
Bonds Issued and Orutstanding:

Auditorium Authority  $ 7,965,000.00

TOTAL GROSS LEASE RENTAL DEBT  $7,965,000.00
Offsetting Credits

Current Debt Service Appropriation  
Subsidized Debt  2,000,000.00

Total Offsetting Credits  $2,000,000.00

NET LEASE RENTAL DEBT  $5,965,000.00

NET COUNTY NON-ELECTORAL DEBT   $269,901,281.70

NET LEASE RENTAL DEBT   $  5,965,000 00

TOTAL NET DEBT  $275,866,281.70

NOTE:
1. This capacity not needed for this issue; a portion was used for an earlier bond issue.
2. November 30, 1975 balances used—Final year-end balances unavailable until year-end audit

completed.
3. This represents the amount awarded under third party contracts. The County's ultimate long-

range commitment of $52,348,940.00 for Phases I, II, and III of the Early Action Program
would mature into debt only as work progresses over the years. Moreover, one-half of the
County's commitment will be offset by Commonwealth of Pennsylvania's contributions as au-
thorized by the General Assembly in the 1971 Session.

4. Non-electoral debt of the County as of December 31, 1975 for capital costs of the Community
College is $5,455,000.00. The subsidized portion of this debt, or $2,727,500.00 was not recognized
as an offsetting credit. This portion of debt could be excluded as subsidized debt under Section
204 of the Local Government Unit Debt Act but application for this exclusion has not been made.

10...
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Percentage of Debt Service to Revenues:

During the years 1971-1975 the Debt Service requirements as related to Gross Revenues were as fol
lows:

Gross Revenues.' Debt Service Percentage

1971  $ 86,990,874.38 $19,055,546.73 21.9%

1972  110,872,169.03 22,939,145.48 20.7%

1973  140,496,842.47 28,372,419.67 20.2%

1974  135,081,780.86 33,298,662.28 24.7%

1975  141,462,668.06 34,588,002.05 24.5%

°Gross Revenues as used herein do not include special recurring revenues received fro
m State and Federal programs for

special purposes, which are included in the Debt Statement hereinbefore set forth which was c
ompiled to comply

with the Local Government Unit Debt Act of Pennsylvania. This does include revenues from real estate taxes.

personal property taxes, departmental earnings, liquid fuel tax (State), Health Department
 fees, Community College

income, interest on time deposits, Federal Revenue sharing, fees from Mental Health pro
gram, fines and fees from .

the Courts and certain miscellaneous income.

ALLEGHENY COUNTY

STATEMENT OF CASH BALANCES, RECEIPTS, TRANSFERS,

EXPENDITURES AND ENCUMBRANCES

1971-1975

(In Thousands)

1971 1972 1973 1974 1975

Cash Balance January 1  $ 9,909 $ 7,242 $ 17,020 $ 16,628 $ 10,749

Operating Funds Receipts
(Schedule A following)  86,991 110,872 140,497 135,082 141,463

Transfers to Operating Funds  52,997 52,282 41,132 79,369 70,342

TOTAL  $149,897 $170,396 $198,649 $231,079 $222,554

Operating Funds Expenditures
(Schedule B following)  $ 95,049 $ 98,737 $133,621 $145,329 $149,997

Transfers from Operating Funds  47,606 54,639 48,400 75,001 65,322

TOTAL  $142,655 $153,376 $182,021 $220,330 $215,299

Net Cash Balance 12-31  $ 7,242 $ 17,020 $ 16,628 $ 10,749 $ 7,225

Reserves:

Open Purchase Orders  595 664 896 1,284 735

Contracts  57 37 106 70 66

TOTAL RESERVES  $ 652 $ 701 $ 1,002 $ 1,354 $ 801

Unencumbered Cash Balance  $ 6,590 $ 16,319 $ 15,626 $ 9,395 $ 6,454

Source: County Controller's Annual Report (1971-1974) 1975 figures taken from current ledgers of the County,

subject to final Report.
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Schedule A

ALLEGHENY COUNTY

ANALYSIS OF GENERAL OPERATING FUNDS REVENUES BY SOURCE

1971-1975

(In Thousand')

1971 1972 1973 1974 1975

Source of Revenues

Taxes-Real Estate and
Personal Property  $61,504 $ 61,705 $ 61,430 $ 59,392 $ 64,721

State Aid for General Fund Purposes .. 4,693 13,765 24,834 25,995 29,294

Federal Aid for General Fund Purposes  679 3,710 443 106 156

Federal Revenue Sharing  - 5,820 15,658 14,041 12,754

Departmental Earnings  17,856 20,615 29,610 28,369 26,370

Miscellaneous  2,259 5,257 8,522 7,179 8,168

TOTAL  $86,991 $110,872 $140,497 $135,082 $141,463

% To Total

Taxes-Real Estate and
Personal Property  70:7% 55.7% 43.8% 44.0% 45.8%

State Aid for General Fund Purposes  5.4 12.4 17.7 19.2 20.7
Federal Aid for General Fund Purposes . .8 3.3 .3 .1 .1
Federal Reserve Sharing  - 5.2 11.1 10.4 9.0
Departmental Earnings  20.5 18.6 21.1 21.0 18.6
Miscellaneous  2.6 4.8 6.0 5.3 5.8

100.0% 100.0% 100.0% 100.0% 100.0%

Schedule B

ANALYSIS OF GENERAL OPERATING FUND EXPENDITURES BY FUNCTION

1971-1975
(In Thousands)

1971 1972 1973 1974 1975

Amount %_ Amount !h_ Amount !S,_ Amount % Amount

Administrative  $13,362 14.1 $13,146 13.3 $ 14,553 10.9 $ 14,314 9.8 $ 15,490 10.3
Corrections  4,113 4.3 2,887 2.9 5,609 4.2 10,272 7.1 3,928 2.6
Debt Service  19,056 20.0 22,939 23.3 28,372 21.2 33,299 22.9 34,588 23.1
Education and Civic 7,943 8.4 9,310 9.4 12,372 9.3 13,807 9.5 12,762 8.5
Fringe Benefits  5,769 6.1 5,893 6.0 7,775 5.9 8,339 5.7 9,571 6.4
Human Services  6,615 7.0 6,449 6.5 22,834 17.1 23,479 16.2 26,386 17.6
Judicial  14,075 14.8 14,084 14.3 15,141 11.3 15,540 10.7 17,252 11.5
Miscellaneous  2,519 2.6 2.069 2.1 1,999 1.5 2,772 1.9 2,677 •1.8
Parks and

Conservation  4,893 5.1 3,568 3.6 5,761 4.3 5,425 3.7 5,009 3.3
Public Safety  1,4% 1.6 1,691 1.7 2.711 2.0 3,026 2.1 3,499 2.3
Transportation  15.208 16.0 16,701 16.9 16,494 12.3 15,056 10.4 18,815 12.6

TOTAL . . . $95,049 100.0 S98.737 100.0 $133,621 100.0 $145,329 100.0 $149,977 10(10

Source County Controller's Annual Report (1971-1974). 1975 figures taken from current ledgers of the County, subject to
final Report.
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ALLEGHENY COUNTY

The Community—General Information:

Allegheny County, Pennsylvania, comprising 727.9 square miles in the western end of the Commonwealth
of Pennsylvania, is the nation's ninth largest county in population with 1,605,016 persons as of the 1970 Census.

The County is made up of 129 separate municipalities, including the City of Pittsburgh, which is the second
largest city in the Commonwealth of Pennsylvania. Economically, the County is a diversified community com-
posed of some 1,400 manufacturing units, 7,300 service industries and 2,200 wholesale trade industries. Even
though it is an urban County, there are still 499 operating farms within the County boundaries. The City of
Pittsburgh is reported to be the third largest port city in America, second only to New York and New Orleans
in tonnage.*

In addition to river transportation, the County is developing land transportation through a system of bus,
rail and rapid transit vehicles. The County government operates two airports, including the Greater Pittsburgh
International Airport, which last year processed some 7.5 million passengers and 170 million pounds of cargo.
The airport provides either direct or spinoff employment for some 50.000 people at an estimated economic
value of between $300 million and $500 million to the region.

Allegheny County is enhanced by a series of cultural and educational facilities, including some 46 separate
school districts, eight institutions of higher learning, some of the nation's most respected museums and art
galleries, as well as a group of cultural organizations, including such famous companies as the Pittsburgh Sym-
phony, Pittsburgh Ballet Theater, Civic Light Opera, and the American Wind Symphony. The County sup-
ports a Community College with three campuses. Other institutions of higher learning located in the County
include the University of Pittsburgh, Carnegie-Mellon University, Chatham College, Carlow College, a campus
of Penn State University, Duquesne University, LaRoche College, Robert Morris College, Point Park College,
and the Pittsburgh Theological Seminary.

The City of Pittsburgh, the largest municipality within Allegheny County, has a population of 520.117.
The city is a center of commerce, culture, education, and transportation. Some 24 major corporations maintain
their corporate headquarters within the City of Pittsburgh, including Mellon Bank NA, United States Steel
Corporation, Westinghouse Electric Corporation, Gulf Oil Corporation, Rockwell International, Koppers,
and others.

Government

The Legislative and Executive arm of county government is the three-member Board of County Commis-
sioners. The Commissioners are elected for parallel four-year terms with the proviso that the Board be com-
posed of at least one representative from an alternate political party, thus providing for representation by the
minority political party.

The Commissioners are responsible for managing county government, including adoption of a final budgetand levying the tax millage; appointing of department heads and members of various boards and commissions:approval of all contracts, expenditures, incurring debt and property sales.

In addition to their role as County Commissioners. the Commissioners serve as the Executive and Adminis-trative Officers of the Allegheny County Institution District. Created by statute, Institution Districts in Penn-
sylvania are authorized for counties performing certain humanitarian functions such as indigent ill care, child
welfare and senior citizen protection. The Institution District is given separate taxing authority by law and
separate power to incur debt within the limits of the Local Government Unit Debt Act, which specifically limits
this borrowing capacity to 250% of its borrowing base. Although the county and the district are functionallyone government, the law does provide these distinctions and for borrowing purposes it is a totally separate entity.

Generally. counties in Pennsylvania are creatures of the state, and have no inherent right of self govern-ment. although limited home rule is available with the. approval of the electorate. In Allegheny County, theelectorate recently rejected home rule. The relationship letween the county and the state is spelled out in thePennsylvania Constitution and various state laws such as the Second Class County Code.

•Based on tons shipped via watet ways.
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The functions specifically delegated to the county in the code are the administration of elections and

registration of voters, assessment of property for taxation purposes, administration of justice, care of prisoners,

recording of deeds and probate of wills, construction and maintenance of highways and bridges, construction

and administration of aviation facilities, park development and operation and provision of public health services.

The State Constitution provides for eleven elected officials in addition to the Commissioners, who adminis-

ter the affairs of the county and their duties are prescribed by statutes which are scattered through the county

codes and general state laws. These elected officials, as shown on the chart which follows, are independent of

the County Commissioners, but their annual budgets are subject to approval by the Commissioners who control

the expenditures of all departments in the County.

Chief among the independently elected officials is the County Controller, who has general supervision over

all County and Institution District fiscal affairs. He is directed by law to prepare and present the proposed

budget and revenue estimates submitted by departments and agencies. The Controller pre-audits and post-audits

all accounts and files an annual report of the financial transactions with the Court of Common Pleas.

The County operates on a calendar year. Therefore the 1975 accounts have not yet been certified by the

County Controller, although presently available 1975 data is incorporated in this official statement.

1 5
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Relationship With the City of Pittsburgh:

The City of Pittsburgh is the County seat and its largest city and the second largest city in the State.

Its government is in no way dependent upon the County government for any tax revenues. It is governed

by a Mayor and Council. Many of the educational and cultural facilities of the County are located in the City,

and approximately one-third of the County population lives in the City.

Transportation:

Mass transportation in the County is provided by the Port Authority of Allegheny County, which owns

and operates the streetcars in the City and those operating in the southern areas of the County. Bus trans-

portation covers most of the County, with some limited rail transportation to a few areas such as McKeesport,

Pennsylvania, and to areas outside the County.

Over the past several years efforts have been made to construct a rapid transit system with State and

Federal aid, but at the present time no positive action is being taken to effectuate this program.

The proposed rapid transit program was designated as the Early Action Program. The County initially

committed itself to one-half of the projected cost, of which one-half Was to be offset by the Commonwealth

of Pennsylvania. This commitment was originally projected at $58,550,165. However, of this sum only

$6,201,225 was actually awarded in contracts and is presently considered a probable contingent liability of the

County. This is reflected in the "Debt Statement" set forth herein.

RELEVANT STATISTICAL DATA CONCERNING

ALLEGHENY COUNTY AND ITS METROPOLITAN REGION

Economic Activity:.

During the past several years, Allegheny County has sustained a high level of economic activity enabling

it to maintain a firm tax base to produce sufficient revenues to support the essential services that it provides.

Evidence of the economic health of the County can be found in a number of areas, from growth in various

income categories to increases in taxable real estate valuations and new construction, both residential and

non-residential.

From 1970 to 1975, there has been a dramatic improvement in the distribution of family income within

Allegheny County, giving evidence to a higher concentration of skilled laborers and professionals in the labor

force. For example, since 1970, there has been a 30% decrease in the number of families earning less than

$5,000 annually in Allegheny County. At the same time, the number of families earning from $15,000 to

$25,000 a year has increased by 92% and those earning $25,000 and above annually has increased by 142%.

During this same period, median family income has increased from $10,090 a year to a current $13,695,

which represents a total increase of nearly 36%. Per capita income has likewise increased from $4,549 to

$5,990, an increase of some 32% and is expected to increase by an additional 39% by 1980.

Taxable real estate valuations within Allegheny County have increased from $4.2 billion to almost $5 billion,

a growth of 18%. With a government largely dependent upon real estate taxation to generate local revenue,

this increase assumes an added significance.

In the area of new construction, 30,000 units of housing have been built in Allegheny County since 1970.

With the influx of vast amounts of federal housing and community development dollars, the housing industry

within Allegheny County should enjoy continued success in the years to come. In the area of non-residential

construction, during the first nine months of 1975, a total of 313 projects have been started, representing a

total capital investment of approximately $153 million.

On the retail level, the outlook for Alltgheny County is also bright. Figures available for the period 1967

to 1972 show a 33% growth in the level of retail sales and the establishment during that same period of 382

new retail stores. During the 1975 Christmas season,. Pittsburgh and Allegheny County department stores

reported record high levels of sales.

'Source Allegheny County Department of Planning and Development, and various documents.
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Even more remarkable than the growth in retail sales has been the expansion of service-related industries
within Allegheny County. From 1967 to 1972, a total of 2,573 new service industries were established within
Allegheny County, a clear indication that the economy of this County has shed its reliance on heavy industry
with its cyclical tips and downs and is moving to a more stable service oriented economy. In recent years only
one substantial company. Allis-Chalmers, has moved out of the Pittsburgh market and employment arm.

On the employment front, the long-range forecast for Allegheny County is favorable. Unemployment in
this arm has been on the decline and currently stands at 8.7 (seasonably adjusted) percent for December, 1975.
The Southwestern Pennsylvania Regional Planning Commission estimates that total employment within Alle-
gheny County will increase from 653.665 persons in 1967 to nearly 920,000 persons by the year 2000, an
increase of more than 41%.

With some 24 major corporations maintaining their corporate headquarters within Allegheny County,
including such Fortune 500 giants as United States Steel Corporation. Rockwell International, Alcoa, PPG
Industries, Koppers, Mellon Bank and many others, Allegheny County provides a vital link in the economic life
of the entire tri-state region and for that matter the nation. It is considered to be the third largest corporate
headquarters area in the United States.

County Population:

ALLEGHENY COUNTY
POPULATION

1920  1,185,808
1930  1,374,410
1940  1,411,439
1950  1,515,237
1960  1,628,587
1970  1,605,016

Estimate of Future Population
With the end of the post-war population boom, forecasters are predicting a stable population or a possible

slight decline for the county proper. The Southwestern Regional Planning Commission, a multi-county agency,
predicts a stable population for the region through the year 2000 with particular stability in the 25-50 age group.

Sources: U. S. Bureau of Census. S. W. Pa. Regional Planning Commission. (Dimension of Year 2000).

Family Income Distribution-1970-75:
1970(l) 197112,

Less than $1,000  2% 1%
$1,000—$1,999  2% 2%
$2,000—$2,999  4% 2%
83,000—$3,999  4% 3%
$4,000—$4,999  4% 3%
$5,000—$5,999  5% 3%
$6,000—$6,999  6% 5%
$7,000—$7,999  7% 4%
$8,000—$8,999  8% 5%
$9,000—$9,999  8% 7%
$10,000—$10,999  14% 8%
$12,000—$14,999  15% 15%
815.000—$24.999  16% 30%
$25,000—$49,999  4% 10%
More than $50,000  1% 2%

100% 100%
(1) Source: U. S. Census, 1970.
(2) Source: Allegheny County Department of Planning and Development
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Median Income:

There has been a substantial increase in the median income of family units between 1970 and 1975.

ALLEGHENY COUNTY

MEDIAN INCOME

1970 1975 % Change

Families   411,172 413,479

Median Income   $ 10,090 $ 13,695 35.7%

Sources, U. S. Census, 1970.
Allegheny County Department of Planning and Development.

EMPLOYMENT RECORDS-SMSA :

Area Employment Statistics: t:

(In Thousands-Rounded)

Unemployment Data

Dec.
1975

April
1975

April
1974

April
1973

April
1972

April
1971

Civilian Labor Force  967.9 959.1 936.0 982.2 1092.8 977.7
Employment (2 )  882.5 880.9 881.1 938.2 944.3 946.3
Unemployment  85.4 78.2 54.9 43.0 57.3 41.4
% Unemployment  8.8 8.2 5.9 4.4 5.7 4.2
Unemployment
(Seasonally adjusted)  83.9 81.2 58.4 45.7 6.1 N/A
% Unemployment

(Seasonally adjusted)  8.7 8.4 6.2 4.6 6.1 N/A

(1) Source. PA Department of Labor. Labor Marka Lettcr, January 26, 1976. Figures represent four-county arm (Alle-
gheny. Wa,shington. Westmoreland and Beaver).

(2) Because of rounding, totals may have slight variance from sum of employment and unemployment.

Employment Description
(December, 1975)
(In Thousands)

NONAGRICULTURAL WAGE AND SALARY  889.8

ALL MANUFACTURING INDS.-TOTAL 242.0

Durable Goods  197.4
Lumber & Wood Products  0.7
Furniture & Fixtures  1.1
Stone, Clay & Glass Products  16.0
Primary Metals  95.1
Fabricated Metal Products  20.7
Nonelectrical Machinery  22.9
Electrical Machinery  25.5
Transportation Equipment  8.6
Instruments & Related Products  5.3
Misc. Manufactures & Ordnance  1.5

Nondurable Goods  44.6
Food Products  13.2
Apparel & Related Products  3.3
Paper Products  2.3
Printing & Publishing  8.5
Chemical Products  9.7
Oil & Coal Products  3.9
Other Nondurable Goods  3.7
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Employment Description-Continued
(December, 1975)

(In Thousands)

ALL NON MANUFACTURING INDS.-TOTAL   641.4

Mining   13.4

Contract Construction   36.6

Transp. & Public Utilities   55.2

Wholesale Trade   48.2

Retail Trade     147.4

Finance. Ins. & Real Estate   42.4

Service & Miscellaneous   181.1

Government   117.1

Federal Government   16.2

State & Local Government   100.9

Persons Involved in Labor-Management Disputes   6.4

Source: PA Dept. of Labor, Labor Market Letter, January 26, 1976.

Largest Area Private Employers

Approximate
Firms Rt_nployeel

1. United States Steel Co.  26,000

2. Westinghouse Electric Co.  25.000

3. Bell Telephone of Western Pa.   7,200

4. Jones & Laughlin Steel   6,500

5. University of Pgh. (semi-public)   6,000

6. Allegheny Ludlum Steel   6,000

7. Wheeling Pgh. Steel   5,800

8. Mellon Bank, N.A.   4,600

9. Duquesne Light Co.   4,000

10. Pittsburgh Plate Glass   3,800

11. H. J. Heinz   3,000

12. Sears and Roebuck   3,000

13. Dravo   3,000

14. Gulf Oil   2,800

15. Press-Post Gazette   2,500

16. Pittsburgh National Bank   2,300

17. Mine Safety Appliance Co.   2,200

18. Alcoa   2,100

19. Universal Cyclops   2,100

20. Koppers   2,000

21. Kennametal   1,200

Sources Greater Pittsburgh Chamber of Commerce.
Pa. Department of Labor (Employment Security).

Leading Taxpayers of the County: •

The forty leading taxpayers paid approximately 16% of the total taxes levied in 1975, and the top twenty
taxpayers paid 13.7% of the 1975 tax levies.

,Z0
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The top twenty taxpayers in 1975 were:

Taxpayer Total Valuation Gross 1975 Tax
I. U. S. Steel  $189,783,655 $2,941,646.65
2. Mellon Bank

Real Estate  24,687,450 382,655.48
Personal Property  95,985,120 383,940.48
Total  120,672,570 766,595.96

3. Equitable Life Assurance  49,439,055 766,305.35
4. Westinghouse  43,769,795 678,431.82
5. Pittsburgh National Bank

Real Estate  16,236,391 251,644.06
Personal Property  65,001,426 260,005.70
Total  81,237,817 511,669.76

6. Urban Redevelopment Authority of Pittsburgh  32,455,641 503,062.44
7. Jones and Laughlin Steel  29,102,284 451,085.40
S. Oliver Tyrone  17,152,630 265,865.77
9. Harry Safer, et al (Monroeville Mall)  16,452,085 255,077.32
10. Allegheny Ludlum Steel  15,826.756 245,314.72
11. Carnegie Illinois Steel  15,547,225 240,981.99
12. 525 William Penn Place Corporation, et al  14,652,700 227,116.85
13. Gulf Oil  13,775,070 213,513.59
14. Bell of Pennsylvania  12,512,005 193,936.08
15. May Department Stores  11,164,780 173,054.10
16. Alcoa  9,786,270 151,687.19
17. Allegheny County Industrial Development Authority  9,384,496 145,459.69
18. Joseph Horne Co.  9,048,800 140,256 41
19. Don-Mark Realty  8,693,400 134,747.70
20. H. J. Heinz  8.299,255 128,638.45

TOTAL  $708,756,289 $9,134,447.24

Compiled by the Office of the Allegheny County Treasurer.

Coal:

For many years coal mining was one of the principal industries of Allegheny County. In recent years this
has dwindled somewhat but it is still quite extensive.

Allegheny County, Pennsylvania
Coal Reserves

In 1973, the State of Pennsylvania, Department of Commerce published an economic analysis of Allegheny
County. Part of the report dealt with energy production and reserves. Quoting from the report

"Although iron ore is nosy obtained from sources outside the county (Allegheny) bituminous coal is
still mined quite extensively. "Soft" coal production, about 4.3 million tons in 1973, employed an average
of 1,510 persons daily ranking the county ninth in the state (Pennsylvania). About 85 percent was obtained
from underground mines. Estimated recoverable reserves, in 1973, were listed as 1 billion tons."

Source: Pennsylvania Department of Commerce.
1973 Pennsylvania Industrial Census Series. Release M 573.

The U. S. Bureau of Mines has some of its largest coal research and mining research facilities located in
Allegheny County, near Carnegie-Mellon University in Pittsburgh and at the U. S. Bureau of Mines, Bruceton,
Pennsylvania. Extensive reasearch and development of gas and possibly oil from coal is conducted by the U. S.
Bureau of Mines at Bruceton. Pennsylvania, and by Continental Oil Company and Consolidated Coal Company
at the pilot plant in Library. Allegheny County, PennSylvania.
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COUNTY PENSION PROGRAM

Recently, a great deal of public attention has been directed toward an examination of various aspects of
the public pension programs.

The County pension program is governed by a Retirement Board, but all its authority is derived from state
statutes. In 1973 the Retirement Act was amended by Act 1910 it,rease the contributions by employees from
73/% on the gross salary up to a maximum of $600, to 5% on the first S750, 71/2% on salaries from $750 to
$1,500 and 10% on excess of $1.500 to 52.003 per month. This increase resulted in an increase in the possible
maximum contribution per member from $45 to a possible maximum of $143.75 per member. The law also
requires the County to appropriate an amount sufficient to match the amount contributed by employees and
to meet all administrative and legal obligations.

The County retains the services of Babb, Inc. as financial manager. Its latest report to the County Retire-
ment Board. as of July 1, 1974, stated

"We are pleased to report that:

Your current financing pattern will produce future income in excess of future disbursements and,
hence, produce the necessary reserves for benefits provided under the existing plan.

Total contributions (related similarly to future pay levels) should be sufficient to amortize actuarial
liabilities over the next 22 years. This is well within the limitations applicable to private employer
plans under new legislation.

It is essential that the County at least continue to match the employee contribution."

"The preceding material in this report has examined the history of the Retirement System and projected
the future casts flow that will be generated if continued inflation triggers salary increases at a rate of 4%
per annum. It was observed that fund expenditures will not exceed contributions plus investment income."

CLOSING CERTIFICATES

The County states that the description and statements herein, incuding financial statements, are true and
correct in all material respects and that it will confirm to the underwriters, by certificates signed by its Director
of the Bureau of Accounts and Statistics and County Commissioners and delivered at the closing, that such
descriptions and statements in this Official Statement, on the date of this Official Statement and at the time of
closing. were and are true and correct in all material respects and did not and do not contain any untrue state-
ment of a material fact or omit to state a material fact necessary to make the statements therein, in the light of
the circumstances under which they were made, not misleading.

CERTAIN LEGAL MATTERS

Certain legal matters incident to the issuance of the Bonds are subject to approval of Bond Counsel,
Messrs. Baskin, Boreman. Wilner, Sachs, Gondelman & Craig. Pittsburgh. Pennsylvania. Copies of the approv-
ing legal opinion in the form attached as Appendix "A" will be available at the time of the delivery of the Bonds.
The opinion of Bond Counsel is limited to the validity and legality of the Bonds and to present Federal and
Pennsylvania and local income tax status of interest on the Bonds.

SALE

As directed on Page 1 of this proposal, bids will be received February 11, 1976, at Room 104, Courthouse,
Pittsburgh, Pennsylvania, 15219, up to 10 A.M. and will be opened by County Commissioners in a public
meeting immediately thereafter. Closing will take place in New York, New York, on March 31, 1976. Delivery
of Bonds to successful bidder will be against payment in immediately available Federal funds in Pittsburgh, plus
accrued interest from March 1. 1976. Form of proposal to be used is attached as Appendix "B".
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FINANCIAL STATEMENTS

Financial data submitted herein for the years prior to 1975 were adopted from the certified annual reports
of the County Controller filed with the Court of Common Pleas each year through 1974.

Also included in this Official Statement and made a part hereof are the Financial Statements of the County
as of December 31, 1975, certified by Nicholas Stabile, Director of the Bureau of Accounts and Statistics. The
1975 financial statements have not been certified by the County Controller because the County operates on a
calendar year. The statements are believed to accurately reflect the 1975 financial condition. The County is
operated on a cash basis, rather than accrual.

MISCELLANEOUS

So far as any statements made in this Official Statement involve matters of opinion or estimates, whether
or not expressly stated, they are set forth as such and not as representations of fact, and no representation is
made that any of the statements will be realized. Neither this Official Statement nor any statement which may
have been made verbally or in writing is to be construed as a contract with the holders of the Bonds.

This Official Statement has been duly executed and delivered by the County Controller of Allegheny County
and the County Commissioners.

At the closing, County will deliver a certificate that there is no litigation pending or threatened concerning
the validity of these bonds.

COUNTY OF ALLEGHENY

JIM FLAHERTY,
Chairman

THOMAS J: FOERSTER
Commissioner

ROBERT N. PEIRCE, JR.
Commissioner

JOHN P. LYNCH
County Controller
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Appendix "A"

BASKIN, BOREMAN, WILNER, SACHS. GONDELMAN & CRAIG
Attorneys at Law

10th Floor Frick Building
Pittsburgh, Pa. 15219

(412) 562-8600

To THE PURCHASERS OF THE WITHIN DESCRIBED BONDS:

Re: County of Allegheny, Pennsylvania, General Obligation Bonds. Series C-24,
$27,000,000, dated March 1, 1976

This opinion is furnished to you in connection with the issue and sale today by the County of Allegheny,
Pennsylvania, of $27.000,000 principal amount of County of Allegheny, General Obligation Bonds, being
Series C-24 in the amount of $27,000,000 (the "Bonds").

The Bonds are dated March 1, 1976 and mature in numerical order on March 1 of the years 1977 through
2006, both inclusive. The Bonds have been issued as coupon bonds. registrable as to principal only, in the
denomination of $5,000 each, and will bear interest, at the rate of
payable on September 1, 1976. and semi-annually thereafter on March 1 and September 1 in each year. The
Bonds are subject to redemption at the option of the County of Allegheny on and after March 1, 1986 either
as a whole at any time, or from time to time in part, on any interest payment date in the inverse order of their
stated maturity dates.

The Bonds are authorized by and have been issued and sold pursuant to Section 10, Article IX of the
Pennsylvania Constitution ; the Local Government Unit Debt Act (Act 185, approved July 12, 1972), as
amended: and the Ordinances of the County of Allegheny adopted December 18, 1975, witended January 22,
1976, and Februaly 11, 1976, which, among other things, authorized the issuance and sale of the Bonds,
prescribed the form thereof, the manner of bidding therefor and the forms of the bidding documents used in
connection with the issue and sale of the Bonds.

The Bonds have been issued to provide funds to retire bond anticipation notes, dated August 28, 1975,
in the amount of $14,000,000, and to partially finance the 1975-76 Capital Improvement Program for Allegheny
County as needed, which Capital Improvement Program shall include the following: Greater Pittsburgh Interna-
tional Airport for new runway and reconstruction of aprons, taxiways and miscellaneous improvements; for
public roads and bridges; County Buildings, including jail rehabilitation, and remodeling of old Juvenile Court
Building in Oakland; for County parks and park improvements; to supplement federal grant for housing and
human services and flood control; for Port Authority of Allegheny County for transit improvement; or for such
other Public Improvement purposes as the Commissioners may from time to time deem necessary, and other
improvements as noted in said Ordinances.

We have examined the constitutional and statutory provisions referred to above and certain resolutions and
ordinances adopted pursuant thereto by the County Commissioners of Allegheny County, Pennsylvania. We
have also examined one fully executed and countersigned bond, the debt statement, and such other certificates
and documents as we deem necessary for the purposes of this opinion.

We are of the opinion that:

I. The principal amount of the Bonds is within all debt and other limitations fixed by the Constitu-
tion and the laws of the Commonwealth of Pennsylvania.

2. The County Commissioners of the County of Allegheny have, pursuant to the full and adequate
legal power conferred upon them by the Constitution and the Local Government Unit Debt Act, validly
taken all necessary and proper actions to issue and sell the Bonds, and the Bonds have been validly
authorized, issued and sold pursuant to proper and appropriate action of such officials in accordance with
the Constitution and the Local Government Unit Debt Act.

3. The Bonds, interest on the Bonds, transfers of the Bonds and gains on the sale thereof, other than
the underwriting spread in a distribution thereof, are exempt from taxation for state and local purposes
within the Commonwealth of Pennsylvania, except for gift, succession or inheritance taxes or any other
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taxes not lexied directly on the bonds, the receipt of the income therefrom or the realization of gains on

the sale thereof. Interest on the bonds is not subject to present income taxation by the United States of

America under existing statutes and decisions.

4. The Bonds are lawful, valid, direct and general obligations of the County of Allegheny, and the

full faith and credit of the County has been pledged in accordance with the covenant contained in said

bonds and as provided by Section 404 of the Local Government Unit Debt Act, which.covenant is specifically

enforceable.

5. Under the Probate, Estates and Fiduciaries Code, Act No. 164 of 1972, the Bonds are authorized

investments for fiduciaries (as defined in that Act) within the Commonwealth of Pennsylvania, and

under the said Act the Bonds are authorized investments for personal representatives.

6. The Bonds are legal investments for Pennsylvania banks, banks and trust companies and insurance

companies and are acceptable as security for deposits of public funds.

7. The County of Allegheny has the power to provide for the payment of the principal of and

interest on the Bonds and has so covenanted in accordance with the Local Government Unit Debt Act

aforesaid, and by the terms of this covenant the County shall budget and appropriate such sums to the

payment of such debt services, and shall duly and punctually pay the principal and the interest thereon.

The County has power to levy ad valorem taxes on all taxable real property therein for the payment of

these Bonds without limitation of rate or amount, and covenants to levy the necessary taxes.

8. If sufficient funds are not appropriated for the timely payment of debt service charges, the covenant
contained in the Bonds can be specifically enforced and the appropriate court can direct payment into the
sinking fund in sums sufficient to pay such interest and installments of principal, at the suit of the holder
of any of the Bonds.

9. These Bonds and all proceedings in connection with the issuance thereof have been approved by the
Department of Community Affairs of the Commonwealth of Pennsylvania in accordance with the Local
Government Unit Debt Act. The Bonds are exempt from registration under the provisions of the Securi-
ties Act of 1933, as amended.

Very truly yours,

BASKIN, BOREMAN, WILNER, SACHS,
GONDELMAN & CRAIG

By /s/ FRANK R. BOLTE

General Partner
Bond Counsel
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Appendix "B"

ALLEGHENY COUNTY BONDS
ISSUE OF MARCH 1, 1976

Amount

General Obligation Bonds SERIES C-24 $27,000,000

February .., 1976

To the County Commissioners and County Controller
of Allegheny County, Pennsylvania.

Gentlemen:

Subject to all the conditions set forth in the offering of bonds hereto

attached, we submit the following bid for the above Allegheny County Bonds,

aggregating $27,000,000.

This bid is based upon an interest rate of %•

The bid for all of the bonds above mentioned is $ 
 , together with accrued interest thereon to date

of delivery computed on a basis of 365 days to the year.

We enclose herewith a duly certified check or official bank check,

payable to the order of the County of Allegheny, Pennsylvania, for $540,000
to secure the County against any loss resulting from our failure to comply

with the terms of this bid. It is understood that no interest will be allowed

upon this deposit.

For the information of the County only, and not as part of this proposal,

the undersigned calculates that the net interest cost under this proposal,

in conformity with the aforesaid public invitation, is $ 
or % per annum.

Said bonds are to be duly and legally executed and issued as evidenced

by a certified copy of the written legal opinion of Messrs. Baskin, Bore.
man, Wilner, Sachs, Gondelman & Craig, Pittsburgh, Pennsylvania, and are

to be delivered to us on March 31, 1976 at a place agreed upon between our-

selves and the authorities of said County, against payment in immediately

available federal funds in Pittsburgh.

Signature of Bidder
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Senator WILLIAMS. We are most encouraged hearing from two
States, Illinois and Pennsylvania. Both States seem to be moving
in the direction that would make the guideline provisions of this
legislation unnecessary and exempt them if all of these develop-
ments that you're talking about are in place or moving in that di-
rection. So your particular concern is probably not addressed to
your own State.
But I will say that the policy statement of the National Associa-

tion which I subscribe to is a fine statement. Here's our situation.
What is your title by the way?
Mr. FLAHERTY. I'm chairman of the county commission.
Senator WILLIAMS. That residual area that becomes the Federal

responsibility seems to be ever increasing because we are daily vis-
ited by the mayors, the county governments, Governors describing
to us what residual areas that they find are necessary in the Fed-
eral structure. This week was both Governors and mayors week, I
can assure you, here in Washington.
And with that, the ever increasing pressures from local govern-

ments, State and local, this modest proposal is being increasingly
felt around here as one way to restrict that residual area that we
have been exposed to—that is the Federal Government's rescue ef-
forts, as with the biggest city in the country.
I appreciate this, Commissioner Flaherty and Mayor Carver. I

would just hope that the specific bill and bills be part of your next
association discussions. There are two bills here. One is the full
registration requirement that Senator Eagleton has introduced. He
testified on our opening day and I got the impression that he is not
dogmatic. He feels that Federal legislation is the only way to bring
a new atmosphere into this broad area of investment and that pro-
visions of the bill Senator Tower and I introduced were favorably
received.
Thank you very much.
Mr. FLAHERTY. We would certainly welcome, Senator, if mem-

hPrq of your staff would like to participate in our preparation of
the voluntary guidelines which we intend to disseminate so that
you would have any input into the establishment of these disclosure
requirements that we would hope the National Association of Coun-
ties would adopt at its coming annual meeting. My own personal
reservation about entry of the Federal Government in this area of
local finance—and I have read your disclosure requirements—is that
there are requirements for coverage that are capable of being re-
duced by the Securities and Exchange Commission. I personally
fear expanding bureaucracy. Little offices have a tendency to grow
into buildings the size of the Pentagon and I think there's a grow-
ing feeling in the country that I hope I express to you personally
of the intrusion of Federal regulation in that regard. That's my
own personal feeling, sir.

Senator WILLIAMS. I know there is this feeling and I have fre-
quently, since introducing this bill, observed that it reflects that na-
tional concern because we so clearly limit the bureaucratic overlay
by not requiring all statements to be filed with the SEC and instead
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it would be someplace else under contract in a repository. The SEC
is not to be a swollen bureaucracy because of this requirement. With
the State exemption, where just the fundamentals of good invest-
ment are part of a State's procedures, that is another way to limit
that threat of the swollen bureaucracy. I agree with you. This is a
concern. Thank you very much.
Mr. Robert G. Nordling

' 
vice president, and Mr. Gilman C. Gunn,

senior municipal bond analyst for the Chubb Corp. Thank you very
much, gentlemen, for participating in this hearing.

STATEMENT OF GILMAN C. GUNN, SENIOR MUNICIPAL BOND
ANALYST FOR THE CHUBB CORP.

Mr. GUNN. Thank you for inviting us, Senator Williams.
My name is Gilman C. Gunn and I am the municipal bond ana-

lyst for the Chubb Corp. With me today is Robert G. Nordling who
is a vice president of the corporation and has overall responsibility
for fixed income investments. The Chubb Corp. is an insurance
holding company with total invested assets of $1.3 billion as of
year-end 1975, and a current municipal bond portfolio of $501
million. We are pleased to have the opportunity to voice our gen-
eral support for the "Municipal Securities Full Disclosure Act of
1976."
As institutional investors, we are convinced that municipal dis-

closure needs to be improved. Adequate disclosure allows investors
to make informed investment decisions and it helps protect in-
vestors. If State and local borrowers are to continue to raise
money in the municipal marketplace at reasonable cost, a high level
of lenders confidence must be maintained. Over the long term, such
confidence is fostered by good disclosure.
As a municipal bond analyst, it is my opinion that the voluntary

system of disclsure we have now is not working. At the present time
levels of disclosure vary widely since there are no standards as such.
A great deal of confusion has arisen as to what constitufes "ade-
quate disclosure." Even now, many months after the New York
situation gained national headlines, issuers of many general obli-
gation bonds do not provide prospective investors with good credit
information. Instead, many issuers still supply a brief offering cir-
cular which only describes bidding details. If some of the well-
publicized fiscal problems of State and local governments recede
into the background in 1976, I am even more skeptical that State
and local borrowers will step up their disclosure effort voluntarily.
As an added note, the MFOA is in the process of developing

voluntary disclosure guidelines. Since such guidelines would be
strictly voluntary, there is no guarantee that better disclosure would
result. Voluntary guidelines haven't worked in the past and I don't
believe they will in the future.
Without an adequate informational statement, the process of

analyzing general obligation bonds is cumbersome for institutional
investors and practically impossible for individual investors. As an
analyst, without an informational statement, I am forced to rely
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on the issuer's budgets, annual reports, fiscal newsletters, Census
Bureau data, credit reports of the rating services, special reports
prepared for us by municipal bond broker/dealer firms, and other
data sources. General obligation bond analysis is further compli-
cated by several other factors. For example, while many municipal
governments claim to require balanced budgets, it has become all
too apparent that such budgets often are not realistic—that is, reve-
nues are overestimated and expenses are underestimated. Also, ac-
counting policies and accounting changes are often not clearly
spelled .out although such policies and changes have a major effect
on the issuer's financial statements. In addition financial statements
are often not independently audited. As we have seen over the past
several months, such independent audits are very important, espe-
cially .in periods of economic stress.
Individual investors are at a much greater disadvantage than us

when it comes to obtaining information on issuers of general obli-
gation bonds. They don't have the background to wade through a
budget document the size of a Manhattan telephone book. Nor can
they generally afford to subscribe to rating service products. Our
Moody's bill this year is $2,850—and we have a "no frills" version.
Individuals are an important class of municipal bond buyers.
Since many people feel that the municipal market already has
too few buyers, it is important to maintain a high level of indi-
vidual investor confidence in the municipal market. One way to
help achieve that would be to insure that individual investors have
the opportunity to review a document which gives pertinent in-
formation in reasonable detail.
The Municipal Securities Full Disclosure Act of 1976 expresses

many of our views on improving disclosure. We are in agreement
that the SEC is the logical entity to act in the public interest and
for the protection of investors. The SEC is independent of issuers
and underwriters. Responsibilities spelled out in S. 2969 would fit
logically with the SEC because of the Commission's original
mandate to protect investors and insure public confidence in the
corporate securities markets. We believe it would be consistent to
give the Commission a role for municipal securities as well.
We agree philosophically with S. 2574 which would provide for

the registration of securities issued by State and local governments.
However, as a practical matter, we feel that S. 2969 is a reasonable
compromise between investors who would like to see full regis-
tration and issuers who want to maintain the status quo.
We are concerned however, about section 13A (c) (1) which

states that local governments would be exempt from SEC purview
if a State governmental authority indicates that disclosure is
adequate for the protection of investors. This clause means that
each State could establish different disclosure requirements. In
that case, the SEC would be out of the picture. The prospect of
each of the 50 States establishing its own disclosure requirements
is not an appealing one to us. It would be less efficient and less
independent than exclusive SEC involvement. We are particularly
concerned that, in the final analysis, the level of disclosure would
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not improve, and that we would be right back where 
we started

from. A State agency can be of great help to local 
governments

in assisting them in the disclosure process. However
, we believe

the authority for establishing rules and regulations sho
uld remain

exclusively with the SEC.
Another concern is that nothing in the act spells out what

happens if an issuer fails to disclose information requir
ed by the

SEC. What sanctions does the SEC have to insu
re that items of

disclosure are in fact disclosed? It seems logical to u
s that if the

SEC is to actually protect investors, it must have 
some way of

insuring that their items of disclosure are complied 
with before

an issue comes to market.
We also feel that certain additional information would need

to be included in annual reports and distribution st
atements. Both

should include a good description of unfunded pensi
on liabilities,

accounting policies and changes in accounting, 
footnotes to the

financial statements, status of cash flow and futur
e borrowing

plans and the relationship between the issuer and 
the trustee for

bond holders. We would urge you to delete the words
 "similar and

specific" when referring to other information the SEC
 may require.

The sentences (to sec. 1 (A)*4) and sec. 13(A) (b) (2
) (G) ) would

then read "Such other information as the Commission 
may by rules

or regulations require as necessary or appropriate i
n the public

interest or for the protection of investors." This c
hange would

give the SEC more flexibility and therefore help it
 to protect

investors.
We are in agreement with the need for a distribu

tion statement

and an independently audited annual report. Most Stat
es have the

information needed for such documents. It's just a mat
ter of put-

ting the data in a form meaningful to municipal bon
d investors.

In fact, I just received yesterday in my office a copy o
f the State

of Wisconsin statement which starts out with a let
ter from the

Governor of the State to prospective bidders on the bond
s and

one of the things he states in his letter, and I quote
, is that "It

has been prepared simply to consolidate what has i
n the past

been available in several separate publications." So t
his means to

me that many of the larger issuers which your bill 
focuses on

do actually have the information. It's just not in a 
usable form

for investors.
The cost of summarizing such data should be nomi

nal, and

the act appropriately excludes public offerings of under
 $5 million.

Now to see how important the $5 and $50 million figures are,
 we

took a look yesterday at the Daily Bond Buyer calendar o
f sealed

bid openings. This list is included in the Daily Bond Buy
er which

is a trade publication we receive each day and it shows what

issues above $750,000 are coming to market over the wee
ks ahead.

This calendar, which was included in the Bond Buyer
 yesterday,

showed that. 124 issues are going to, be coming to mark
et or at

least have announced they are coming to market throu
gh May 11.

Of these 124 issues 78 of them were under $5 millio
n in size.

That's 63 percent. go most of these issues would be exclud
ed. We

69-141 0 - 76 - 14
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also wanted to check the $50 million figure by looking at the
issues that are coming up for sale next week. We found that the
Bond Buyer includes 42 issues that are coming to market for com-
petitive sale next week and of those 42 issues only six have
amounts outstanding now over $50 million. So we feel that based
on the background that I have just described, that the $50 million
amount and the $5 million amount both are adequate for protec-
tion of investors in the larger issues and also protection for
smaller issuers who normally sell their bonds locally.
Some people feel that underwriters should have the primary

responsibility for writing a distribution statement. We feel that
this responsibility logically belongs to the issuer. The issuer is
closest to sources of information, and the 10-40 issues sold weekly
on a competitive basis just do not lend themselves to having
broker/dealers write detailed distribution statements.
In conclusion, we think S. 2969 represents a sound approach

for improving disclosure while at the same time being mindful
of the needs of State and local governments. We are pleased to
support the act, subject to our concerns noted previously. Thank
you for allowing us to express our views today. We'd be happy
to answer any questions you might have.
Senator WILLIAMS. Thank you very much for an excellent state-

ment.
First, on our threshold, $5 million and $50 million, you think

that the pattern of borrowing is such that those are practical
limits and I gather that is true because you feel that those under
$5 million—any issue under $5 million and total of under $50
—will be issues that will be sold quite close to home. Is that
right?
Mr. GUNN. That is right.
Senator WILLIAMS. And is there the circumstantial probability

that people that close to the issuer will have that feeling of
knowledge that will give him assurance on some of the factors
that are important in an investment decision?
Mr. GuNN. That's right. In fact, many local investors know

the situation very, very well. Often they know the mayor of the
town, members of the council, and are intimately familiar with
what's going on in the community.
Senator WILLIAMS. There would be a warning 3,000 miles away,

I would think, that on an issue under $5 million that maybe some-
one better be asked back there because it does not come through
with the certification that might be required under this law.
There would be a caveat the farther away you go.
Mr. GUNN. That's right.
Senator WILLIAMS. Now on the further authority of the SEC,

this moves in the direction of preissue clearance of some kind.
Isn't that what is sort of basic to what you're suggesting here?
Mr. GUNN. Well, that's a question that we have been trying

to wrestle with ourselves because, on the one hand, we realize the
bill as it's written now is certainly not meant to do that. On the
other hand, we do feel that investors, particularly individual
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investors, need protection before the fact rather than after the
damage has been done. Therefore, we are raising the question
of trying to insure that the issuer who is coming to market
must actually disclose what the SEC has outlined that they
should diclose. Unfortunately, I don't have an easy answer for
how that process is to occur.
Senator WILLIAMS. It is basic here that if the requirements are

clear and the liability question is clear, then these two things
together would enforce the provisions and the issuer would con-
form. If that liability question is to be made very clear, we still
have discussion before us. In other words, this is market enforce-
ment, marketplace enforcement, which comes down ultimately to the
after-fact situation and liability and damages:
Mr. GuNN. That's what we're concerned about, namely, the

after the fact correction of any losses involved in the sense that
a small investor—now we are a large investor, of course, speaking
as a large investor, and we feel like we can take our lumps.
That's really what we're paid to do. On the other hand, the small
investor, it's of small solace to him in the intervening months
between the time he sees his holdings deteriorate sharply in value
and the time, for example, a lawsuit is actually decided in its final
form—that can be an awful long time, and during that time an
individual whose holdings has deteriorated sharply is severely
limited in the options he has.

Senator WILLIAMS. Well, we are very appreciative of the fact
that you came here to testify on this legislation and with your
eminence in the field it's significantly important to our record that
you have incle yourselves available to our deliberations. We ap-
preciate it very much.
Mr. GUNN. Thank you for inviting us.
[It was requested that the following appear in the record:]
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Senator WILLIAMS. Mr. Grady Fullerton, Harris County Auditor,
Harris County, Tex., member of the executive board and former
president, Municipal Finance Officers Association; and Mr. Wil-
liam Reynolds, Director of Finance, Greenwich, Conn., vice chair-
man, Government Debt Administration Committee for the Muni-
cipal Finance Officers Association. We appreciate your being here
and helping us in our deliberations on these municipal securities
bills.

Senator TOWER. Mr. Chairman, might I note that Harris County,
Tex. contains a little country village called Houston, which is the
fifth largest city in the United States. It's my pleasure to see Mr.
Fullerton here today.

STATEMENT OF S. GRADY FULLERTON, HARRIS COUNTY AUDITOR,
HARRIS COUNTY, TEX., MEMBER OF EXECUTIVE BOARD AND
FORMER PRESIDENT, MUNICIPAL FINANCE OFFICERS ASSOCIA-
TION; AND WILLIAM J. REYNOLDS, DIRECTOR OF FINANCE,
GREENWICH, CONN., VICE CHAIRMAN, GOVERNMENT DEBT
ADMINISTRATION COMMITTEE, MUNICIPAL FINANCE OFFICERS
ASSOCIATION; AND JOHN PETERSEN

Mr. FULLERTON. Thank you, Senator. We thank you for the
opportunity of being invited to participate.
I would like to introduce Mr. William Reynolds who is director

of finance in Greenwich, Conn., who will make a statement on
behalf of MFOA, and then I will make some remarks. Mr. Peter-
sen of our Washington staff is also present.
Mr. REYNOLDS. Mr. Chairman, Senator Tower: I would also

like to express our appreciation of having the opportunity of
being here this morning and in addition to that, the appreciation
of MFOA and myself as an individual issuer for your continued
interest in this area of municipal finance.
I would also comment that, somewhat late in the schedule of

witnesses, we are appearing as probably the individuals who are
going to be most affected by this legislation. The paperwork has
to be gathered and the disclosure requirements met. It's the
fellow in the municipal finance department who is going to have
to do it. So that as I come here this morning, I do feel a bit like
the condemned man being asked if he has any last words.
My understanding of the proposed legislation is that it is to

provide for direct regulation under the Federal securities law of
the disclosure documents provided by State and local government
borrowers. I do not get the impression that it is directed specifi-
cally to the question of liability. It appears that these proposals
represent essentially a reaction to the turbulent events surrounding
the fiscal crisis of New York City and State. They also stem
from the recent realization on the part of many market partici-
pants today that over time they have become exposed to vague,
but palpable legal liabilities under the antifraud provisions of the
securities laws. I do not recognize that as a change, but a greater
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awareness • of this exposure. The range of applicability of these
laws is uncertain, primarily because of the lack of precedent of
Commission or private actions against governmental issuers. Al-
though the Commission has announced undertaking an investi-
gation of New York City under its existing antifraud powers and
although there are approximately 40,000 potential governmental
issuers, the SEC has not undertaken enforcement action against
any of them.
To address the disclosure question: Rightly or wrongly, in the

search for possible dimensions of disclosure liability, some have
sought to find guidance in that securities market where fraud
actions both by the Commission and private parties have been
prevalent: the market for registered corporate securities. Most
agree that there are many differences between these two markets,
the issuers and their securities. However, until such differences
are clarified, it has been necessary to study that area where
fraudulent activity has occurred in order to protect against its
occurrence in the municipal securities area. Again, this has been
necessary because of the absence of any such precedence in the
provision of information by municipal issuers.
At the same time, governmental issuers and their advisors, in

an effort to meet these newly perceived information needs and
increasingly conscious of their own liabilities, have been rapidly
developing, with broad industry participation, a comprehensive
model for disclosing the information needed by investors and
underwriters. Such a model should reflect the differences in the
niarkets and their methods of sale and distribution. The suggested
set of guidelines for official statements, that developed by the
MFOA in concert with other interested groups, was given wide
dissemination starting in late November of last year. This took
place only after 6 months of drafting and review and fulfilled a
commitment made initially a year ago to this committee, the SEC,
and others that rapid progress was being made in this new area
of concern. Approximately 3,000 copies of the guidelines have been
distributed in a little over 2 months. The guidelines, even though
in draft form, have already gained wide acceptance and we have
developed a work plan for their continued perfection as we will
discuss a little later.
Through a combination of market forces and rapid—but re-

sponsible—governmental action, the framework for improved dis-
closure in this complex market is being put in place. Issuers that
do not disclose will not get bids. The discipline will continue
whether or not the provision of such information is subject to
direct regulation. Incidentally, there's been an extremely valuable
ancillary development from all of this communication among the
various disciplines in the municipal bond market. We are finally
getting to know each other and I think this is important.
I have served on both sides of the table, having worked for a

number of years with a dealer bank as a financial advisor to local
governments, as mayor of a community, and now as chief fiscal
officer in a Connecticut community. Over the years, the issuers
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have not really known the problems of the underwriters and the
underwriters have not known the problems nor the financial
methods, or the bookkeeping procedures of local governments. We
have lived, if you will, in somewhat of a dream world. They didn't
ask questions and we weren't providing answers. It's a new ball
game. There's no question about that. We have come to recognize
the fact that, in essence, we are borrowers and they are lenders
and if we are going to ask them to lend money to us we're going,
just as any other borrower, to have to put our house in order.
They are not going to lend us the money if we don't put our
house in order. It gets down to that simple basic fact.
I think we have earned the right to an opportunity to put our

own house in order and we have demonstrated that we are working
in that direction. I think that the underwriters are willing to give
us that opportunity and to work together to develop the dis-
closure guidelines, the things that they need to know in order to
make a valid decision both as direct lenders and as sellers of our
securities to the ultimate investor.
We do not assert that disclosure documents or procedures in

the municipal market met a corporate standard prior to the turmoil
of this past fall. Nor is it asserted that in the past 3 months all
problems have been resolved. However, it is believed that in a
very short period of time, by combining many diverse interests,
the municipal market has shown itself capable of developing a
workable framework for disclosure. Our policy has been and
continues to be to work for improved disclosure, because it makes
economic and ethical sense to better inform investors and taxpayers.
Doing so in the most efficient manner is also in their interest, and I
think it's important for all of us to recognize at the State and
local level particularly, that we are responsible to both investors
and taxpayers. In many instances this is the same person. That in-
vestor is one of our taxpayers and we are aware of that and it is
good business for us to protect his interest in the most efficient
manner possible.
We do not now favor Federal legislation of the type proposed

under S. 2574 and S. 2969. S. 2574 calls for full registration under
the 1933 Securities Act of all municipal bonds. This approach
would be unwieldy and cause an unnecessary level of involvement
by the SEC in the issuing process.
S. 2969 calls for federally imposed standards for annual and

new issuance reports under flexible parameters to be set by the
SEC. This approach, while less onerous, does share certain other
difficulties with the full registration proposal. A question which
will be raised and will have to be answered is to the lack of the
clear boundaries to the domain of the SEC's rulemaking powers.
For example, as already noted, the bill does not address the most
pressing problem in disclosure, which is not that of the information
items of disclosure, but rather the liability structure among the
various market participants involved in the process. It's not the
material but the materiality that's disclosed. Now is the time to
straighten out these problems of liability. Here, existing practice
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in the regulated corporate market provides particularly poor guid-
ance, and I would quote very briefly from a Commission release
that recently announced the beginning of a study by the SEC of
its disclosure requirements in the corporate market.

Substantial questions concerning substance and effectiveness of the corporate
disclosure system—[this refers to the private corporate systeml—as enforced by
the SEC, continue to be raised. In some measure these questions reflect the in-
tensification of courses identified by Commissioner Wheat such as the increasing
institutionalization of the markets. Moreover, since the time of that report, an
increased body of scholarly work examining the economics and structure of
information systems has evolved. Increasing consideration has been given to
the random work theory and the efficient market hypothesis. New techniques
of portfolio management are being utilized and penetrating questions are being
asked concerning the cost and benefits of the current system.
In addition, the President and Congressional leaders have urged all units

of government to examine their practices and procedures to determine whether
they are cost effective, whether they impose inordinate burdens on business
and the public, and whether competitive forces, among others, might be
substituted for governmental regulation.

If there's one distinct clear difference between the private and
the public securities markets it is in this area of competition.
Ours is a competitive market with bids being involved in 90
percent, probably, of the issues sold.
Rapid Federal legislation, even though imperfect, perhaps could

be justified if the municipal bond market were in a chaotic con-
dition over disclosure. That, however, is not the case. The municipal
bond market has many concurrent concerns about credit quality
and, in some cases, the implication of the recently reported Federal
bankruptcy legislation.
There have been a few instances of postponements attributable

to disclosure or of some reduction in the number of bids for the
same reason. For the most part, outside of New York City, these
were caused by confusion on all sides over what were incorrectly
thought to be changed disclosure responsibilities under the 1975
Securities Act Amendments and the need to develop quickly dis-
closure procedures under the severe emotional and economic pres-
sures of late 1975. As these clear up, there is an emerging con-
sensus that, whatever their method of implementation, disclosure
standards will be applied widely throughout the market. The
question is really what method of adoption is most efficient and in
keeping with our economic and political traditions. We have not
waited for additional Federal legislation, regulatory agency or
court action to move for designing a workable standard. The
records show MFOA anticipated its need, and is moving most
rapidly to a solution.
As noted, the major disclosure problem is rapidly becoming

less one of getting issuers to "tell all," but rather one of affixing
levels of responsibilities in the collection and investigation of in-
formation and in its certification. We believe that this problem
can be solved by the promulgation of procedural policies by an
authoritative body. Some States are already moving in this direc-
tion and we are actively working for agreement among all authori-
tative groups on this question at a national level.
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Some Federal legislation may be needed or it may be possible
to do this without such legislation. We would stress, though, that
this would not be disclosure legislation. This would be liability
legislation. We submit, also, that the many alternatives have not
been adequately explored. These hearings are most helpful in
focusing attention on the fact that such exploration should be
diligently and rapidly pursued and we acknowledge and appre-
ciate that.
To be specific as to what we have done, to the end of rapidly

designing and disseminating standards of disclosure in this area,
we have undertaken many steps. MFOA, along with many private
and industry groups, is sponsoring educational seminars on the
subject throughout the Nation. We are continuing our commitment
to study in depth and dispassionately the provision and use of
credit information and its ability to reflect accurately credit qual-
ity. We have shared and will continue to share the fruits of this
research work with the Congress, the SEC and others. We wish
to assist them in their information needs and we need and con-
tinue to solicit their assistance. In fact, just last Thursday, I
opened my mail before going out to speak before a group on
disclosure in Westchester County. There were four notices of
seminars or other meetings being held in various parts of our
area and nationally on this very topic with multidiscipline groups
interested in arriving at a solution.
To this end, MFOA at its executive board meeting in Chicago

on February 13 adopted a resolution which has spelled out the
process which we intend to adopt at our national meeting in May
of this year, a definitive policy for municipal debt guidelines
disclosure. I ask that this resolution be introduced in the record.

Senator WILLIAMS. It will be.
[Resolution follows:]

RESOLUTION

The Executive Board of the Municipal Finance Officers Association of the
United States and Canada adopted the following resolution at its meeting in
Chicago on February 13, 1976:
It is hereby resolved, That the Executive Board of the Municipal Finance

Officers Association requests the Governmental Debt Administration Committee
of the Association to proceed on a time schedule which would look forward to
the adoption at the May, 1976, Annual Conference of the Association of a
definitive policy for municipal debt disclosure guidelines. To this end, the
Committee is to continue to enlist the comments and suggestions of the Secu-
rities Industry Association, the Dealer Bank Association, public interest
groups, municipal bond lawyers, the accounting profession, the Municipal
Securities Rulemaking Board, the technical staff of the Securities and
Exchange Commission, and all other interested parties concerning the draft
municipal disclosure guidelines that have been prepared jointly by MFOA
staff, consultants, and other groups and have been circulated for comment in
accordance with the action of the Board on November 21, 1975.
Adopted February 13, 1976.

Mr. REYNOLDS. Finally, we would not deny that the need to
increase the quality and uniformity of government financial re-
porting and accounting practices is clear. We believe that progress
in these practices will be rapid because brand new and extremely
effective incentives are now at hand and are pointing the way—
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bond market discipline, the requirements for disclosure already on
the books, the very occurrence of these hearings. To the extent that
States, localities and other market participants are permitted an
opportunity to do this for themselves, they will continue to be
on the spot to prove their effectiveness as partners in a Federal
system. State and local officials are not out to defraud a public
they are sworn to serve and if they do they go to jail. By the
some token, they have both responsibilities and rights to do their
jobs themselves without a Federal checkrein until such time as
they have defaulted on their obligations to investors and the public
at large.
I would respectfully submit that one New York City does not

equal the 40,000 national issuers. Thank you for the opportunity
to participate and we would welcome the opportunity to answer any
questions.

Senator WILLIAMS. Thank you very much.
Now Mr. Fullerton.
Mr. FULLERTON. Senator, I'd like to affirm everything Mr. Rey-

nolds has said and call to your attention again that a great number
of cities and counties throughout the United States have been
making fine financial disclosure. Financial disclosure promulgated
by MFOA since the 1940's, actually since the 1930's, far exceeds
the SEC's requirements in many areas. I would suggest, Senator,
in all seriousness, that if this is good for units of city government
and county government, that perhaps this same disclosure re-
quirement would be good for the Federal Government. We need
Federal disclosure of this type of information and I should sug-
gest that maybe if it's good for one it would be good for the
others.
Senator WILLIAMS. An excellent idea.
Senator TOWER. I might point out that we have one advantage

over municipalities, and that is we own a printing press.
MT. FULLERTON. Yes, sir. That's the problem.
Senator WILLIAMS. That came from Senator Tower. That didn't

come from me. I agree with you.
Senator TOWER. By the way, I agree with you, too.
Mr. FULLERTON. The golden rule has long prevailed in the in-

vestment market and that is "those that have the gold, rule."
When underwriters do not get disclosure, they just don't have to
bid on the bonds and some of us have found that out. The fact
has been elementary in the field of investments for many, many
years that an investor should investigate before he invests and if
he has nothing to investigate he takes his other options and goes
somewhere else. That forces us to give what you wish and I'd like
to show you that we have been producing—and in Texas the at-
torney general of Texas must approve /every county bond issue
before we can issue it; If we have too much debt outstanding,
we can't issue. The differences between the many States causes
this problem to be far different from a corporate procedure. Texas
has one set of rules. Alabama, another; New York, another; Ohio,
Connecticut—trying to work out a procedure within Federal stand-
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ards is going to be very difficult because there will be a conflict
between States rights and the Federal Government.
We suggest that the guidelines that we're working on, if given

enough time—say another year—will provide us with something we
think can work and the public interest will be well protected. There
seems to be an implication that nothing is being done. There has been
a considerable amount done over the years and it is multiplying at a
great rate today.
I will be happy to try to answer any questions you might have.
Senator WILLIAMS. Go ahead, John.
Senator TOWER. I think this has been very thoughtful testimony.
think that you may be aware that last year at the request of mu-

nicipal finance officers I introduced an amendment to the omnibus se-
curities bill which prohibited the Securities Rulemaking Board from
imposing standards of disclosure of State and local units.
As has been correctly pointed out, we are all suffering from the

New York City syndrome here and this has gotten the underwriters
into something of a state and they are concerned that this amend-
ment we adopted last year makes them subject to some unacceptable
liability for the municipal securities they underwrite.
Now I notice on page 4 of your testimony you saY some Federal

legislation may be needed or it may be possible to do this without
such legislation. I'm not one of those who want to be stampeded into
legislation in some sort of panic situation. I think we do too much of
that around here. I think the Congress very often tends to overreact
and perhaps finally their reaction sets in after the crisis has already
passed. We tend to be fighting yesterday's wars today very often. But
you can understand that the New York City situation has sobered
everybody up in terms of their responsibilities not only to cause the
Government to operate in a responsible and efficient way but protect-
ing investors against the sort of thing that's happened in New York.
The Congress actually refused, of course, to consider any kind of—

or I should say a majority of the Congress refused to consider any
kind of loan guarantee legislation that would bail New York City
paper out. Of course, I think a lot of people who bought that paper
probably knew what they were doing in the first place and should
be slapped on the wrist for it.
In any case, consistent with what you have said, some Federal

legislation may be needed or it may be possible to do this without
Federal legislation. Caught as we are in the middle here, what ap-
proach do you suggest we take?
Mr. FULLERTON. Wait a year.
Senator TOWER. Wait a year?
Mr. FULLERTON. Yes, sir. Give us a chance. We're working together

with the investment dealers the investment bankers, the bond law-
yers, the technical finance 

dealers,
are all in conversation now much

more than we have ever been in the past, and I think we can come
forward with voluntary disclosure guidelines that will be acceptable
and be enforced by the market.
Senator TOWER. Part of our function here is to make sure that

your paper is salable.
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Mr. FULLERTON. Yes, sir.
Senator TOWER. In other words, we are not all that concerned

about your business because we think you ought to be allowed to run
your own affairs the way you want to, but we also have to think in
terms of maintaining a viable market for your paper.
Mr. FULLERTON. Yes, sir.
Mr. REYNOLDS. I would comment, sir, that one of the results of this

increased communication has been an awareness that the so-called
Tower amendment did not impact the liabilities of either party, that
it simply states that the Municipal Securities Rulemaking Board
shall not directly or indirectly regulate the issuers.
What has happened, as I mentioned in the statement, has been an

increased awareness of the underlying liabilities of both parties, both
the issuer and the underwriter. The mayors and governors and audi-
tors of Harris County are complaining that they are being requested
to sign statements concerning liability that they were never asked for
before. We're trying to find our way through this problem of lia-
bility. Disclosure may be one part of that, but it's only a small part
of it. The ultimate answer is where is the liability to be fixed, and we
may not be able to resolve that. It may take court action. But, I do
know that there is an awareness at the state level now that was not
there just three months ago of this particular problem. Many States
are looking at possible legislative solutions at the State level to define
the liability and to place the liability and to permit a procedure that
will at least shift the burden of proof in any case away from the
underwriter. Thus, if he follows certain prescribed procedures and
asks for and receives certain information he will not be exposed to
the liability that he feels he's exposed to at the present time. I think
this is the answer rather than overall Federal legislation.

Senator TOWER. Thank you, Mr. Reynolds.
Mr. Fullerton, would you gentlemen mind waiting a moment?

All these disagreeable buzzers you hear indicate that we're having a
vote on the Senate floor. The chairman has already gone and I will
go and we will be back as soon as we can cast our votes on the floor.
It will be roughly 5 to 10 minutes.
[Recess.]
Senator WILLIAMS. One of the factors causing some of our prob-

lems is that we are getting divided counsel from the Municipal Fi-
nance Officers Association.
Mr. REYNOLDS. Yes sir.
Senator WILLIAMS. I quoted at length from Mr. Moak.
Mr. REYNOLDS. Yes, sir.
Senator WILLIAMS. And he takes a different approach and con-

cluded from his experience and knowledge in the field the necessity
for the establishment of well defined alternative systems of account-
ing which would be acceptable for application by state and local
governments and establishment of standards for disclosure.
Now he's a man of eminence, as you are, in this Association and

that's why I say we're getting divided counsel.
Mr. REYNOLDS. I would respond, sir, by a personal comment and

then ask John Petersen of our Washington staff, who talked to Mr.
Moak yesterday by telephone, to give Mr. Moak's response.
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Senator WILLIAMS. Well, that's in the second degree. It's hearsay,
but we're not living with the rules of evidence.
Mr. REYNOLDS. I respect Mr. Moak's opinion very much, mainly

because he's older than I am. I know that one of the things that I
feel Mr. Moak was very careful not to say was that the regulation be
Federal agency regulation. I think also that it should be noted that
the resolution which I submitted earlier which proposes the alterna-
tive plan of developing disclosure guidelines within the industry
voluntarily—not so voluntary under Mr. Fullerton's golden rule—
but under those standards. It indicates we're really not giving you
divided opinions. Mr. Moak supported that resolution. He's vice
president of our association and he's a member of our Committee on
Debt Administration and he has been very active in the development
in this area.
Mr. PETERSEN. I did have occasion to talk to Lennox Moak last

night and he's very anxious to receive a copy of the opening state-
ment. No one presumes to talk for Mr. Moak and I won't represent
him in any fashion except to say that, of course, he's most concerned
about the area, he does subscribe to our position and policy statement,
and he's very anxious to talk to you and your staff at your conveni-
ence about the general approaches, the variety of approaches, that
are available.
Mr. Moak in his statement did go on to catalog certain desiderata

that might be formed and one, of course, was to have some municipal
council or council of municipal issuers setting the disclosure stand-
ards. But I would want him to speak for himself. He's aware of the
use of the quotation and is anxious to talk to the committee about it.
Senator WILLIAMS. I appreciate that and we will talk to him. The

statement was drawn from his statement at the time of the New
York City hearing.
Mr. FULLERTON. Senator, if I might make one comment. I read

that statement carefully and I believe he was very careful when he
made that statement to say he was speaking for himself and not for
MFOA and not even for the City of Philadelphia. I believe that's
in the Senate Committee hearing minutes.
Senator WILLIAMS. He has been qualified by Mr. Reynolds as an

expert.
Mr. FULLERTON. He's an expert in the field of finance. I believe he

disclaims being an expert in the field of accounting.
Senator WILLIAMS. Now, Mr. Fullerton, a document has been given

to me that deals with Harris County, Tex., and I would like to read
a provision that comes from the February 19 issue. Is that date
right? Does that ring a bell with you?
Mr. FULLERTON. Yes; it probably does.
Senator WILLIAMS. This is contained in information accompanying

the issue I'm told.
The financial information set forth herein has been obtained from the official

financial records of 'Harris County and is reliable to the best of our knowledge
and belief. Statistical information contained herein has been obtained from
sources which are believed to be reliable but is not guaranteed as to the
accuracy or completness thereof, and its inclusion is not to be construed as a
representation on the part of the county to such effect.

Now do you recognize that language?
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Mr. FULLERTON. Yes, sir. That's the information published in my
notice of sale of $15 million of Harris County flood control bonds
that were sold on February 19, and $20 million of Harris County
road bonds that were sold on February 19.
Senator WILLIAMS. Is that standard language?
MT. FULLERTON. No, sir; it is not. Why was it used?
Senator WILLIAMS. It is designed to be exculpatory, I would think,

if anything in there is inaccurate. Am I right?
Mr. FULLERTON. Senator, your question is very appropriate and I

appreciate the opportunity of responding to it. This language was
dictated by the market attorney, the attorney that we hired to repre-
sent the purchaser of the bonds. We are in an area that has great
confusion. This will not be in our next issue of bonds, I can assure
you of that. We are aware of the problem that it created. However,
we were able to sell the bonds at a very favorable rate. Harris
County, Tex. has a AAA credit rating both by Moody's and Stand-
ard and Poor's. We sold the bonds at 4.49 net interest cost and 5.41
net interest cost. One is a tax exempt bond and therefore enjoys a
slightly better rate.
The attorneys and the bond dealers, as we said earlier, and the

finance officers are now beginning to talk to each other and figure
out what is needed. This issue of liability is the main problem and
I think if given a little more time we'll be able to get it worked out.

Senator WILLIAMS. Where should liability rest?
Mr. FULLERTON. As to the figures that are in this book, my annual

financial report that contains 10-year summaries—not 3 or 5 years as
required bY the SEC—I am perfectly willing to take full responsi-
bility because these figures have been audited by an international
firm of certified public accountants. Harris County has used inde-
pendent CPAs for more than 20 years. We published this report long
before—this is the point, Senator—this type of disclosure, the 10-year
disclosure, this much information along with our budget, has been
what MFOA has been espousing. This audited statement is where I
got the information and this is what a number of the isuers have
been issuing.
Now with these guidelines, information may have to be tailored

into a different form, but as to financial information I'm perfectly
willing to sign it. As to the average age and average educational level
of the people of Harris County, Tex., I don't know what it is and I
don't want to take the responsibility of saying what it is because I
don't know. I don't know what the population is because I haven't
counted the people. I'm willing to say that this is the Census popu-
lation figure and I will take responsibility for that, but the Bureau
of Census must accept responsibility for the number of people in
the community. Those are the types of problems we're running into.

Senator WILLIAMS. And on the liability question, how do you state
the liability that you feel is appropriate upon the issuer?
Mr. FULLERTON. I would want to think about it before I would

be completely bound by a statement. I would want the attorneys to
help me work out the language, but in essence, my philosophy would
say I'm making full disclosure to you of all the financial facts and
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I'm the accountant—I'm the chief accountant. I'm the director of
finance; the term "county auditor" is an anachronism at this point.
Everything here is true and correct to the best of our knowledge and
belief and I'm perfectly willing to sign something to that effect.
Senator WILLIAMS. I think you're right, though. We go from that

to an evaluation of what that really means in law and we get that
from the lawyers.
Mr. FULLERTON. All right. But now we're down to the essence. In a

private corporation, a private corporation is very much distinguished
from a municipal corporation such as we are. We are the public.
Everything we get belongs to the public. There is no profit motive
here. We're not trying to hide anything from the public. If we can
find out what it is, what exactly the bond dealers need, what exactly
the investing public needs, we would be perfectly willing to give it
to them within reason. I think reasonable•men can work it out.
In the past, I had a bond dealer once tell me, years ago, "Don't

worry about the audit: you can't steal city hall." What he was trying
to say is that the right to tax is how bonds are going to be paid off
and—except for the rare instances of New York City types—a city
gets into trouble, but it can eventually pay itself out. The right to
levy a tax is a great asset that doesn't show up on financial state-
ments because it's just an inherent characteristic of the entity itself.
Senator WILLIAMS. Now there was quite a head of steam behind

changes in bankruptcy law that would apply to municipalities.
Mr. FULLERTON. Senator, in some of the bankruptcy laws there is

a provision for what is known as debtor's court where, if I can't
handle my finances properly, I pay over to the debtor's court a
certain percentage of my salary or it's withheld by my employer
and given over to the debtor's court and the debtor's court then
pays off my bills. That might not be a bad thing for units of local
government who find out they can't manage their affairs.
Mr. REYNOLDS. Senator, if I may, I too would like to respond to

that question, wherein lies the liability, and I would support Mr.
Fullerton's position. This is my town's official statement which is
audited and I would stand behind all of the financial information
that's in that statement.
Now the further question is interpretation of that statement by

some other party. I don't feel that is the issuer's responsibility and
this is the area in which the underwriter is looking for assistance.
He's really looking for some hook on which to hang his hat as far
as liability is concerned, and we are sympathetic with that. We
need him. We are not going to be able to borrow money without
a cooperative arrangement with the underwriter. We have estab-
lished this communication and we are working toward helping him
to understand what is in these financial reports.
There have been a series of meetings on municipal accounting.

It is drastically different from private corporate accounting. There
are a great many things that the underwriter does not understand.
He's never had to understand it in the past.
As Mr. Fullerton said, nobody can steal city hall. Another re-

sponse is that, "It's a Connecticut name; it will sell. Don't bother
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us with the details." Those kind of things. Those days are gone
now. The underwriter is asking questions and we're having to supply
the answers to those questions. Most of the answers are in these
annual financial reports, and given the opportunity, I know that we
are going to arrive at a solution that will protect the taxpayer,
investors, and is going to protect the issuer and the underwriter.
One other comment. I have heard it stated time and again at

the hearings here that there are no standard or generally accepted
accounting practices as relates to local governments. Now I have
gone through two and a half years of torment because in my annual
statement 2 years ago there was a comment in the auditor's opinion
to the effect that two practices we follow are at variance wifh
generally accepted accounting principles, to wit, I was on a cash
instead of a modified accrual basis and I have a parking fund which
is an enterprise fund and I wasn't setting up a reserve for deprecia-
tion. Now faced with that comment, qualified opinion, I had to go
through 2 years of recasting my books to get a clean opinion.
Now if there are no generally accepted accounting principles,

what did these people tell me that I'm not complying with and
why did I go through this torment? Now this is what is happening
in the business. There is a greater awareness that there are gener-
ally accepted accounting practices. There's the MFOA handbook
on governmental accounting auditing and financial reporting. There's
the AICPA audit guidelines that are being enforced by many
States. There's a requirement in Connecticut that we conform to
this so that we're rapidly moving toward solution and apart from
Federal legislation.

Senator WILLIAMS. Now let me ask you. I have a copy here of
the "Disclosur.e Guidelines for Offerings of Securities by State and
Local Governments." Your responses are in the big box on the
table.
Mr. REYNOLDS. Over 3,000 requests, apparently.
Mr. PETERSEN. Would you like to see them?
Mr. FULLERTON. Senator, please let him show you.
Senator WILLIAMS. As a matter of fact, we had it. May I ask you

—the substance of what you provide in here is in this legislation.
Mr. REYNOLDS. But the difference, Senator—and I think it's a

critical difference—you have cast them in stone. If this legislation
passes, then it's going to take an act of Congress to adjust to a
situation that may develop in the market, if these were not accept-
able. What you have in your hand are the MFOA's proposed
guidelines. It's a draft that was sent out to over 3,000 people and
Mr. Petersen has letters from numerous people in the industry
suggesting modifications. This is a great concern that I have if
this legislation passes: You have taken much of what's in the guide-
lines and put it into the law when the guidelines are subject to
being changed as a result of input. We did not have that input
into your legislation, sir.
Senator WILLIAMS. Who formulated the guidelines?
Mr. REYNOLDS. It came from our Committee on Governmental

Debt Administration working with staff.
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Senator WILLIAMS. It was their best judgment of what the con-
tent of the guidelines should be?
Mr. REYNOLDS. As a starting point. I would ask John to comment.
Mr. PETERSEN. Senator, I will try to give you an abbreviated

answer to what proved to be a very complex but, nonetheless, re-
warding process.
The. National Science Foundation, after a 6-month pilot study,

gave the Municipal Finance Officers Association a grant to sponsor
analysis in the area of municipal credit information and quality.
As part of that grant and anticipating by I guess a year, roughly,
the events that occurred, we specified that there were questions
about the status of municipal securities transactions under the
Federal securities laws.
As a result, we did start a long-term study investigating such

questions as level of disclosure, levels of negligence, and so on, as
they apply in the corporate area and might apply in the municipal
area. We also studied what were the substantive differences be-
tween the two markets, what were the costs and benefits involved
in this area of application of the laws.
In the process of that research, we also stipulated that we would

be meeting with other participants in the municipal bond markets—
specifically, both bank and nonbank underwriters, bond counsel and
other individuals—to try to draft a standard of good practice for
municipal disclosure. As a matter of fact, we did start having draft-
ing subcommittee meetings. This was done in conjunction with the
disclosure committee that had been formed by a local government
law section of the American Bar Association and also by the Se-
curities Industry Association. This was last summer.
Through a period of about 6 months and innumerable drafts—

I think probably five to six meetings—we did comprise a project
that led to two documents. The first product was a document for
disclosure on official statements. You have the November 10 draft
of that. That's the one which we finally "went public" within
terms of soliciting comments throughout the Nation.
This box contains—I haven't counted them all—I would imagine

about 2,500 letters of requests. We didn't send them out. They were
requests for the guidelines.
Another document was generated which I have with me today.

It's a staff document, a draft. It's disclosure guidelines for current
reporting, the current reporting guideline. Meeting with this draft-
ing subcommittee—which was made up of about five individuals, all
of them reporting back to the various constituent organizations on
an informal basis—we decided it was better to wait before sending
out the current reporting disclosure guidelines so they would not
become physically confused with the official statement guidelines.
We felt that the latter were the most pressing problem at the time.
This is a project that the MFOA has sponsored. By no means

is it a unilateral action on our part. We have time and time again
asked the assistance of any interested party. As these letters and
comments demonstrate—I have 44 letters of specific comment—we
have been remarkably successful in getting some of the best minds

69-141 0 - 76 - 15
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and most interested participants in the market to comment and to
help us revise the guidelines. These are in the process of revision.
It's a living document but by its mere existence I think it's really
helping to set, a standard in the market.
Now the standard doesn't have a legal certainty at this time. We

realize that. They shouldn't. They are going to need development
and improvement. But I might say, as the crowning effort here,
March 30 we are having a meeting on the guidelines to which we
have invited 18 groups that I know of so far. We certainly would
appreciate the participation of your committee and staff at this
meeting.
Senator WILLIAMS. Where is this meeting?
Mr. PETERSEN. The meeting will be here in Washington. We sent

out the letters of invitation. We have had many people come back
and say they plan on being there. At that meeting we will go
through two steps. The first will be trying to come out with a
second revision of the guidelines as rapidly as possible. But, we are
going to take some time. We have to be very careful in drafting
proofs of the guidelines. And the second procedure will be to develop
a general policy where we can have consensus in terms of the
procedural aspects and, particularly, the liability questions.
MFOA and issuers in general can't decide these questions uni-

laterally at this stage. We want to talk to people throughout the
market and that includes the middle men, the underwriters, bond
counsel, other fiscal experts, as well as the investors. That's the
way we're going to get what we believe will be the most efficient
document that meets all of the mutual needs of the participants in
this market. It's a devilish complex problem, as the three days of
hearings have demonstrated amply.
Senator WILLIAMS. What is your position?
Mr. PETERSEN. I'm the Washington director of the Municipal

Finance Officers Association and also the project manager on the
overall credit information project.

Senator WILLIAMS. You mentioned in discussion with Senator
Tower Mr. Fullerton, that you needed a year. You know this bill
does have an effective date a year away?
Mr. FULLERTON. But it also gives the SEC the right to write

regulations and I'd rather—
Senator WILLIAMS. No, not between now and then. And by then,

if you put this all in place and your States are in accounting order
you're home free as far as the SEC is concerned. Now this is the
American Bar Association comment on the Municipal Finance
Officers' guidelines—are you a lawyer, Mr. Fullerton?
Mr. FULLERTON. No, sir, I am not.
Senator WILLIAMS. I'm pressed by staff to ask you a question and

quite frankly I'm wondering whether it is ultimately the wisest thing
to put this question to you. We will see where we go.
I will read the American Bar Association statement of February 5

of this year:
Under Section 11 of the Securities Act of 1933, an underwriter is not liable

as regards any part of a registration statement purporting to be a statement



223

made by an official person or purporting to be a copy of or extract from an
official public document if he has no reasonable ground to believe and did not
believe at the time that such part of the registration became effective that
the statements therein were untrue or that there was an omission to state a
material fact required to be stated therein or necessary to make the statements
therein not misleading or that such part of the registration statement did not
fairly represent the statement made by the official person or was not a fair
copy or extract from the published official document.

Comment? You know what this does. That goes to the under-
writer. That's the ABA talking to the underwriter. Now if that is
the law, something rests back home where you are, the issuer.
Mr. Fl7LLERTON. We are subject to fraud right now under the

SEC.
Senator WILLIAMS. This is a test that's different than fraud.

Fraud is where the wrong is clearly known, but there is that other
are, "know or should know by reasonable application of due dili-
gence." This puts it right back to you and whether or not this kind
of test should apply to you. It's exculpatory, but it puts you to a test.
This doesn't really put any burden on the underwriter except to
know the official document. Once he's got that, he's home free.
Mr. REYNOLDS. But, Senator, this applies to the private cor-

porate sector and this is the hook that he hangs his hat on. We're
saying that the municipal securities underwriter does not have or
cannot see that hook at the present time. It may well be that—in
our opening statement we recognize the fact—that there have been
no cases to determine this liability.

Senator WILLIAMS. The next sentence says, "In this area it's a
cloudy picture."
Mr. REYNOLDS. Except that the cases may very well say this exact

same test is applicable, that he knew or had reason to know. It's
going to come in a court case or you're saying that you want the
SEC to make this statement.

Senator WILLIAMS. No, no.
Mr. REYNOLDS. This act doesn't direct itself to this question. This

proposed legislation is not directed toward liability. It just says that
we must supply information in a format that the law or the SEC will
regulate.

Senator WILLIAMS. Well, no. This goes to liability in the private
side, damages. Now the question is, if this is applicable to you and
your issues, the underwriter has a protection. Now it comes back
to you and the liability rests with you. The question becomes whether
you can be reached in damage actions.
Mr. REYNOLDS. Both Mr. Fullerton and I say that we have no

qualms about being responsible for our financial statements.
Senator WILLIAMS. In other words, if this were law, what I just

read in this public area, you would accept it?
Mr. REYNOLDS. I'm not sure that it isn't already law. It just has

not been legislated law.
Senator WILLIAMS. It's uncertain because it hasn't been decided

yet.
Mr. REYNOLDS. Unlike Mr. Fullerton, I am an attorney, Senator.
Senator WILLIAMS. Very good.
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Mr. PETERSEN. I'm not an attorney either. I think there is a
possibility some may try a section 11 defense based on the 1933

act concept of using the governmental document as a defense in
terms of being able to accept an official statement as a Government

document. I think there are other questions involved in terms of the
affinity of that issuer to the transaction and the particular docu-
ment being issued. Also, you do not have the protection, I suppose,

of the review and comment process that goes with a filing under the
1933 act. Lawyers can talk to this much better than I, but it doesn't
seem as though under existing law this could be relied upon to

provide strong protections in municipal transactions. But don't
take my opinion I'm not a lawyer.
Mr. FULLERTON. Senator, rule 10(b) (5) of the SEC carries a

definition of fraud that is far more severe than an attempt to

deceive or deception with malice. In other words, with intent to

deceive. Under rule 10(b) (5), as I understand it, if I put some-
thing in here that's purely a mistake, a typographical error, I

might well go to jail under the SEC's rule 10(b) (5). There have
been people, independent CPAs, who were sued by the SEC and a
fraud conviction obtained and a man spent time in jail where it

was alleged that was the problem.
I'm perfectly willing to be responsible for what I have in here.

These books are audited by independent CPAs not chosen by me.

We even go further. Take the management letter—every corpora-

tion has its books audited and gets the letter from the independent

accounting firm that goes to the president and chairman of the
board which says you've got a clean opinion but there are a few
things over here you need to do. We publish that management

letter. It's a part of the published information in Harris County,

Texas and has been for many years.
Senator WILLIAMS. We'll get to this with the next witnesses.

Thank you very much.
Mr. PETERSEN. Senator Williams, may I request permission to

file additional documents for the record?
Senator WILLIAMS. Certainly.
[Prepared statement and additional information follows:]
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OUTLINE OF STATEMENT

by the

MUNICIPAL FINANCE OFFICERS ASSOCIATION

Before the

UNITED STATES SENATE

COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS

SUBCOMMITTEE ON SECURITIES

HEARINGS ON S. 2574 and S. 2969

Thursday, February 26, 1976

1. The purpose of the subject legislation is to provide for direct regula-

tion under the federal securities laws of the disclosure documents provided by

state and local governmental borrowers.

2. These proposals represent essentially a reaction to the turbulent events

surrounding the fiscal crisis of New York City and State. They also stem from

the recent realization on the part of many market participants that they over time

have become exposed to vague, but palpable legal liabilities under the antifraud

provisions of the securities laws. The range of applicability of these laws is

uncertain, primarily because of the lack of precedent of Commission or private

actions against governmental issuers. The Commission has announced undertaking

an investigation of New York City under its existing antifraud powers. While

there are approximately 40,000 governmental issuers, the SEC has not undertaken

enforcement actions against any of tlem.

3. Rightly or wrongly, in the saarch for possible dimensions of disclosure

liability, some have sought to find guidance in that securities market where

fraud actions both by the Commission and private parties have been prevalent:

the market for registered corporate security. Most agree that there are many

differences between these two markets, the issuers and their securities. However,
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until such differences are clarified, it has been necessary to study that area

where fradulent activity has occurred in order to protect against its occurrence

in the municipal securities area. Again, this has been necessary because of the

absence of any such precedence in the provision of information by municipal

issuers.

4. At the same time, governmental issuers and their advisors, in an effort

to meet these newly perceived information needs and increasingly conscious of

their own liabilities, have been rapidly developing, with broad industry partici-

pation, a comprehensive model for disclosing the information needed by investors

and underwriters. Such a model should reflect the differences in the markers

and their methods of sale and distribution. The suggested set of guidelines for

official statements, that developed by the MFOA in concert with other interested

groups, was given wide dissemination starting in late November of last year. This

took place only after six months of drafting and review and fulfilled a commitment

made to this Committee, the SEC, and others that rapid progress was being made in

this new area of concern. Approximately 3,000 copies of the guidelines have been

distributed in a little over two months. The guidelines, even though in draft form,

have already gained wide acceptance. Our work plan for their continued perfection

is discussed below.

Through a combination of market forces and rapid -- but responsible --

governmental action, the framework for improved disclosure in this complex market

is being put in place. Issuers that do not disclose will not get bids. This

discipline will continue whether or not the provision of such information is subject

to direct regulation.

5. We do not assert that disclosure documents or procedures in the municipal

market met a corporate standard prior to the turmoil of this past fall. Nor is

it asserted that in the past three months all problems have been resolved. How-

ever, it is believed that in a very short period of time, by combining many diverse

interests, the municipal market has shown itself capable of developing a workable
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framework for disclosure. Our policy has been and continues to be to work for

improved disclosure, because it makes economic and ethical sense to better inform

investors and taxpayers. Doing so in the most efficient manner is also in their

interest.

6. We not now favor federal legislation of the type proposed under S.2574

or S.2969.

a. S.2574 calls for full registration under the 1933 Securities Act

of all municipal bonds. this approach would be unwieldy and cause an

unnecessary level of involvement by the SEC in the issuing process.

b. S.2969 calls for federally imposed standards for annual and new

issuance reports under flexible parameters to be set by the SEC. This

approach, while less onerous, does share certain other difficulties with

the full registration proposal. These range froi, questions of the

power of the federal government to regulate state and local govern-

ments in their essential money raising function to a lack of clear

boundaries to the domain of the proposed SEC rulemaking powers. For

example, the bill does not address the most pressing problem in dis-

closure which is not that of the information items of disclosure, but

rather the liability structure among the various market participants

involved in the process. Now is the time to straighten out these prob-

lems of liability. Here, existing practice in the regulated corporate

market provides particularly poor guidance.

7. Rapid federal legislation, even though imperfect, perhaps could be justified

if the municipal bond market were in a chaotic condition over disclosure. That,

however, is not the ease. The municipal bond market has many concurrent concerns

about credit quality and, in some cases, the implications of the recently reported

federal bankruptcy legislation.
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There has been a few instances of postponements attributable to disclosure

or of some reduction in the number of bids for the same reason. In part, these were

caused by confusion over what were incorrectly thought to be changed disclosure

responsibilities under the 1975 Securities Acts Amendments and the need to

develop quickly disclosute procedures under the severe emotional and economic

pressures of late 1975. As these clear up, there is an emerging consensus

that, whatever their method of implementation, disclosure standards will be

applied widely throughout the market. The question is really what method of

adoption is most efficient and in keeping with our economic and political tradi-

tions. We have not waited for additional federal legislation, regulatory agency

or court action to move for designing a workable standard. The records show

MFOA anticipated its need.

8. As noted, the major disclosure problem is rapidly becoming less one ,1

getting issuers to "tell all", but rather one of affixiug levels of tcsponsibilities

in the collection and investigation of information and in its certification. We

believe that this problem can be solved by the promulgation of procedural policies

by an authoritative body. Some states are already moving in this directioi, and we

are actively working for agreement among all authoritative groups on this ques-

tion at a national level. Some Federal legislation may be needed or it may be

possible to do this without such legislation. We submit that the many alternatives

have not been adequately explored. These hearings are most helpful in focusing

attention on the fact that such exploration should be diligently and rapidly

pursued.

9. To the end of rapidly designing and disseminating standards of disclosure

in this area, we have undertaken many steps. MFOA, along with many private and

industry groups, is sponsoring educational seminars on the subject throughout the

nation. We are continuing our commitment to study in depth and dispassionately

the provision and use of credit information and its ability to reflect accurately
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credit quality. We have shared and will continue to share the fruits of this

research work with the Congress, the SEC and others. We wish to assist them in

their information needs and we need and continue to solicit their assistance.

10. The need to increase the quality and uniformity of governmental finan-

cial reporting and accounting practices is clear. We believe that progress in

these practices will be rapid because brand new and extremely effective incen-

tives are now at hand and pointing the way -- bond market discipline, the

requirements for disclosure already on Oh books, the very occurrence of these

hearings. To the extent that states, localities and other market participants

are permitted an opporiunity to do this for themselves, they will 'ontinue to be

on the spot to prove their effectiveness as partners in a federal sysi,m. State

and local officials are not out to defraud a public they are sworn to serve and

if they do, they go to jail. By the same token, they have both responsibilities

and rights to do their jobs themselves without a federal ch ;crein until such ti,e

as they have defaulted on their obligations to investors and the public at large.
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THE STATE OF TEXAS f

COUNTS' OF HARRIS- f

On this the 23A4 day o6 Febitua,ty, 1976, the Commissione4s 1 Count

o tc Hahh,i4 County, Texas, sitting ad the goveiming bbdy o Havt.is County,

upon motion o6 Commissionen Echas, seconded by Commasionot Lyons,

duty put and unanimousty can/Lied,

IT IS ORDERED that the HahALd County GoveAnnInt does not desiAe

any unnecessany Fedeitat conttot oven_ the Bonded indebtedness o6 Hahhx:4

County and Havtis County Hood Contnot DistAict, and that th-is Resotution

be 6onwatded to the U. S. Senate Committee on Banking, Housing and U4ban

AS6aiAs.

TEE STATE OF TEXAS )
COUNTY OF HARRIS )

I, R. E. Turrentine, Jr., County Clerk and Ex-Officio Clerk

pf Commissioners' Court of Harris County, Texas, do hereby certify

that the above and foregding is a true _and correct copy of Order made

and entered on the :2•? 4=‘'4 day of   , l9 Z.

as same appears of record in Volume  9/  of the Minutes of the

Commissioners' Court.

7:AjAZT.3UNDER MY HAND ANWEAL OF OFFICE this theca_d'v of

 , 19

R. E. TURRENTINE, JR., County Clerk
and Ex-Officio Clerk of Corimissioners'

r!1'4"440.
Court of Harris Cou ty, Texas.

IP 
/2

61—Z

4\f. 1s.
.1k

Deputy..
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Senator WILLIAMS. Donald Robinson, Donald Hodgman and
Richard B. Smith. The lawyers now should be heard.

STATEMENT OF DONALD ROBINSON, HAWKINS, DELAFIELD, &
WOOD

Mr. ROBINSON. Mr. Chairman, I want to thank you for the op-
portunity to testify on the two bills that are before you.
My name is Donald Robinson. I'm a partner in Hawkins, Dela-

field and Wood, New York City, a nationally recognized bond
counsel. I am also and have been for the last three years chairman
of the municipal bond workshops for the Practicing Law Institute.
Prior to that, since 1969, I lectured in that program. I was also
a participant in the Municipal Finance Officers Association program
relating to the preparation of the guidelines. I would like to state
that I am appearing today in my individual capacity.
I believe the solution to the problem which you're seeking to

address should involve a proper accommodation between the pro-
tection of the investors in municipal securities and the continued
ability of the municipal issuers to market obligations without any
undue impediments. If registration requirements are imposed upon
issuers of municipal securities, any benefits which may be derived
from substantially greater disclosure for potential investors will
undoubtedly be overcome by the detrimental burden of added costs
to the general public in the form of increased taxes or increased user
charges.
It is my belief that there is adequate statutory authority at

the present time for the protection of investors and that additional
regulation in the form of either S. 2574 or S. 2969 will not add
any further protection to investors but will, in fact, constitute an
inappropriate impediment to issuance of municipal securities and
add unnecessary costs to such issuance. Therefore, I am of the view
that neither bill before you should be enacted into law. There is
no need for additional legislation because Section 10(b) of the
Securities Exchange Act of 1934 and Rule 10(b) (5) promulgated
thereunder by the Securities and Exchange Commission provide
adequate protection at the present time for members of the invest-
ing public who purchase municipal obligations. That section and
the rules promulgated thereunder, together with the Securities Acts
Amendments of 1975, also give the Securities and Exchange Com-
mission adequate power to police alleged violations of fraud in-
curred in connection with the offer and sale of municipal securities.
As you know, although municipal securities have been exempt

from the registration requirements of the Securities Act of 1933
and the regulatory requirements of the Securities Exchange Act
of 1934, the antifraud provisions contained in Section 17(a) of the
Securities Act of 1933 and Section 10(b) of the Securities Exchange
Act of 1934 do not provide any exemption with respect to municipal
obligations for fraudulent practices. The Federal securities laws,
as interpreted by the courts, also provide for implied rights of action
for defrauded purchasers of securities. One of the first cases involv-
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ing alleged securities fraud dealing with a purchaser who sought to
recover on the basis of an implied right of action, involved the
alleged fraud in the sale of municipal securities. That case was
Thiele v. Shields and was decided in 1955. Clearly, the courts have
recognized such an implied right of action in connection with
alleged fraud in the sale of municipal securities from that date.
The Commission has and continues to recognize its enforcement

obligations with respect to the sale of municipal securities. In the
1960s the Commission instituted a proceeding in the matter of
Walston & Co., Inc. and issued an order in that proceeding on Sep-
tember 22, 1967, and that involved the sale of municipal securities.
Since that date the Commission has taken additional steps and ap-
plied additional concern to this field. The Commission has pro-
ceeded with at least five civil injunctive actions since that time all
of which occurred in the last three years. At no time has the Com-
mission indicated that there was any additional need for legislation.
This committee, in its report dated April 14, 1975 with respect

to such legislation stated at page 43: "The Committee believes the
municipal securities markets have, in the main, performed their
debt financing functions for state and local governments with
commendable efficiency and integrity." The Securities Acts Amend-
ments of 1975 were enacted to provide additional enforcement tools
to the Commission to help combat those few abuses which did
exist. In fact, the committee stated in the report at page 44:

The Committee is mindful of the historical relationship between the federal

securities laws and issuers of municipal securities. Apart from the general
antifraud provisions, municipal securities are exempt from all substantive
requirements. Most significantly, this means that state and local governments
do not have to comply with the registration and disclosure requirements of the
Securities Act of 1933. The bill does not in any way change this pattern, for

the Committee is not aware of any abuses which would justify such a radical
incursion on states' prerogatives.

The antifraud provisions require adequate and full disclosure
of all material facts necessary for an investor to make an investment
decision with respect to the proposed purchase of municipal securi-
ties. Neither of the two bills before you changes that requirement
nor does either add to the protection afforded proposed investors
from that presently prevailing as aforementioned. Full disclosure
is full disclosure without more. The proposed legislation before you
accomplishes nothing more than to provide further Federal in-
volvement and governmental decisions with respect to what it
considers to be material or adequate disclosure. Also involved in the
process is the possibility of substantial redtape and additional costs
involved in the registration of or reporting requirements related to
municipal securities. The concept of full disclosure which had its
foundations in the above-mentioned antifraud provisions is a fair and
flexible standard and is now fully adequate for the protection of
investors. Therefore, in my opinion there is no need for the en-
actment of the legi51ation before you.
There will also be some very practical problems if either piece

of legislation is enacted. These problems arise because of the diver-
sity of types of municipal securities and governmental units. The
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U.S. Bureau of Census reported in 1972 that there were 78,267
State and local governmental units classified. When working on the
Municipal Finance Officers Association guidelines, one of the major
problems that was dealt with and why it took so long to at least
come out with an exposure draft for something that people could
comment on was the diversity of local laws, State and local laws.
I understand fully the desire of the chairman in his bill to put
together a set of guidelines and he's looked at the exposure draft
of the MFOA and there's nothing in there that is dead wrong, but
there is nothing in there that we know without comment, without
review of all the comments from the 50 States, that is absolutely
correct.
The process of evaluation, determining what is material, takes time.

It's best done on an ad hoc basis. It's not done by legislation. It's
not done by setting one set of standards for all the issuers through-
out the country.
As you know, attempts are being made to improve disclosure

guidelines. The MFOA project is an outstanding bit of self-
regulatory development by the municipal issuers themselves to
try to improve with additional minimal cost to taxpayers and the
users of public facilities, to reach an accommodation between ade-
quate and full disclosure and keeping the cost of government at
the lowest possible rate.

Also, the market has adapted very well to the problems. In
any case, municipal issuers are preparing full-disclosure documents
which surpass the level of disclosure suggested in S. 2969. In short,
the problem this subcommittee is focusing upon is being fully
solved by municipal issuers and the securities industry without any
Federal supervision.
I would also like to point out to the subcommittee that the

sovereign States have constitutionally protected powers and that
the Federal Government should be cautious in any approach to
limiting these powers.
In conclusion, I recommend that Congress not enact either of

the two bills before you. Full disclosure, which we all favor, is
presently being provided for by the issuers themselves, as well as
by the underwriters of their securities. To require the Commission
to set the standards for disclosure in this very complex and sensi-
tive area would be to complicate rather than simplify the problem.
Thank you very much.
Senator WILLIAMS. Thank you very much, Mr. Robinson. It's

very appropriate for you to include a statement from our report of
last April of the legislation where we did say the bill does not in
any way change this pattern of nonapplication, for the committee
is not aware of any abuses which would justify such a radical
incursion on States' prerogative.

First, I would say I don't consider this bill a radical incursion.
With what we knew then that was an accurate statement. One of
the reasons we didn't know some of the problems which hit us
with such force in November was that the guidelines and the uniform
standards and reporting and disclosure weren't in place and with



234

the information we had all was well on the Hudson, but we found
out later, of course, that it wasn't.
So it's fair for you to report what we said then, and I think

it's fair for me to comment that one of the reasons we were not
aware was that the basic data was not there for us to be made
aware. That's a fine statement. We appreciate your appearance and
it will be helpful. I will make no further comment at this point.
[Complete statement follows:]

STATEMENT OF DONALD J. ROBINSON

Mr. Chairman and members of the Subcommittee, I thank you for the oppor-
tunity to testify with respect to S. 2574 and S. 2969, both of which deal with
the treatment of municipal securities under the Federal securities laws. My
name is Donald J. Robinson and I am a partner in the law firm of Hawkins,
Delafield & Wood, New York City, a nationally recognized bond counsel which
renders legal opinions with respect to the valid issuance of municipal obliga-
tions throughout the country. In addition, since 1969, I have been a lecturer
for the Practising Law Institute programs on Municipal Bonds Workshop and
have been Chairman of the Workshop program since 1973. However, today I
appear in my individual capacity.
The solution to the problem which Congress is seeking to address should

involve a proper accommodation between the protection of investors in mu-
nicipal securities and the continued ability of municipal issuers to market
obligations without any undue impediments to the continued proper operation
of state and local governments. If registration requirements are imposed upon
issuers of municipal securities, any benefits which may be derived from sub-
stantially greater disclosure for potential investors will undoubtedly be over-
come by the detrimental burden of added costs to the general public in the
form of increased taxes or increased user charges.

It is my belief that there is adequate statutory authority at the present time
for the protection of investors and that additional regulation in the form of
either S. 2574 or S. 2969 will not add any further protection to investors but
will, in fact, constitute an inappropriate impediment to issuance of municipal
securities and add unnecessary costs to such issuance. Therefore, I am of the
view that neither bill before you should be enacted into law. There is no need
for additional legislation because Section 10(b) of the Securities Exchange Act
of 1934 and Rule 10(b) (5) promulgated thereunder by the Securities and
Exchange Commission provide adequate protection at the present time for
members of the investing public who purchase municipal obligations. That
section and the rules promulgated thereunder, together with the Securities
Acts Amendments of 1975, also give the Securities and Exchange Commission
adequate power to police alleged violations of fraud incurred in connection
with the offer and sale of muncipal securities.
As you know, although municipal securities have been exempt from the

registration requirements of the Securities Act of 1933 and the regulatory
requirements of the Securities Exchange Act of 1934, the antifraud provisions
contained in Section 17(a) of the Securities Act of 1933 and Section 10(b) of
the Securities Exchange Act of 1934 do not provide any exemption with respect
to municipal obligations for fraudulent practices. The Federal securities laws,
as interpreted by the courts, also provide for implied rights of action for
defrauded purchasers of securities. One of the first cases involving alleged
securities fraud dealing with a purchaser who sought to recover on the basis
of an implied right of action, involved the alleged fraud in the sale of municipal
securities. That case was Thiele v. Shields and was decided in 1955. Clearly
the courts have recognized such an implied right of action in connection with
alleged fraud in the sale of municipal securities from that date.
The Commission has and continues to recognize its enforcement obligations

with respect to the sale of municipal securities. In the 1960s the Commission
instituted a proceeding in the matter of Walston & Co., Inc. and issued an
order in that proceeding on September 22, 1967. Since that date, the Com-
mission has also proceeded with civil injunctive actions in connection with
fraud in the sale of municipal securities and in the past three years, the
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Commission has instituted at least five such actions. At no time has the com-
mission stated a public concern in respect of a lack of power under the
Federal securities laws except to the extent that they sought and received
additional statutory authority with respect to regulation of brokers and dealers
who dealt in municipal securities. Those powers were granted to them in the
Securities Acts Amendments of 1975. In addition, this Committee in its report
dated April 14, 1975 with respect to such legislation stated at p. 43: "The
Committee believes the municipal securities markets have, in the main, per-
formed their debt financing functions for state and local governments with
commendable efficiency and integrity". The Securities Acts Amendments of
1975 were enacted to provide additional enforcement tools to the Commission
to help combat those few abuses which did exist. In fact the Committee stated
In the report at page 44:
"The Committee is mindful of the historical relationship between the tederal

securities laws and issuers of municipal securities. Apart from the general
antifraud provision, municipal securities are exempt from all substantive re-
quirements. Most significantly, this means that state and local governments do
not have to comply with the registration and disclosure requirements of the
Securities Act of 1933. The bill does not in any way change this spattern, for
the Committee is not aware of any abuses which would justify such a radical
incursion on states' prerogatives".
The antifraud provisions require adequate and full disclosure of all material

facts necessary for an investor to make an investment decision with respect
to the proposed purchase of municipal securities. Neither of the two bills
before you changes that requirement nor does either add to the protection
afforded proposed investors from that presently prevailing as aforementioned.
Full disclosure is full disclosure without more. The proposed legislation before
you accomplishes nothing more than to provide further Federal involvement
and governmental decisions with respect to what it considers to be material
or adequate disclosure. Also involved in the process is the possibility of sub-
stantial red tape and additional costs involved in the registration of or report-
ing requirements related to municipal securities. The concept of full dis-
closure which had its foundations in the above-mentioned antifraud provisions
Is a fair and flexible standard and is now fully adequate for the protection of
investors. Therefore, in my opinion there is no need for the enactment of the
legislation before you.
There will also be some very practical problems if either piece of legislation

is enacted. These problems arise because of the diversity of types of municipal
securities and governmental units. The U.S. Bureau of Census reported in
1972 that there were 78,267 state and local governmental units classified in the
following categories:

States 50
Counties 3,044
Townships 16,991
Municipalities 18,516
School districts 15,780
Special districts 23,886

Total 78,262,

The number of local governmental units varies considerably from state to
state because there is a greater proliferation of units in some jurisdictions than
in others. The characteristics of such units and the varied types of municipal
securities they are empowered to issue usually differ from state to state and
differ from each other within each state. The figures shown and the differing
characteristics make unified disclosure requirements extremely difficult if not
impossible.

Attempts are being made for improvements in the disclosure made in con-
nection with municipal issuers. As you are aware, a project has been under-
way for over a year that is designed to assist in satisfying the increased needs
for investor information and the increased concern of issuers as to achieving
compliance with the antifraud provisions of the Federal securities laws. The
project, involving a broad cross section of bond participants and professionals,
has been sponsored by the Municipal Finance Officers Association, whose
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participation has been financed, in part, by a grant from the National Science
Foundation.
A major product of the project has been the preparation and dissemination

of suggested guidelines for information documents used in municipal securities
offerings. While the guidelines are not intended to be legally binding they are
suggestions of information which may be disclosed in offerings of municipal
securities. They are not intended to create disclosure requirements or a legal
obligation to disclose any or all items of information suggested. The guidelines
have been submitted for comment to municipal issuers and other interested
parties and comments are being received by the Municipal Finance Officers
Association at the present time.
In any case, municipal issuers are preparing full disclosure documents

which surpass the level of disclosure suggested in S. 2969. In short, the probrem
this Subcommittee is focusing upon is being fully solved by municipal issuers
and the securities industry without any Federal supervision.
I would also like to point out to the Subcommittee that the sovereign states

have Constitutionally protected powers and that the Federal government should
be cautious in any approach to limiting these powers.
I suggest that adequate protection for investors can continue to be achieved

by (a) the continued enforcement of the antifraud provisions by the Securities
and Exchange Commission, which continued enforcement constitutes a sub-
stantial inducement for adequate and full disclosure in connection with the
offer and sale of municipal securities; and (b) the adoption of the guideline
approach proposed by the Municipal Finance Officers Association with the
support of the securities industry. Such support would have a prophylactic
effect on municipal issuers. The securities industry would refrain from under-
writing obligations of municipal issuers where it has been furnished inade-
quate information on when there has not been full disclosure. Where there is
full and fair disclosure of material facts in connection with a municipal issue,
the securities industry would fully support and underwrite such an issue.
In conclusion, I recommend that Congress not enact either of the two bills

before you. Full disclosure, which we all favor, is presently being provided
for by the issuers themselves, as well as by the underwriters of their securities.
To require the Commission to set the standards for disclosure in this very
complex and sensitive area would be to complicate rather than simplify the
problem.
Thank you very much.

Senator WILLIAMS. I would like to turn to a former eminent
member of the Securities and Exchange Commission, Mr. Smith.

STATEMENT OF RICHARD B. SMITH, DAVIS, POLK, & WARDWELL,
NEW YORK CITY

Mr. SMITH. Good afternoon, Mr. Chairman. My name is Richard B.
Smith. I am a lawyer practicing in New York City, a member of the
firm of Davis

' 
Polk & Wardwell. I also serve as chairman of the Sub-

committee on Municipal and Governmental Obligations of the Ameri-
can Bar Association's Committee on Federal Regulation of Securities,
the capacity in which I have been invited to testify. My remarks, how-
ever, are my own individually, since I have not had an opportunity to
review my testimony with the members of either the committee or the
subcommittee and my comments in no way reflect an official position
of the American Bar Association.
Because of the short period of time between my being asked to

appear on this panel and today's hearing, it was not possible for
me to comply with the committee's usual 48-hour procedure. I
would, with the permission of the chairman, like to submit for the



237

record following the hearings my prepared statement and touch on
several of the items today.

Senator WILLIAMS. Very well.
[Mr. Smith's prepared statement is not substantially different

from his testimony and with his permission is not printed here.]
Mr. SMITH. If time permits, I would also like to canvass my

committee members for comments on the legislation for the assist-
ance of the staff.
I should also like to point out that unlike the two witnesses

appearing with me I am not a municipal bond attorney. However,
I have had some background and experience on the corporate side
of the securities market and in the course of counseling with a
major underwriter of municipal securities have been giving thought
to municipal securities matters. Perhaps that perspective may be of
some assistance to the committee in considering the legislation
before it. I should also point out that from 1967 until 1971 I was
a Commissioner on the Securities and Exchange Commission, which
may account somewhat for some difference in viewpoint among us
about the legislation.
I shall address my comments to S. 2969 and hope they will be

viewed as constructive for I want to say at the outset that I am
strongly in favor of requiring increased disclosure in the municipal
securities market and removing a number of the uncertainties now
plaguing issuers, underwriters

' 
and investors in that market. Feeling

that a framework of Federal legislation is probably necessary to
achieve those objectives, I am in sympathy with the legislative
effort. The threshold question in considering the desirability of
legislation in this area is whether a system for uniform and com-
parable disclosure about municipal issuers is sufficiently valuable
considering its expense. On the heels of that question comes the
question whether it is necessary to make such a system mandatory
at the Federal level. Somehow, there doesn't seem to me to be an
alternative to developing a new system of required disclosure once
the market develops a perception of risk from the absence of in-
formation, and since the municipal securities market is nationwide,
a framework of Federal legislation seems needed to reach across
State lines.

First, a subsidiary comment on the bill. S. 2969, in addition to
its main purpose of adding a new section 13A to the Securities
Exchange Act of 1934 that would require disclosure by municipal
issuers, would also effect amendments to existing provisions of the
act. I am somewhat perplexed about the need for at least one of
those proposed amendments.
The bill would amend section 15B (d) (1) of the 1934 act, the

so-called Tower amendment, by deleting the prohibition against the
Commission's requiring any issuer of municipal securities to make a
filing with the Commission "prior to the sale of such securities."
Proposed section 13A, as contained in the bill, however, gives no
express power to the Commission to require any filing with it by a
municipal issuer either prior to or after a sale. Therefore, the dele-
tion of the prohibition seems ambiguous. It may be that the bill

69-141 0 - 76 - 16
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intends to confer on the Commission that power by the language
in its sections (a) (1) and (b) (1) requiring an issuer of municipal
securities to prepare either an annual report or a .distribution
statement in accordance with such rules and regulations as the
Commission may prescribe as being necessary or appropriate in the
public interest or for the protection of investors.
Now, if the legislative intention is thereby to empower the

Commission to require the filing with it of municipal disclosure
documents at any time, this language seems a somewhat disin-
genuous way to do it. Filing with the Commission does not seem
particularly consistent with the issuer document maintenance and
central repository concepts contained in paragraph (f) (3) of the
bill. Moreover, the 1934 act's only process for preusage filing with the
Commission is the review of proxy material, clearly not applicable
to municipal issuers. The only other process of preusage filings
that have been developed by the SEC exists under the 1933 act
which the bill does not touch. If preusage filings are to be required
of municipal issuers, or indeed filing at any time with the Com-
mission, this should be provided explicitly in the bill as it is
obviously a sensitive issue. If the bill does not intend to empower
the Commission to require filings with it, then the proposed change
in the Tower amendment seems unnecessary.
Now as to proposed section 13A, which is S. 2969's principal

purpose, I shall comment briefly on seven aspects.
First, annual reports provided for in paragraph (a) of section

13A. The bill, in my judgment, properly focuses on systematic
annual reporting by municipal issuers. I know of no governmental
unit that is not already required to provide an annual accounting
of some kind for the unit's financial affairs. So the bill simply
recognizes that fact, albeit putting more structure into the process.
But the point is, that this should be done anyway and a number of
sound governmental purposes, in addition to disclosure to investors,
will be enhanced by the development of a comprehensible annual
report. [Indeed, so as not to throw bricks, one might be useful at
the Federal Government level.] The bill is silent as to the time
within which such an annual report is to be provided. This can be
a troublesome point. Is the SEC to be guided by the 90-day re-
quirement for corporate issuers? Or the 120-day requirement that
preceded it? Should there not be congressional direction in this
respect? How is it contemplated that the Commission would en-
force noncompliance?
The bill is not explicit on whether the distribution statement

can simply incorporate by reference material in the annual report.
I trust this is what the bill intends, because every effort should be
made to keep down expense and delay of offerings. The distribution
statement could well be kept limited to a description of the terms
of the security, the underwriting arrangements and an updating
of material information since the last annual report. It would be
helpful if the statute made clear that an issuer and underwriter
would be protected from liability in the use of such an abbreviated
distribution statement so long as the last annual report has been
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given reasonable prior circulation, complies with the disclosure
requirements applicable to it, and is readily available to a pros-
pective purchaser upon request from the issuer and the under-
writers.
The second point I'd like to comment on is, while the bill speci-

fies a minimum of $50 million of debt outstanding to trigger the
annual report requirement and a $5 million of debt being offered to
trigger the distribution statement requirement, it then empowers
the Commission to change those amounts, presumably either up or
down, with no meaningful standards to guide it in exercising that
power. The only basis I can think of for exercising that power is a
cost-benefit analysis of the broadest sort, and I wonder whether that
is not a decision that the Congress itself should fish or cut bait on.
In terms of investor protection theory, it's difficult to say that

100 institutions purchasing $50 million of municipal debt require
disclosure, but 100 individuals purchasing $1 million do not. Yet
I appreciate that rough practical judgments may have to be made
as to the reach of the statute. These seem to me to be more properly
legislative determinations rather than delegated administrative
ones. Congress has not heretofore delegated this type of judgment to
the Commission. For example, the so-called Reg A exemption of
$500,000 is set out in the 1933 act.
The third point I'd like to comment on is the bill's requirements

of annual audits by independent public accountants and the appli-
cation of appropriate generally accepted accounting principles to
municipal issuers. They seem like highly desirable provisions. Such
requirements would serve to assure that the preparation and pre-
sentation of public issued financial statements would be designed
for investor usage.
The fourth point I'd like to comment on is the State agency

approval provision in paragraph (c) (1). If Congress thinks that
the particular disclosures the bill requires for distribution state-
ments are necessary in the public interest—and I agree with Mr.
Robinson's comment and the comments of some others that I don't
consider that a necessarily adequate or desirable list to be fixed
in stone—it's difficult to understand why State approval of some-
thing else should be a basis for exemption. (If distribution state-
ments, why not also annual reports which are not referred to in
paragraph (c) (1) ?)
The bill should make clear that the issuer has the responsibility

and liability for disclosure under Federal law, and State agency
approval rather than providing an exemption from the disclosure
requirements would instead be a process that the state might choose
to employ to assure compliance with the requirements. The bill
might also provide, in order to encourage states to undertake such
approvals, that when issues are so approved underwriters are re-
lieved of any liability for a deficiency in disclosure of which they
did not have actual knowledge, thereby improving the price and
yield at which issues so approved could be sold. Such state review
and approval should be ample protection to investors and would
be a way to assure that underwriters could economically continue
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to bid on the many municipal issues being noticed for competitive
sale each week.

Fifth, briefly, I would suggest that the language in paragraph
(g) of the bill purporting to limit liability of underwriters, could
be clarified. I think the language in section 11(e) of the 1933
Act is somewhat more clear and that could also be improved upon.
I think the point is that any liability of an underwriter should be
limited to the dollar amount of sales actually made by it.
The sixth point I'd like to comment on involves the Municipal

Securities Rulemaking Board which is noticeable by its absence
from reference in the bill. Since the Congress recently added section
15B to the 1934 act giving the rulemaking Board, with SEC over-
sight, rulemaking power with respect to practices of municipal
securities brokers and dealers, the bill should not the next year
forget it. I agree that the Board is probably not the appropriate
bay to deal with the content of disclosure documents, but it does
seem to me to be the logical body to promulgate any rules with
respect to delivery of distribution statements and so I would urge
the substitution of the Board for the Commission in paragraph
( f ) (2) of section 13A.
My last. comment deals with federal-state relationships. The

bill would give the job of determining disclosure standards to the
SEC. Given the premises of the bill that mandatory disclosure is
desirable for all municipal issues of any size and that the disclosure
standards should be uniform and comparable nationwide, with which
I agree, it may seem that the existing federal disclosure agency
should be assigned to that job. While I personally have no difficulty
with that conclusion, I think we should recognize that it is not a
necessary conclusion. The, SEC has not had occasion to develop as
yet an expertise in municipal finance comparable to that which it has
in corporate financial matters, even though foreign municipal issuers
offering securities in the United States have been required to
register with the SEC since 1934. The more important reason to
pause is the deference that must be paid to very sensitive aspects
of Federal-State relationships, and for that reason alternatives
might be considered.
If sovereign States are enormously resistant to their subdivisions

being subjected to standards enunciated, and presumably enforced,
by a Federal bureaucracy, or if there are sufficient Members of Con-
gress who would find it distasteful as a further step toward central
Government power it is at least conceivable that some other
mechanism could be created to achieve the salutory objectives of
the bill. In other words, I don't think the bill should be scuttled be-
cause of concern that the SEC's role would do violence to Federal-
State relationships. I repeat, for myself, I don't think it would. After
all, we're talking only about disclosure, not what the states can or
cannot do in financing themselves. But I am also conscious and re-
spectful of what I know are deeply held feelings on the part of others.
One alternative might be, in effect, a system of state "blue sky"

laws hopefully made as uniform as possible, applicable to munic-
ipal securities. But I think that would be impractical for national
underwriters and a confusing burden on what is essentially a na-
tional marketplace. Anyone who has had contact with the corn-
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plicated system of State securities blue sky laws could hardly be
disposed to wish that system upon the municipal securities market.
Another alternative would be to provide a Federal statutory

framework—and hence the national jurisdiction—to the States
themselves to establish uniform standards. I appreciate this would be
a rather innovative approach to federalism, but it would seem to
me to be worth trying rather than not to have a bill or having
rebellious States. The statute could provide for a national council
appointed by the President composed solely of State and local
government officials, and possibly a chairman who is a former such
official, to implement the general municipal disclosure and account-
ing standards called for in the statute. The President could be
required to consult with appropriate State and local government
organizations in making his appointments. The Council could be
assisted by advisory committees and the SEC in performing its
functions. Thus, the sovereign States could be said to be jointly
establishing their own uniform disclosure standards with the benefit
of Federal jurisdiction.
Thank you.
Senator WILLIAMS. Thank you very much.
I have not been exposed to this suggestion of a Presidentially

appointed council in any other areas of approaching uniformity
of State laws. Is this indigenous to—
Mr. SMITH. It was an idea that sprang out of a discussion that

I had with some other people interested in the subject of municipal
disclosure and I guess I carried it along in my own thinking, beyond
this rather brief statement of it. If you're driven to it or interested
in it I would be quite prepared to talk to your staff about it as an
alternative.
Senator WILLIAMS. Thank you. It's a very helpful statement in its

detailed analysis of some of the problems. Of course, the ambiguity
problem that you mentioned, preusage filings—there's been no intfient
of that authority here and that should be clarified, obviously. Some
of the other areas of ambiguity that you have raised we will also
be mindful of. We appreciate it, the whole statement.
Mr. Hodgman, do you have a statement ?
Mr. HODGMAN. Yes, I do, Senator.

STATEMENT OF DONALD R. HODGMAN, O'MELVENY AND MEYERS,
LOS ANGELES, CALIF.

Mr. HODGMAN. I filed a statement. I do not wish to read it.
My name is Don Hodgman of the law firm of O'Melveny and

Meyers in Los Angeles. I function primarily as a bond counsel.
I think, Mr. Chairman, if you asked three attorneys, you are•

liable to get three different points of view. My point of view is
colored by two factors. One, I think bond counsel generally have
clients on both sides of the fence. In our case, I think about half
of our clients are underwriters and about half are municipal issuers.
So if I appear to be sitting on the fence, I have good reason. I
want to avoid disgruntled clients.
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Senator WILLIAMS. That's full disclosure. Very good. .
Mr. HODGMAN. There's another point that has been alluded to

and is continually lurking in the background in this discussion
and you will say, well, why bring it up if it's that apparent, but
it's this question of the antifraud sections of the federal securities
laws. I think these are all pervasive in any analysis of this prob-
lem. I make this point particularly because, like Mr. Smith, I
happen to be a chairman of a subcommittee on disclosure of the
American Bar Association. This is from a different section, the
local government law section. Our conclusions are really not com-
plete as yet. We have circulated a draft position, a comment letter
for the MFOA. Our primary focus has been to attempt to respond
to their request for comment.
However, in doing that, I think we have tried to grapple with the

problem generally of what is the appropriate solution as far as the
regulation of municipal issuers, particularly in view of the fact
that they are already inserted in the federal securities laws. In my
prepared remarks I emphasize the fact that the sinner is already
seated in the cathedral and this pervades all of our deliberation
on the MFOA guidelines. I think it's also necessary to bear in mind
in giving consideration to S. 2969.
You have to have as a focus of your discussion the underlying

fact that you're included within the Federal securities laws and
that there is a certain amount of liability that is there already. I
think it's very important to categorize that liability and one of the
issues that I would like to cover in my remarks is this question of
liability, but I think it's very important to emphasize that in de-
fining what this liability is and what is the test to determine
liability under the anti-fraud sections, the U.S. Supreme Court in
its definition of "material" under the federal securities laws, has
used a very broad and non-common law definition. It's not common
law where you need scienter knowledge and so forth.
Their definition is material items that "might"— (I emphasize

that "might") be important to an investor in making his decision
to purchase a security.
Well, bearing this in mind, our committee—and I want to point

out as Mr. Smith did that I'm not permitted to speak as a member
of the Bar Association—we considered four tests in trying to
evaluate the disclosure problem. I think I'd like to pass quickly over
the first two and emphasize the last two because they haven't
received as much discussion in the testimony thus far.
The first test is that issuer compliance should be voluntary if this

is possible. Now this is just another way of stating the prerogatives
of state and local governments in the federal system. I think the
real question here is whether it's possible to recognize this volun-
tary approach and still have a workable municipal securities
market. Certainly, the standards suggested by S. 2969 is an inter-
mediate position. It's carefully articulated in terms of nonreview,
nonfiling. Subject to the technical comments that Mr. Smith made
in which I concur regarding the amendment of 15B (a) (1), it seems
like a position that attempts to make a compromise in this regard.
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There is another advantage. Again, I'm on the fence on this one.
I applaud the fact that S. 2969 has a definite standard, contrary
to Mr. Robinson, who says, well, after all, we have these antifraud
sections and they should be sufficient. Senator Williams, you men-
tioned in your remarks introducing S. 2969 why you go beyond the
antifraud sections, and I think our deliberation in our Bar Asso-
ciation Subcommittee points out the necessity to get guidance
beyond the antifraud sections and to have some more specific basis
for being sure that you have complied with this definition of ma-
teriality in the antifraud sections.
This leads to my next test. Although bond counsel traditionally

likes to find a safe harbor, after almost a year of deliberations in
our subcommittee, we are unable to conclude that a safe harbor
would be possible, given the structure of the federal securities laws.

I'd like to move on then to the two really hard questions from
the lawyers' standpoint. I think the testimony so far has shown
the issues that are really troubling certainly the underwriters and
I think, to some extent, the municipal issuers as well are duty and
liability. This is really a double-sided coin. I think you can look at
one side of the coin and say, well, now that we have inserted muni-
cipal issuers into the federal securities laws structure, what duties
and what investigation incentives are there? Are they the same as
the usual incentives under the Federal securities laws? I think
that this has been explored by the testimony, particularly the SIA
written testimony goes into this in some detail. They have and
others have examined the due diligence defense, the so-called section
11 defense, which if you're talking in terms of a 1933 act registra-
tion permits the underwriter who makes the investigation required
by the statute to avoid liability.
I think testimony has shown that the difficulty here is that it is

not clear in the case of an exempt municipal issuer (although in
1975 we have now expressly required the broker-dealer who deals
in municipal securities to register under the 1934 act), how the
due diligence defense works. I think even more important and a
point that is not made expressly so far is the fact that a municipal
issuer may be in quite a different position as far as his incentive
for investigation.
Now you can say, well, of course, he has the incentive. He has

the incentive of the marketplace. They won't buy his municipal
securities unless he adequately provides disclosure material for the
investors. But I don't think this is quite the same situation as in
the case of the private issuer. He is charged expressly under the
1933 act with a level of responsibility that I would colloquially
denominate that of an insurer. I don't want to be misunderstood
in this. I don't think he's an insurer in the sense that he writes a
policy that the materials in the registration statement are abso-
lutely true, but it approaches that level of liability where his investi-
gation, is inadequate or materials are incorrect. There's no question
of establishing negligence or establishing scienter.
Another feature in this investigation incentive that has not been

discussed is the question "how does a bond counsel function where
municipal underwriters on one side of the equation are now ex-
pressly covered by the Federal securities laws.
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Suggestions have been made and I think properly that we should
give consideration to changing the historical pattern. Historically,
the bond counsel has been the only lawyer functioning in the process
of marketing and preparing disclosure materials for municipal
securities. We should shift from the one-counsel pattern to the
two-counsel pattern that is common in private securities. The model
that's been suggested is that used in the public utility field where
competitive bidding is usually followed as is the rule in the muni-
cipal area. I think it's going to be necessary to make some shift
in the role of the bond counsel. I think if we don't have additional
attorneys, we at least have to add the fact that the bond counsel
will have to expand his role to cover the area of disclosure under
the Federal securities laws. Whether this is done by having two
counsel or having the bond counsel be employed by the underwriter
and having the public attorney, who in many cases is already of
course on the payroll of the issuer take care of the issuer's prob-
lems under the Federal securities laws, only more experience in
the marketplace will tell.
I think my final point then would be the hard question of what

is the liability of the issuer. Can you reach—and the question has
been asked a number of times—can an investor in New York City
bonds sue the issuer of the securities? There is a pending suit, the
Abrams suit, in the Federal courts that raises that very situation.
I think this is one of the reasons for the apprehension of whether
the present disclosure process is adequate. But I think it's this
other side of the coin—does the underwriter now have all the
liability and is the municipal issuer exempt from a suit by a private
investor for damages because of the usual defenses that are
suggested: (1) sovereign immunity; (2) the 11th amendment to the
Federal Constitution or other protections that are afforded the State
and local governments from liability. I think this is a very difficult
constitutional question for the lawyers.
I attended a PLI seminar in New Orleans last week at a number

of cases were cited in this area. We received the opinion yesterday
from Mr. Rathbun that lie felt that properly drawn the Federal
statute could reach the municipal issuer even if it was a private
investor suing.
I think my conclusion in reviewing these materials since PLI is

that of Mr. Rathbun—in fact, I spent part of yesterday afternoon
in the Wilmer, Cutler library on the theory that it would provide
the proper atmosphere to get the right answer. My authority just
to cite one case (that I didn't see in Mr. Doty's materials who lists
the other cases), would be the Edelman case, 415 U.S. 651 (1974).
This is the most recent case. As has been pointed out, the present
legislation does not attempt to reach the municipal issuer in a suit
of the type mentioned. I think this is, however, a very tricky issue.
The Edelman case points out that there is an element requiring the
municipal issuer consent to the liability. Consent presupposes an
activity that is undertaken voluntarily. Social security payments
were involved in that case.

Earlier cases had involved different activities. The Pardon case, a
prior cited case, was a case where Alabama operated a railroad
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which was something they did not need to do as a governmental
purpose. So I think there's still the possibility that the U.S. Supreme
Court would have difficulty in, if you were talking about borrowing
money, by means of bonds, assuredly an essential governmental
activity. They might have difficulty enforcing this on the municipal
issuer, but I think it could be done. Certainly in the State courts,
as far as the 11th amendment was concerned. However, these are
very tricky issues.
I think the important thing is to recognize the difficult legal

problems in the area of liability and attempt to address this in some
way that permits the sharing of liability in the situation.
Thank you.
Senator WILLIAMS. Thank you very much, Mr. Hodgman, and all

you gentlemen. It's awfully late to begin a continuous discussion
of all the things you have raised.

Just as we go into the next group of witnesses with the demands
upon the issuer for greater reporting and disclosure and the basis
of intelligent investment, where this is required under law, wouldn't
that move us in the direction of the underwriter being in a position
to be able to rely more on the official materials that would reach
him from the issuer?
Mr. HODGMAN. I think that would certainly be the desirable

approach.
Senator WILLIAMS. It would seem that way, as a matter of logic.

That follows from the clear disclosure demands upon the issuer.
We'll leave for the law professors now and we appreciate very

much you, Mr. Hodgman, who are on the fence, and gentlemen,
for all your help. Thank you.
[Complete statement of Mr. Hodgman follows :]

STATEMENT OF DONALD R. HODGMAN, OF CrMELVENY & MYERS,
LOS ANGELES, CALIF.

This statement is offered in response to an invitation from Senator Williams
to testify on S. 2574 and a furnished draft of proposed legislation (the
"Williams proposal"), both of which deal with the treatment of issuers of the
municipal securities under the federal securities laws.
My remarks are from the standpoint of a municipal bond counsel with a firm

that has a fairly long history of rendering so-called municipal bond opinions
covering the validity of the issuance of municipal bonds. Such opinions are
customarily a requirement of delivery for such bonds. To evaluate the
customary relationship of bond counsel to the parties involved in a municipal
bond transaction, I wish to point out our clients are split approximately
equally between the two sides of the transaction—approximately 50% of our
clients are municipal issuers and the remaining 50% are purchasers or under-
writers of the municipal bonds involved. Although historically -bond counsel
was employed by the purchasers of municipal bonds to give an independent
opinion assuring the legality of the issuance of the bonds, subsequent practice
since the initial use of municipal bond opinions at the turn of the century has
resulted in bond counsel being sometimes employed by the municipal issuer and
sometimes by the purchaser. Because of this divided allegiance, I would not like
one party or the other to have my remarks taken as favoring either one party
or the other since in either case I will stand to gain the one thing that
lawyers wish to avoid—a disgruntled client.
There is another position that will underlie my remarks in connection with

the position of municipal issuers under the federal securities laws. This is the
fact that municipal issuers are subject to the so-called anti-fraud sections of
the Federal Securities Acts, namely Section 17 of the 1933 Act and Rule 10(b)
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(5) as developed under the 1934 Act. There might have been some question
of municipal issuers being subject to Rule 10(b) (5) of the 1934 Act prior to
the Securities Reform Act of 1975 ("1975 Amendments"). This doubt should
now be set at rest because of the change in the definition of "person" as
a result of the 1975 Amendments so that municipal issuers are expressly
covered. My position is that even if at one time there was a defensible position
that exempt securities such as municipal bonds were subject to a different level
of "materiality" under the anti-fraud sections than registered securities, this is
now a point of view that is not felt to be defensible by experts in federal
securities law. Thus, municipal issuers are fairly caught within the web of
the federal securities laws under the anti-fraud sections at the present time
(and I might add parenthetically that in my view this has always .been the
case) so that any legislative treatment of current problems of issuers of
municipal securities under the federal securities laws must recognize that the
sinner is already seated in the cathedral.
Although my testimony is presented on an individual basis or in some cases

as a representative of my firm, I function as the chairman of a Subcommittee
on Disclosure Problems of the Committee on Liaison with the Securities
Industry Association, Local Government Law Section of the American Bar
Association. One of our main charges over the past months has been an
examination and evaluation of the guidelines proposed by the Municipal
Finance Officers Association ("MFOA"). Although we have not submitted our
final comment letter to the MFOA, a proposed final draft has been circulated
among our membership for comment and approval. In the proposed comment
letter, we had four main areas of concern in evaluating the MFOA guidelines
and I would like to use the same four areas of concern as a basis for the
general evaluation of the Williams proposal.

1. ISSUER COMPLIANCE VOLUNTARY

Bearing in mind the caution given above that we are excluding the presence
of the anti-fraud sections of the federal securities laws, an important position
of municipal issuers as indicated in the MFOA guidelines is that compliance
with disclosure requirements should be on a voluntary basis. I am speaking
here of "voluntary" in the sense that the method of disclosure should involve
the smallest amount of federal regulation possible. The legal requirement that
disclosure must take place is not in question under the federal securities laws.
If a spectrum were constructed of the various stages from voluntary dis-
closure to required disclosure, the Eagleton Bill 82574 would be at the
extreme side of the spectrum requiring mandatory disclosure. This would
mandate the filing of a registration statement (which under SEC practice
would include a thorough review of the statement) before solicitation of
offers to purchase would be permitted. Requiring registration in compliance
with the terms of the 1933 Act was a step that was clearly foreign to all of the
drafts and discussion in connection with the 1975 Amendments. This is recog-
nized by a Section 15B (d) (1) of the 1975 Amendments to the 1934 Act which
clearly states that neither the Commissioner nor the Board is authorized to
require any issuer of municipal securities, directly or indirectly, to file prior
to the sale of such securities any document in connection with such sale.
Reasons for not using the 1933 Act registration approach are in part of a
historical nature and may be based upon considerations of political philosophy
inherent in the federal system. The review by the one level of government
of the ability of a different level to borrow money by the marketing of its
securities is a significant feature in the balance of power that needs to be
achieved if the federal system is to be workable. Additional reasons for not
adopting registration under 82574 will be covered in the third and fourth
concerns.
On the opposite end of the spectrum, the MFOA guidelines propose a purely

voluntary method of complying with disclosure. There are several inter-
mediate possibilities and one of these is offered by the Williams proposal. The
Williams proposal would require in Section 13A (f) (3) the filing of reports
and distribution statements required by the Section either at a designated
location as prescribed by rules and regulations of the Commission or at a
central repository provided under contract by the Commission. The Williams
proposal would provide no review, but the reports and distribution statements
would comply with criteria as to their content as set forth in general guide-
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line requirements contained in the legislation. Such a filing requirement of
annual reports and disclosure statements in connection with the sale and
distribution of municipal issues would constitute a much milder form of
federal regulation and would appear to be only a small step along the spectrum
to mandatory requirements from the MFOA position of voluntary compliance
as indicated.
The Williams proposal achieves another goal of both the municipal issuer and

the purchaser as well as other interested persons connected with the transaction
—the provision of a definite legal standard to follow in preparing the dis-
closure material. Although there may be quibbling about the specific disclosure
requirements in the Williams proposal both as to the annual reports and the
distribution statements, based upon our Subcommittee work in connection
with the MFOA guidelines and bearing in mind the comments of other
interested groups such as the DBA, the SIA and others, I believe it is fair
to say that the Williams proposal requirements, although sufficiently compre-
hensive for disclosure purposes, do not appear to be onerous or unduly
extensive.
At this point I would like to draw attention to what in my view is one of

the most significant improvements in the current status that would be
achieved by the Williams proposal. I refer to the requirement in proposed
Section 13A (a) (2) (J) that requires financial statements of tile issuer for
any fiscal year commencing on or after December 31, 1978 to be audited and
reported on by an independent public or certified accountant ("private finan-
cial statements") in such manner as the Commission may prescribe. Although
it may not be the proper function of bond counsel to comment on the desir-
ability of requiring private financial statements, we believe that the experience
of our firm in its private securities law practice would definitely permit us to
make the comment that such a requirement would go a long way in redressing
the differences and difficulties that separate public and private issuers of
securities.

2. NO SAFE HARBOR

There is a tradition that has grown up in connection with the issuance and
sale of municipal bonds that is in conflict with the practice in private securities
work. Historically, municipal bond practice both from a legal and marketing
standpoint, has required a degree of legal certainty that is on a different
and higher level than the private securities practice. The best example would
be the standard for rendering a municipal bond opinion, i.e. bond counsel must
not issue an approving opinion if there is a reasonable argument to the con-
trary. This should be contrasted with a private securities opinion where the
securities lawyer should not give his opinion if he doesn't believe it will
prevail in the courts. Regardless of how this difference is categorized, whether
as qualitative or quantitative, it is reflected in other areas of public law
pertaining to municipal issuers. One corollary of the higher standard opinion
is the search for and the desirability of safe harbors in connection with
regulatory requirements. Thus, in the area of arbitrage of municipal bonds, the
IRS was beseeched by issuers and their bond counsel to provide tests that
would give a safe harbor from the arbitrage sanctions of the loss of income
tax exemption. As a result of this demand, the IRS regulations in their
various proposed formats have all evidenced an attempt to comply with the
issuer's request so that upon the preparation and execution of an appropriate
certificate covering the specific items renuired by the IRS regulations, the
issuer would be able to avail itself of a safe harbor.

Alas, as our Subcommittee was to discover after a number of months of
searching for satisfactory guidelines that would produce something approach-
ing a safe harbor, such a goal seems clearly unattainable under the structure
of the federal securities laws. Given the municipal issuer is subject to the
anti-fraud sections as set forth above and given further the present view of
the scope of "materiality" as defined by the most recent pronouncement of the
United States Supreme Court in the Ute Indians case, i.e. anything that
"might" be important to a reasonable investor in making his decision, the
search for a safe harbor in disclosure guidelines seems unattainable. On the
other hand, the presence of the Williams proposed guidelines in the 1934 Act
will have definite legal and practical benefits not directly attainable by volun-
tary guidelines such as those of the MFOA. Although a strict compliance with
the stated requirements of either the report in Section 13A (a) or the distribu-
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tion statement in Section 13A (b), together with any further requirements as
prescribed by rules and regulations of the Commission will not constitute a
safe harbor, such compliance will permit the issuer to provide specific
information mandated by the governing law instead of having to determine
in each case the disclosure that would be "material" based upon the broad
applicable definition. In addition, since the requirements of the Williams
proposal would be administered by the SEC, there would be a body of rulings
and legal administrative practice that would be available for guidance. It
should be pointed out that there is a loss in moving towards the voluntary
approach by requiring only a neutral filing without any registration or review
by the SEC. As a result of this departure, the parties lose the benefits that
come from discussion and dialogue with the SEC in the preparation and
registering of the appropriate statement.

3. INVESTIGATION INCENTIVES

A key area of concern in examing any solution to the treatment of municipal
issuers is the question of whether the incentives to investigation by the parties
to the transaction under a proposal are similar to the incentives on private
issuers under the federal securities laws. It is my belief that there are some
key differences in the resulting relationships and that for any amendatory
legislation to be appropriate, it must take into consideration these differences.
In the first place, one of the parties to the transaction is not directly under
and subject to the direct enforcement powers of the SEC, namely, the muni-
cipal issuer. In the standard 1933 Act registration situation, the issuer under
Section 11 has the liability of an issuer with respect to full disclosure. The
liability of a municipal issuer (where even after the 1975 Securities Act
Amendments the municipal issuer is still exempt) is unclear, whereas the
broker or dealer following the 1975 Amendments is required to register with
the SEC to be able to act as such and is subject to direct sanctions by the
SEC. Thus, in a private securities transaction, the issuer has the incentive
to investigation that is thrust upon him by his status as an issuer. This
difference in the incentive position of the municipal issuers is felt by the
underwriter to markedly increase his exposure. Often in a private underwriting,
the underwriter will insist that a corporate issuer have experienced corporate
securities counsel so that the issuer will be aware of his status as an insurer
under the 1933 Act. This is felt to furnish protection to the underwriter
even if he remains subject to exactly the same disclosure obligations he
possessed before.
The so-called "due diligence" defense of the underwriter or purchaser in a

pure 1933 Act transaction may not be available in the case of municipal
issues. The registered offering under the 1933 Act presupposes a procedure
under which the underwriter will have experienced corporate counsel, who will
participate in the preparation of the registration statement and have an
opportunity to question and to contemporaneously investigate the truth and
adequacy of the disclosures in the registration statement for his underwriter
client. Where no registration statement is required, the opportunity for
investigation is not present in the same way. Even in a municipal transaction
where a substantial official statement is prepared, the opportunity for in-
vestigation by the underwriter is not the same unless the underwriter is
selected well in advance of the sale and he has an opportunity to
participate through his own corporation securities counsel in the preparation
of the official statement. Historically, this is contrary to the practice in the
issuance of municipal bonds except in some negotiated sales. An added com-
plication is the fact that a large majority of municipal bond issues (on the
basis of number of transactions) are marketed through competitive bidding.
Once again, in order to obtain the same opportunity for investigation by the
underwriter, it would be necessary to utilize a transactional format that is
presently used only for certain private utility issues which are traditionally
subjected to competitive bidding. In such a case, the opportunity for investiga-
tion by the underwriter can be supplied by the appointment of an experienced
private securities counsel for the underwriter by the issuer where the
selected counsel has a sufficient reputation so that his participation in the
transaction will be acceptable to the various prospective purchasers at com-
petitive bidding.
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This discussion points up a further essential difference in municipal trans-
actions from those under the private sector; traditionally in municipal issues
the underwriter has not engaged separate counsel to look after his interest
and conduct an investigation under the federal securities laws. Recent events
in the municipal bond market in early 1976 have indicated a growing aware-
ness among underwriters that counsel who will consider their interests under
the federal securities laws may be an essential ingredient of any transaction.
In the case of the Williams proposal, the preparation of the disclosure state-
ment in the traditional way by the issuer and his financial consultant with a
review of the document for legality by bond counsel would not satisfy the
underwriters' requirements. On the other hand, it would be possible regardless
of whether the transaction were negotiated or competitively bid to provide an
additional corporate securities counsel for the underwriter under the Williams
proposal. For any investigation to be effective, the practice followed in private
corporate securities would need to be instituted in some form so that an under-
writer's counsel would 'participate in the preparation of the distribution state-
ment. This would require significant changes in the procedures attendant upon
the preparation of official statements offered in connection with the sale of mu-
nicipal issues. It may be that in the case of firms with existing corporate prac-
tices, the role of bond counsel would be expanded or that bond counsel would
Increase his expertise in the federal securities area.
The objections of expense and added burdens on the municipal issuer be-

cause of the provisions of the Williams proposal if additional underwriter's
counsel is utilized will not be directly met by the argument that the proposal
applies only to large issuers where the size of the issue and the danger to
investors merits the level of expense. It is submitted that although one may
not have faith in the ability of the market to be a sufficient force so that its
demands without federal law will force municipal issuers to provide private
financial statements, nonetheless, if a federal statute requires only six percent
of the municipal issuers to provide annual reports and distribution statements
with private financial statements, the result will be to force the non-covered
issuers, the remaining 94 percent, to meet the higher standards of the 6 percent
or be penalized with higher interest costs of inferior securities.

4. ISSUER SANCTIONS

The other side of the coin to incentives for investigation is the question of
sanctions against the municipal issuer or the possible liability of the municipal
issuer for false or incomplete information in either the annual report or the
distribution statement required under the Williams proposal. It is believed
that one of the causes of the increased demand for disclosure by the under-
writers in the January 1976 market was the spectre of the potential liability
that might be visited upon underwriters as illustrated by the Abrams case, a
civil suit against the City of New York, its Mayor, Controller and several of
the underwriting banks filed in the Southern Federal District Court of New
York August 13, 1975. The Abrams suit is a class action which uses the estab-
lished theory that a purchaser may recover the loss in market value of his
securities by a direct 10(b) (5) action against the issuer and others connected
with the transaction. The fear of the underwriters in Abrams is that on analy-
sis it may well turn out that the public issuer or the public officers named in
the action have no real liability to the purchasers. The legal grounds for such
a lack of liability are easy to suggest in general terms, i.e. depending upon the
facts of the case, avoidance of liability under both the Eleventh Amendment
and the sovereign immunity doctrine, would clearly be raised.' Because of the

The question of the liability f a municipal issuer was discussed at a Just-completed
Practising Law Institute seminar at New Orleans titled "Municipal Bond Workshop
12th" held on February 18-20, 1976. At the workshop it was indicated by a bond counsel
from Connecticut that the official statement for bonds of that State carried on the front
cover an express indication that neither the State or State officials were liable for
inadequate disclosures in connection with the official statement. In addition, a number
of authorities were cited by members of the panel that would offer legal theories under
which either a municipal issuer or a public officer of the issuer could be held liable in
spite of the presence of the 11th amendment or sovereign immunity. The shortness of
time before this appearance has not permitted an examination of these authorities but
they can be made available to this committee.
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diversity of possible fact situations that may be involved' as far as parties to
the suit are concerned under the Eleventh Amendment, because of differences in
state laws as to the extent to which sovereign immunity applies in a given
state, in the case of torts or contracts or both and the extent to which it may
be waived by statute, by implied consent or by other means in a given situation
and because of difficult questions of the relation of federal laws versus state
laws, any general statement beyond a clear indication that a serious question
of whether legal liability exists, is not possible.'
A more satisfactory alternative solution that might be utilized by the Wil-

liams proposal that has been used in the municipal sections of the Federal
Bankruptcy laws, would be a procedure utilizing the "carrot and stock" ap-
proach. Although the first Federal Bankruptcy Law for municipalities was held
invalid because of its violation of the reserved powers of the states under the
Tenth Amendment (see Ashton v. Cameron County, 298 U.S. 513 (1935), the
second municipal bankruptcy law enacted by Congress was upheld on the basis
that its acceptance by the states was purely voluntary. See U.S. v. Bekins, 304
U.S. 27 (1937). In all subsequent federal legislation• on the subject, the same
approach has been consistently followed. The underlying practical compulsion
of this approach in the bankruptcy situation is based on the fact that the
states are powerless acting at the state level to effect a composition of the
various creditors' claims since a state legislature cannot, because of the con-
tract clause of the Federal Constitution, directly require a composition. On the
other hand, at the federal level, utilizing the bankruptcy clause in the Federal
Constitution, Congress has the power to order a composition under Federal
Bankruptcy Laws that is binding on creditors of municipalities since the con-
tract clause does not bind the Federal Government. Thus, using the carrot and
stick approach, in return for a forced composition of private creditors' bonds
liens, the states voluntarily permit the municipalities to invoke federal bank-
ruptcy jurisdiction. A similar approach could be used in disclosure under which,
in return for having a workable set of disclosure standards under the federal
securities laws, the states would set up some form of state or local certifica-
tion or approval of disclosure reports or statements, one feature of which
would be placing liability on the municipal issuer for defects or provide an
indemnity for the underwriter who has been held liable for the defective
information furnished by the issuer.

Although the Williams proposal does not directly invite the creation of
authorities or agencies that will provide sanctions to assure that the reports
and distribution statements under the Williams proposal are true and com-
plete, the Williams proposal does contain at least two provisions that offer
similar or substitute sanctions. The provision in Section 13A (c) (1) which
exempts the issuer from the requirement of a distribution statement where
the state governmental authority (other than the issuer) is expressly author-
ized by law to grant approval to a statement of disclosure after appropriate
hearing is a provision that has a similar approach. The difficulty with the
proposed provision is the requirement that the law expressly indicate that
the disclosure at the hearing has been "adequate." Most state corporate securi-
ties laws do not provide provisions and procedures under which the state
agency would be in a position to assure the adequacy of the disclosure in the
given transaction. In this connection, the suggestion can be offered that per-
haps an amendment should be considered that would expand the provisions in
Section 11 of the 1933 Act that permit reliance upon certificates or statements
of public officials. Once again, if the underwriter were relieved of liability, his
place should be taken by the public official and this raises the Eleventh Amend-
ment and sovereign immunity problem once again.
The requirement in the Williams proposal that after fiscal years commencing

on or after December 31, 1978, private financial statements be furnished will
in some respects eliminate the requirement that sanctions against the issuer
for accurate and complete financial statements would be necessary. This repre-
sents a significant difference from the solution in the MFOA guidelines. The
provisions of the MFOA guidelines requiring financial statements permits the

2 A fact situation that seems clear would be that municipal issuers are presently
subject to suit by the SEC directly. However, such a suit has never been brought by the
SEC.
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statements to be satisfied by an alternative standard. Either these statements
may be prepared by an independent certified or public accountant or the fi-
nancial statements may be those of public officials who use recognized uniform
accounting standards applied to governmental bodies.' To the extent the al-
ternative requirement is eliminated and a requirement of financial statements
from private accounting sources is the sole requirement, the need for sanctions
on the public issuer and the public officials is significantly reduced. It has been
demonstrated by the experience in private corporate securities sector under
the federal securities law that private accountants can be held liable under the
federal securities laws to an extent that other parties to the transaction may
be relieved of liabiliy and the resulting creation of better accounting practices
has resulted in removing the basis of liability.'

Senator WILLIAMS. Mr. Ronald Forbes, associate professor of
finance, State University of New York; and Mr. Robert W. Doty/
professor of law, Creighton Law School.

STATEMENT OF RONALD W. FORBES, ASSOCIATE PROFESSOR OF
FINANCE, STATE UNIVERSITY OF NEW YORK

Mr. FORBES. My name is Ronald Forbes. I'm associate professor
finance, State University of New York. We have a fairly lengthy
prepared statement. I won't bother to read it.
Senator WILLIAMS. I would appreciate it if you didn't. I will

promise that it will be read in full before this day is over.
Mr. FORBES. Thank you.
I would like to highlight some of the research that we have

been doing. I have been working under a grant from the National
Science Foundation and the Municipal Finance Officers Association is
the sponsoring organization, on problems of municipal credit quality
and credit information. The views in this statement represent my own
views and a report of some of the results of that research to date.
I think if we consider the economic and legal factors of the

marketplace now it would seem that all participants have sufficient
incentives to provide just the right amount of disclosure. Investors
should demand it to reduce the risks. Issuers should be willing to
comply to achieve lower borrowing costs and underwriters and other
intermediaries have the added burden of compliance with securities
laws. There have been no systematic studies of the extent of dis-
closure in the municipal securities markets. Therefore, we initiated
a project designed to measure the extensiveness of the credit infor-
mation reported in the documents, notices of sale, official statements
and prospectuses that are provided by issuer or their advisors.
The first phase of this project was begun September 1975. We

requested copies of the offering documents furnished in conjunction
with new bond sales for all issues listed in the sealed bids invited
section of the daily bond buyer. We have received 174 offering

The Disclosure Guidelines for Offerings of Securities by State and Local Govern-
ments of the Municipal Finance Officers Association, Disclosure Draft dated November
10, 1975, indicate under footnote 3 on page 7 that the recommended guidelines are those
obtained in Governmental Accounting, Auditing, and Financial Reporting. 1968 as
presented and recommended by the National Committee on Governmental Accounting
which has been reconstituted as the National Council on Governmental Accounting.

4 Audits of State and Local Governmental Units, 1974 prepared by the Committee on
Governmental Accounting and Auditing of the American Institute of Certified Public
Accounts.

5 This approach offers no panacea. See the recent case of Saunders v. John Rumen
Co., Inc.. CCCH If 95.347 decided October 30. 1975. where reliance on financial statements
of private accountants by the underwriter was held not to prevent liability.
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statements covering as many general obligation bond issues and we
are presently in the process of analyzing the content of those
statements. Each of these offering statements is being analyzed to
determine whether sufficient information has been provided to en-
able an experienced analyst to arrive at a judgment of the relative
credit strengths and weaknesses of the issue. Quite clearly, a good
deal of the subjective judgment must enter this process.
Without going into elaborate detail, we have focused on three

broad classes of credit information, including: (1) the timely and
comprehensive statement of outstanding indebtedness; (2) a de-
tailed financial report including the revenues and expenditures and
the balance sheet of the borrower; and (3) a thorough report of the
economic and demographic characteristics of the population served
by the governmental unit.
In our prepared statement we summarize some of the official

results of this survey and we provide a lengthy list of detailed items
that we evaluate on these official statements. I would only like to
summarize a couple of points which are in our table 3.
We have heard a good deal of discussion—indeed, the main

feature of the legislation that is proposed has been the inclusion
of an independent or certified financial report by an auditing firm.
As noted in our table 3, only 17 or 10 percent of the offering state-
ments in our survey supplied copies of certified financial reports.
Only 7 of these described the accounting methods used in these
reports. Only 44 of the 174, or slightly more than one-quarter,
provided current year operating statements of revenues and ex-
penditures. Of these, only 25 reported in detail the sOurces of
revenues and the purposes for expenditures, and only 5 provided
detailed statements of actual cash flows.
As a specific example of the lack of detail, only four documents

provided any detailed discussion of the pension arrangements cov-
ering government employees, even in light of the heightened con-
cern over the potential liabilities of unfunded municipal pension
plans.
Although our analysis of reporting .practices is not yet complete,

these observations drawn from a survey of 174 issue g pi.Ovide very
strong cases that issuers of municipal securities do not generally
supply the market with many of the types of information that
credit analysts perceive as important disclosures. We feel that these
results, even though based on a survey, are very likely representa-
tive of the practices that were followed in the past by most issuers.
However, before drawing the conclusion that such evidence repre-
sents a strong Case of the need for Federal rules and regulations
governing municipal disclosure practices, certain other observations
should be noted.

First, the offering statement may not be the sole source of credit
information available to the investment market. In fact, a good deal
of credit related information is available to investors through only
the cost of a newspaper and governmental agencies at the state
and Federal level disseminate a substantial volume of local govern-
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ment statistics. We cannot measure the extent to which these other
sources of information are generally available nor how complete
these sources are, nor even whether these sources are widely used.
In addition to this unknown quantity of free information, the

investment market has always been free to purchase additional
information. If municipal credit information was valued highly
we could expect to observe high prices paid for analysts and we
should observe active competition by firms specializing in credit
analysis. Such does not appear to have been the case. While precise
data is not readily available, it is common knowledge that credit
analysts did not at least until 1975 command the high salaries and
bonuses that were more characteristic of underwriting managers
and sales personnel. Indeed, there appeared to be very few analysts
around.
In a continuing study of investors' needs and uses for credit

information, we have surveyed some 87 major institutions and
among the questions asked of each institution was an indication
of the number of employees who devoted full time to municipal
credit analysis. The results are tabulated in our table 4. Perhaps
the most striking result is the fact that 53 of the 87 institutions
did not employ a single full-time munincipal credit analyst. The
absence of credit analysts is one suggestion of the row priority that
has been assigned to municipal credit evaluation in the past. Ex-
pressed most simply, indepth credit analyses costs money and these
costs must be weighed against the benefits that can accrue from
the production of information and analysis. For the past three
decades, until 1975, municipal securities have been regarded as
second in safety only to the securities of the Federal Government
and its agencies. Indeed, defaults were extremely rare and gen-
erally confined to the more speculative tax-exempt revenue bonds.
Since 1975, since January 1975, this trend has been completely
reversed and as evidenced by trends in interest rates and other
problems, the erosion of investor confidence, evidenced by the rela-
tive changes in interest rates and the renewed and heightened per-
ceptions of credit risks have been associated with a number of
developments, including the 1974 abrogation by New York and New
Jersey of covenants adopted in 1962 prohibiting the application of
the pledge revenues of the Port of New York Authority for rail
mass transit, the recent passage of municipal bankruptcy legislation
by the Senate and the House, decline and fall of the New York State
Urban Development Corp., the long and tortuous still continuing
situation of New York City and its cash flow problems, and the
moratorium by New York City and its note applications. These
recent developments have been interpreted by the market as evi-
dence that issuers when faced with difficult choices may be willing
to ignore earlier promises to bond holders.
The combined effect of these events has been a tremendous shock

to the entire capital market. One fallout has been to dramatically
increase the market's demand for information. Although we are
just now preparing to continue our survey and cover issues sold

69-141 0 -76 . 17
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this spring, our casual observations suggest that heightened demand
for credit information is already being reflected in prospectuses
accompanying new issues. If our survey supports this, then it will
be clear that the market can make and may have made extremely
rapid adjustments to meet these demands for added disclosure. If
this view of the market is correct, then it is not at all clear that
imposing Federal rules and regulations will add any net benefits.
Moreover, disclosure rules address themselves to a limited body of
information. These rules do not insure that public finance officials
develop the management information systems that can improve the
decision process in government. Indeed, it should be apparent by
now that one of the symptoms of New York City's problems is
that the city does not have and has not had the type of internal
accounting and information systems that are necessary.
In this context, we believe that it makes more sense to allocate

the resources to the general improvement of all municipal informa-
tion systems so that taxpayers as well as bond holders and under-
writers can better understand the choices that are available, the
funds that are needed and the resources that are to be applied.
Thank you.
Senator WILLIAMS. Thank you very wucti, Mr. Forbes.
[Complete statement of Mr. Forbes follows:]
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Statement of the Municipal Finance Study Group
Before the

Committee on Banking, Housing and Urban Affairs
of the

United States Senate

February 26, 1976

Mr, Chairman, I am Ronald W. Forbes, Associate Professor of Finance at the

School of Business, University Center at Albany, Albany, New York. I am

appearing today as a member of the FUnicipal Finance Study Group, which is an

ad hoc association of faculty and graduate students that are carrying out

research projects on policy issues of concern to the municipal bond market.

I would like to acknowledge the very substantial assistance of

Christopher Carter, Steven Chilton, Harold Kreitzman, Paul Leonard and

David Whitford in the preparation of this statement. We appreciate this

opportunity to address the Committee on the matter of disclosure in the

municipal securities markets.

State and local governments depend heavily on continued access to

financial markets in order to raise the necessary funds for needed capital

investments in schools, hospitals and water and sewer treatment facilities.

Capital markets also provide the short-term funds needed in many jurisdictions

to even out seasonal patterns of receipts and expenditures. To this point,

the capital market has been able to accomodate many if not most of these

needs; the market has even been willing to supply funds for somewhat more

dubious purposes such as the use of public financing in support of private

enterprises such as football stadiums and racetracks.

In 1974, some 7,701 new issues of long-term bonds and short-term notes

were sold by state and local govenwents, amounting to $51.9 billions. In

1975, there were 8,080 new issues amounting to $58.2 billions. Indeed, the
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municipal securities market far surpasses any other public securities market

in terms of the number of issues and issuers that have been accomodated

(see Table 1) and is second only to the market for U.S. Treasury and governmental

agency securities in terms of the amounts of funds raised.

The importance to state and local governments of continued access to the

public market is attested to by the fact that over 50 percent of all state and

local capital investment is financed through offerings of debt securities. In

particular, the ability to market long-term debt permits governmental units to

align the costs (of debt service) with the useful life of such capital projects

and thereby avoid the sizeable tax burdens that would otherwise be required to

fund, immediately and in full, outlays for new investment.

State and local borrowing is carried out in the context of the larger

capital market where numerous alternative financial instruments are also

competing for the available supply of funds. The exemption of interest

payments from federal taxation generally permits municipalities to market their

securities at lower interest rates, even when the marked cyclical volatility of

the tax-exempt market is considered. Since 1955, for example, the interest

rate on the highest quality of long-term municipal bonds (rated AAA) has

averaged 72 percent of the rate on corporate bonds of comparable quality.

(See Chart 1.)

Many factors other than the value of tax-exempt income are weighed by

investors, but foremost among these factors is, perhaps, an assessment of

relative risks and required returns on different securities.

The risk arises from the fact that investors in municipal securities (or

in other securities) are purchasing claims on the future revenues of the

borrower. One way to identify and perhaps reduce this risk and uncertainty
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is to seek out all relevant information on the bolluwer. In this regard, any

information that allows investors to better estimate the likelihood that they

will in fact receive the promised payments can be viewed as relevant information.

Moreover, several facets of existing securities laws are addressed to the

importance of information to the investment market. Rule lab-5 of the Securities

and Exchangp Commission, which covers all securities transactions, states, in

part, that it is unlawful for any person

"to make any untrue statement of a material fact or to omit
to state a material fact necessary in order to make the
statements made, in the light of the circumstances under
which they were made, misleading."

(17 C.F.R. §240-1011-5(1974))

Moreover, the thrust of judicial decisions on such questions has been to

reinforce the need for full disclosure. As summarized by Professor Robert Doty,

these decisions widen the scope of relevant information that should be disclosed:

The "basic test" of materiality has been said to refer to
"whether 'a reasonable man would attach importance [to the
fact . . .1 in determining his choice of action in the
transaction in question." . . . Whatever the boundaries
of even this vague definition, with its ties to the
judgment of the market or to what reasonable investors
would do, the Suprene Court in a recent case constructed
even a more elusive definition: "All that is necessary is
that the facts withheld be material in the sense that a
reasonable investor mipt have considered them important
in the making of [his decision."

(Robert W. Doty, "Application of the Antifraud Provisions
of the Federal Securities Laws to Exempt Offerings:
Duties of Underwriters and Counsel," Boston College 
Industrial and Commercial Law Review, Summer 1974, p. 403)

It would seem, then, that all participants in the tax-exempt market have

sufficient economic and legal incentives to provide just the "Melt" amount of
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disclosure. Investors Investors should demand it, to reduce their risks. Issuers should

be willing to comply, to achieve lower borrowing costs. And, underwriters and

other intermediaries have the added burdens of compliance with the securities

laws.

Yet, the recent and frequent reports highlighting the difficulties of

several well-known governmental borrowers, including the state of New York,

New Jersey and Ohio, have cited alleged lapses in disclosure. Since there have

been no systematic studies of the extent of disclosure in the municipal

securities market, we have initiated a project designed to measure the exten-

siveness of the credit information reported in the documents (notices of sale,

offering statements, or prospectuses) that are provided by issuers or their

advisors. The first phase of this project was begun in September 1975: we

requested copies of the offering documents furnished in conjunction with new

bond sales for all issues listed on the "Sealed Bids Invited" section of The

Daily Bond Buyer (Thursday and Friday editions) from September through November.

We have received 174 offering statements covering as many general obligation

bond issues and we are presently in the process of analyzing the content of

these statements. As noted in Table 2, the bond issues associated with these

statements cover all size categories; individual issues ranged in size from the

very small $90,000 issue of general obligation street improvement bonds of

Albert City, Iowa to the $50,000,000 capital improvement general obligation bond

issue sold by the State of Delaware.

Each of these offering statements is being analyzed to determine whether

sufficient information has been provided to enable an experienced analyst to

arrive at a judgment of the relative'credit strengths and weaknesses of the

issue. Clearly, a good deal of subjective judgment must enter this process.
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Each credit analyst has his own perspective and assigns his own weights to the

different measures of creditworthiness; and there is no fixed, quantifiable

formula that guarantees a precise measure of risk. However, most analysts would

readily agree that at least three broad classes of credit information are

important:

1) a timely and comprehensive statement of outstanding
indebtedness;

2) a detailed financial report, including the revenues
and expenditures and the balance sheet of the
borrower; and

3) a thorough report of the economic and demographic
characteristics of the population served by the
governmental unit.

A more extensive rationale for these broad classes of credit-related

information is provided in Appendix A to this statement. It should also be

noted that the specific types of information selected for our survey are drawn

also from the draft Disclosure Guidelines for Offerings of Securities by State 

and Local Governments, published by the Municipal Finance Officers Association,

and attached as Appendix B to this statement.

While our analysis of the sample issues is not yet complete, certain

observations are reported in summary form in Table 3.

Credit analysis focuses on an evaluation of cash flows--more specifically,

on determining whether sufficient cash will be available for the timely

repayment of obligations. One starting point, then, is to assay the required

cash flow by analyzing the burden of outstanding indebtedness, As noted in

Appendix A, since much of the burden of carrying a given level of indebtedness

falls on the taxpayers residing in a governmental jurisdiction, and since
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taxpayers fall under the jurisdictions of several governmental units, such as

school districts, towns and counties, an inclusive measure of indebtedness should

report the outstanding long and short-term debt of the borrowing unit and all

other overlapping governmental units. As noted in Table 3, most offering

statements did report such information; but 25 statements, or 14 percent, did

not report the amount of direct debt outstanding as of a date within three months

of the bond sale, and 9 statements provided no information at all on the amount

of outstanding debt. Again, 20 statements did not report on the overlapping

indebtedness of other governmental units. (This category was viewed as not

relevant for 16 issues in our survey; several of these issues were sold by states.)

As suggested in the draft Disclosure Guidelines, the statement of current

indebtedness should be supplemented by a report of the outstanding indebtedness

for the past five fiscal years. Only 3 statements provided this information

for the prior five years; 7 other statements provided some prior data (generally

the prior 4 years); and 160 provided no information on past indebtedness. The

amount of debt outstanding is only an indirect measure of the required cash

flows of concern to investors. Most bonded debt matures serially over as long

as 25 or 30 years, and the total annual debt service, which includes interest

payments, is a more direct measure of the future debt burden. It is of interest

to note that only 36 offering statements, or 21 percent of those surveyed,

contained a schedule of the annual debt service requirements, and only 66

statements supplied annual schedules of maturing principal payments.

Measuring the required cash flows to meet debt obligations represents only

one dimension of the credit analysis; having ascertained these required flows,

the analyst most then relate the future promises to pay to the ability of the

issuer to meet these payments. Unfortunately, there are no crystal balls, nor
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even any satisfactory econometric models, that are or can be used to predict

the receipts and expenditures of specific local governnental units. Instead,

most analysts would turn to the current and prior financial reports to derive

estimates of the revenue capacity and the competing expenditure needs of the

borrower. Moreover, these financial reports can provide soma indications of

the quality of the stewardship of public officials. And, as research in the

corporate markets has demonstrated, current financial reports, even though they

relate past developments, are used to revise previously-held expectations for

future returns. Most publicly-held corporations issue annual financial reports

that are certified by independent public accountants. As noted in Table 3,

only 17, or 10 percent, of the offering statenents in our survey supplied

copies of certified financial reports and only 7 of these described the accounting

methods used in the reports. Only 44, or slightly more than one-quarter of the

issues surveyed provided current year operating statements of revenues and

expenditures; of these, only 25 reported in detail the sources of revenues and

the purposes for expenditures; and, only 5 provided detailed statements of actual

cash flows.

As a specific example of the lack of detail, only 4 documents provided any

detailed discussion of the pension arrangements covering government employees,

even in light of the heightened concern over the potential liabilities of

unfunded municipal pension plans.

Most general Obligation bond issues are backed ultimately by the unlimited

authority to levy ad valorem taxes on properties located in the governmental

boundaries and most credit analysts would seek to evaluate the "carrying capacity"

of this economic base. A fundamental statistic is the valuation base.

Interestingly, some 32 issues did not report the current assessed property
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valuations for prior years. Property tax rates are a major source of revenue for

1(cal governments and are generally expressed in terms of assessed valuations.

Although most property owners bemoan the high level of taxes, credit analysts do

evaluate comparative tax rates to arrive at some perspective on the actual tax

burden. However, for 60 issues, or 34 percent of the survey, data on current

tax rates were not reported.

Other economic and demographic data are used by credit analysts in subjec-

tively evaluating the longer-run prospects that a given community will retain

sufficient economic potential and generate the required revenues to meet all

expenditure demands. Population trends, for example, can provide a measure of

the economic trends in an area. But, as noted in Table 3, 64 issues did not

report current population estimates; and 60 issues did not provide population

figures from the 1970 census. And, as summarized in Table 3, there were very few

examples of offering statements that provided any detail on current employment

and/or unemployment, on major industries, or on incomes of residents in the

governmental jurisdiction.

Although our analysis of reporting practices is not yet complete, these

observations drawn from the survey of 174 issues provide very strong indications

that issuers of municipal securities do not generally supply the market with

many of the types of information that credit analysts perceive as important

disclosures. Even though our survey represents only a sample of all issues sold

last year, the results are very likely representative of the practices that were

followed in the past by most issuers. (By September, the hue and cry over

disclosure omissions associated with the New York debacle had been widely

discussed in the press.) Indeed, by comparison with the corporate securities

market, these observations suggest that the information provided in municipal
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bond offering statements is most notable for the lack of disclosure of

possibly material information. However, before drawing the conclusion that

such evidence represents a strong prima facie case of the need for federal

rules and regulations governing municipal disclosure practices, certain other

observations should be noted. First, the offering statement may not be the

sole source of credit information available to the investment market. In fact,

a good deal of credit-related information is available to investors for only

the cost of a newspaper. And, governmental agencies at the state and federal

level collect and disseminate a substantial volume of local government statistics.

We cannot measure the extent to which these other sources of information are

generally available; nor how complete these sources are; nor even whether these

sources are widely used.

In addition to this unknown quantity of "free" information, the investment

market has always been free to purchase additional information.

If municipal credit information was valued highly, we could expect to

observe high prices paid for analysts and we should observe active competition

by firm specializing in credit analysis. Such does not appear to have been the

case: while precise data is not readily available, it is conuun knowledge that

credit analysts did not, at least until 1975, command the high salaries and

bonuses that were more characteristic of underwriting managers, bond traders,

and sales personnel. Indeed, there appear to be very few analysts around. In

a continuing study of investor needs and uses for credit information, we have

surveyed some 87 major institutions, and among the questions asked of each

institution was an indication of the number of employees who devoted full time

to municipal credit analysis. The results are tabulated in Table 4. Perhaps

the most striking result is the fact that 53 of the 87 institutions did not

employ a single full-time municipal credit analyst.
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The absence of credit analysts at investing institutions is one suggpstion

of the low priority that has been assigned to municipal credit evaluation. In-

house analysis has been largely replaced by ready acceptance of the credit

ratings supplied by the independent credit rating agencies. Ironically, these

agencies are now castigated for failing to sound the siren loud and strong over

the recent New York debacle whereas not so long ago, Congressional hearings and

other vociferous complaints were directed at these same agencies for their

failures to recognize the unquestioned strengths of municipal credits. Somewhat

lost in the rush to make "whipping boys" of the rating agencies is a more

fundamental observation that the inadequacies, if any, of the current rating

system may simply be additional examples of the low value assigned to credit

analysis by the market as a whole.

Expressed most simply, in-depth credit analysis costs money and these costs

weighed against the benefits that can accrue from the production of Information

and analysis. Fbr the past three decades, until 1975, municipal securities have

been regarded as second in safety only to the securities of the federal government

and its agencies. Indeed, defaults were extremely rare and generally confined

to the more speculative tax-exempt revenue bonds, used to finance private

enterprise-type functions and backed by prospective user charges. As noted in

a recent study by the Advisory Commission on Intergovernmental Relations, the

total dollar amount of municipal debt that was declared in default over the

period from 1945 to early 1970 was only $450 million or 0.4 percent of all tax-

exempt debt outstanding in 1970. Moreover, only 2 of the 24 major defaults

involved general obligation bonds (see City Financial Emergencies, p. 16.)

With this record of safety, reinforced by the exhortations of public

officials, the value of independent credit analysis-in-depth must have seemed

marginal at best.
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This view of history is reflected in the trend of interest rates on

municipal securities relative to corporate securities. For example, the ratio

of interest rates on the lowest investnent-grade municipals (rated BAA by

Moody's Investors' Service) relative to rates on like-rated corporate bonds

exhibited a pronounced downward trend over the period 1955-1974. From 1955 to

1960, the BAA municipal interest rate averaged 86 percent of the corporate bond

rate, but this ratio had dropped to only 68 percent for the period 1970-1974.

(See Chart 2.)

Since January 1975, however, this trend has completely reversed. Interest

rates on the lowest investment-grade municipal bonds in particular have risen

sharply relative to the corporate bond rate. The ratio of tax-exempt to

taxable interest rates on BAA-rated bonds climbed from 67 percent in February 1975

to 78 percent in November.

Over the sane period, investors were making equally significant distinctions

in the relative credit strengths within the municipal market. Differences in

yields between municipal bonds carrying the highest credit ratings and those with

the lowest investnent-grade ratings widened by 50 basis points between January

and December.

The erosion of investor confidence evidenced by the relative changes in

interest rates on municipal securities during 1975 and the renewed and heightened

perceptions of credit risk have been associated with a number of developments,

including:

• The 1974 abrogation by New York and New Jersey of
covenants adopted in 1962 prohibiting the applications
of pledged revenues of the Port of New York Authority
for rail mass transit.

41 The recent passage of municipal bankruptcy legislation
by the Senate (S. 2597) and the House (H.R. 10625)
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• The decline and fall of the New York State Urban
Development Corporation in the winter of 1975.

• The long and tortuous, still-continuing saga of New
York City, its cash flow problems (and its difficulties
in measuring its cash flow problems);

• And, the moratorium or "de facto" default by New York
City on its note obligations.

These events, which must be considered together, have acted to weaken a

fundamental underpinning of the municipal market and that is the protection

that investors perceived as inherent in the widely used statement that:

the full faith and credit of this government are pledged to
the payrent of principal and interest on these bonds and
the government is obligated to levy ad valorem taxes without
limitations as to rate or amount upon all the taxable
property, sufficient to pay the principal of and interest
on the bonds.

These recent developnents have been interpreted by the market as evidence

that issuers, when faced with difficult choices, may be willing to ignore

earlier promises to bondholders.

The combined effect of these events has been a trerendous shock to the

entire capital market, and one fallout has been to dramatically increase the

market's demand for information. Although we are just now preparing to collect

and subsequently evaluate the offering circulars provided with bond issues sold

this spring, our casual observations suggest that this heightened demand for

credit information is already being reflected in the prospectuses accompanying

new issues. If our survey supports this, then it will be clear that the market

can make and may have made extremely rapid adjustments to meet these demands for

added disclosure.
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If this view of the market is correct, then it is not at all clear that

imposing federal rules and regulations will add any net new benefits, even

though it will almost surely add net new costs. Disclosure rules will not by

themselves remove the shortage of trained credit analysts. Moreover, disclosure

rules address themselves to a limited body of information; these rules do not

ensure that public finance officials develop the management information systems

that can improve the decision process in government. Indeed, it should be

apparent by now that one of the symptoms of New York City's problems is that

the City does not have and has not had the type of internal accounting and

information systems that are necessary. But the New York problem is not new or

unique. As noted in the Advisory Commission on Intergovernmental Relations study

of City Financial Emergencies, in 1973,

Improper financial management practices are frequently a
cause of or a primary factor contributing to financial
emergencies. As a consequence of inadequate accounting
and reporting, some cities have drifted into financial
emergencies without realizing how serious their problems
have become . . .

In this context, we believe that it makes more sense to allocate resources

to the general improvement of all municipal information systems, so that taxpayers

as well as bondholders and underwriters can better understand the choices that

are available, the funds 'that are needed and the resources that can be applied.
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TABIa
Summary MeaSUTes of

New Issue Volume in Municipal
and Corporate Securities Markets

1970 - 1975

New Issues of: 1 1970 1971 1972 1973 1974 1975
Municipal Securities:
Long-Term No of Issues 4701 5461 5103 4741 4287 4697
Dollar Volume2 $17.762 $24.370 $22.941 $22.953 $22.8214 $29.224

Short-Term No of Issues 2903 3350 3317 3406 3414 3383
Dollar Volume $17.880 $26.281 $25.222 $24.667 $29.041 $28.973

Total No of Issues 7604 8811 8420 8147 7701 8080
Dollar Volume $35.642 $50.651 $48.162 $47.620 $51.865 $58.197

Corporate Financing:
Bonds-
No of Issues 549 598 469 264 376 486
Dollar Volume $24.349 $25.636 $18.916 $13.442 $27.306 $34.280

Preferred Stock-
No of Issues 55 77 78 54 57 78
Dollar Volume $1.317 $2.168 $2.346 $2.360 $1.675 $2.616

Common Stock-
No of Issues 778 1128 1383 411 154 217
Dollar Volume $5.463 $11.344 $12.979 $6.899 $2.646 $6.439

Total No of Issues 1382 1803 1930 729 587 781
Total Dollar Volume $31.130 $39.148 $34.241 $22.701 $31.627 $43.335

1
Source of Data - "A Decard of Municipal Financing," The Daily Bond Buyer, January 7, 1976.

P. 5.

2
All dollar figures are in billions.

3
These figures are taken from "Total Underwritten Public Financing" tables compiled by

the Investnent Dealers Direst, various issues. Corporate data for 1975 are through

November.

69-141 0 - 76 - 16
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TABLE 2

Size Distribution of
General Obligation Bonds

in Survey of Official Statements

Size of
Issue

Number of
Observations 

Less than $500,000 42

$500,000 - $999,999 29

$1 million - $2.49 million 42

$2.5 million - $4.99 million 20

$5.0 million - $9.99 million 22

$10.0 million - $24.99 million 10

$25.0 million - $49.99 million 3

$50 million and over 6

Total 174
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TABLE 3

Summary of Reporting Practices
in Survey of Official Statements

Number of Statements
Not Not

Type of Information Reporting Reporting Relevant

1. Statement of Direct Debt Outstanding
Dated within 120 days of sale date 149 25

2. Direct Debt Statement dated in 1975 165 9

3. Statement of Overlapping Debt dated in 1975 138 20 16

4. Statement of Direct Debt for Prior 5 year Period 7 167

5. Statement of Annual Debt Service
Requirements for all Direct Debt:

a) Principal Only 66 108
b) Principal and Interest 36 138

6. Audited Financial Reports 17 157

7. Accounting Methods Identified 7 167

8. Operating Statements Of Revenues and Expenditures
for Most Recent Completed Fiscal Year 44 130

9. Detailed Statement or Explanation of
Sources of Revenues and Expenditures 25 149

10. Current Year Assessed Valuation of
Taxable Property 139 22 3

11. Current Property Tax Rate 109 60 5

12. 1975 Population 110 64 _

13. 1970 Population 114 60 _

14. Data on Number of Employed Persons in
Major Employment Categories 10 164 _

15. Data on Level or Rate of Unemployment 4 170 -

16. List of Major Industrial Firms Located in Area
(with Employment figures) 50 119 5

17. Personal Income Data

a) Median Family Income - Own Unit
b) Median Family Incomes - Standard

20 154 _

Metropolitan Statistical Area 3 168 3
c) Total Personal Income of Residents 14 160 _
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TABLE 4

Number of Institutions with
Municipal Credit Analysts

Number of Analysts per Institution

Type of Institution 0 1 2 3 4 5 or more

Investment Banking Firm with
Annual Municipal Underwriting
Volume of:

Less than $10 million 4 _ 1 - _ _
$10 - $50 million 9 1 2 - - -
$50 - $100 million 4 _ 1 - _ _
$100 - $500 million 9 4 - _ _
Over $500 million 2 - 1 1 - 1

Commercial Banks with
Municipal Portfolio Holdings of:

Less than $10 million - - -
$10 - $50 million 2 2
$50 - $100 million 7 1 1
$100 - $500 million 10 7
Over $500 million 1 2 1

Property and Casualty
Insurance Companies with
MUnicipal Portfolio Holdings of:

- Less than $10 million 1 - _ _ _ -
$10 - $50 million 3 - _ _ _ -
$50 - $100 million 1 - _ _ _ -
$100 - $500 million - - - - - -
Over $500 million 1 2 3 1 1

Total Number of Institutions 53 14 15 2 1

Total Number of Analysts 0 14 30 6 4 10
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APPENDIX A

An Overview of the
Factors Considered in

Municipal Credit Analysis

I. INTRODUCTION

Municipal credit analysis is generally directed at determining the

probability of timely receipt of interest and principal repayment of municipal

Obligations. The analyst is primarily concerned whether cash flows will be

adequate to meet these payments. However, the problem of analyzing cash flows

is considerably more involved than simply matching revenues and expenditures.

Functional relationships of overall debt structure, types of instruments, and

external influences must also be analyzed.

The influence of these factors is, in part, dependent on the maturity of

debt being considered. Short-term concerns are primarily directed at liquidity

and other measures of current financial condition which can generally be determined

by analyzing balance sheets and operating statements. In contrast, longer term

credit analysis must lend considerably more weight to the underlying character-

istics of the community, which, in effect, are the primary determinants of

future cash flow.

The effects of general cash flow pattern's may well be tempered by the

characteristics of the debt instruments and the constraints issued by debt

structure and legal considerations. As a foundation for analysis, it is

crucial to develop a framework which includes these related factors, in addition

to traditional financial statistics.
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II. DEBT INSTRUMENTS

Municipal debt instruments are classified into various categories of short

and long-term debt, which differ in purpose, security, sources of repayment

and average maturity.

Note obligations may be issued in connection with both operating and

capital expenditures. The primary instruments which are used are Bond

Anticipation Notes (BAN), Tax:Anticl.Wicr,Nbtes (TAN), and Revenue Anticipation

Notes (RAN).

BAN's are issued in anticipation of the issuance of bonds and, thus, are

associated with capital expenditures. Repayment is generally associated with

the issuance of bonds. Maturities may be extended to run several years, depending

on the nature of the project associated with the notes.

In contrast, TAN's and RAN's should only be issued in connection with

operating expenditures. TAN's are issued in anticipation of the receipt of

taxes. In local governments, they are specifically associated with property

taxes. RAN's are issued in anticipation of other revenue receipts; in local

governments, this may include non-property revenues such as sales taxes. The

function of these instruments is to temporarily support inadequate cash flows,

which may result from irregular revenue receipts and tax collections. By the

nature of their function, they must be of maturities less than one year.

Security for short-term debt obligations is primarily dependent on the receipt

of the associated revenues. In event of default, bondholders generally have

priority of claims over noteholders.

Bond obligations should only be issued in connection with capital

expenditures. The primary instruments used are General Obligations and Revenue

Bonds; however, these instruments may be further classified with respect to

various degrees of security associated with them.
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General Obligations are issued by municipalities with taxing authority

and are secured by the full faith and credit of the issuer, being payable from

general revenues. They may be classified as "Unlimited Tax" or "Limited Tax,"

depending on the taxing authority of the issuer.

Revenue Bonds are issued in connection with specific projects, and are

payable only from taxes or user charges associated with the project. "Special

Tax" obligations are supported by special taxes, generally associated with users,

e.g. highway bonds which are supported by gasoline taxes. "Special Assessment"

bonds are repayable from assessments against persons who benefit from the

facilities being financed. Other revenue bonds may be associated with direct

user charges, such as Water and Sewer Bonds. Lease-Rental obligations involve

contractual arrangements by which the facility being financed by the debt

obligation is leased to the municipality, with lease payments being used to pay

debt service.

The only restrictions on bond maturities are those established by the indi-

vidual municipality. Rarely will a bond run more than 35 to 40 years and, in

no case, should the maturity extend beyond the useful life of the project

being financed.

In addition to considering the characteristics of the various types of

instruments, the analyst is also concerned with the general provisions of the

debt instrunents, structure of debt repayment, and the overall composition of

debt.
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III. DEBT REPAYMENT STRUCTURES

An iffportant consideration, with respect to longer term debt, is the

timing and structure of debt service /epayRent.

The rate at which debt principal Is amortized can cause debt service to

becoue unmanageable if it is too rapid. If the rate is too slow, excessive

Interest costs will be incurred and future generations may be faced with

excessive tax burdens.

The structure of repayment arrangements also has implications for debt

service manageability.

The Straight Serial bond has equal principal repayments and, consequently,

declining debt service. Greater cash inflows are required in earlier years.

If revenues are available, earlier retireRent will result in lower interest

rates. Another advantage is that more principal is repaid during the more

predictable earlier years.

Level Debt Service bonds have repayment schedules which result in

approximately equal annual debt service requireRents. The total cost is greater

than that of the straight serial bonds but less revenue is required during the

earlier years. In addition, excesses and deficiencies of revenues are

minimized, ,which makes this type of bond more preferable where revenues are

unstable.

Deferred Serial bonds may have irregular maturities or amounts. Use

should be limited to smoothing of prior debt service schedules or matching of

debt service to irregular inflows of revenues,
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IV. DEBT PROVISIONS

The security of bond instruments can be enhanced by the establishment of

various funds or accounts.

Bond Interest and Principal Redemption Funds are established for debt

service accounting. Revenues allocated for interest and principal repayment

are appropriated to these funds. As added security, the following year's

principal and interest due may be required to be placed in the account in

advance.

Sinking funds are generally associated with term bonds and provide for

periodic allocation of redemption funds. Thus, funds are made available on

an orderly basis, preventing the municipality from postponing the inevitable

allocation of funds to the distant maturity date. Often, these funds are

used for earlier redemption of term bonds, if market conditions are favorable.

It is important that sinking fund requirements are met, since chronic failure

implies inevitable default in repayment, and technical default in the bond

provisions.

Various reserve funds may be attached to bonds. The most common type of

reserve fund is the Debt Reserve Fund, which provides that reserves be maintained

for future payments, usually equivalent to at least the maximum principal and

interest payable within a year. Reserve funds can only provide temporary

cushions against default, i.e. to meet problems caused by temporary cash flow

irregularities.
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V. ANALYTICAL FACTORS IN DEBT EVALUATION

The debt statement presents a summary of the municipality's debt composition

and burden. It should indicate all potential sources of debt liability, and

should derive the overall debt burden of the municipality. The latter item can

be indicative of the municipality's ability to accomodate additional debt burden.

Historical data can be used to detect unfavorable trends in debt components.

Such trends are extremely important in considering future cash flows, but may

not be evident from a single year's statement. In addition, the statement

should, ideally, be prepared fairly recently, in order to disclose the current

debt burden accurately.

Direct Debt consists of obligations of the issuer. It can further be

delineated into long-term debt (bonds) and short-term debt (notes). It not only

represents a portion of the community's total debt burden but also is a primary

factor in the financial stability of the municipality under consideration.

Debt which has already been funded does not represent a burden to the

municipality. Thus, in determining net direct debt, Self-Supporting Debt and

Interest and Sinking Funds should be deducted. Self-Supporting Debt reflects

debt which is repaid from other sources such as user charges. Interest and

Sinking Funds consist of funds already allocated toward debt repayment.

The final component of the debt burden is overlapping debt. Overlapping

debt recognizes the simultaneous impact of debt burdens of overlapping

governmental units, which must be combined to determine the total debt burden

to the taxpayers. The financial stability of a municipality can be substantially

undermined by the impact of these indirect, external overlapping debt burdens.
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The actual burden to the municipality is the overall debt, which consists

of all obligations not already allocated for or not payable from other sources.

In considering items on the debt statement, the analyst may require

additional information, with respect to sources. Self-Supporting debt can

become a burden if revenue generating capacity becones insufficient. Problems

of overlapping municipalities can jeopardize revenue collections by excessively

draining the economic base. The debt statement alone may not provide this

information. Consequently, analysis of trends in the financial statements of

sources may be desirable.

Other types of debt-related Infornation are useful in analysis. Debt

limits suggest a degree of protection from unmanageable debt burdens. The

debt service schedule is useful in cash flow analysis.

Various measures can be used as indicators of debt capability. Per capita

debt, particularly net per capita, is indicative of the average debt burden on

the individual taxpayer. Debt: true value measures asset coverage and provides

a means to compare debt burdens of municipalities, in relation to their respective

tax bases.

The most serious problem that the analyst wishes to detect is default.

In addition to measures of current financial condition and factors affecting

future cash flows, default history should be considered, where applicable:

Were defaults temporary?
Were amounts due compromised?
Was bankruptcy declared?
Was default caused by internal problems or external factors?

Have the problems been corrected?

Any default, whether actual or technical, is an indication of inherent

financial weakness and potential problems and should therefore be reviewed

carefully.
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VI. FINANCIAL ANALYSIS

Equally important to debt information and analysis are the cash inflows

which are the basis for debt repayments, and the influences of other financial

activities. While the predictability of financial analysis is greatest in the

short run, statement analysis is crucial to any credit report.

Sources of revenues include taxes, transfer payments, user charges and

other fees.

Property taxes are based on assessed valuations. Trends in assessed and

true values can provide an indication of trends in the tax burden and economic

base. Tax collection rates can be indicative of the ability or willingness of

the municipality to support additional debt. It must be realized that poor

collection rates will imply necessarily higher individual tax burdens and a

greater probability of revenue deficiencies. Consequently, trends in these

statistics have highly significant implications for analysis.

Another major revenue source for many municipalities is the sales tax.

Consideration should be given to the overlapping districts as well as the

issuing municipality. Overlapping taxes are of interest because they tend to

reduce the taxpayer's total available income. Data should be analyzed to

determine the stability of such revenues, on the basis of trends, and the

probable impact of changing economic conditions.

Other revenue sources, such as income taxes, should similarly be

analyzed, where contributions are significant.

Another type of cash inflow is the receipt of assistance from other

levels of government, in the form of fiscal aid. Here, consideration must

be given to several factors:
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• The method of aid determination

• Trends in factors affecting these determinants

• The financial strength of the unit providing assistance

The receipt of aid is contingent on the financial well-
being of the assisting

government. This is critically important for municipalities which depend 
on

assistance for significant portions of non-postponeable op
erating expenditures.

An important consideration, with respect to short-te
rm needs, is that of

liquidity. This can be measured by a ratio of liquid assets to curren
t

liabilities. Cash, or items easily converted into cash without signi
ficant

loss, should be sufficient to cover current liabilities, w
ith a reasonable

margin for fluctuations in revenues and expenditures.

Cash deposits should be backed by pledged securities of
 depository banks.

Investments must be of sufficient liquidity, quality, and 
marketability to

prevent significant loss due to default or capital loss. 
This is particularly

important in unfavorable markets.

Receivables should be analyzed to determine collectibil
ity. It is also

important to determine if excessive collection periods 
are being permitted or

encouraged, e.g. by low penalties for delinquent taxes.

Deferred items reflect transactions related to future p
eriods--prepaid

revenues or expenditures. Since they represent reductions in future revenues

and expenditures, it is important to recognize the impl
ications of any large

net reduction in revenues.
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VII. SOCIAL - ECONOMIC - LEGAL ASPECTS

The effect of external factors on future cash flows can be considered

from several perspectives:

• current level

• trends

• stability

• interactions

• controllability

The population is closely interrelated with various other factors.

Declining population trends may suggest an impending erosion of the economic

and tax bases. The impact of population changes is, to soma extent, dependent

on the extent by which demographic composition is altered.

Trends in income levels and income distributions are primary influences on

the economic base. Lower income families tend to utilize more services of the

municipality, such as municipal hospitals and welfare services, and, at the same

time, generate less revenues through taxes and user charges. Thus, population

increases can have a negative effect when there is a shift toward families with

decreasing income levels.

The level of services provided by a municipality, and the extent to which

they are utilized, is a critical input to financial stability. It is unusual

to see services withdrawn;- consequently, during economic downturns, the

municipality may face unusual difficulties in meeting operating budgets.

Increasing demand for services, as indicated by trends, most be considered with

a perspective on corresponding changes in revenue-generating capacity.

69-141 0 - 76 - 19
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Industry affects the municipality's financial condition through its

activity in both the employment and tax sectors. In the employment sector, a

strong industrial base will generally result in a stronger economic base by

increased employment and higher total income. Consequently, greater receipts

of taxes and other revenues will be realized. In addition, industries are

generally the largest taxpayers within the municipality. The extent that

diversification among industries exists will influence the impact of the loss

of any individual employer. A municipality which is primarily dependent on a

single employer for revenues could suffer considerably if the employer transfered

operations elsewhere.

Housing trends, with respect to construction and value, provide an

indicator of the general economic level of the municipality. Declining values

would clearly indicate a weakening of the economic base.

There are numerous other factors which can directly affect costs of

operating expenditures. The influence of unions may have strong implications

for rising wages and pensions; this could impose severe strains on future

operations. In addition, inflation tends to increase the cost of providing

services, general operations, and capital expenditures. This is of particular

importance in cases where tax restrictions prevent sufficient adjustment of the

tax rate in order to meet revenues.

The stability of these factors, as with any predictive variable, greatly

determines the validity of the relationships and, consequently, the associated

risk. While the municipality probably will not have absolute control over the

direction of these variables, it can influence many of them. Industry can be

attracted by tax and other incentives, resulting in increased employment and tax

revenues. Tax collections can be improved by installing sufficient audit .
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procedures and higher penalties for delinquencies. To a large extent, the

capabilities and intentions of the respective municipal government will

influence the impact of these external factors.

VIII. FACDORS AFFECTING CASH FLOW (SHORT-TERM DEBT)

In addition to the traditional debt and financial statistics, which are

used to measure municipal credit quality, there are various considerations

particularly relevant to the type of instrunent being considered.

With short-term obligations, the primary concerns should be the issuer's

liquidity and current capital adequacy. The investor is not concerned about

cash flows ten years hence, but rather that sufficient cash will be available

in the near future for repayment of principal and that sufficient funds are

currently available for interest payments. In addition, the sources of

repayment are of particular importance.

Bond Anticipation Notes are especially dependent on general market

conditions for their repayment. In a tight credit market, weaker obligations

may not be able to roll over or convert to longer term bonds. Consequently,

analysis must consider short run market tendencies.

Tax Anticipation Notes must rely on sufficiency of tax collections, which

is somewhat dependent on tax limits and delinquency rates. However, generally,

a cushion exists in the form of restrictions on the volume of taxes that may be

borrowed against.

Revenue Anticipation Notes are dependent on the receipt of various revenues,

such as receivables or fiscal aid. An evaluation of these sources may

be warranted.
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APPENDIX A

IX. FACTORS AFFECTING CASH FLOW (LONG-TERM DEBT)

Long-term debt analysis must concern itself with short run conSiderations

to the extent that interest receipts occur throughout the life of the instrument.

However, the larger principal and the majority of the interest payments will

occur in the distant future. Consequently, current financial trends and

statistics need not be indicative of longer term credit quality. Thus, analysis

most look further and consider the factors that will influence the municipality's

future revenue-generating capacity, by considering the social, economic and

demographic variables. As with short-term obligations, the various types of

instruments also influence the cash flow structure.

Unlimited Tax General Obligations should generally be the strongest type

of debt instrument. The only concern with these instruments is that debt does

not become excessive and that the economic base remains sufficiently strong.

With Limited Tax General Obligations, consideration must also be given as

to the extent which taxes could be raised, i.e. to cover delinquencies.

In considering revenue bonds, some determination must be made as to the

necessity of the facilities financed and the extent to which substitutes can

be found.
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A
MUNICIPAI FINANCE

OFFICERS ASS0( 'IATION

DISCLOSURE GUIDELINES FOR OFFERINGS OF
WURITIFS BY STATE AND LOCAL GOVERNMENTS

INTRODUCTION

A project has been underway for the past year that is designed to assist in

satisfying the increased needs for investor information and the increased con-

cern of issuers as to achieving compliance with the antifraud requirements of

the Federal securities laws. The project, involving a broad cross-section of

bond participants and professionals, has been sponsored by the MFOA, whose

participation has been financed, in part, by a grant from the National Science

Foundation.
A major product of the project has been to prepare suggested guidelines

for informational documents used in municipal securities offerings. These

documents are usually referred to as official statements or, sometimes, as

prospectuses.

The proposed Guidelines are suggestions of information which may be dis-

closed in offerings of municipal securities. The Guidelines are not intended

to be legally binding. Rather, they are suggestions of informatican_that war.

.14,1y should be included in official statements beciUse it will be relevant to

investors on most occasions for most issuers.

All persons interested in these matters should review the Guidelinea and 

should send their comments by January 31, 1976 to John E, Petersen, Director, 

MFOA Washington Office, Suite 512, 1730 Rhode Island Avenue, N.W., Washington, 

D. C. 20036.

GENERAL INSTRUCTIONS

A. USE OF GUIDELINES

These Guidelines are designed for use in providing information to investors

in connection with offerings of securities to state and local governments.

Exposure Draft, November 10, 1975. An MFOA Analysis "Regulation of the

Municipal Securities Market and its Relationship to the Governmental

Issuer" that discusses both the use of the Guidelines and the new Federal

regulation framework for the municipal securities industry is available

from the MFOA at 1313 East 60th St., Chicago, IL 60637 at $1.50 per copy.
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As Guidelines, they are intended to suggest information which may be consid-
ered of importance by investors. They are not intended to create disclosure
requirements or a legal obligation to disclose any or all items of information
suggested.

Information such as that suggested has often been published in official
statements, whether following prior guidelinesl or market practice. It has
also been given to rating agencies. Such information is commonly found in bud-
get documents, audited financial statements and other easily accessible records.
It is suggested that as much accurate information as possible should be fur-
nished so that investors may make informed investment judgments.

Due to the breadth and vagueness of the definitions relied upon by various
authorities as to what may be considered to be "material" information, no full
statement is possible of all information which should be considered for disclo-
sure in all offerings. The Supreme Court has stated that "material" information
includes all information which "a reasonable investor might [consider] important
in the making of [a] decision..2 These Guidelines, therefore, are only a gen-
eral indication of information which may be provided.

B. ADDITIONAL INFORMATION

These Guidelines suggest disclosure of information that is most likely to be
material to investors. It is possible that other information, not suggested
herein, may at times be material and in such cases should be provided.

In addition to the information suggested, there should be added such
further material information as may be necessary so as to make any statements
made not misleading under the circumstances. Care should be taken to review
the financial, historical and other factual information as given so as to
determine whether qualifications or additional information should be stated.
If reliable information is available which indicates material changes in trends
or other disclosures, such information should be presented.

Some sections of these Guidelines are more appropriate for offerings of
general obligation securities. Others are more appropriate for offerings of
revenue securities or of special obligation securities. In some cases, a
particular security may have characteristics both of a general obligation
security and of a revenue security or of a special obligation security. For
example, revenue sources from a project or projects or a specific tax may be
the primary source of payment and security for an issue of bonds, while addi-
tional security is furnished by the general taxing power of the issuer. Under
these circumstances, consideration should be given to making the appropriate
disclosures suggested as to both types of securities.

C. OMISSION OF INFORMATION

In some cases certain specific suggested information will not be material
under the circumstances. In such instances, there is no need to report the
information. As the size of the offering decreases, and as the sophistication
of purchasers increases, it is possible to decrease the amount of detail in

1. Sea Advisory Commission on Intergovernmental Relations, Statf Toohnicat
Aesietance to Local Debt Management, 64-70 (1965).

2. See Appendix B for a brief discussion of the concept of materiality and
of the relevant sections of the federal securities acts.
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the official statement. The degree  of detail may alsoi2exaliatad—to-the-tera.,
of the obligations. For instance,matters bearing principally on the long-term
REPAReLg_tf the issuer.Such as demographic or economic data, would normallY
not be material and in such cases may be omitted in the gp4e of short-term,ob-
ligations. Where information is omitted, however, careful consideration should
be given to each omitted category of information to insure that there is no
omission of information material to investors under the circumstances. In the
case of direct negotiations with sophisticated purchasers, an official state-
ment should not be necessary where the purchasers acknowledge that they have
sufficient access to facts and have made such investigation as they deem neces-
sary to decide whether to purchase the Obligations.

Information need be given only insofar as it is known or reasonably avail-
able on a reliable basis. If reliable information is unknown and not reasonably
availeiDa#, the information may be omitted. However, nondisclosure of informa-
iibh On qigunds that It is not "reasonably" available should only occur in very
unusual circumstances. Normally, disclosure should be made of all material
information suggested in these Guidelines or of information of a similar nature
which reflects adequately the risk of investment in the securities being offered.
Information which is available in the issuer's records or which can be obtained
from another source, such as U.S. Government census reports, normally should be
Obtained, compiled and reported. There should be an appropriate indication of
the source of the information, if the source is other than the issuer. Where
relevant material information is omitted as not reasonably available, a state-
ment to such effect should be made in the official statement, together with the
reasons for the omission.

In many cases, these Guidelines suggest disclosure over a five-year period.
Where the information for the fourth and fifth previous years does not reflect
trends different from those reflected in information for three years, or is not
otherwise of special informational value, information for that category of dis-
closures need only be presented for a three-year period.

D. CONTENTS OF OFFICIAL STATEMENT

The purpose of the official statement is to inform prospective investors of the
investment merits of the securities being offered and of other matters which an
informed investor might consider prior to making his investment decision. Hence,
the information set forth in the official statement should be presented in a
concise, understandable fashion. Material should be set forth in the manner
which will give appropriate emphasis to such material in view of its relative
importance. Avoid unnecessary and irrelevant details, repetition and unnetes-
sary technical language. Material suggested in particular sections of these
Guidelines and appearing elsewhere in the official statement need not be
duplicated. However, appropriate cross-references should be used. No reference
need be made in the official statement to inapplicable sections of these Guide-
lines, and unless a section specifically suggests them, negative answers may be
omitted.

E. FINANCIAL AND ACCOUNTING STANDARDS

Financial and accounting information should be prepared and presented in
accordance with generally accepted accounting principles, as presented and
recommended in National Committee on Governmental Accounting,J Governmental

3. The National Committee pn Governmental Accounting has been reconstituted
as the National Council on Governmental Accounting.
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Accounting, Auditing, and Financial Reporting (1968) and the Industry Audit
Guide of the Committee on Governmental Accounting and Auditing of the American
Institute of Certified Public Accountants, entitled Audits of State and Local
Governmental Unite (1974), as such generally accepted accounting principles
are supplemented and modified from time to time.4 These sources make appro-
priate allowance for state legal requirements on presentation of financial
information. The financial statements should be accompanied by an opinion of
independent certified or public accountants or, where appropriate, of state
authorities performing procedures and issuing opinions equivalent to those of
independent accountants.

F. PROVISION OF INFORMATION; TRANSMITTAL OF OFFICIAL STATEMENT TO INVESTORS

These Guidelines are divided into three parts. Part I relates to information
of a financial nature About the issuer or enterprise. Part II relates to
general information concerning the issuer or enterprise and the securities
being offered. Parts I and II should be furnished by the issuer to potential
underwriters or underwriting syndicates at the time of publication of the in-
vitation for bids. This portion of the official statement should then be
provided by such underwriters or syndicates to prospective investors who are
offered the securities.

Part III (found in Appendix A) suggests information which should be
furnished by the purchasing underwriters or syndicate. This information may
be attached (as a "sticker", "wraparound", cover sheet or otherwise) to the
portion of the official statement furnished to the underwriters or syndicate
by the issuer. The underwriters' information should then be sent to the
underwriters' or syndicate's purchasers with the confirmation of sale, if it
has not been previously furnished to the purchasers.

G. POLLUTION CONTROL AND OTHER INDUSTRIAL DEVELOPMENT OR INDUSTRIAL REVENUE
BONDS

These Guidelines are not appropriate for disclosure in official statements for
offerings of pollution control or other industrial development or industrial
revenue bonds. The investment risk of such securities is in most instances
dependent upon the financial success of the private entity involved in the
offering. Consequently, disclosures substantially similar to those prescribed
by Form S-1 promulgated by the Securities and Exchange Commission under the
Securities Act of 1933 should be considered regarding the private entity in
such cases. Where additional security is provided by the issuer, disclosures
suggested by these Guidelines should also be made.

H. DEFINITIONS

Unless the context otherwise indicates, the following terms have the stated
meanings for purposes of these Guidelines:

(1) "Issuer" moans the issuer of the securities being offered, including
all departments, divisions and organization@ under Ito operating control.

4. Copies of the NCGA publication are available from the Municipal Finance
Officers Association, 1313 East 60th Street, Chicago, Illinois 60637. The
AICPA Industry Audit Guide is available from the AICPA, 1211 Avenue of the
Americas, New York, New York 10036.
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(2) "Enterprise" means any undertaking or group of undertakings expected

to generate revenues which are to be a material source of payment for the

principal of and interest or premium on the securities.

(3) "Default" means a default as provided in the laws or authorizing or

governing instruments with respect to the securities.

(4) "Payments of principal" of securities and similar references include,

but are not limited to, sinking fund payments.

SUGGESTED DISCLOSURES

PART I. FINANCIAL, DEBT AND TAX INFORMATION

The inforffiAttefl suggested in this Part I is to be provided by the issuer. See

(4phors1 Inptruction Y.

SECTION 1. FINANCIAL INFORMATION

In providing information suggested in this Section 1, refer to General Instruc-

tions B and E.

(a) Furnish appropriate financial statements of the issuer, or in the

case of an offering of revenue securities, the enterprise, to indicate the

issuer's financial Ability to fulfill its obligations to the holders of the

securities being offered. The financial statements selected for presentation

should be selected in accordance with generally accepted accounting principles

as presented and recommended in the sources referred to in General Instruction

E, as such generally accepted accounting principles are supplemented and

modified from time to time. Those financial statements reflecting assets and

liabilities should be presented as of the end of each of the last two fiscal

years, and those financial statements relating to operations should be pre-

sented for each of the last five fiscal years. In the case of an offering of

revell!_s_esuritles, interim financial statements reflecting asset& and liabili-

Cies should _Ala° be presented as of a datP within the last 120 days and as of

the comparable date in the preceding fisc41_yeal, and those financial state-

ments relating to operations should be presented for the interim period between

the end of the last fiscal year and the date of the interim financial state-

ments reflecting assets and liabilities and for the comparable period of the

preceding fiscal year. Receipts and assets which cannot be used to discharge

the issuer's obligations to the holders of the securities being offered and

expenditures chargeable against such receipts should be clearly • indicated.

Explanation of Section 1(a):

(1) The financial information should reflect the retroactive adjustment

of any material items affecting the comparability of the results. State

the basis on which the financial statements have been prepared, such a
s

a cash, accrual or modified accrual basis. Data for all undertakings

which individually or together are material sources of payment for 
the

principal of or interest on the securities being offered should be sho
wn

on a consolidated basis, and where informative, may also be shown sepa
-

rately for specific undertakings or groups of undertakings.

(2) Disclose the effects in dollar amounts of extraordinary receipts or

expenditures and describe the nature and purpose of the receipts or ex
-

penditures.
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(3) Subject to appropriate variation to conform to the nature of the
enterprise or the purpose of the offering, the following items should be
included in the operational statements for enterprises: net sales or
operating revenues; cost of goods sold or operating expenses (or gross
profit); interest charges; net income; and special items.

(4) In connection with the financial statements, whenever necessary,
reflect information or explanations of material significance to investors
in appraising the results shown, including analyses of material increases
or decreases in significant categories during the last two fiscal years
and any comparative interim periods.

(b) In an offering of general obligation securities, if more than 15
percent of the receipts of the issuer in either of its two most recent fiscal
years comes from

(i) a single enterprise awned or operated by the issuer (such as a
public utility or transportation system), or

(ii) a nuMber of such enterprises engaging in essentially similar
functions or operating as a integrated enterprise,

and if the receipts from such enterprise(s) may be used for payment of princi-
pal of or interest or premium on the securities being offered, provide an
appropriate financial summary regarding such enterprise(s).

(c) If payment of principal of or interest or premium on the securities
being offered is guaranteed or insured in any respect, furnish appropriate
financial or other information as to the guarantor or insurer. Under normal
circumstances, it is unnecessary to include more than A very brief financial
summary as to a state guarantor.

SECTION 2. DEBT AND REVENUE STRUCTURE

In many offerings of revenue securities, information suggested for disclosure
generally regarding the issuer need not be provided except to the extent it
relates specifically to the enterprise or is relevant to its revenues, expenses
or operations. For example, a response in such an offering to Section 2(a) and
(b) need only disclose information as to indebtedness payable from revenues of
the enterprise. Similarly, in such an offering, a response to Section 2(d)
need only be given where a debt limit of the issuer or legal requirements for
debt issuance could affect the enterprise's ability to obtain future financing.
Such considerations are applicable throughout these Guidelines, but they are
particularly applicable with respect to information suggested in this Section 2.
See General Instruction B.

(a) Furnish the information called for by the following table as to
appropriate categories of long-term and short-term securities and other in-
debtedness of the issuer (other than unpaid bills fewer than 90 days past due):

Category of Amount Amount outstanding as of (date] Amount to be
indebtedness authorized (less sinking fund installments outstanding

paid to such date)
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Explanation of Section 2(a):

(1) The "appropriate" categories of indebtedness will vary from issuer
to issuer. Generally, the purpose of the indebtedness, for example,
School Debt or Tax Anticipation Notes, or the maturity of the indebted-
ness, for example, Sundry Short-term Debt, may be used as a basis for

categorization.

(2) Debt should be regarded as "authorized" when all material discre-

tionary legal steps have been taken by the issuer for its authorization
for issuance, such as required approval of the city council or the voters.

Actions tending to be of a ministerial or judicial nature, such as valida-

tion in some jurisdictions, should not be regarded as discretionary for

this purpose.

(3) The amount of indebtedness outstanding should be as of a specified

date within the previous 120 days. In reflecting the amount to be out-

standing, include the securjties being offered and the effects of payments

to be made of outstanding indebtedness.

(b) Furnish a debt service schedule for total principal, interest and

premium requirements of the issuer under outstanding indebtedness, and where

appropriate, under authorized indebtedness, to the final maturity date of all

outstanding securities. Include debt service on the securities being offered.

Indicate in footnotes to the schedule any assumptions, such as interest rates

on authorized but unissued debt, on which information in the schedule is based.

The schedule may be presented in substantially the following tabular form:

Fiscal

year General Special Utility Other

ending obligation assessment revenue indebtedness

[date) indebtedness indebtedness indebtedness (describe) Total

$ $

$ $

$ $

19 $ $ $

19 $ $ $

19 $ $ $

(year) $

(c) State the total amounts of indebtedness of the issuer outstanding as

of the end of each of its last five fiscal years.

(d) Describe any legal debt or tax limit of the issuer, the legal source

of the limit, the indebtedness or tax rates of the issuer chargeable to the

limit, and the unused borrowing or taxation margin. Describe legal require-

ments, such as voter approval, which must be met in connection with d
ebt issuance.

(e) If any refunding securities have been issued by the issuer within 
the

last 25 years for the purpose of preventing a default in principal or
 interest

payments on securities then outstanding, describe the circumstances g
iving rise

to the issuance, including the amounts involved.
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(f) If any securities of the issuer have been in default as to principal
or interest payments or in other material respects at any time in the last 25
years, state the circumstances giving rise to such default, including descrip-
tions of the relevant provisions of the securities and authorizing and govern-
ing instruments and the amounts involved. State whether such default has been
terminated or waived, and if so, the manner of such termination or waiver.

(g) If any outstanding revenue, special assessment or limited obligation
securities have not been fully supported by earnings of the relevant facilities
or by other relevant receipts at any time in the last ten years, state for each
such year in which additional general receipts of the issuer were used or re-
quired to be used for payments on such securities, the amount due on such secu-
rities and the amount of such additional funds. Describe any contract or
arrangement, such as a lease, services contract or deficiency subsidy agreement,requiring application of general tax or other receipts of the issuer for the
benefit of other governmental entities.

(h) If the proceeds from the sale of any securities (other than tax
anticipation notes issued against revenues of a current fiscal year) have beenused for current operating expenses at any time in the last ten years, describethe circumstances giving rise to such use, including the amount used in each ofsuch years.

(i) Describe briefly the issuer's or the enterprise's pension and otheremployee retirement plans and the methods by and basis (e.g., actuarial or"pay-as-you-go") on which the plans are funded. State the issuer's or theenterprise's contributions to the plans for, and the unfunded accrued liabili-ties as of the end of, each of the last five years. State the annual benefitpayments, net of employee contributions and interest earnings of the plans,for each of the last five fiscal years, unless the plans are fully funded.State the date of the most recent actuarial study, if any, and describe brieflythe assumptions upon which the study was based. If contributions are made onan actuarial basis, state the year in which such basis was first used to deter-mine contributions and the extent to which any deficiencies in contributionsprior to such time have been eliminated.

(j) Describe briefly the manner in which property valuations and assess-ments are determined and principal taxes are levied and collected. Includedescriptions of (i) the manner in which delinquent taxes are collected; (ii)the interest charged on delinquent taxes; (iii) important changes during thelast five years in tax assessment, levy or collection practices; and (iv) thereasons for such changes. State the value of total tax title liens awned bythe issuer as of the end of each of its last five fiscal years and as of arecent date. Describe briefly the procedures followed in foreclosure, includ-ing extension of foreclosure dates. Describe the priority of tax claims ofthe issuer over other  indebtedness of taxpayers.

(k) Give in tabular or other appropriate form with respect to the issuer,as of the end of each of its last five fiscal years and as of a recent date,information as to (i) its assessed valuation of taxable real property; (ii) itsestimated true valuation of taxable real property; (iii) its assessed valuationof taxable personal property; and (iv) the assessed valuation of taxable realproperty expressed as a percentage of the estimated true valuation thereof.Segregate such information as to industrial, commercial, utility and residentialproperties.
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(1) Give information as of the end of each of the issuer's last five
fiscal years and as of a recent date in respect of the issuer's (i) debt per
capita; (ii) debt expressed as a percentage of total assessed valuation of
taxable real and personal property; (iii) debt expressed as a percentage of
total estimated true valuation of taxable real property; and (iv) debt per
capita expressed as percentage of estimated per capita income of individual
taxpayers residing in the jurisdiction.

(m) State whether real estate, sales, income or other taxes are levied
in excess of actual requirements to provide a margin against delinquencies
and, if so, give the amount of such excess taxes expressed as a percentage of
total taxes levied for the issuer's last fiscal year. State in tabular or
other appropriate form the total tax levy and the accumulated amount of delin-
9Pent t4X0h 4P Of the end of each of the issuer's last five fiscal years and

as of a fteent date and the tax delinquency rote for each of such fiscal years
and for the current fiscal year to date. Describe any anticipation of collec-
tion of delinquent taxes in budgets for current or future years. State whether
borrowing is made against delinquent taxes, and if so, state the percentage of

delinquent taxes so financed as of the end of such prior fiscal years and as of

a recent date. Describe the accounting principles applied in writing-off delin-

quent taxes, and state the period for which delinquent taxes are reflected on

the issuer's books before they are written off.

(n) Name every taxpayer providing through tax payments more than 10% of

the tax receipts of the issuer in the issuer's most recent fiscal year. State

the amount of taxes levied against each such taxpayer and the percentage of

the total tax levy represented by such amount.

(o) Furnish the information called for by the following table as to

indebtedness of overlapping governmental entities:

Amount of Percent of outstanding

Name of authorized Amount of outstanding debt chargeable to per-

overlapping debt as of debt (less sinking sons or property in is-

entity [date] fund) as of [date] suer's boundaries 

Explanation of Section 2(o):

See Explanation 2 of Section 2(a) as to the definition of "authorized"

debt. The information should be as of a specified date within the pre-

vious 120 days. Unless inappropriate, the information in the last

column should be based upon the estimated true valuation of real prop-

erty in the respective jurisdictions.

PART II. GENERAL INFORMATION

The information suggested in this Part II is to be provided by the issuer.

See General Instruction F.

SECTION 3. ISSUER AND PROJECT

(a) State the year in which the issuer was established, give the name of

the state or other jurisdiction under the laws of which it was established,
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describe its form of government, such as mayor-council or city manager, and if
the issuer is a municipality, state the county in which it is located.

(b) In the case of an offering of revenue securities, state the year in
which the enterprise was organized, its form of organization (such as "a cor-
poration", "an unincorporated association", "a department of the issuer" or
other appropriate statement) and the name of the state or other jurisdiction
under the laws of which it was organized. Name the municipality, county and
state in which the enterprise is located.

SECTION 4. USE OF PROCEEDS TO ISSUER

(a) State the principal purposes for which the net proceeds of the
offering are authorized or proposed to be used and the approximate amount
authorized or proposed for each purpose.

Explanation of Section 4(a):

(1) Details of proposed expenditures should not be given; for example,
there need be furnished only a brief outline of any program of construc-
tion or addition of equipment. In the event of construction of all or
part of an enterprise, see Section 6(a). If 15% or more of the proceeds
has not been allocated for particular purposes, a statement to that
effect should be made together with a statement of the amount of proceeds
not so allocated.

(2) If any material amounts of other funds are to be used in conjunction
with the proceeds, state the amounts and sources of such other funds.

(b) If the aggregate expenses of the offering to be paid by the issuer,other than underwriting commissions, are 5% or more of the net proceeds of theoffering, state the aggregate amount of all such expenses in connection withthe issuance and distribution of the securities.

Explanation of Section 4(b):

(1) Only an aggregate figure need be given. The information may be
given as subject to future contingencies. If any amounts are not known,reasonable estimates designated as such should be given, together with astatement of the assumptions upon which they are based.

(2) The term "net proceeds of the offering" means the proceeds paid tothe issuer from the sale of the securities being offered after deductionof underwriting commissions and discounts.

SECTION 5. DESCRIPTION OF ISSUER

The information suggested in this Section 5 normally should be disclosed onlyin offerings of general obligation securities. See General Instruction B.

Sufficient information should be given to provide background and generalinformation concerning the issuer. At times, data on other population areasin the issuer's vicinity may be informative, either in addition to or, whereinformation on the issuer is unavailable, in substitution for information onthe issuer. Investors should be informed of factors which indicate the ability
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of the issuer to impose and collect, and the ability of its citizens to pay,
taxes and other receipts which can be used to discharge the issuer's obliga-
tions. Certain trends provide useful indications in these regards. Factors
which may have a significant, though indirect, effect on these trends, such as
the types and levels of services provided by the issuer and demands for serv-
ices, may also be helpful. In many cases, information suggested in this
Section is available in reports of the U. S. Government. Indicate information

obtained from sources other than the issuer. Examples of the types of informa-
tion which may be appropriate when reliable and reasonably available are:5

(1) The last official estimate, and the most recent estimate, of the

issuer's population, school enrollment, per capita income, median age, and

unemployment rate, and the number and value of residential and nonresidential

construction permits issued during each of the issuer's last five fiscal years

and the current fiscal year to date.

(2) A brief statement or description of (i) the principal industries and

commercial entities in the issuer's immediate geographical area: (ii) the

number of persons employed by such industries or entities; (iii) the economic

stability of such industries or entities; and (iv) the economic effects of any

addition or loss of major industrial or commerical entites in the last five years.

(3) A brief description of (i) the principal governmental services per-

formed by the issuer; (ii) the extent to which similar or differing govern-

mental services are performed by overlapping governmental entities; and (iii)

major changes in such services in the last five years.

SECTION 6. DESCRIPTION OF ENTERPRISE

The information suggested in this Section 6 normally should be disclosed 
only

in offerings of revenue securities. See General Instruction B.

(a) Where proceeds of the offering will be used for the construction of

all or part of the enterprise, briefly describe the new facilities, inc
luding

their proposed purposes, productive capacity, anticipated life, and nat
ure of

construction. State the dates proposed for the commencement and completion 
of

the construction; the dates proposed for the commencement of operations in t
he

new facilities; the construction arrangements and principal contractors
, engi-

neers or other parties participating in the construction; the amount and 
loca-

tion of the land on which the facilities are to be located; and the rig
hts of

the issuer or the enterprise in relation to the land, such as whether t
he land

is held in fee, is leased, is held subject to encumbrances, or must be con-

demned or otherwise acquired before use.

(b) Where proceeds of the offering will be used for construction of all

or part of the enterprise, reference should be made to any relevant eng
ineer's

or financial feasibility reports or studies on the feasibility of such 
oon-

struction as a part of the enterprise's operations. Name tha parties preparing

the reports or studies. Reference should also be made to any other reports or

studies which may have a bearing on the conclusion of feasibility. 
All refer-

5. Additional examples are indicated by the National Committee on Governme
ntal

Accounting in the volume cited in General Instruction E.
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should describe the material conclusions of the reports or studies, insofar as
such conclusions relate to the use of proceeds as set forth in the official
statement. If no such report or study has been obtained, a statement should
be made to that effect, together with an explanation of the reasons therefor.

(c) Describe the operations performed and intended to be performed by
any new or existing enterprise and the general development of such operations
during the past five years, or such shorter period as the enterprise may have
been engaged in operations. The description should include, but not be limited
to, information as to matters such as the following:

(1) The principal products produced or to be produced and services
rendered or to be rendered by the enterprise, and the principal markets for,
and methods of distribution of, such products and services. Include a descrip-
tion of significant changes in the kinds of products produced or services
rendered, or in the markets or methods of distribution, during the pant five
fiscal years.

(2) Whether the enterprise has or will have an exclusive position in its
market area, and if not, a description of the competitive conditions in the
industry or industries involved and the present and proposed competitive posi-
tion of the enterprise, if known or reasonably available to the issuer.

(3) The number of customers of the enterprise at present and as proposed
after the completion of construction, in residential, commercial, industrial
and utility categories; and an appropriate categorization of ranges reflecting
amounts paid or to be paid by customers for the enterprise's products and
services. If a material part of the operations is or will be dependent upon a
single customer or a few customers, the loss of any one or more of whom would
have an adverse effect on the operations or financial condition of the enter-
prise, give the names of the customer(s), their relationship, if any, to the
enterprise, and material facts regarding their importance to the operations of
the enterprise.

(4) The sources and availability of raw materials essential to the enter-
prise's present and proposed operations.

(5) The importance to the enterprise and the duration and effect of
licenses, permits and franchises held or required to be held.

(6) The numbers of employees employed at present and to be employed after
the completion of construction, by nonsupervisory, supervisory and executive
categories; and the percentage of employees of the enterprise who belong to
unions or other collective bargaining groups. Disclose general serious problems
with employee relations.

(7) The extent to which the operations of the enterprise or 4 material
portion thereof are or may be seasonal.

(8) Any faderel, state or local governmental regulation of the operations
of the enterprise, and the effects thereof on the enterprise's present and pro-
posed operations and on new construction.

(9) The effects of compliance with federal, state and local provisions
relating to the protection of the environment on the enterprise's present and
proposed operations, revenues and expenditures and on new construction.
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(10) Any federal, state or local governmental program which provides any
or all of the enterprise's revenues.

(d) If the enterprise has not received revenues from operations for the
fiscal year prior to the date of the sale of the securities being offered,
state the enterprise's plan of operation for the remainder of the current
fiscal year, if the sale is made prior to the end of the second fiscal quarter,
and the enterprise's plan of operation for the remainder of the current fiscal
year and for the first six months of the next fiscal year, if the sale is made
subsequent to the end of the second fiscal quarter. If such information is
not available, the reasons for its not being available should be stated. Dis-
closure relating to any plan should include such matters as:

(i) A statement in narrative form indicating the issuer's opinion
Ag tP the period of time that the proceeds from the offering will satisfy
climb requirements and whether in the next six months it will be necessary
to raise additional funds to meet the expenditures required for opera-
tions of the enterprise. The basis for such opinion should be set forth
with specificity, and categories of expenditures and sources of cash
resources should be identified.

(ii) Any anticipated material acquisition of plant and equipment and
the capacity thereof.

(iii) Other material areas which may be peculiar to the enterprise's
construction and operations.

(e) If the enterprise is engaged or will engage in more than one line of
business, or has or will have more than one class of products or services, pro-
vide appropriate information of the nature suggested in paragraph (c) as to
the principal lines of business and classes of products and services.

SECTION 7. DESCRIPTION OF PROPERTY.

State briefly the general character of the principal facilities of the issuer,
or in the case of an offering of revenue securities, the location and general
character of the principal plants and other principal facilities of the enter-
prise. If any such property is leased or otherwise not held in fee or is held
subject to any major encumbrance, so state and briefly describe how held.

Explanation of Section 7:

What is suggested is information essential to an investor's appraisal
of the suitability and adequacy of the issuer's or the enterprise's
principal facilities for its needs so as to permit evaluation of the
issuer's or the enterprise's abilities to continue to perform its
services or operations and of the need for additional financings. Such
information should be furnished as will reasonably inform investors as
to the extent of utilisation of the facilities, and am to the produc-
tive capacity of the enterprise's facilities. Itemisation of facili-
ties and detailed descriptions should not be given.

SECTION 8. LEGAL PROCEEDINGS

Briefly describe any pending legal proceedings to which the issuer or the
enterprise is a party or to which any of its property is subject and which

69-141 0 - 76 - 20
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may materially affect the issuer's Ability to perform its obligations to the
holders of the securities being offered, or in the case of an offering of reve-
nue securities, the ability of the enterprise to perform its functions, includ-
ing, but not limited to, proceedings which challenge the validity of the
securities being offered. Include the name of the court or agency in which the
proceedings are pending, the date instituted, the principal parties thereto, a
description of the factual basis alleged to underlie the proceedings, and the
relief sought. Include similar information as to legal proceedings which have
been threatened to a degree which constitutes a material possibility that they
will be instigated. An opinion of counsel with respect to such legal proceed-
ings may, with the consent of counsel, be included or summarized in the official
statement. State the name and address of such counsel.

SECTION 9. GOVERNING BODY AND EXECUTIVE OFFICIALS

Describe the manner in which the governing body and executive officials of the
issuer or the enterprise are chosen, their respective terms, the general means
by which policy and executive decisions are made on behalf of the issuer or
the enterprise, and the parties possessing the authority to make such decisions.
Name each executive official. In the case of an offering of revenue securities,
briefly devcribe the principal employment for the past five years of each such
executive official of the enterprise.

Explanation of Section 9:

The term "governing body" means the city council, legislature, board
bf directors, trustees or other body performing legislative or policy-
making functions on behalf of the issuer or the enterprise. The term
"executive officials" means the mayor, manager, department head,
president, vice president, comptroller, tax assessor-collector, treas-
urer, secretary, and other officials performing essential executive
functions on behalf of the issuer or the enterprise.

SECTION 10. SECURITIES BEING OFFERED

Provide briefly the following information to the extent relevant regarding the
securities being offered and regarding the authorizing and governing instruments:

(a) Describe any provisions with respect to maturity, redemption, amor-
tization, sinking fund, callability, conversion, retirement, registration or
exchange.

(b) Describe any provisions with respect to the priority of payment of
such securities in relation to any outstanding securities or other obligations
of the issuer. Where the payment of obligations evidenced by the securities
is secured by a lien on physical properties, describe the kind and priority of
such lien and briefly identify the properties. If the securities are payable
only from particular receipts of the issuer, such as a particular tax or as-
sessment, describe the receipts and refer to the information given in response
to Section 1 which indicates the amount of such receipts and expenditures re-
lated thereto for the past five fiscal years.

(c) Describe provisions regarding the creation or maintenance of reserves
or the maintenance of properties.
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(d) Describe provisions permitting or restricting the issuance of addi-
tional securities, the withdrawal of cash deposited against such issuance, the
incurring of additional debt, the release or substitution of assets securing
the issue, the modification of the terms of the securities, and similar pro-
visions.

replanetion of Section 10(d)1

In the case of debt secured by liens on physical properties, there
should be stated (i) the approximate amount of unbonded bondable
property available for use against the issuance of bonds as of the
most recent practicable date and (ii) whether the securities being
offered are to be issued against such property, against the deposit
of cash, or otherwise.

(e) State the name of the trustee or fiscal agent, if any, and the per-
centage.of securities of the class necessary to require the trustee or fiscal
agent to take action. Describe any indemnification the trustee or fiscal
agent may require before proceeding to enforce the rights of holders of the
securities. Describe any business relationship of the trustee or fiscal agent
with the issuer as security holder, depositary or otherwise. If the trustee
or fiscal agent acts in the capacity of trustee or fiscal agent for the holders
of other securities of the issuer, describe such relationship or capacity.

(f) Describe the events which constitute defaults under the securities
being offered and whether any periodic evidence is required to be furnished as
to the Absence of default or as to compliance with the terms of the securities,
the indenture or other authorizing or governing instruments.

(g) With the consent of bond counsel, include or summarize the approving
legal opinion of bond counsel regarding the issue of the securities, or state
that such an opinion will be furnished with the securities. State the name and
address of such bond counsel.

(h) Describe the tax-exempt nature of the securities. With the consent
of counsel, include or summarize an opinion of counsel as to such tax-exempt
nature. State the name and address of such counsel.

(i) Describe briefly any priority of claims available to citizens in
respect of service@ performed by the issuer, to employees in respect of wages,
or to any other party which would require expenditure of funds of the issuer
prior to payment of principal of or interest or premium on the securities.

(j) State whether the issuer can be sued for failure to perform its
Obligations to the holders of the securities and whether any judgments result-
ing from such a suit are enforceable against the issuer.

(k) If payment of the principal of or interest or premium on the securi-
ties being offered is guaranteed or insured in any respect, name the guarantor
or insurer and state the terms and conditions of the guaranty or Insurance.
Refer to the information given in response to Section 1(d). Describe any
known claim of the guarantor or insurer which may be asserted as a defense in
a suit on the guaranty or insurance.
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(1) Describe briefly any specific federal, state or other program or
procedure which is designed to assist the issuer as to the payment of the
securities in times of financial emergency.

Explanation of Section 10:

If rights of holders of the securities being offered are or will be
limited or qualified by the terms or conditions of any other indebt-
edness, include such information regarding such other indebtedness
as will enable investors to understand the terms and conditions of
the securities being offered.

SECTION 11. INTEREST OF EXPERTS NAMED IN OFFICIAL STATEMENT

(a) If any expert named in the official statement as having prepared or
certified any part thereof or any document referred to therein was employed
for such purpose on a contingent basis, furnish a brief statement of the
nature of such contingent basis.

(b) If any such expert was or is connected with the issuer as an under-
writer, financial advisor, security holder, member of the governing body,
executive official or employee, describe such connection.

SECTION 12. ADDITIONAL INFORMATION

Efforts should be made to make available to offerees and investors specimens
or copies of any indenture and other authorizing or governing instruments
defining the rights of holders of the securities being offered, or preliminary
forms thereof. The availability may be upon request or upon payment by the
offerees or investors of a reasonable copying, mailing and handling charge.
The official statement may inform offerees and investors of the availability
of the information and the means of obtaining it. Where this is done, the
description in response to Section 10 of the terms of the securities being
offered may be qualified by reference to such additional information.

APPENDIX A

PART III. INFORMATION TO BE PROVIDED BY UNDERWRITERS

The information suggested in this Part III is to be provided by the purehaeihg
underwriters or syndicate. See General Instruction F.

SECTION A-1. DISTRIBUTION SPREAD

(a) State the maximum aggregate commissions which may be received by the
purchasing underwriters or syndicate and the aggregate proceeds to the issuer,
in both cases unless such commissions are less than 3% of the net proceeds of
the offering. If such commissions are subject to change, a statement to that
effect should be made.

Explanation of Section A-1(a):

(1) The term "commissions" means all commissions or discounts paid or
to be paid, directly or indirectly, by the issuer or the investors to
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the purchasing underwriters or syndicate in respect of the sale of
the securities being offered, and includes all cash, securities,
contracts, or anything else of value, paid, to be set aside or dis-
posed of for, or understandings with or for the benefit of, any
pArtioo in whioh Any pure seine underwriter QT oyndipata io intor-
Antod in oonnAotion with the oAlo of @ugh 000ttritioo,

(2) If it is impracticable to state the price to the public or to
state the commissions, the method by which these amounts are to be
determined should be explained.

(3) See Explanation 2 to Section 4(b) as to the meaning of the term
"net proceeds of the offering".

(b) If there are arrangements for indemnification by the issuer of the
purchasing underwriters or syndicate or their controlling persons against
liabilities arising under the federal securities laws, a brief description of
such indemnification arrangements should be furnished.

SECTION A-2. PLAN OF DISTRIBUTION

Give the names and addresses of the managing underwriters. State briefly the
nature of the purchasing underwriters' or syndicate's obligation to take the
securities if it is other than on a firm commitment basis.

Explanation of Section A-2:

All that is suggested in the last sentence as to the nature of the
purchasing underwriters' or syndicate's obligation is disclosure
where they are not or will not be committed to take and to pay for
all of the securities if any are taken; that is, where it is merely
an agency or "best efforts" arrangement under which they are re-
quired to take and pay for only those securities as they may sell
to the public. Conditions precedent to their taking the securities
need not be described except in the case of any agency or "best
efforts" arrangement.

SECTION A-3. INTEREST COUPONS

State in tabular or other appropriate form the rates of interest payable on
differing coupons of securities being offered. This should be expressed as
the yield to the first call date and to the final maturity date (i) on each
such coupon and (ii) on each series of the securities being offered.

SECTION A-4. RATINGS

State all ratings of the securities being offered and the names of the rating
agencies. If the ratings are provisional, that should be stated. In addition,
there should be stated ratings of any other outstanding securities of the issuer
secured similarly to the securities being offered. If no ratings have been ob-
tained on any such securities, a statement should be made to such effect.
Changes in any ratings of any securities of the issuer during the preceding two
years should be described.
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APPENDIX B

The disclosure of information in the securities markets is governed by federal
regulations that are designed to protect investors against misleading state-
ments or omissions of important facts. Rule 10b-5 promulgated by the Securi-
ties and Exchange Commission under 10(b) of the Securitien Act of 1934 provides
as follows!

It shall be unlawful for any person, directly or indirectly, by the use
of any means or instrumentality of interstate commerce, or of the mails, or of
any facility of any national securities exchange,

(a) to employ any device, scheme, or artifice to defraud,

(b) to make any untrue statement of a material fact or to omit to
state a material fact necessary in order to make the statements
made, in the light of the circumstances under which they were made,
not misleading, or

(c) to engage in any act, practice or course of business which
operates or would operate as a fraud or deceit upon any person,

in connection with the purchase or sale of any security. Section 17(a) of the
Securities Act of 1933 contains similar provisions requiring full disclosure.

"Full" disclosure for this purpose means disclosure of all information
material to investors. The Supreme Court has stated that "material" informa-
tion includes all information which "a reasonable investor might [consider]
important in the making of [a] decision." Affiliated Ute Citizens v. United 
States, 406 U.S. 128, 153-54 (1972) [emphasis added]. The antifraud provisions
have been held to protect "speculators and chartists" as well as "conservative"
investors. SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 849 (2d Cir. 1968).
Consequently, the requirement of full disclosure of material information means
a considerable amount of information must be disclosed to prevent liability of
parties involved in an offering and to prevent the possibility of injunctions
or other legal remedies which may arise as a result of violations of these
provisions. In addition to civil remedies for violation of the federal anti-
fraud provisions, Section 24 of the Securities Act of 1933 and Section 32 of
the Securities Exchange Act of 1934 provide for criminal penalties in the
event of a "willful" violation of any of the provisions, including the anti-
fraud provisions, contained in those Acts.
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STATEMENT OF ROBERT W. DOTY, PROFESSOR OF LAW, CREIGHTON
LAW SCHOOL

Mr. DOTY. Mr. Chairman, I appreciate the opportunity to appear
before you. I am Robert Doty, associate professor of Law at Creigh-
ton University School of Law.
I have worked in the securities law area since 1967. About two

years ago, I began working on municipal securities law problems of
a private firm, Kutak Rock, in Omaha, primarily regarding indus-
trial development bonds. Since then I have worked on the proposed
Disclosure Guidelines and a number of papers and acticles listed in
my written testimony, as well as the Current Disclosure Work
Paper submitted to you this morning.
My written testimony covers a broad range of issues to which

I can only refer to for our present purposes. Since I was unable
to discuss S. 2969 in my written testimony, I will make a number
of suggestions on it in my oral statement.

Incidentally, there is a correction in my written testimony. On
page 16, at the fourth line in the second full paragraph, the word
"nonpublic" should be "public".
Mr. Chairman, during recent months, it has become increasingly

obvious that there are serious disclosure problems in the municipal
securities market. There is a need for greater investor protection,
particularly through increased disclosure by issuers.
There is also a great deal of confusion and ambiguity. Many

questions are unanswered and additional questions are appearing.
There are important differences between the municipal and cor-
porate markets. These deserve careful analysis.
In my experience, there has been a drastic shift toward increased

disclosure, particularly during the last few months. A number of
private suits have been filed, and my information is that more
suits are in preparation. These developments underscore the vitality
of the antifraud provisions and the concerns of issuers regarding
disclosure.
Apart from the MFOA, until last spring and summer, no one

in or out of government had a serious interest in assuming an active
role ragarding municipal disclosure. It is evident to me, and I want
to emphasize this to you, that, in addition to MFOA, issuers and
other market participants are now actively working on and care
about disclosure. They care about investor protection. The Guidelines
project to which several witnesses have referred is important evi-
dence of this. The project has moved rapidly and is near comple-
tion. There is no need to create a wholly new regulatory scheme or
to design new regulatory powers. I urge you to permit these private
parties to continue their work.
At the same time, there are several identifiable problem areas,

noted in my written testimony, which I suggest for your attention:
sovereign immunity, accounting matters, due diligence, and infor-
mational delivery. These are all serious issues, and they are very
complex. For that reason I will not attempt even to summarize
them at this time but instead refer you to my written statement.
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As to legislative alternatives, S. 2574 is unwarranted. The sig-
nificant differences between the corporate and municipal markets
leading me to this conclusion are outlined in my written statement.
Instead, the concept of self-regulation establishing national uniform
standards is important and valid if we are to have a new regulatory
pattern.
My first comment on S. 2969 is that it is unnecessary to give the

Commission the breadth of authority contemplated. Instead, self-regu-
latory alternatives are advisable.
It is desirable that we have a nationally uniform standard. The

enumeration of disclosure categories, as is done in the bill is valuable.
The process of State hearings is also useful, but this would not neces-
sarily result in uniformity. In the corporate area, the State blue sky
laws often cause serious problems, particularly due to the absence of
uniform approaches to various problems. State authorities, then, are
closer to municipal issuers than are Federal regulators, but a national
board is preferable.
If regulation must be through the Commission, I suggest establish-

ment of an advisory board of municipal issuers, dealers, and investors,
and a requirement that the Commission meet with these advisers in
prescribing specific disclosure requirements, forms, accounting rules,
and procedures for informational delivery.
Further, it would be very helpful if the Commission were required

to hold formal hearings before prescribing the initial set of rules on.
these matters and before making material changes therein. Informa-
tional delivery requirements should not be permitted to interfere un-
duly with competitive bidding.
In any case, the existing Board is really the ideal body to consider

informational delivery problems.
Second, the most serious problem, in my opinion, is not disclosure.

Disclosure problems, while not small, are being solved. The most
serious problem, instead, is the allocation of responsibility for dis-
closure and due diligence. S. 2969 does not speak to that issue suffi-
ciently.
Third, it is advisable that there be disclosure requirements for

smaller issuers, and that the proper authorities be given power to pre-
scribe reduced requirements in this area. The emphasis is best placed
upon the financial statements of these issuers. Under proposed section
13A (d) , I suggest that reductions in the minimum dollar amounts to
require disclosure by smaller issuers be accompanied by consideration
of reduced disclosure. This would facilitate dollar reductions, since
smaller issuers would not then be subject to the broader requirements
which are really designed for the larger issuers.
Fourth, I have a series of comments on specific sections. In section 2

(b) of the bill, the definition of securities is to be amended to add
"guarantees". This is commendable. At the same time I question
whether it is necessary for State guarantors and particularly for
municiepq insurance companies to be required to make a filing for each
offering. Instead, an annual filing with appropriate supplemental
filings for material changes should be sufficient. This could be attached
to the distribution statements by the primary issuers.
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Section (e) of the bill, and subsections (a) and (b) of proposed sec-
tion 13A, relate to specific disclosures. You may wish to consider cer-
tain additional disclosure items. For instance, many enterprises gen-
erating funds for payment of revenue securities are much like profit-
making entities; you may wish to require more information on the
businesses and activities of these enterprises.
Further, disclosure for industrial development bonds has not been

discussed in the bill, and you may wish to do so. For general obliga-
tion issuers, overlapping debt is important, as well as economic and
demographic information. The former is a traditional disclosure, and
the latter has many aspects found to be relevant in economic studies of
risk. Pension plan information is very informative, particularly where
plans are not fully funded. Especially for revenue enterprises, infor-
mation on property and management experience is useful. Additional
items include information on bond trustees; a statement of the opinion
of counsel on tax matters; and ratings, if any, and recent changes
therein.
With respect to subsection (a) of proposed section 13A, there is a

need for a definition of "event of default." This is a very ambiguous
term ii the municipal area, where statutory as well as contractual pro-
visions bear relevance.
In subsection (c) (1), from a comment you made yesterday, I re-

ceived the impression that States are to apply the SEC standards. The
bill in its present form, however, appears to make paragraph (b)
wholly inapplicable where State hearings are held. Each State could
thus set its own standards. This would seriously undermine uniformity
in disclosure. Additionally, where State hearings are to be held, there
is a need for clarification that the bill is referring to approval by the
State under the laws of which the issuer is organized, not where offers
or sales are being made. Further, the word "solely" in the second line
of subsection (c) is confusing. Perhaps that could be expanded. In
subsection (c) (2) , I suggest an exemption for intrastate offerings
such as that in section 3(a) (11) of the Securities Act of 1933.
In section (f) of the act and also in section 2(d) of the bill, limita-

tions on the Commission's power, if any, to require filing could be
explicitly expressed so as to permit only requirements of filing with
the repository. A negative implication is created by the amendment to
section 15B of the Exchange Act, and the explict limitation would cor-
rect that. Formal and informal stop order powers could be explicitly
denied, as opposed to powers to undertake injunctive actions in the
courts. Commission review and comment powers such as those under
the Securities Act, could be explicitly denied. I have in mind here the
effective means by which the SEC extends the 20-day period in the Se-
curities Act by threatening to use its/powers if issuers do not accept
a review period not created by Congress. Powers to require filing with
the repository before offers, as opposed to sales, could also be denied.
All these changes would clarify the effects of the bill.
In subsection (f) (3) , I have the impression that the second sentence

is intended to apply to distribution statements as well as to reports,
but the phrase "distribution statements" does not appear therein.
Finally, I have several general comments on the bill. These are

based upon the analyses contained in my written statement. There is



310

a need to provide explicitly for private rights of actions against is-.
suers under Supreme Court decisions. These rights are desirable. I
believe these actions may be maintained, if there is such an explicit
provision.

It would be useful to set due diligence responsbilities of under-
writers and of issuer officials participating in the offering at a know-
ing or reckless level. The stricter standards required by some courts
under rule 106-5 impose costs which are unnecessary in the municipal
market. Due diligence responsibilities of issuer officials not participat-
ing in the conduct of the offering and not knowing of misrepresenta-
tions or omissions could then be denied, as could due diligence respon-
sibilities of other offering participants. This would provide for ade-
quate due diligence without duplicative efforts.
In conclusion, the many problems you face are difficult and multi-

faceted. As one with primary experience in corporate securities law,
I can sympathize with you. Municipal securities are securities, but they
are not corporate securities. The municipal securities market is a secu-
rities market, but it is not the corporate securities market. After 2
years, I am still making adjustments. I urge you to bear this in mind
and to exercise caution as you consider new legislation. It is important
to avoid undue disruption in the flow of funds in State and local fi-
nancing. It is also important to encourage increased disclosure and im-
proved disclosure practices.
Senator WILLIAMS. Thank you very much, professor.
[Complete statement and additional material received for the rec-

ord follows:]

STATEMENT OF ROBERT W. DOTY

I. INTRODUCTION

During recent months, it has become increasingly obvious that there are seri-
ous disclosure problems in the municipal securities markets. There is a need for
greater investor protection, particularly through increased disclosure by
issuers. The industry has focused upon the issues due to the financial difficul-
ties of New York City, various agencies of New York State and other large
Eastern cities. Few other state or local governmental issuers are directly
involved, although the repercussions have affected disclosure practices through-
out the nation.
As often happens, the recognition of a problem area brings with it rapid

calls for regulation and some degree of emotionalism. This situation is no
exception, although one can perceive that a steadying influence is now pervad-
ing the deliberations.

Still, there is a great deal of confusion and ambiguity. Many questions are
unanswered, and additional questions are appearing. For this reason, it is
important first to identify the issues before hastily designing a totally new
statutory and regulatory scheme. If there is a need for federal regulation, it
should be the consequence of well-considered analysis.
The problems you and the Securities and Exchange Commission face are

difficult and multi-faceted. As one with primary experience in corporate
securities law, I can sympathize with you. Municipal securities are securities,
but they are not corporate securities. The municipal securities market is a
securities market, but it is not the corporate securities market. After almost
two years of working in the area, I am still making adjustments. I urge you
to bear this problem in mind and to exercise caution as you consider new
legislation. It is important to avoid undue disruption in the flow of funds in

Associate Professor of Law, Creighton University School of Law, Omaha, Nebraska.
Thanks is expressed to Bruce Aubin for research assistance on the Uniform Commercial
Code.
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state and local financing. It is also important that increased disclosure and
improved disclosure practices be encouraged.
A number of papers and other documents have been submitted to the Sub-

committee. Among these are the following documents with which I have some
association:
(1) A draft of an article, as yet in preliminary form, entitled "The Federal

Securities Laws and Transactions in Municipal Securties," by myself and Dr.
John E. Petersen.
(2) The "Disclosure Guidelines for Offerings of Securities by State and

Local Governments" (Exposure Draft of November 10, 1975) prepared with
participation by a number of persons with experience as issuer officials, in-
vestment bankers, commercial bank investors, bond counsel, securities counsel,
and accountants under a grant from the National Science Foundation in a
project sponsored by the Municipal Finance Officers Association.
(3) An article by myself entitled "Application of the Antifraud Provisions

of the Federal Securities Laws to Exempt Offerings: Duties of Underwriters
and Counsel," published at 16 Boston College Industrial and Commercial Law
Review 393 (1975).
(4) An article entitled "The Case for Self Regulation in Tax-Exempt Bond

Financing" appearing in The Daily Bond Buyer on January 29, 1976.
(5) An "Analysis" by Dr. Petersen and myself entitled "Regulation of the

Municipal Securities Market and Its Relationship to the Governmental Issuer,"
published by the Municipal Finance Officers Association.
(6) An article by myself entitled "Disclosure Guidelines for Municipal

Securities Transactions Proposed," appearing on December 10, 1975, in the
Securities Regulation and Law Report, published by The Bureau of National
Affairs, Inc.
A review of these documents will indicate many of the difficult and complex

issues. There is a genuine need for caution. The differences between the
corporate and municipal securities markets are numerous and, frequently,
great. Some differences are apparent only, and disappear under close analyses.
Others are evident only after thorough analysis. There is much misinforma-
tion existent, and a need for additional current information.
With this fluid situation in mind, I will discuss the protections and the

weaknesses of present law and practices. I will then discuss specific problem
areas and legislative alternatives.

II. THE PRESENT CONTEXT

A. APPLICABILITY OF THE FEDERAL ANTIFRAUD PROVISIONS

The outstanding feature of the present statutory and regulatory context
is the applicability of the federal securities law antifraud provisions. The
principle provision is Rule 10b-5 promulgated by the Securities and Exchange
Commission under the Securities Exchange Act of 1934. An additional pro-
vision is found in Section 17 of the Securities Act of 1933. It is important to
realize that Rule 10b-5 became explicitly applicable to municipal securities
issuers only last year. The Securities Acts Amendments of 1975 added to the
definition of "person" a "government, or political subdivision, agency, or instru-
mentality of a government." This definition is incorporated into Rule lob-5 by
Commission Rule 0-1(b). The Commission evidently takes the position that this
amendment was only for clarifying purposes, since it was ignored in Securities
Exchange Act Release No. 11876 (November 26, 1975), in which the Com-
mission referred to past applicability of Rule 10b-5.
This position may or may not be accurate. The Committee Report on S. 249

mentions the change as an amendment, but does not say it is only for clarifi-
cation. S. Rep. No. 75, 94th Cong., 1st Sess. 90 (1975). For years, the definition
of "person" included corporations," but said nothing of "municipal corpora-
tions." This is significant. As indicated below in the discussion of sovereign
immunity issues, the Supreme Court has required specific references to state
and local governments before holding them subject to other legislation.
Meanwhile, the Securities Act of 1933 included in its own definition of

"person" these same governments and their agencies and instrumentalities at
an explicit level. The strong negative implication thus arising has very practical
consequences, for private rights of action are more widely accepted by the
courts under Rule 10b-5 than under Section 17.
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Regardless of the technical consequences of these differences, it is important
to realize that the principal antifraud provision. Rule 10b-5, has only ex-
plicitly applied to states and municipalities during the last few months. There
has not been sufficient time to test its effectiveness, for securities litigation
requires years to resolve.
It should be emphasized, however, that in my experience, there has been

a drastic shift toward increased disclosure during this period. In addition.
shortly before and during the period, a number of private suits were filed
against issuers, underwriters, issuer officials, bond counsel, trustees, and other
parties involved in municipal securities offerings, principally offerings of
industrial development bonds. My information is that several additional cases
are in preparation for filing in Oklahoma. It is evident that the antifraud
provisions are working in the municipal securities market. •
Another, and far more important point, is the consequences of antifraud

applicability. These provisions are far-reaching. They require considerable
disclosure in offerings, and probably in the trading markets, The concepts of
"fraud" in these provisions are not those of common law fraud, with its
elements of intent to defraud, privity, reliance, and the like. Rather, notions
of unfairness predominate in the enforcement of the federal antifraud pro-
visions, and many courts indicate a willingness to impose large liabilities at a
negligence level of culpability. Indeed, in many respects, there is almost an
absolute liability standard imposed on some parties.
It is also important to comprehend the nature of the materiality concept

in the antifraud provisions. This is the key to an understanding of the
disclosures required. The Supreme Court has stated that the provisions require
disclosure of all information which "a reasonable investor might [consider]
important in the making of [a] decision." Affiliated Ute Citizens v. United
States, 406 U.S. 128, 153-54 (1972) [emphasis added]. The antifraud provisions
have been held to protect "speculators" and "chartists" as well as "con-
servative investors." SEC v. Texas Gulf Sulfur Co., 401 F.2d 833, 849 (2d Cir.
1968). Consequently, the provisions require the disclosure of a large volume
of information and the exercise of considerable care in the development and
presentation of that information for the protection of investors, if participants
in a securities transaction are to avoid liability.

Underwriters are, to their credit, increasingly requiring improved disclosure
for the offerings in which they participate. This must happen regardless of
whether there is a new legislative scheme, for the antifraud provisions have
been held to require it. Issuers likewise must develop a more complete under-
standing of their own legal obligations and the means of satisfying them.
Indeed, just as responsible underwriters are responding, so are responsible
issuers actively working to resolve the many difficult disclosure questions
which are coming to be recognized by all market participants. I personally
have worked with many issuer officials who are genuinely desirous of present-
ing information to investors, even though in their cases there have been no
underwriting difficulties. The discipline which the market thus is now enforce-
ing with respect to disclosure demonstrates both the need for the information
and a method of obtaining it.

B. THE TOWER AMENDMENT

A second set of provisions in the Securities Exchange Act are important to
the municipal securities market, These are contained in Section 15B (d), and
are known popularly as the "Tower Amendment". There has been much mis-
understanding of these provisions, with some persons asserting that they
relieve issuers of disclosure obligations. This is inaccurate.
The 1975 amendments to the federal securities laws constitute a complex

piece of legislation. Under this Act, the new Municipal Securities Rulemaking
Board was established for the self-regulation of municipal securities dealers
and their activities. This is a consequence of a very few highly unusual frauds
committed by a dealer fringe.
Due to the strongly competing and investment banking interests, a subtle

legislative scheme was designed. The membership of the Board was set at 15,
with five representatives of commercial banks, five representatives of invest-
ment bankers, and five public representatives Only one public member must
represent state and local governmental issuers. Because of the Board's structure
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and its narrow functions, it was never intended that it have authority to
prescribe issuer disclosure rules. For that reason, the Tower Amendment
prohibits regulation of issuers by the Board.

Certainly, as noted above, it does not follow that issuers do not have dis-
closure obligations. It is imperative to comprehend the breadth of the require-
ments of Rule 10b-5 and the other antifraud provisions of the federal securi-
ties laws. They apply to issuers. They require very strict and comprehensive
disclosure. Without this disclosure, issuers and probably their officials are sub-
ject to a broad range of legal remedies.
It is unfortunate that misundersandings have developed regarding the intent

and effect of the Tower Amendment. As can now be seen, the Amendment does
not erect a protective fortress against issuer disclosure. It does not prohibit
the promulgation of disclosure rules by the Securities and Exchange Com-
mission under the antifraud provisions. It does not stand as an obstacle to
Commission enforcement actions or to investor litigation. It does not prohibit
the Commission from imposing post-offering filing requirements or from re-
quiring delivery of information to investors in connection with offerings or
even in the trading markets. Rather, it simply prevents the Rulemaking Board,
composed largely of underwriters and dealers, from setting rules that apply to
governmental issuers and prohibits the Commission from imposing pre-offering
filing requirements, a power it probably does not have in any event.

C. DISCLOSURE GUIDELINES PROJECT

In 1974, months before the commencement of the current debate and before
the explicit applicability of Rule 10b-5 to municipal securities issuers, the
Municipal Finance Officers Association recognized the need for increased dis-
closure in the market. In this connection, it applied for and received a National
Science Foundation grant to study disclosure needs and the means for im-
proving disclosure.
At that time, the emphasis was not so much upon the satisfaction of the

antifraud provisions, but rather upon the desires and needs of investors. Of
course, protection of these same interests is coincidentally the goal of the
antifraud provisions themselves. The project is much larger than the portion
discussed herein, which is that for the preparation of Disclosure Guidelines.
Nevertheless, due to the widespread industry participation and interest, the
Guidelines aspect of the project has assumed considerable importance.
The Guidelines have been submitted to you and are discussed in the draft

article, the Analysis, and the Bureau of National Affairs article also submitted
to you. In addition to the discussions of the Guidelines in these documents, it
would be very useful in analyzing risk in municipal issues. This information,
as well as the wealth of experience of those persons participating in the Guide-
lines project, provided a solid foundation for designing the specific suggestions.
It is evident to me, and I want to emphasize this to you, that issuers and

other market participants care about disclosure. They care about investor
protection. The Guidelines are important evidence of this. There is no need
to create a new regulatory scheme or to design new regulatory powers. I urge
you to permit these private parties to continue their work.

III. IDENTIFIABLE PROBLEM AREAS

A. ACCOUNTING STANDARDS AND CERTIFICATION

1. Accounting standards
One of the principal areas deserving careful analysis is the need for im-

proved governmental accounting standards. Accounting standards do exist.
These may be found in National Council on Governmental Accounting (former-
ly, National Committee on Governmental Accounting), Governmental Account-
ing, Auditing, and Financing Reporting (1968), available from the Municipal
Finance Officers Association, 1313 East 60th Street, Chicago, Illinois 60637,
and the Committee on Governmental Accounting and Auditing of the American
Institute of Certified Public Accountants, Audits of State and Local Govern-
mental Units (1974), available from the AICPA, 1211 Avenue of the Americas,
New York, New York 10036.
It is not likely, however, that the NCGA or the AICPA would assert that

existing standards are sufficient. The field of governmental accounting is not
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as well-developed or as uniform as the field of corporate accounting. Many
governmental entities do not conform to these or other standards that may be
recognized as "generally accepted." As a consequence, financial statements of
varying governmental entities often lack a comparative basis. Words of art
and other terminology in financial statements for one issuer entail much dif-
ferent definitional considerations than substantially the same words and termi-
nology in financial statements for other issuers. Disclosure of these and similar
differences or their effects on the disclosures do not necessarily appear in the
notes to the financial statements.
It is inevitable, in the face of such serious interpretive obstacles, that in-

vestors do not receive adequate information. Consequently, the Guidelines
suggest conformity to the accounting principles of the NCGA and the AICPA
as a means of establishing greater uniformity in the field of municipal financial
reporting.
The NCGA is undertaking a thorough revision of its publication. It would

be wise to take advantage of this existing expertise and activity. This is a
serious problem, and the most expeditious means of solving it should be
followed.

There are dangers in the promulgation of state and local governmental ac-
counting standards through federal proclamation. First, considerable differences
exist between municipal and corporate accounting procedures. Municipalities
are not profit corporations. Balance sheets do not have the same meaning for
investors in municipal securities that they possess for investors in corporate
securities. Municipal assets cannot be sold for the benefit of investors. Many
typical corporate adjustments, such as depreciation or amortization, do not
have the same significance. Profit and loss or income statements are not usually
relevant, except in some cases for enterprises generating funds for the payment
of revenue securities. Instead, cash flow analyses generally are crucial and
relevant.
But the problem is much more complicated. Municipalities operate on the

basis of "fund" statements, with only certain funds pledged to the payment
of various issues of securities. This is true even of general obligation securities,
as well as special obligation and revenue securities. The resulting problems are
not fully comprehended by persons who lack expertise in the area.
There is a role, however, for federal participation in the projects. The most

useful course would be that of funding the existing projects so that the par-
ticipants may employ additional staff, have access to additional expertise, and
consider more far-reaching revisions and problems. Participation in the proj-
ects by regulators could be advantageous. It would be very educational for
regulatory personnel with a corporate orientation, and it would entail many
fewer and less severe consequences than would governmental promulgation
in an area not readily understood.

2. Certification
A related problem is that regarding certification of financial statements. The

certification issue is much broader than that of obtaining increased uniformity.
Where offerings are made to the public, certification is necessary. My own
experience in the corporate area establishes firmly in my mind the utility for
all concerned of the participation of independent accountants.
This is an expensive process. If the requirement were imposed upon small

issuers, however, it may well price them completely out of the securities market.
Yet, many officials of these communities do not have sufficient expert account-
ing expertise or advice to prepare sufficient financial information.
Some middle ground is necessary to satisfy the conflicting needs for preser-

vation of our federal system, efficiency, and disclosure. One means would be
a federally funded educational program for financial officers of small com-
munities so that they may better understand their antifraud obligations and
the means of satisfying them.
These small communities often sell in local or "private" offerings, but even

there, antifraud obligations exist. They are not, however, as heavy as those
for larger issuers. Those issuers in larger, nonpublic offerings have antifraud
obligations not unlike those imposed upon corporate issuers in registered
offerings.
An example, is the due diligence defense (or obligation, depending upon

one's orientation). Under the scheme of the Scurities Act of 1933, various
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parties have a due diligence defense and can avoid liability to investors if
they perform the steps necessary to establish it. Parties who may rely upon
this defense include the underwriters and the directors and municipal officers
of the issuer. Particularly for individuals, securities law liabilities can be
ruinous, so there is a considerable motivation to avoid liability by investigating
and verifying the adequacy and accuracy of the information disclosed. This
must be accomplished to the extent to which the information would be in-
vestigated by a reasonably prudent person in the management of his or her
own property. Where information purports to be provided on the authority of
an expert, however, these parties may escape liability if they have no mascot
to believe and do not believe the information to be incomplete or incorrect.
The due diligence defense is also relevant, perhaps even for issuers, undel

the antifraud provisions, although the defense is not explicitly stated therein.
As yet, the courts have taken widely varying positions so that there is no
definitive word on the standard of investigation required to establish the
defense. Yet, regardless of the applicable standard, there is some obligation
on the part of certain participants in offerings of municipal securities to verify
the adequacy and accuracy of information disclosed.
One of the basic due diligence activities is the investigation of financial in-

formation. In the corporate context, this is done through reliance upon opinions
of independent public or certified accountants. The other nonissuer offering
participants then have the lower responsibility noted above for "expertized"
material, while the issuer and the accountants bear the primary responsibility
for the financial disclosures.
In the municipal context, however, this has not been the usual procedure.

Many of the larger issuers do not utilize independent accountants at present,
although more are coming to do so. Even fewer of the smaller and medium-
sized issuers do so in their financial reporting processes. This is extremely
risky to say the least. Attorneys and accountants experienced in the prepara-
tion of disclosures for corporate offerings are accustomed to frequent discus-
sion and revision of financial disclosures as a result of issues posed by the
independent accountants. Other revisions are avoided only through anticipa-
tion of the position of these accountants.
With the present state of affairs, it is inevitable that misstatements and

omissions will occur in municipal financial information reported in official
statements. The officials of the issuer are not as likely to raise difficult ques-
tions concerning the adequacy and accuracy of the financial statements as
are independent parties. This is not at all to cast aspersions upon the integrity
or ability of these officials or to question their desire for full and accurate
reporting. Rather, it is a recognition of their human qualities in a complex
and subtle context.
When adequate due diligence procedures are not performed on the financial

disclosures, and a government defaults, issuer officials and other offering par-
ticipants must view themselves in effect as potentially liable on the securities
and even as liable for certain market losses of investors. These participants
are, therefore, in serious need of due diligence protection.
The parties preparing the Guidelines recognized the importance of these

considerations. Consequently, the Guidelines suggest that the financial state-
ments contained in official statements be reviewed by independent accountants
or by independent state authorities performing equivalent procedures and giv-
ing equivalent opinions. Any new legislative and regulatory pattern also should
do so, except for private or local offerings.

B. SOVEREIGN IMMUNITY ISSUES

A second problem area is that created by the Eleventh Amendment to the
United States Constitution and by the common law sovereign immunity doc-
trine. The draft article by John Petersen and myself contains a lengthy analy-
sis of the sovereign immunity doctrine as applied in various legislative areas
including civil rights, labor, antitrust, and securities. Consequently, this state-
ment contains only a brief summary.
The Eleventh Amendment provides,
The Judicial power of the United States shall not be construed to extend to

any suit in law or equity, commenced or prosecuted against one of the United
States by Citizens of another State or by Citizens or Subjects of any Foreign
State.

IMP
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The Amendment does not explicitly bar suits in federal court against a state
by one of its own citizens, but the Supreme Court has held that such suits may
not be maintained. Hans v. Louisiana, 134 U.S. 1 (1890). The Supreme Court
has also held that the Amendment does not protect local governmental entities.
Lincoln County v. Luning, 133 U.S. 529 (1890) . Consequently, counties, towns,
and cities and their agencies and instrumentalities must rely upon the sover-
eign immunity doctrine for protection.
One area in which the Supreme Court has considered municipal and state

liability. is Section 1983 of the Civil Rights Act. In an early decision, the Su-
preme Court held that the term "person" did not include a municipality,
absent explicit congressional regulatory intent. Monroe v. Pape, 365 U.S. 167,
189 (1961).
A second legislative area is that of antitrust laws. Again, here, the court has

stated its desire for explicit indications of regulatory intent. Parker v. Brown,
317 U.S. 341 (1943). A third area is that of labor legislation. The themes from
the civil rights and antitrust laws are continued here. My conclusion is that,
although there is no certainty on the question, it is important that there be
explicit indications of congressional intent to regulate municipalities and to
impose private rights of action if they are to exist. See United States v. Cali-
fornia, 297 U.S. 175 (1936) (Safety Appliance Act—regulation for employee
safety) ; California v. Taylor, 353 U.S. 553 (1957) (Railway Labor Act—
prescribed methods of dispute settlement) ; Petty v. Tennessee-Missouri Bridge
Comm., 359 U.S. 275 (1959) (Jones Act—negligently caused wrongful death
in boat collision) ; Parden v. Terminal Railway, 377 U.S. 184 (1964) (Federal
Employer's Liability Act—liability for injuries to employees) ; Maryland v.
Wirtz, 392 U.S. 183 (1968) (Fair Labor Standards Act—minimum wage for
certain specific governmental institutions) ; Employees of the Department v.
Department of Public Health & Welfare, 411 U.S. 279 (1973). The most recent
case, Employees indicates a lower degree of readiness to accept regulation
than is indicated in some of the earlier cases.
Of course, in 1975, Congress gave an explicit indication that Rule 10b-5 is

to apply to municipalities. Section 17 has always applied through the defini-
tion of "person" in the Securities Act. But the securities law implied private
rights of action with which we are all so familiar have been recognized by the
Supreme Court to date only against corporations. It is not clear that they
would be extended to municipal issuers.
The Second and Sixth Circuits have reached conflicting results as to private

rights of actions against state agencies in aider and abettor cases under Rule
10b-5. Forman v. Community Services, Inc., 500 F.2d 1246 (2d Cir. 1974), rev'd.
on other grounds, sub. nom. United Housing Foundation v. Forman, 95 S.Ct.
2051 (1975) ; Yeomans v. Kentucky, 514 F.2d 993 (6th Cir. 1975), cert. denied,
44 U.S.L.W. 3297 (Nov. 18, 1975) ; Brown v. Kentucky, 513 F.2d 333 (6th Cir.
1975), ,cert. denied, 44 U.S.L.W. 3202 (Oct. 7, 1975).
Perhaps the policies of the securities laws are so strong and clear that the

Supreme Court would override considerations it has viewed as governing in
these other legislative areas and would accept implied, as opposed to explicit,
private rights of action. But the policies supporting the Court's approach in
the other areas are themselves quite important. We are dealing with the
separation of powers in our constitutional system; extensive regulation of state
and local governments by the federal government should not lightly be implied.
Consequently, if the private rights of action are intended, it is advisable that
the antifraud provisions be amended to create them explicitly.

C. DELIVERY OF INFORMATION

Another serious problem relates to the delivery of information in municipal
securities offerings. In the past, official statements have often been provided
only to underwriters. Information in an official statement frequently has been
furnished to the ultimate investors in a summary form. In some cases, the
summaries have not been furnished until the confirmations of the sale have
been mailed. In yet other cases, no information at all has been sent to investors.
One consequence is that investors, the parties most interested in receiving in-
formation, often do not receive adequate disclosures on which they may base
their investment judgments. Instead, bond ratings have assumed a strong
role in investor decisions.
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Other issuers and underwriters have chosen to follow good market practice.
They have made copies of the official statement available to investors at the
time of the offers. Investors then have been able to review the information and
make informed investment judgments. The Disclosure Guidelines suggest that
issuers follow this practice and that the full official statements be provided to
investors, either directly or through the underwriters.

Indeed, this is the point of the Guidelines. The Guidelines do not speak
simply to the question of information to be furnished to the underwriters.
Short of compliance with these suggestions, it is difficult to comprehend how
there can be satisfaction of the requirements of the federal antifraud provi-
sions with respect to furnishing information to investors.

It is desirable that modifications in methods of offering the securities mesh
with other traditional marketing procedures. Municipal securities are usually
sold through competitive bidding, as is often required by state law, rather
than through negotiated sales with a specific underwriter. When the com-
petitive bids are opened and the winning syndicate is determined, the munici-
pal securities are sold within a very short period of time, if the syndicate is
purchasing for resale to others. Normally this is only a matter of hours. If
official statements are to be furnished to the ultimate investors prior to sale,
problems can arise under these traditional procedures.
There should be careful consideration of informational delivery require-

ments in any legislation or regulation. Competitive bidding procedures should
be preserved, if possible, to avoid additional issuer costs through the loss of
the benefits furnished by that financing pattern.
There are several alternative courses of action. Under the first and most

workable variation, the potential underwriters would, prior to the opening of
the bids, make copies of the official statement available to the customers to
whom they make offers. At this point, much of the underwriting information
cannnot be provided. Then, when the syndicate is determined, the sales may
be quickly completed. Full underwriting information can be provided with
the confirmations.
This procedure is not fully satisfactory. Since several syndicates may bid, a

large number of official statements may be required, most of them ultimately
unnecessary, since only one syndicate can win the competition. Further, offer-
ing procedures would be complicated by the procedure, and those investors
contacted at the last minute could not feasibly receive the material before
sale.
The increased printing expenses would not, however, be great in relation to

the total amount or expenses of niost offerings. The additional complexities in
the offering process would be overcome as new procedures become standardized.
And my information is that the numbers of last minute contacts, while a prob-
lem, is not overwhelming.
The second alternative entails disadvantages that are greater. By following

this alternative, the successful syndicate, after it is determined, would dis-
tribute copies of the full official statement to its offerees prior to sale. The
delay involved and the consequent uncertainty and exposure to market risks
would be unacceptable to many, if not most, underwriters.
The third alternative is a variation on the second. Under this alternative,

the successful underwriters would send the official statements with confirma-
tions immediately after the bids are opened. Investors would then have a
period, perhaps one week, within which to rescind. This also would usually be
unacceptable due to the resultant exposures. By a process of elimination, then,
the first alternative appears preferable, if competitive bidding procedures are
to continue to be followed and if investors are to receive disclosures at a
relevant time.
The final alternative is the elimination of reliance upon competitive bidding

procedures. Negotiated underwritings are often utilized for offerings of revenue
securities. While it is desirable to retain competitive bidding, some issuers may
elect to rely, where legally permitted, upon negotiated underwritings on the
theory that the cost benefits of competitive bidding are outweighed by the
procedural difficulties.
The conclusion as to the superiority of the first alternative is strengthened

by Article 8 of the Uniform Commercial Code. This establishes the conditions
under which a buyer of securities becomes liable for the purchase price. In an
action for price under Section 8-107, a prerequisite for recovery is that an

69-141 0 - 76 - 21
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enforceable contract of sale exist. Whether there is an enforceable contract
is determined in part by Section 8-319, the statute of frauds section. Section
8-319 reads as follows:
A contract for the sale of securities is not enforceable by way of action or

defense unless:
(a) there is some writing signed by the party against whom enforcement is

sought or by his authorized agent or broker sufficient to indicate that a con-
tract has been made for sale of a stated quantity of described securities at a
defined or stated price; or
(b) delivery of the security has been accepted or payment has been made

but the contract is enforceable under this provision only to the extent of such
delivery or payment; or
(c) within a reasonable time a writing in confirmation of the sale or purchase

and sufficient against the sender under paragraph (a) has been received by
the party against whom enforcement is sought and he has failed to send written
objection to its contents within ten days after its receipt; or
(d) the party against whom enforcement is sought admits in his pleading,

testimony or otherwise in court that a contract was made for sale of a stated
quantity of described securities at a defined or stated price.
When dealing with actions for price for corporate and municipal securities,

the occurrence of conditions necessary to satisfy Section 8-319(a) or (d) is
unlikely. In most circumstances, Section 8-319(c) establishes the outer limits
on the period within which a buyer may properly reject the securities tendered.
The underwriter normally sends the buyer written confirmation soon after the
registration becomes effective in a corporate offering or after the syndicate is
awarded the bid in a municipal offering. The buyer then has ten days after
receipt of the confirmation within which to send a written rejection. If no
such rejection is sent, the contract for sale is enforceable, and the seller may
maintain an action for the price under Section 8-107. Weiss v. Dempsey-Tegler
cf Co., Inc., 443 S.W.2d 934, 936 (Tex. 1969).
The purchaser, however, may become liable for the price at an earlier time.

Under Section 8-319(b), the contract for sale becomes enforceable upon pay-
ment or upon delivery and "acceptance" of the securities. Underwriters do not
wish to remain at market risk until the settlement date. Therefore, so that
there may be an enforceable contract from the time of the customer's agreement
to buy, the focus must be upon delivery and "acceptance". Delivery occurs
when the underwriter sends the purchaser "confirmation of the purchase and
also by book entry or otherwise identifies a specific security in the broker's
possession as belonging to the purchaser." U.C.C. Section 8-313(1) (c) ; Fine v.
Bradford, 100 Ga. App. 380, 136 S.E.2d 147 (1964). Section 2-206 designates
when the purchaser is held to have accepted "goods". Although Section 2-105(1)
excludes investment securities from the scope of Article 2, the application of
Section 2-606 by analogy is permissible. Section 2-105, comment 1. See also,
U.C.C. Section 8-107, comment 2; Agar v. Orda, 264 N.Y. 248, 190 N.E. 479
(1934). Section 2-606(1) (a) provides that "acceptance" occurs after the buyer
is given a "reasonable opportunity to inspect" the goods and signifies to the
seller that they conform to the contract.
Placing these provisions in the context of a corporate underwriting, the

buyer accepts the corporate securities when he or she signifies to the seller an
agreement to purchase the scurities .after there has been a "reasonable oppor-
tunity to inspect". The emphasis here is upon the reasonable opportunity.
The security instrument itself will not physically provide the buyer with

much information for inspection. The availability of the preliminary dis-
closures, though, after oral disclosure of the underwriter's analysis, followed
by or simultaneous with a phone call between the underwriter and the custom-
er in which the customer agrees to purchase should constitute acceptance
under Section 2-606. And since delivery will occur when the underwriter sends
confirmation and designates a particular security as belonging to the buyer,
the contract is enforceable under Section 8-319 and the buyer will be liable
for the price. The ten-day limit of Section 8-319(c) will have been superseded
by subsection (b).
Under some present practices, underwriters of municipal securities may not

be able to rely upon the protections of Section 8-319(b). Acceptance occurs
in the corporate offerings discussed above due to the availability to the custom-
er of a red herring. The syndicate which is awarded the underwriting in a
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municipal security distribution does not always make extensive distribution
of preliminary disclosures. As soon as the syndicate is awarded the sale, the
confirmations may be sent out. Thus, customers have no effective means of
"inspecting" the securities. In such cases, no "acceptance" has taken place under
Section 2-606. Underwriters are thereby limited to the enforceability upon
the sooner of payment, the ten-day waiting period, or a "reasonable oppor-
tunity" to inspect any definitive information which accompanies the confirma-
tion. In the last case, the length of the period for the "reasonable opportunity"
would vary depending upon the particular facts.
The analyses reaching these conclusions are by no means certain. Therein

lies the problem. Various alternatives have their proponents and detractors.
The strongest conclusion is that there is no consensus on the law. Such a state
of affairs carries maximum risk of liability for failure to comply with the
alternative a particular court may favor under the antifraud provisions. It is
therefore desirable to provide some certainty so that offering participants may
understand what is expected of them.

D. DUE DILIGENCE STANDARDS

Iust as delivery of information in a competitive bidding context causes sig-
nificant problems, so does the issue of due diligence. There are several alterna-
tives for performance of dues diligence in a competitive bidding setting. The
most workable alternative would mesh with the most satisfactory alternative
for delivery of information. This due diligence alternative is determined by
reference to procedures under competitive bidding as required by the Com-
mission's Rule 50 under the Public Utility Holding Company Act of 1935.
In such an offering, the issuing public utility holding company often desig-

nates counsel (other than its own counsel) to act for the successful syndicate.
By the time the bids are opened, the due diligence investigation is complete
and the underwriters then accept the work and opinion of the designated
counsel. There are weaknesses in such a system involving choice of counsel
and potential conflicts of interest. But, if the securities are to be sold without
unreasonable delay after the bids are opened, it may be the only satisfactory
alternative.

This procedural issue is not the only question. The extent of the investiga-
tion is also controversial. Under existing case law, unrealistic due diligence
standards have been imposed. In one recent case, Sanders v. John Nuveen tE Co.,
CCH Fed. Sec. L. Rep. 1194,347 (7th Cir. 1975), the court even held that under-
writers should review accountants' work papers. This goes beyond the stand-
ards of the Securities Act. Under the Securities Act, persons with due diligence
defenses and responsibilities are entitled to rely upon the certifications of
independent accountants.
Underscoring the inadvisability of this approach, the court refused to con-

sider evidence as to due diligence procedures of other lenders regarding the
same issuer. Again, under the Securities Act, the necessary due diligence is
that of a reasonably prudent investor in the management of his or her own
affairs. These other lenders were managing their own affairs, and there was
no serious consideration by the court of the question of whether these lenders
were "reasonably prudent." The obligations under Rule 10b-5 are thus un-
desirably ambiguous and are coming to exceed those in registered offerings.
This was not intended by Congress. Consequently, there is a need for an
examination of the direction the courts are taking regarding due diligence
under Rule 10b-5.
A related problem is that of the due diligence to be required of issuer offi-

cials. Under corporate antifraud decisions, issuer officials have disclosure re-
sponsibilities. This is particularly true of those officials participating in the
offering or the preparation of disclosures. In the municipal context, however,
many of these officials are inexperienced in securities matters. As in the ac-
counting area, we are faced with the problem of unsophisticated individuals.
These are well-meaning people who are seeking to participate in local govern-
ment. If they are to be subjected to the risk of heavy antifraud liabilities, it
could have serious implications for our governmental system. We must find
some way for the average person to continue to participate in government. I
fear the threat of these liabilities will interfere with many recent democratic
advances. Perhaps the most satisfactory result would be to provide explicitly
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for a gross negligence or recklessness standard, rather than the rules now
developing in several judicial circuits.
It is not clear, then, that heavy legal responsibilities should be placed upon

unsophisiticated public officials. Neither is it clear that we should require of
all such issuers and officials that expensive, sophisticated securities counsel and
accountants be employed. Based upon the latest available information, that
for the early 19709s, costs of corporate financings are in almost all instances
far in excess of that for municipal issues. Particularly is this true of the
small offerings. This is reflected by the following table developed by Dr.
Petersen from information available from the Commission and the MFOA.

TOTAL COSTS OF FLOTATION

[Municipal and registered corporate securities by size of issue: cost per $1,000 of gross proceeds)

Size of issue

Type of security

Municipal Corporate

General Common
obligation Revenue stock Debt

10 to $2,000,000 $20. 80 $27. 05 $202. 70 $133. 47
$2,000,000 to $5,000,000 16.20 21. 04 119.00 62.30
$5,000,000 to $10,000,000 14. 32 19. 24 87. 30 31. 40
$10,000,000 to $20,000,000 13. 40 16. 29 66. 30 18.90
$20,000,000 and over 8.98 13. 84 41. 53 11.97

It can be anticipated that these differences will be narrowed as municipal
issuers continue their increasing use of the Disclosure Guidelines and as under-
writers further fulfill their due diligence responsibilities. But surely it is
unnecessary to go to the corporate limits, pricing small municipal issuers out
of the market just as many small corporate issuers are unable to obtain funds
due to the prohibitive expenses.

IV. POSSIBLE LEGISLATIVE COURSES

A. THE SECURITIES ACT APPROACH

A Securities Act registration approach is unwarranted. As outlined in my
article in The Daily Bond Buyer, there are considerable differences between
the municipal and corporate securities markets which favor a less stringent
disclosure policy regarding municipal issuers. Many of the differences are mis-
understood. It has been assumed that some of them have disappeared. While
there have been modifications, in many respects the basic differences remain.
These differences are described further in the article, and are outlined here.
The first is the relative absence of fraud and of opportunity for fraud in

the municipal market. Municipal governments are not profit-making entities.
Their affairs are open to the public and are examined continuously by the
news media. Prices of municipal securities fluctuate to a significantly lesser
extent than do prices of corporate equity securities, thus further reducing the
opportunity for manipulative and fraudulent activities.
The second difference is the degree of risk. Many persons, with a focus on

New York's problems, have assumed that this factor is now irrelevant. But,
the comparisons of default ratios for corporate and municipal securities are
dramatic. According to Dr. Petersen, from 1929 to 1937, approximately $1.35
billion of municipal interest and principal went into default, a little over 7
percent of that outstanding. The corresponding corporate figures are $7 billion
and over 30 percent. By 1944, $100 million of municipal debt remained in de-
fault, while $3 billion of corporate debt had not been paid.

Since World War II, almost all defaulted debt has been held by banks in the
sale locale or state as the issuer. From 1945 through 1974, about $500 million
of municipal bonds went into default, or 0.24 percent of municipal debt out-
standing at the end of 1974. Professor George H. Hempel estimates permanent
losses of principal and interest from 1945 to 1965 to be less than $10 million,
or 1/10,000th of outstanding municipal debt at the beginning of 1965. Thus,
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from the long-term view, it cannot be concluded that non-New York municipal

Investments entail the risks assumed by recent market conditions or many

public pronouncements.
Further, the investors themselves are of such a character as to vitiate the

need for corporate style registration. While many persons are asserting that

the municipal market is becoming increasingly individual, banks increased

their holdings of outstanding municipal debt in the 1960-74 period from 25

percent to 49 percent, and the percentage held by households declined from

43 percent to 29 percent of the total outstanding. The municipal market, then,

in this sense, actually became markedly more, not less, institutional in charac-

ter. Additionally, the percentage of household wealth represented by municipal

investments remained steady at 3 percent, while the percentage in corporate

equities was many times that proportion.
The existing exemptions, then, continue to have the same basic importance

which supported them in the 1930's, and other considerations now also bear

relevance. Issuers have shown that they are seriously interested in regulating

themselves in an efficient and capable manner. Never in the history of the

securities laws has a group of issuers acted more responsibly. These actions

were commenced before the current debate. So this is no time to overreact. We

should wish to foster and encourage such voluntarism, not to destroy it.

B. SELF-REGULATION ALTERNATIVES AND PASSIVE REGISTRATION:

THE RECOMMENDED APPROACH

The concept of self-regulation is an important and valid one if we must have

a new regulatory pattern. There is no need for the Commission to become in-

volved as a supervisor of state and local governments. Neither would regula-

tion by the Board, as now constituted, be self-regulation. It would be quite in.-

equitable to subject issuers to regulation by the same private parties who face•

them across the bargaining table.
Thus, exploration of this first basic premise for any new regulatory pattern

gives birth to several new proposals:
(1) Regulation could be accomplished through a reconstituted Board giving

issuers and dealers equality of representation. Objections to such a proposal

would undoubtedly be voiced by dealers, since the Board designs dealer rules.

(2) Regulation could be accomplished through a new Board or other quasi-

governmental mechanism providing for issuer self-regulation, just as the exist-

ing Board is a self-regulatory body for dealers. Issuers, through their volun-

tary activities, warrant this trust. Such an entity may or may not be subject

to Commission oversight.
(3) Issuers could organize their own self-regulatory sructure outside the

governmental arena. Such a structure would promulgate rules accepted as

industry standards enforceable under Rule 10b-5 and, with federal funding,

could operate a data bank for investor information purposes.
The second premise for regulation is that it is not necessary to re-create a

corporate review process for municipalities. Various forms of passive registra-

tion may then be discussed:
(1) The first is annual filing, such as the present corporate 10-K's, with

information accessible to those investors desiring it. Supplemental information

could be filed in those unusual instances where it may become operative for a

municipality.
(2) Another approach involves prospectus delivery to investors with filing,

but no review or comment, procedures. Whether filing is prior or subsequent

to offerings would be irrelevant under the circumstances. The greatest problems

here lies in designing satisfactory means for delivering the disclosures to in-

vestors at a time relevant to the making of investment judgments, while pre-

serving the competitive bidding system.
There is, then, no dearth of alternatives. It is crucial that each receive

careful examination, if we are to change the basic regulatory structure, so

that adverse regulatory consequences are minimized.

V. CONCLUSIONS

The preferable pattern for regulating municipal securities transactions is

the existing pattern. There is no evidence that structural legislative changes

are needed. It is desirable to fine tune the antifraud provisions to grant ex-
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plicit private rights of action, to solve problems of informational delivery, and
to override excessive judicial fervor on due diligence. There is a need to further
the development of accounting standards. There is a need for the various
market participants to continue to increase their recognition and fulfillment
of their responsibilities. But the necessary mechanisms already exist for full
enforcement of these obligations by Commission action.
The imposition of a corporate regulatory scheme would add little, if any,

real investor protection and would result in greatly increased expenses which
must be paid by the taxpayers. This would come at a time when inflation and
other factors are increasing the cost of government at an alarming rate. In-
terestingly, in this case, the taxpayers would pay twice: first for federal regu-
latory expenses and secondly for municipal compliance.
If a regulatory plan is deemed necessary, it should be based upon a recogni-

tion that many arguments for corporate regulation are inapplicable to munici-
pal issuers. The concepts of self-regulation and passive registration are par-
ticularly apt for entities reflecting such a high degree of responsibility. It is
important to find ways of obtaining the desirable investor protection with the
least inconvenience and expense. The beneficiaries will be the public citizens
in their dual capacities of investors and taxpayers.

[From the Daily Bond Buyer, Thursday, January 29, 19761

THE CASE FOR SELF REGULATION IN TAX-EXEMPT BOND FINANCING

(BY ROBERT W. DOTY)

Many voices have proposed of late that drastic changes be made in the
regulation of municipal securities issuers. Numerous calls have been issued for
the creation of comprehensive schemes granting the Federal Government un-
precedented powers over state and local governments. Sen. Thomas F.
Eagleton, D—Mo., and Rep. Lionel Van Deerlin, D—Calif., have gone so far as
to introduce legislation imposing corporate registration upon municipalities.
The haste and lack of wisdom in such approaches is underscored by the
failure to realize that the bills would not work: the Securities Act of 1933 and
the schedules thereto would become applicable to municipal issuers. But the
information required in those schedules is corporate information or that
relating to foreign governments. It is totally unrelated to domestic state and
local issuers.
There is, then, genuine danger that over-reaction to the New York City

crisis and that a misunderstanding of the exemption for municipal issuers will
result in legislative excess. Reflexive reactions to present crises which do no
more than fall back upon the old concepts of increased Federal regulation of
and involvement in important local affairs is inadvisable. This is particularly
true since, in this case, we are concerned with one of the most important
of all local matters: the power of the purse.

ALREADY REGULATED

It is fundamental to appreciate that we already have regulation of muni-
cipal issuers under Rule 10b-5 and the other anti-fraud provisions and that
changes, if any, in this pattern should emphasize self-regulatory and passive
registration concepts. On Dec. 1, 1975, in "The Money Manager," Securities
and Exchange Commissioner Alfred 0. Sommer, Jr., presented some of the
more cogent recent thinking in emphasizing these concepts. In his article,
Commissioner Sommer summarizes the distinctions between the corporate and
municipal markets and suggests regulation through the Municipal Securities
Rulemaking Board.

Commissioner Sommer thus established a solid base upon which discussions
may be grounded. Nevertheless, it is not entirely clear that detailed regulation
is necessary. This article contains discussions of the strengths of the existing
issuer regulatory pattern and of remedial needs in that regard. Possible
legislative courses are then outlined.
Of course, no one can defend fraud. But the present regulatory pattern for-

bids fraud. No one is opposed to increased disclosure to investor. But the
present regulatory pattern requires precisely that disclosure. Municipal se-
curities issuers have come to recognize the significance of the existing legal
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requirements. Long before the current proposals were heard, these issuers

and numerous other market participants began moving strongly toward far-

reaching improvements in disclosure through preparation of the disclosure

guidelines. A product of a project funded by the National Science Foundation

and sponsored by the Municipal Finance Officers Association, these guidelines

have gained, and are continuing to gain, wide market acceptance.
It is far too simplistic to point a finger at New York City and regret that

Rule 10b-5 was not sufficient protection for investors. In fact, Rule 10b-5 was

not even made explicitly applicable to New York City or other municipal issuer

until roughly the time New York's problems became public knowledge.

Only then did the term "person" in the Rule come to include these govern-

ments through a little-noticed portion of the Securities Acts Amendments of

1975. True, Section 17 of the Securities Act of 1933, with its similar pro-

visions was applicable. But some courts have questioned whether there is,

under Section 17, the implied private right of action that is so widely accepted

under Rule 10b-5.
And the Commission certainly never found it necessary to act under Sec-

tion 17. Indeed, in the entire history of the Federal securities laws, the SEC

has never yet taken a municipal issuer to court. New York City is under in-

vestigation, and perhaps rightly so. But it is difficult to comprehend by what

measure we determine that the anti-fraud provisions are insufficient if they

remain untried to date by the relevant enforcement authorities and when the

primary anti-fraud provision became explicitly applicable only a few months

ago.
ISSUER INITIATIVES

Even now, across the nation, the anti-fraud provisions are having precisely

the desired effects. The MFOA has distributed literally hundreds of copies of

the Disclosure Guidelines. Over 1,000 have been requested, and a second print-

ing has been necessitated. Issuers everywhere are adding to their disclosures.

Underwriters are compelling more disclosure where issuers fall short. Some

securities offerings have failed to attract bids, and increased costs have, been

imposed in others, where potential bidders disappeared after receiving what

they regarded as insufficient information.
I do not think it trite to note that the American spirit emphasizes voluntarism

over governmental regulation. Never in the history of the securities laws has a

group of issuers acted more responsibly. These actions were commenced long

before the current debate. So this is no time to over-react. We should not wish

to destroy entirely this attitude of self-regulation and individual responsibility.

What is really needed is increased action by the SEC, by issuers, and by

underwriters under the present patterns. The Commission should act under the

anti-fraud powers to enforce existing laws and to bring about increased aware-

ness of and to strengthen investor rights to sue fraudulent or non-disclosing

issuers and underwriters.
All market participants should bring to function the Disclosure Guidelines

project, perhaps through a conference or similar mechanism. Issuers should

culminate their plans for programs of further education of issuer officials as

to their legal responsibilities by insisting on issuer disclosure and by performing;

full due diligence investigations of the adequacy and accuracy of the informa-

tion disclosed.
Thus, the present situation is sound, and carries with it strong responsibilities

of all the relevant parties. It is important, therefore, to examine the bases for

the municipal securities exemptions so that the fundamental adequacy of the

present pattern may be fully comprehended.

BASES OF EXEMPTIONS

In adopting the Securities Act of 1933 and the Securities Exchange Act

of 1934, Congress determined that the comprehensive regulatory scheme which

was thereby created should not be made applicable to municipal securities

transactions. Accordingly, provisions were enacted exempting municipal securi-

ties issuers from the registration requirements of the Securities Act and from

the registration, reporting, and related requirements of the Exchange Act.

Congress even exempted from regulation those dealers and brokers conducting

business solely in municipal securities, although the policies supporting issuer

exemptions did not require it.
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These policies are multi-based. Certainly, considerations of comity and inter-
governmental relations are involved. They are reflected not only in the
securities laws, but in many legislative enactments, ranging from anti-trust to
labor legislation. Congress is thus generally quite reluctant to impose detailed
regulatory patterns upon state and local governments under our Federal
system.

This reluctance has its roots in our Constitution. There are serious questions
of the extent to which the Federal Government may regulate state and local
governments. Further, since the securities laws give rise to private rights of
action, important issues are raised under the 11th Amendment to the Constitu-
tion to the extent private litigation may be brought against states. The common
law sovereign immunity doctrine poses similar considerations for litigation
against both state and local governments. These issues create a context which
cannot be ignored in the consideration of other matters.

It is here that Rule 10b-5 and Section 17 fall short. An examination of rele-
vant Supreme Court decisions in other legislative areas, particularly civil
rights, anti-trust, and labor, discloses a strong reluctance to imply private
rights of action against states and municipalities. Those of us who are ac-
customed to implied private rights of action under Rule 10b-5 have not been
sufficiently careful in the municipal area.
Certainly, my own thinking required severe adjusment. But we are faced with

strong policy considerations. If Congress intends that municipalities may be
sued under Rule 10b-5, it should say so explicitly in a legislative fine-tuning of
the Securities Exchange Act of 1934. At present, unnecessary and undesirable
doubts are permitted.

ABSENCE OF FRAUD

Less philosophical bases for the exemptions are found in market conditions.
Some of these have changed somewhat, but the basic considerations remain.
One of the most basic is the absence of fraud. Since the adoption of the
securities laws, few allegations of fraud have been made against governmental
issuers of securities, in contrast to the numerous allegations against corporate
issuers.
Those frauds occurring in the municipal securities market are found primarily

in the activities of "fly-by-night" dealers.
The motives of municipal officials and the absence of opportunities for per-

sonal profit from securities frauds provide a marked contrast with the corporate
context. Certainly, there are those rare governmental officials who commit
fraud or who otherwise benefit from personal dealings with the issuer. Yet,
the incidence of such improprieties by corporate officials is much more com-
mon. Officials of corporate issuers are relatively unregulated as to their use of
issuer or investor funds when compared to municipal officials. Unlike these
corporate officials, municipal officials are closely regulated by state and local
law in this respect.

Opportunities for personal benefit are further reduced in the municipal
securities markets by the relatively small fluctuations in the prices of muni-
cipal securities. Municipal securities are debt securities. Even in more un-
stable circumstances, prices of these securities will fluctuate at a level which
is but a fraction of the fluctuations for corporate equity securities. Few dis-
honest persons are attracted to such a limited source of manipulative profits.
And the small price fluctuations furnish additional protections: innocent in-
vestors do not unwittingly victimize themselves, for speculation based on
rumor or other incomplete information is greatly discouraged.

Neither do municipal officials have motivation to commit fraud on the behalf
of the issuers. Transactions of doubtful honesty do not add to any "profits"
for a government or to dividends which may be paid to stockholders. Govern-
ments are thereby fundamentally different entities from profit corporations,
with significant consequences for securities policy.

OPEN GOVERNMENT

Other practical considerations limit municipal officials. The political process
is open, with its frequent elections, "sunshine" laws requiring open meetings,
and the consuming interest of the news media and the public in governmental
affairs. Activities of corporate issuers are conducted on a much more secret
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basis. Issuer information, while not in corporate disclosure form, neverthel
ess

is given considerable publicity.
Yet another basis for the exemptions is found in the safety of investment in

municipal securities as a class. This safety is much greater than for invest-

ment in corporate securities. With the recent obvious examples of New York

City and New York State, this statement can no longer be made as an absolute.

But it is too easy to assume that issuers as diverse as Houston, Dubuque, Sac-

ramento, or Arlington County, Va., should be subjected to detailed Federal

supervision for the sins of New York.
The fact remains that the financial difficulties of municipal issuers are quite

unusual, while many corporate issuers experience financial problems on a

recurring basis. Municipal defaults, especially in general obligation securities,

have been almost nonexistent since the Depression. Corporate defaults are

not at all unusual events. This contrast is not surprising. Municipal issuers pro-

vide the ultimate safety for their securities through the exercise of their tax-

ing powers. Corporations, however, are much more severely restricted in their

ability to increase prices to raise funds.
All comparisons are dramatic. According to John Petersen of MFOA, from

1929 to 1937, approximately $1.35 billion of municipal interest and principal

went into default, a little over 7 percent of that outstanding. The correspond-

ing corporate figures are $7 billion and over 30 percent. By 1944, only $100 
mil-

lion of municipal debt remained in default, while $3 billion of corporate debt

had not been paid.
Since World War II, almost all defaulted debt has been held by banks in the

same locale or state as the issuer. From 1945 through 1974, about $500 million

of municipal bonds went into default, or 0.24 percent of municipal debt out-

standing at the end of 1974. Prof. George H. Hempel estimates permanent

losses of principal and interest from 1945 to 1965 to be less than $10 million, or

1/10,000th of outstanding municipal debt at the beginning of 1965. It cannot

be concluded that non-New York municipal investments entail the risks as-

mimed by recent market conditions or many public pronouncements.

INVESTOR PATTERNS

Finally, the investors themselves are of such a character as to vitiate the

need for corporate style registration. The tax benefits flowing from municipal

investments, the relative illiquidity of these investments in comparison to the

ease of transfer of many corporate securities, and the large size of the units

in which municipal securities are sold and traded encourage investment by

institutions and relatively wealthy investors and discourage investment by the

"small," unsophisticated investor. There have always been small investors in the

municipal securities market. Today, there are perhaps in absolute terms m
ore

of these persons than when the original municipal securities exemptions were

enacted. Yet, recent economic studies show that, on a relative basis, these in-

vestors have played a decreasing, not an increasing, role in the market.

Again according to Dr. Petersen, from 1960 through 1974, households

(wealthy or non-wealthy) decreased the proportion of municipal debt held by

them from 43 percent to 29 percent of the total outstanding, while the propor-

tion of corporate equities held has declined from 88 percent to 75 percent

and the proportion of corporate bonds held has increased from 12 percent to

19 percent.
Over the 25 years from 1950 through 1974, the percentage of household

wealth represented by municipal investments remained steady at 3 percent,

and the percentage in corporate equities fluctuated from 31 percent in 1950 to

41 percent in 1960 to 24 percent in 1974. Only about 30 percent of those muni-

cipal bonds held by households is estimated to be held by units with less than

a 50 percent marginal income tax bracket. Meanwhile, banks increased their

holdings of outstanding municipal debt in the 1960-74 period from 25 percent

to 49 percent. The municipal market, then, actually became markedly more,

not less, institutional in character

REGULATORY PATTERN

All of these considerations were relevant in 1933 and 1934. Nevertheless,

Congress did feel that transactions in municipal securities should give rise to

liabilities to the extent actually conducted in a fraudulent manner or where
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complete disclosure is not forthcoming. Consequently, Section 17 of the Securi-
ties Act applies to these transactions.
In 1975, the securities laws were extensively amended with respect to mu-

nicipal securities transactions. For the first time, Section 10(b), and thereby
Rule 10b-5, were made explicitly applicable to issuers. More importantly, Con-
gress ended the exemption of municipal securities dealers from regulation and
established the Municipal Securities Rulemaking Board to supervise the regu-
latory plan, subject to Commission oversight. The pattern is one of dealer
self-regulation, for 10 of the 15 Board members must, by law, represent under-
writers.
There was a need for dealer regulation stemming from the commission of

fraud by a few dishonest firms. However, Congress continued to recognize the
importance of maintaining the exemptions for issuers. Consequently, the Board
was denied the power to regulate issuers directly or indirectly through dis-
closure requirements imposed upon underwriters.
A great deal of confusion has resulted. Under the anti-fraud provisions,

underwriters have disclosure obligations and must perform due diligence activ-
ities. This is part of the problem. One recent case involving exempt securities
required due diligence in the extreme, even to the extent of requiring that
underwriters see the accountants' work papers. Such impracticality should be
remedied by the statement of tests for the anti-fraud provisions based upon
reasonableness, not idealism.
Many issuers and underwriters, fearful of these consequences, evidently as-

sume that issuers are not subject to these same provisions because of the
applicable exemptions. This is incorrect. In fact the anti-fraud provisions
require of issuers disclosures which are quite similar in volume and detail
to the disclosures required under the registration provisions of the Securities
Act. It is possible that there is no private right of action as there should be,
but it cannot be questioned that there are legal obligations upon issuers to
make disclosures to investors, and upon underwriters to perform due diligence
with respect to those disclosures.
The primary difference from corporate offerings is that there is no prior

filing requirement imposed upon issuers. This avoids the Commission review
and comment process, with its inherent delay and expense and with the impli-
cations that state and local governments are incapable of managing their own
affairs with Federal supervision.

COSTS OF FLOTATION

The comparisons of financing costs are particularly important. They indicate
potential consequences of excessive regulation. Based upon the latest available
information, that for the early 1970s, costs of corporate financings are in almost
all instances far in excess of that for municipal issues. Particularly is this
true of the smaller offerings. This is reflected in the accompanying table de-
veloped by Dr. Petersen from information available from the Commission and
the MFOA.
It can be anticipated that these differences will be narrowed as municipal

issuers continue their increasing use of the disclosure guidelines and as
underwriters further fulfill their due diligence responsibilities. But surely it
is unnecessary to go to the corporate limits, pricing small municipal issuers
out of the market just as many small corporate issuers are unable to obtain
funds due to the prohibitive expenses.

Proposals for the elimination of the various municipal securities exemptions
would impose upon issuers a full Securities Act registration process or, in
some cases, would subject issuers to regulation by the Rulemaking Board.
But the existing exemptions continue to have the same basic importance which
has always supported them, and other considerations now also bear relevance:
issuers have shown on their own initiative that they are seriously interested
in regulating themselves in an efficient and capable manner. In addition, the
Board is composed primarily of underwriters and dealers. Of the 15 Board
members, 10 are dealers (half commercial bank representatives and half invest-
ment bank representatives). Only one Board member must represent issuers.

QUITE INEQUITABLE

The concept of self-regulation is an important and valid one if we must have
a totally new regulatory pattern. Regulation of issuers by the Board as now
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constituted, however, would not be self-regulation. It would be quite inequitable

to subject issuers to regulation by the same private parties who face them

across the bargaining table.
Thus, exploration of this first basic premise for any new regulatory pattern

gives birth to several new proposals:
(1) Regulation could be accomplished through a reconstituted Board giving

issuers and dealers equality of representation. Immediately, objections to

such a proposal leap into one's mind; since the Board designs dealer rules, why

should issuers have such a strong voice in those determinations?
(2) Regulation could be accomplished through a new Board or other quasi-

governmental mechanism providing for issuer self-regulation, just as the

existing Board is a self-regulatory body for dealers. Issuers, through their

voluntary activities, warrant this trust. Such an entity may or may not be

subject to Commission oversight. In all likelihood, the structure for the

Rulemaking Board provides an inescapable parallel, so that Commission

oversight would result.
(3) Issuers could organize their own self-regulatory structure outside the

governmental arena. Such a structure would promulgate rules accepted as

Industry standards enforceable under Rule 10b-5 and, with Federal funding,

could operate a data bank for investor informational purposes.

PASSIVE REGISTRATION

The 2d premise for regulation is that it is not necessary to re-create a

corporate review process for municipalities. Various forms of passive reg-

istration may then be discussed:
(1) The first is annual filings, such as the present corporate 10-Ks, with

information accessible to those investors desiring it. Supplemental information

could be filed in those unusual instances where it may become operative for

a municipality.
(2) Another approach involves prospectus delivery to investors with filing,

but no review or comment, procedures. Whether filing is prior or subsequent

to offerings would be irrelevant under the circumstances. The greatest problem

here lies in designing satisfactory means for delivering the disclosures to in-

vestors at a time relevant to the making of investment judgments, while pre-

serving the competitive bidding system.
There is, then, no dearth of alternatives. It is crucial that each receive

careful examination, if we are to change the basic regulatory structure, so

that adverse regulatory consequences are minimized.
The preferable pattern for regulating municipal securities transactions is

the existing pattern. There is no evidence that structural legislative changes

are needed. It is desirable to fine tune the anti-fraud provisions to grant ex-

plicit private rights of action, to solve problems of informational delivery, and

to override excessive judicial fervor on disclosure and due diligence. There is

certainly a need for the various market participants to continue to increase

their recognition and fulfillment of responsibilities. But the necessary

mechanisms already exist for full enforcement of these obligations by the

SEC.
The imposition of a corporate regulatory scheme would add little, if any,

real investor protection and would result in greatly increased expenses which

must be paid by the taxpayers. This would come at a time when inflation and

other factors are increasing the cost of government at an alarming rate.

Interestingly, in this case, the taxpayers would pay twice: first for Federal

regulatory expenses and secondly for municipal compliance.
If a regulatory plan is deemed necessary, it should be based upon a recogni-

tion that many arguments for corporate regulation are inapplicable to muni-

cipal issuers. The concepts of self-regulation and passive registration are

particularly apt for entities reflecting such a high degree of responsibility. It

Is important to find ways of obtaining the desirable investor protections while

minimizing the regulatory inconvenience and expense. The beneficiaries will be

the public citizens in their capacities of investors and taxpayers.

Senator WILLIAMS. You have given us a great deal of helpful
observations and we will study and consider how our legislation
can reflect the best of your thoughts. I'm sorry we can't get into a
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discussion but quite frankly, I have to adjourn and go to another
meeting. So thank you very much.
Mrs. DAVIS. You promised me I could make a statement.
Senator. WILLIAMS. We will say on the record that you are submit-

ting your statement.
Mrs. DAVIS. I Will just read it.
Senator WILLIAMS. Well, I won't be here to hear it.
Mrs. DAVIS. Will they appear as being official?
Senator WILLIAMS. If you will just state for the record, Mrs. Davis,

that you're submitting your statement, I will say it will be included
in full.
Mrs. DAVIS. I see. In other words, then, it's the same as if I had

done it?
Senator WILLIAMS. Exactly.
Mrs. DAVIS. I'll take only 2 minutes. You have been here 4 hours.

Are you discriminating against women? You're running for election
now. I'm a woman and I'm a minority stockholder. Why don't you
stay another minute?
Senator WILLIAMS. Mrs. Davis is submitting her statement for the

record and it will be included in full and in the same print as if
she had delivered it in person. -
Mrs. DAVIS. All right. I accept that.

STATEMENT OF EVELYN Y. DAVIS, EDITOR OF "HIGHLIGHTS AND
LOWLIGHTS"

Mrs. DAVIS. As a municipal bondholder who is now stuck in New
York City and State securities as well as in some municipals of
other States, I urge strongly passage of legislation of full dis-
closure to the SEC. To allow individual States to issue their indi-
vidual prospectuses would be tantamount to a further "license to
larceny." The New York case has been sufficient to prove to the
Senate and the Congress that States cannot be trusted in giving
investors full information and that the sentence "first claim to the
full taxing power of the city and/or State" is a fraudulent hoax.
What is needed is full Federal legislation with uniform standards
to apply to all major State and city issuers of municipal securities
and with a guarantee that investors would get paid first in case of
a municipal bankruptcy and to make the underwriters of such issues
fully liable in case investors do not receive their interest and princi-
pal on time and to make cities and States make permanent cuts in
their payrolls and nonessential services, not just some temporary
token cuts as have been made in New York at least until election
time. And independent auditors must supply the SEC and the
Treasury with figures as to the financial conditions of cities and
States, not city and/or State auditors. And in my opinion, the
auditors are not giving the Secretary of the Treasury accurate and
complete information as to the true financial condition of New York
City. Only a bankruptcy will insure complete disclosure and per-
manent cuts.
As a small stockholder in over 100 corporations, including 11

banks and with my experience in having attended each year most
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of those corporations' and banks' annual meetings, the discl
osure

rules of the SEC have improved over the years due to my proddi
ng

and many corporations now voluntarily give investors more infor-

mation if asked. Municipals should send out each year annual r
e-

ports to investors, annual reports audited by independent acco
unt-

ants and checked by the SEC. In addition, I strongly urge t
he

holding of annual meetings for bondholders by States and cities

to be chaired by State Governors or city mayors depending on the

issuer. Should a city or State be in default, then a Federal 
official

should preside over an annual bondholders meeting. Also, munici-

palities should come under the proxy rules of the SEC with bond-

holders enabled to make resolutions to be presented to all bond-

holders. Those who are worried about "unnecessary costs for cit
ies

and States" should remember that disclosure is of even more im-

portance for municipals than for corporate issuers because even
 a

one-bond bondholder has to make a minimum investment of $5,000
.

Investors should also be notified in the uniform prospectuses about 
the

status of welfare, free tuition and other giveaway programs practice
d

by the city and/or State and comparisons with States and cities which

do run balanced budgets ought to be given out each year to investors

on request.
And unless we do get disclosure administered by Federal agencies

instead of State and/or city agencies, I will urge at stockhol
der

meetings corporations and banks not to buy any municipals. The

MAC issues have been bought mostly by banks looking for city

and State interest free deposits and by corporations tied through

interlocking directorates to those banks. These MAC issues amount

to "license fees" for corporations and banks doing business with the

City of New York and should be treated by the Internal Revenue

Service as illegal political contributions and not be allowed as a

legitimate deduction. Neither should the IRS allow a corporation

to deduct as salary expense the salary paid to an executive on loan

full or part-time to a city or State agency.
While the Williams-Tower bill does not go far enough, never-

theless I am supporting it because it certainly is the first step in

the right direction as to fuller disclosure of municipals by a Fed-

eral agency. I like to add that the SEC should have public hearings

of its own on this subject and not just merely make an administrative

investigation and that it should do something for the protection of

existing investors, those who were defrauded by the City of New

York, the banks, brokerage houses and other underwriters. Aid to

New York is not the answer; neither is disclosure by States and

municipalities under the supervision of those very same cities and

States the answer.
[Whereupon, at 1 :50 p.m., the hearing was adjourned.]
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APPENDIX

STATEMENT OF THE
AMERICAN BANKERS ASSOCIATION

ON MUNICIPAL SECURITIES DISCLOSURE
SUBMITTED TO THE

SENATE SECURITIES SUBCOMMITTEE

March 30, 1976

The American Bankers Association is a trade association with

a membership of some 14,000 banks or about 96% of the banks in

the country. Virtually all of these banks buy and hold municipal

securities in their own investment portfolio. Approximately 4,000

of these banks exercise fiduciary powers and purchase municipal

securities for trusts and other customer fiduciary accounts.

Further, banks may underwrite general obligation municipal securi-

ties and about 200 banks actively underwrite and make markets in

such municipals. Therefore, the association is keenly interested

in municipal securities disclosure.

Establishment and adoption of uniform accounting and disclo-

sure standards are needed to assure efficient functioning of the

markets for state and local government obligations. At least

equally important is the need for clarification of the nature and

extent of liabilities of various market participants. Properly

designed Federal legislation could serve a constructive role in

meeting both of these needs.

Although the recent financial crises of New York City and

the New York State Urban Development Authority have imparted a

new sense of urgency, the need for improved disclosure has not

sprung up overnight. Higher interest rates, increased construction

costs, rapid growth of state and local government activity, the
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complexity of state and local fiscal systems, and augmented reliance on

short-term borrowing have all worked to increase information needs of

investors. The growing proportion of municipal securities sold to

individual investors, as opposed to institutional lenders, has added to

the need for more understandable and uniform accounting and disclosure

systems.

The requirements for progress fall into two broad categories: (1)

development and articulation of appropriate standards of disclosure,

and (2) assuring that these standards are adopted and adhered to on a

uniform, nationwide basis, with a clear delineation of legal responsi-

bility for accuracy, timeliness, and completeness.

With respect to the first requirement, substantial progress has

been made, notably by the Committee on Government Accounting, the

American Institute of Certified Public Accountants, and the Municipal

Finance Officers Association. There is, of course, still substantial

room for improvement in the specification of appropriate disclosure and

the techniques employed to achieve it. But it is not so much lack of

workable standards that impedes progress as it is lack of a mechanism

to assure that uniform standards are met. It is mainly for this reason

that Federal legislation is needed.

Both S. 2574 and S. 2969 propose Federal involvement, but their

approaches are very different. S. 2574 would subject state and local

government borrowers to Securities and Exchange Commission registration

requirements under the statutory framework that now applies to private

corporations. The wisdom of this approach is open to serious question

because of the different nature of municipal debt instruments and the

way they are marketed. The registration process is excessively costly
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and cumbersome when considered in relation to the relatively small

probability of abuses. Moreover, required registration would impose an

extraordinary new workload on the SEC, and would unnecessarily intrude

on the delicate relationship of the Federal government to the states and

their instrumentalities.

While S. 2969 focuses more directly on the special needs of the

municipal securities market, a number of its provisions should be given

careful scrutiny. First, S. 2969 lodges responsibility for prescribing

disclosure standards in the SEC. Although that agency may well be the

appropriate locus of Federal responsibility, it does not have extensive

experience in municipal finance. Alternatives should be considered,

including creation of a body with special expertise, perhaps related to

the Commission in much the same say as is the Municipal Securities Rule-

making Board.

Second, although S. 2969 does not require prefilings with SEC, it

does, through its amendment of Section 15B(d) (1) of the 1934 act, repeal

the prohibition of SEC requirements for filings prior to issue of municipal

securities. It is doubtful whether SEC should have power to require pre-

filings in the case of municipals, but if it does, the legislation should,

at a minimum, specify criteria to be applied by the Commission in making

such a determination.

Third, although the disclosure requirements set forth in Section 13A

are quite detailed--perhaps unnecessarily so--one specific objective not

directly mentioned would seem to merit inclusion. It is that appropriate

allowance be made for different standards of disclosure called for by

different classes of issues and issuers. This important consideration is

stressed in the exposure draft "Disclosure Guidelines for Offerings of

69-141 0 - 76 - 22



334

Securuties by State and Local Governments" issued by the Municipal Finance

Officers Association in November, 1975.

Fourth, S. 2969 exempts distribution statements that have been approved

by a state authority. It does not, however, provide a mechanism for assur-

ing that individual states would adopt uniform disclosure standards for

similar types of securities. Failure to require such uniformity could lead

to a situation in which investors continue to be confronted with inadequate

information upon which to make comparative judgements.

Fifth, S. 2969 does not explicitly deal with the allocation of responsi-

bilities for adequate disclosure. In view of the uncertainty concerning the

responsibilities and liabilities of underwriters under the anti-fraud provisions

of the 1933 and 1934 Acts, it would be advisable to incorporate in the bill

a more concrete delineation of responsibilities for adequate disclosure.

Primary responsibility for accurate, timely and complete disclosure should

rest with the issuer. Auditing agencies, whether they be public bodies or

priviate firms, should be held to the same standards that apply to work they

do in connection with private offerings of securities. The same is true of

others who render expert opinions.

In considering the appropriate obligations of underwriters and dealers, it

should be kept in mind that the market for municipal debt is very different

from that for corporate securities. Most municipal issues must be sold through

a competitive bidding process that may involve several underwriters, and a

given underwriter may bid on ten or more issues in one week.

It would appear desirable to limit underwriter liability in a way that

preserves the workability of the traditional competitive bidding mechanism.

Requiring each bidding underwriter to perform the kind of due diligence

functions normally performed in connection with negotiated offerings would
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be impractical and extremely costly. Not only would underwriter investigations

involve costly duplication of effort, but they would entail an intrusion into

public affairs that seems both unwarranted and virtually impossible. It is

notable that the 1933 Act provides that in the case of registered securities,

an underwriter may rely in good faith upon official statements. This is a

standard which should definetly be applied to municipal offerings.

Finally, assuming that adequate provisions are made for disclosure

standards to be applied on a nationwide basis, it seems sensible to consider

delegating to state authorities responsibility for enforcing these standards,

provided that such state agencies meet certain minimal tests of competence

and independence from other arms of state government.

It seems likely that under such an arrangement most states would choose

to set up their own authorities, which would work directly with issuers to

assure compliance and would also provide a useful vehicle for communication

between the states and their subdivisions and the Federal rulemaking authority.

For annual reports, reports of events of default, and distribution statements

not cleared by a qualified state agency, some provision for direct enforcement

at the Federal level would still be needed. The logical locus of that respon-

sibility would seem to be the Federal rulemaking authority.
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SMITH BARNEY, HARRIS UPHAM & CO.
INCORPORATE'?

1.
 52

WILLIAM R. GRANT 1345 AVENUE OF THE AMERICAS

VICE CHAIRMAN

March 25, 1976

The Honorable William Proxmire

United States Senate

Washington, D. C. 20510

Dear Bill:

NEW YORK, N.Y. 10015

Enclosed is the analysis and recommendations of

our Municipal Department with respect to S-2969.

I requested our experts to speak to the issues

from the basis of the "real municipal world" and the

disclosure requirements needed to make the market-

place function more fairly and efficiently. I am

certain that there recommendations can be easily

converted into the proper legal terminology.

Also enclosed is a copy of our latest economic

forecasts. The different sectors looked well balanced

with little speculation.

Best regards.

Sincerely,

/T

Wil 'am R. Grant

WRG:ecm

Encl.
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MEMORANDUM

TO: William R. Grant

FROM: Allan A. Ryan, III

RE: Williams Bill S-2969

March 15, 1976

S-2969 is a good start, but in our opinion does not go

are enough. The concern is in six areas.

Disclosure: This is a complex question. Information

requirements will vary depending on whether the

security is a specific revenue source, or a general

obligation. Legal and statutory requirements may have

a profound impact on the ability of an issuer to market

and/or service debt. Actions of State or local legis-

lators, the Federal government, and court decisions

may also have a dramatic effect on the security. The

marketplace itself may dictate whether an issuer is

able to raise capital, and the ability of an investor to

sell an outstanding obligation.
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2. Waiving Disclosure Requirements: A section of 2-2969

specifies the waiving of disclosure requirements if

approval for the issuance of debt has been granted by

some unspecified, and not necessarily qualified State

Agency. No criteria as to adequacy or ability is

mentioned. The door is open to circumvention of the

proposed legislation.

3. Penalties: The legislation is non-specific as to

penalties for either issuers or underwriters other

than reference to 11(c) of the Securities Exchange Act

of 1934. Antifraud laws,particularly as they apply to

public officials is questionable.

4. Availability of Information: The legislation does specify

the requirement for annual audited financial statements,

and distribution statements applicable to issuers of an

established size. It also requires "proper" distribution.

Recognizing there are literally hundreds of thousands of

existing holders in tax-exempt obligations, and equally

vast numbers of potential investors, some centralized

location where information would be available appears

necessary.

Whether or not disclosure is required by an issuer,

unless it is adequately and properly presented to

investors it will have been a useless exercise.
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5. Legality: Qualifications for the issuance of legal

opinions necessary to assure investors that offerings

comply with Federal and IRS requirements, and local

laws and statutes is not addressed at all. Professionals

have a growing awareness and sensitivity to the problem.

It is doubtful, however, that the average investor fully

understands the implications and importance of qualified

bond counsel. There are many excellent firms specializing

in this legal area. Offerings, nevertheless, come to

market with opinions rendered by firms with little back-

ground in the highly specialized field of tax-exempt law.

Tax-exempt bonds are often sold with the opinion of the

State's Attorney General. This is usually an elected

official, who may or may not have any background in

tax-exempt law. His opinion is analogous in the financial

area to inhouse audits, or feasibility studies versus

those of recognized outside experts.

6. Underwriting Practices: This is an area which is

technical, complicated, and perhaps not perceived to

be within the scope of the proposed legislation. If,

however, one of the primary aims of S-2969 is to

inform and protect the small investor, the disclosure of

basic information should be required by underwriters as

well as issuers.
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We agree with the basic aims of S-2969. The develop-

ment of improved and standardized disclosure, and the

avoidance of registration and review similar to current

corporate requirements are desirable. We also believe

self regulation will not work. The market, as a

controlling mechanism, only operates in hindsight.

. Further, the question of disclosure cannot be properly

addressed without simultaneously addressing under-

writing practices and proceedures.

Our initial recommendations would be:

Establish a more comprehensive code of disclosure

requirements, standardized as to demographic, financial

and tax information, purpose, control and application of

bond proceeds; budgetary and auditing procedures; legal

and statutory requirements; feasibility and engineering

studies; form; and the intervals at which continuing

information is to be made available.

Two sets of standards, one applicable to general

obligation credits, the second to revenue bonds should

be developed.

All material should be filed and available to the public at

a centralized location.
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3. The time period in which compliance would be required

could be staged and perhaps lengthened in areas where

examination and reporting by recognized consultants

would be mandatory.

Acceptance of these procedures would be voluntary. If

an issuer elected to conform his liability and that of the

underwriter would be within specified limits. If, however,

the issuer chose not to conform this would have to be clearly

stated on any informational material, whether financial

reports, official statements or notices of sale.

5. Offering terms, anticipated underwriting profits, commissions,

fees, etc. should be identified. In the case of advance refund-

ings, savings, the amount and when they occur, and any

unusual profit and how it arose would also have to be clearly

identified. Providing this information would not be elective.

Any fiduciary relationships between issuer and underwriter

should be disclosed. These would include financial advisory

services performed, whether an underwriter was acting as a

trustee or paying agent, dispository relationships, etc.
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6. Whether or not conforming to Federal standards all

public officials, elected or appointed, and their areas

of financial or legal responsibility would be described.

7. No minimum limitation based on outstanding debt or

offering size would be stipulated. In other words,

smaller issuers who wished to conform would have the

opportunity.

8. Criteria regarding the qualifications of State Agency's

to authorize the issuance of bonds, and bond counsel to

render legal opinions should be established.

We, like everyone concerned with the municipal market,

recognize that S-2969 and our own recommendations represent

substantial changes to a mechanism which for all its defects has

worked. Thousands of issuers annually have access to capital at

market rates. A relatively few, in comparison to the total, do

not and are in part responsible for the current reevaluation.

Equally responsible is the underwriting and investing community

who failed to insist on adequate information until it was too late.

Care must be exercised to avoid medicine so strong that

the disease and the patient both die. With over 8,000 new issues

a year, formal registration with currently available resources is
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out of the question. We believe, however, that formalized

disclosure requirementsla codeification of professional standards

and marketing practices, and the establishment of severe but

equitable penalties would be beneficial. Necessary to the long

range health of the tax-exempt market is an envirnoment that

will attract on one hand competent financial and legal professionals,

and on the other, broaden investor participation. To the extent

S-2969 will improve professional standards and increase investor

confidence it will have a positive effect on the municipal industry.
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Thomas F. Mitchell
100 Bush Street, Penthouse
San Francisco, California 94104

February 18, 1976

Mr. Howard Menell
Senate Banking Committee
New Senate Office Building, Rm. 5300

Washington, D.C. 20510

Dear Howard:

Thank you for your recent invitation to offer comments for possible con-

sideration by the Senate Banking Committee in its deliberations on the

Eagleton bill. I have taken the liberty of inviting members of my firm

who have far more experience and knowledge of industry practice than I

to submit comments of their own, particularly where their views differ

from mine. I hope that my having done so will prove helpful to you and

to members of the Committee.

Let me begin with a full disclosure statement of my own. I am an inactive

member of the District of Columbia Bar. I was introduced to municipal

finance through a 15-month association with the Center for Capital Market

Research at the University of Oregon. Since July, 1975 I have been em-

ployed by an independent municipal financing consulting firm. My remarks

represent my personal views, not necessarily those of the firm. I trust

that my mentioning these facts will assist you in evaluating these remarks.

POSSIBLE SOURCES OF DISCLOSURE STANDARDS

Federal - The Eagleton bill, S. 2574, would remove state and local govern-

ment obligations from the list of securities exempted from the registra-

tion requirements of the Securities Act of 1933. It is but one of a

number of proposals regarding standards of disclosure in the offer and

sale of municipal securities. The Municipal Securities Rulemaking

Board, established pursuant to the 1975 amendments to the Securities

Exchange Act, will soon promulgate standards of disclosure for under-

writers and others involved in the offer, sale, and distribution of

municipal securities. However, the Board is prohibited by law from re-

quiring disclosure by municipal issuers themselves. The U.S. Treasury

has recently proposed that a system of mandatory uniform accounting stand-

ards be developed and applied to municipal issuers. The Kennedy-Reuss

bill creating a taxable bond option includes an advisory agency which,

presumably, could develop suggested disclosure guidelines.
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State - At the state level, standards of disclosure might be developed
by municipal debt advisory commissions or possibly through legislation
requiring certification by a competent state agency. In most states,
however, new legislation would be required to create such agencies and
to confer the requisite authority. With a very few exceptions, super-
vision of state and local issues by official state agencies does not
now exist.

Other - Finally, there are privately-developed standards of disclosure
for municipal issuers. These may be developed by industry organizations
such as the Municipal Finance Officers Association, or they may be de-
veloped by individual banks, underwriters and dealers, bond rating agen-
cies, bond counsel, and financial advisors.

THE DISCLOSURE PROBLEM

Because the concept of "materiality" is so imprecise, and because there

does not yet exist an authoritative system of disclosure standards, there
presently exists in the municipal bond market confusion amounting almost
to chaos. The exchange of ideas and information within the financial
community is just beginning. In the absence of a consensus or of author-

itative criteria regarding disclosure, each party seeks to learn for
itself what it deems necessary to avoid potential liability for failure
to disclose or to state correctly all material facts. The tendency is
to demand a very great quantity of information, often with little thought
given to the materiality of what has been demanded. Although such infor-
mation may not be readily available and may be generated only at sub-
stantial cost to the issuer, the issuer is often forced to comply as a
practical matter to insure receiving a bid for its securities. And,
recent experience shows that even a massive prospectus or official state-
ment does not guarantee a bid. The present uncertainty regarding dis-
closure is clearly unsatisfactory both for issuers and for the prospective
purchasers of their obligations.

THE NEED FOR FULL DISCLOSURE

This is not to suggest that greater disclosure by municipal issuers is

undesirable. On the contrary, I believe that more, rather than less,

disclosure will aid issuers as well as prospective investors. I favor

greater disclosure for two reasons: first, to prevent abuses, and

second, to enhance the economic efficiency of the market for municipal

securities. On the whole, there has not occurred in the municipal bond

market anything like the abuses which prompted passage of the federal
securities laws in the 1930's. Nevertheless, it is possible that the

69-141 0 - 76 - 23
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conduct of some municipal issuers has amounted to violation of the anti-
fraud provisions of the federal securities laws. I believe that a sys-
tem of disclosure, if carefully designed to weigh the cost of generating
the information desired against the materiality of such information, will
effectively reduce the opportunity for abuse. However, a far more impor-
tant function of disclosure by municipal issuers is, in my opinion, the
providing of information to the financial community. History may record
that the real significance of the federal securities laws lies not in
the protection which they afford against abuse, but rather in the infor-
mation which they generate. An impressive array of academic literature
suggests that the capital market for corporate securities is remarkably
efficient, that it adjusts quickly and correctly to new information, and
that it efficiently allocates capital among competing users.

Economic Inefficiency of the Municipal Securities Market - The market for
municipal securities, on the other hand, is economically inefficient. It
has a vast number of issuers, each acting subject to a bewildering variety
of legislation both among the states and within each state. Laws govern-
ing ancillary matters such as authorization by the electorate, debt or
tax limits, or service charges on revenue projects, vary widely. Account-
ing requirements and practices are diverse. While certain prospective
purchasers of municipal securities, especially local banks, are often
very well informed about the merits of local issues, such information is
usually proprietary and is not shared with others in the financial
community. On the whole, the information base in the municipal securities
market is therefore often limited and shallow. Where information is not
readily available, the number of bidders is likely to be less than it
could be, and the spreads demanded by those who do bid are likely to be
greater. In this direct sense, the lack of information in the municipal
securities market is costly to municipal issuers.

The lack of generally available information also encourages inefficient
allocation of capital. A soundly financed and administered issuer may
have to pay more in interest to sell its obligations than it would if
more were known, or more widely known, about it. At the same time, a
more poorly financed or administered issuer may sell at a lower interest
cost than it should, thus being deprived of the warning signal which an
efficient market imposes in the form of higher than normal interest
rates. In any event, I do firmly believe that the market for municipal
securities is relatively economically inefficient. Although I have no
idea of the annual cost of such inefficiency, I would suppose it to be
quite large. I believe that a well administered system which encourages
disclosure would reduce this cost.

Two Preliminary QueStions - However, even if more disclosure be conceded
as a worthy goal, two questions must be faced at the outset. The first is
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whether there ought to be some form of exemption or short-form procedure
for small issues. In one sense, a municipality offering a small issue
ought to have to disclose the same kind of information as another offering
a larger issue. There is first the matter of satisfying the antifraud
provisions. Secondly, the argument that better information reduces
interest costs and enhances the market's allocational efficiency applies
with equal force to large and small issues. On the other hand, informa-
tion is costly to gather, to edit, and to present. The cost of dis-
closure may at some point outweigh its value for a small issue. More-
over, regardless of the amount and quality of disclosure, small issues
may appeal only to that segment of the market -- local banks or under-
writers -- which is already adequately informed. It simply may not be
cost effective to require the same standard of disclosure for all issues.
The same observations would seem to hold equally true for small issuers,
with an added comment. Imposing a uniform standard of disclosure regard-
less of the size of issue or issuer may encourage the states to form
municipal bond banks. But however much a bond bank may reduce an issuer's
costs of complying with disclosure standards, it may prove inefficient
in other respects, such as timely allocation of funds.

A second question attending the disclosure concept is that of determining
to whom the disclosure statement should be addressed. A prospectus or
official statement adequate for sophisticated individual or institutional
investors is one thing; one which will adequately inform an inexperienced
individual citizen is quite another. I think some consideration should
be given to the likely composition of purchasers of municipal securities
in the years to come. In particular, the taxable bond option, should it
become law with a high subsidy rate, may result in a municipal securities
market dominated once again by sophisticated individual and institutional
investors.

WHO SHOULD ADMINISTER THE DISCLOSURE SYSTEM?

The SEC. - As I indicated previously, I do favor a system of disclosure
for issuers of municipal securities. The more I consider the question,
the more I believe that the Securities and Exchange Commission should be
the agency to develop and administer any such system. The present pro-
cedure governing registration of corporate issues -- under which the
issuer files a registration statement which becomes effective after a
given period unless the SEC interposes an objection and requires amend-
ment, or issues a stop order, or accelerates the effective date -- can
readily be adapted to the offer and sale of municipal issues. Of course,
a new disclosure Schedule would have to be developed, perhaps more along
the lines of present Schedule B (applicable to issues of foreign govern-
ments) than Schedule A (governing corporate issues). Moreover, any
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registration procedure developed for municipal issues must take account
of the widespread and salutary practice of competitive bidding, which
has been shown to reduce interest costs to municipal issuers. Informa-
tion about actual coupon rates and attendant debt service schedules,
reoffering yields, and the underwriting syndicate must obviously await
acceptance of a bid. I am sure that the SEC can devise a reasonable and
effective pre- and post-award procedure. I express no opinion as to the
propriety of requiring continual reporting, which might require amendment

of the Securities Exchange Act. Perhaps such reporting could be made
optional, or perhaps it could be made into a means of expediting sub-
sequent registrations for issuers coming frequently to the market.

The SEC is the single governmental agency having substantial knowledge of
the kind and quality of information which issuers must disclose in order

to avoid liability under the antifraud provisions of the securities laws.

It is thus uniquely equipped to devise authoritative standards and to end

the confusion which presently characterizes the market for municipal
securities. Moreover, there is no question of the SEC being "dominated"

by one or the other segment of the market. In framing its disclosure

rules, it is completely free to seek advice from all interested parties
potentially affected by its actions. Although it would take some time

for the SEC to decide what disclosure is appropriate for municipal issuers

and then to act accordingly, I believe that SEC jurisdiction could ulti-
mately prove an efficient and effective solution to the disclosure
problem. As it is now, issuers are being overwhelmed by requests from

prospective purchasers. There is no consensus as to what should be dis-

closed, and there is a definite tendency to "overkill" the problem.
Issuers in effect try to satisfy all prospective bidders so as to assure

their receiving a bid. And, there is often no guarantee that the infor-

mation which the bidders have requested is in fact material. In sum, I

view the SEC as the agency best able to bring order out of the present
chaos and to develop the efficient flow of information which should prove

so beneficial to issuers in the long run.

The Municipal Securities Rulemaking Board - Other agencies are, in my

opinion, not as well equipped as the SEC to deal with the disclosure

problem. The Municipal Securities Rulemaking Board is prohibited by law

from requiring disclosure by issuers "directly or indirectly." In prac-

tice, this prohibition is ineffective, because underwriters will demand

information from issuers before they will offer bids. The board can at

least systematize or standardize the kinds of information demanded of

"persons other than issuers," but there is no guarantee that underwriters

and other prospective bidders will limit their demands on issuers to what

has been required by the board. Even if this were the case, or even if

the Tower Amendment were repealed by Congress so that the board could

reach municipal issuers directly, issuers might feel uncomfortable with

any system of disclosure developed by the board because of its composi-

tion. I certainly do not wish to impugn the impartiality or qualifica-

tions of the members of the board or its staff. I merely wish to state
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that some issuers feel that the present composition of the board renders
it "unrepresentative." Repealing the Tower Amendment and changing the
composition of the board may well prove necessary to deal with objections
of this kind. Whether or not there is agreement that a federally admin-
istered system of disclosure for municipal securities is desirable, Con-
gress must in any event do some hard thinking about the jurisdiction,
composition, and functions of the board.

Other Agencies - The Treasury's concern with disclosure by municipal
issuers has thus far been limited to development of uniform accounting
standards. Accounting is by far the most important aspect of disclosure,
but it is not the only one. The Treasury cannot offer the overall exper-
tise as to disclosure and protection against securities fraud that the
SEC can.

Regulation of the kind proposed at the state level - either through debt
advisory commissions or through an audit/certification process - could
result in a wide variation in the quality and extent of disclosure.
While regulation on a state-by-state basis would presumably reduce the
possibility of fraud or other abuse, it is not likely to create a stan-
dard body of information. Markets within states might become more effi-
cient, but not the market among the states.

Voluntary standards of disclosure lack authority and thus may not be fol-
lowed by all segments of the market. What will be disclosed may depend
from time to time upon whether there exists a buyers' or a sellers' mar-
ket, and, in any event, the quality of information furnished may suffer
from lack of an authoritative interpretation as to what information is
material. The present unsatisfactory state of affairs might well con-
tinue indefinitely. One might expect any developing consensus among
issuers and underwriters to be disrupted periodically as each new 10b-5
ruling appears.

GENERAL OBSERVATIONS REGARDING DISCLOSURE

For all of these reasons, I believe that, if the desirability of a uniform
system of disclosure for municipal securities be conceded, the SEC is the
preferred agency to administer the system, and that it can do so satis-
factorily by adapting registration procedures to the requirements and
practices of the municipal securities market. But there are some general
observations which ought to be made concerning disclosure by municipal
issuers.

First, state and local governments must borrow to discharge essential gov-
ernmental functions. Therefore, any administrative system of disclosure
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should be designed to keep time and expense as low as possible consistent

with satisfaction of antifraud requirements. Every effort should be made

to keep the disclosure cost effective. An administrative quagmire is the

last thing municipal issuers need. A second observation, related to the

first, is that multiplication of regulatory agencies, particularly at the

federal level, should be assiduously avoided. This is especially important

given the number and diversity of proposals for ensuring adequate disclosure

which have been made in recent months. Third, any system of disclosure

should preserve the right of the issuer to obtain independent legal and

financial advice. Banks, underwriters, and other prospective purchasers

are typically very well advised. Care should be taken to insure that

issuers are similarly well advised.

Finally, disclosure requirements should be designed with an eye towards

the availability of information. In theory, of course, what is material

is material, regardless of whether or not it is readily available. Ac-

counting data are extremely important in evaluating the ability of a

municipal issuer to make good its obligations. Other information, while

useful, may not be quite so important and may not now be stored in readily

accessible form. To cite an example, a special district may have its

taxes collected for it by the county. Although it knows its aggregate

receipts, it may not know exactly how much each of its ten largest tax-

payers paid, or even who they are. To find out, the special district may

have to examine thousands of entries on the county's tax rolls. I believe

that the SEC or any other agency establishing and enforcing disclosure re-

quirements must first ascertain what information is absolutely essential.

With respect to information which is desirable but not essential, the reg-

ulatory agency might want to ascertain the form in which such information

is usually kept and the manner in which it is to be displayed. If the

two are not compatible, it may be possible to require disclosure of such

information on a prospective basis only, so that data collection and stor-

age systems could be changed to facilitate future disclosure without a

costly examination of past data which are inadequately or inconveniently

stored. Long and serious study of this kind will be required to avoid

excessive cost to issuers.

CONCLUSION

This concludes my remarks about the Eagleton bill. In summary, I question

whether there is any reason to continue to exempt sales of securities ag-

gregating over $20 billion annually from the normal administrative frame-

work governing the offer and sale of securities. I therefore favor the

idea of SEC regulation of state and local government securities through

the registration process, subject to the qualification that every effort

be made to make the registration process as efficient and cost effective
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as possible. Such a course of action would not impose on the prerogatives
of state and local governments. On the contrary, by reducing the possibil-
ity of abuse and by improving the quality and broadening the quantity and
availability of material information, disclosure under the aegis of the
SEC could substantially enhance the economic efficiency of the market for
municipal securities. Greater efficiency in the capital market is deci-
dedly in the national interest. The basis of federal action would, of
course, be the power to regulate the use of the mails and the means and
instrumentalities of interstate commerce. Problems of sovereign immunity
could be dealt with, if desired, by conditioning sale of municipal secu-
rities in interstate commerce upon consent to suit in case of alleged
securities acts violations.

Thank you again for extending me the opportunity to comment on the Eagle-
ton bill and on the broader question of disclosure for municipal securi-
ties. I hope that my remarks may be of some use to you and to members
of the Committee. Please feel free to make use of as much or as little
of this letter as you care to. I would, of course, be very happy to
discuss further with you any ideas or opinions set forth in this letter

or to consider any issues which I have omitted.

Yours very truly,

rkeF. t

Thomas F. Mitchell

TFM:skt
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An association of the

municipal bond dealers

of Texas

W. E. TINSLEY, Executive Director

CECIL M. PARRISH, Asst. Exec. Director

Mr. Howard Menell
Senate Banking Committee
Room 5300 New Senate Office Bldg
Washington, D.C. 20510

Dear Mr. Menell:

MUNICIPAL ADVISORY COUNCIL /TEXAS

Texas State Bank Building

AUSTIN 78701

512 476.047

February 2, 1976

In keeping with our telephone conversation, I am enclosing a leaflet
descriptive of the activities of this Council. I appreciated the opportu-
nity to visit with you about the matter of registration of Municipal
Securities and plan to file a written statement with you sometime by
the first week in March.

WET/ds

Enclosures: 24 copies - "Support For A Market Place"
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CONCERNING THE COUNCIL

The Council is chartered as a trade association of
dealers in Texas municipal securities. It is a non-
profit organization dedicated to the betterment of
that market place where approximately $1-1/2 bil-
lion of capital from the investor community is
annually made available to state and local govern-
ment in Texas for financing public improvements.

The Council has been operating continuously since
January, 1955. It maintains offices in Austin, the
seat of State government, where it employs a staff
of twenty persons in the operation of a program
which requires a $300,000 annual budget. This
undertaking is supported entirely by the dealers in
Texas municipal securities who comprise the Coun-
cil's membership.

THOSE IN THE MARKET PLACE

The market place which the Council serves is made
up of three separate communities:

1 The Community of Borrowers—the 3,000 agen-
cies of state and local government in Texas
that accomplish capital borrowing by the is-
suance of "municipal" bonds;

2 The Community of Lenders—the investors of
the nation: the banks, insurance companies,
trust funds, individuals and others who are the
owners of the $9 billion of Texas municipal
bonds now outstanding and who are the source
of the $1-1/2 billion capital required annually
by state and local government in Texas;

3 The Community of Municipal Securities Deal-
ers—the hundred-odd firms, including the
largest banks of the State and the Nation, who
comprise the Council's membership and who
originate, underwrite, distribute and maintain
a market for the bonds issued by state and
local government in Texas.

These are the major groups which are directly in-
volved in the market place served by the Council.
Several subgroups which are essential to its ef-
ficient operation are also served by the Council.
Numbered among these are the municipal bond
attorneys and the national bond rating agencies as
well as several agencies of state and federal gov-
ernment which have examinatory jurisdiction
over investment portfolios of banks and insurance
companies.
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THE SUPPORT PROVIDED

To meet the needs of a market place whose par-
ticipants have such a diversity of interest, the
Council is required to have a many-faceted program.
Its principal functions can be categorized, however,
into three broad areas of activity:

1 Financial Publications. Seventy-five percent of
the Council's budget is devoted to keeping the
investor and bond dealer groups supplied with
current financial information on each individual
bond issuing agency in the State as well as
continuously providing data in a broad inter-
pretation of the Texas municipal bond scene.

2 Governmental Agency Liaison. Financial and
statistical data which explain needs and pro-
cedures in the area of capital financing by state
and local government are supplied to the
executive and legislative branches of state
government and their numerous administrative
agencies. Liaison is also maintained with the
numerous state-wide associations of public
officials to provide a better understanding of
factors bearing on the market acceptance of
their bonds.

3 Security Industry Betterment. Part of the Coun-
cil's program is devoted to maintenance of the
high standards of business and ethical conduct
which protect both the investor and borrower
communities and which enhance the image of
the municipal securities dealer.

FINANCIAL PUBLICATIONS_THE MAJOR SUPPORT

Current and reliable information is the life's blood of
any securities market. The claim has been made
that there is no other system in the Nation, whether
privately or publicly operated, which approaches
that of the Municipal Advisory Council of Texas in
the comprehensiveness and timeliness of its cover-
age of the Texas municipal bond scene with the
publications below described.

1. Texas Bond Reporter—a weekly magazine
devoted to items of current interest to the
dealer in Texas municipal securities. TBR has
a nation-wide circulation and is mailed from
Austin on Friday by First Class Mail. A regular
feature is the Calendar of Scheduled Bond
Sales, and its other sections give coverage to

official notices of sale, bonds called for re-
demption, scheduled bond elections, bond
election results, reports on recent sales, indus-
try news and other items of current interest to
dealers. TBR qualifies as a "financial journal
published in the State of Texas" where statute
or home rule charter requires advertisement
in such a publication, and Publisher's Affidavit
of Publication is furnished where required.

2. Texas Municipal Reports—a series of individ-
ually-prepared financial anaiyses for each state
agency and unit of local government in Texas
which has bonds outstanding. These are pre-
pared from credit files which are maintained
for the approximately 3,000 such agencies in
Texas and from which the financial history can
be reconstructed back to about 1935.

Texas Municipal Reports are revised and up-
dated on a schedule which produces a revised
Report on even the most obscure and inactive
unit of local government at least each two
years. Any material change in the local finan-
cial picture is the occasion for updating of a
report, however, and reports are routinely re-
vised following the emmission of a new issue
of bonds.

Texas Municipal Reports are designed to meet
the needs of the bondholder, the bond dealer,
the municipal bond analyst, and the bond rating
agency. They meet all of the requirements
prescribed by the Comptroller of the Currency
for credit file information in support of munici-
pal bonds held in the investment portfolio of a
national bank, and Texas banks are routinely
supplied with current TMRs by Council mem-
ber dealers at no cost.

Texas Municipal Reports are also designed to
meet all of the reauirements of the Committee
on Valuation of Securities of the National As-
sociation of Insurance Commissioners for infor-
mation on revenue bonds owned by insurance
companies. The Council files with that Com-
mittee a copy of each TMR published to cover
an issuing agency which has revenue bonds
outstanding.

During a year the Council will normally publish
TM Rs to cover more than 2,000 separate bond
issuing agencies. Distribution is made to hold-
ers of Texas municipal bonds across the
country through Council members and other
eligible subscribers.
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3 MAC Special Reports—a series of intermittent-
ly-prepared studies of subjects which are not
well adapted to coverage in Texas Bond Re-

porter or Texas Municipal Reports. The annual

compilation of assessed valuations and tax

rates of all taxing jurisdictions in Texas is

typical of the subject matter covered in MAC
Special Reports.

4 MAC Legislative Report—a weekly publication

which is produced during sessions of the Texas

Legislature to keep the municipal bond dealer

community informed on legislative matters

falling within its scope of interest. At the close
of the session, a digest is published to explain

briefly all laws enacted which are of interest to

a bondholder or bond dealer.

5 Maps of the Taxing Jurisdictions of Texas—a

series of maps of each of the 254 counties in

Texas showing in colored outline the boun-

daries of each taxing jurisdiction in the county.

The base map in each instance is the official

Texas Highway Department map of the county,

size 18" x 24".

HOW THE COUNCIL IS FINANCED

The Council is a nonprofit association whose in-
come arises from two major sources: (1) subscrip-
tion fees to publications, and (2) an underwriting

assessment which dealer members pay on each
new issue of bonds which they underwrite. The rate

for the latter is $1 per $1,000 of new issue under-

writing not to exceed $600 on any single issue.

HOW THE COUNCIL IS GOVERNED

The affairs of the Council at the policy level are

under a board of trustees of nine men who are

elected from the municipal securities industry in

Texas. The Bylaws require geographical distribution

of board members and a balance between size of

firms and nature of business conducted; that is,

origination, distribution, financial advisory, et cet-

era. The chief executive officer has the title of

executive director and has a background of many

years as an analyst and as a dealer in municipal

securities.

THE COUNCIL'S ACCOMPLISHMENTS

A listing of all of the beneficial changes which the
Council has brought about in the market place
which it serves would be quite lengthy and would
risk the criticism of self-applause. But the record is
clearly established, and credit is due to those who
have contributed their time and talent for the bene-
fit of the community.

1. A system of reporting which is without equal in
America has been established to cover the
credit performance of bonds of state and local
government in Texas.

2. Standards for financial advisory services have
been established at a level which has resulted
in the devising and offering of new issues with
a degree of professionalism which is not ex-
ceeded in bonds of any other state.

3. The number of bond ratings in Texas had
quadrupled, even before the initiation of the
fee-rating system, and the quality of the aver-
age rating has been advanced by almost a
full grade.

4. For more than a decade no issue of Texas
revenue bonds in the portfolio of an insurance
company has been classified as unamortizable
by the Committee on Valuation of Securities
of the National Association of Insurance Com-
missioners by reason of inadequate financial
information on file with that Committee.

5. Several constructive amendments to the Texas
Constitution reflect the expertise of Council
committees, and numerous beneficial statutes
were initiated by or bear the mark of such com-
mittees. The Council, while not a lobbying or-
ganization, has through the efforts of its mem-
bers cooperated with other groups in success-
fully opposing several legislative proposals
deemed to have a detrimental effect on the
municipal bond community. Numbered among
such proposals were measures to authorize
industrial development bonds, one to authorize
advance refunding and the so-called "trial de
novo" amendment.

6. The high quality of local governmental ac-
counting and financial reporting as measured
against information requirements of the mu-
nicipal bond community is evidenced by the
fact that approximately one-third of all awards
by the National Committee on Governmental
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Accounting of its coveted Certificate of Con-
formance for Annual Financial Report have
been to Texas recipients. (The Council has
maintained a very active educational program
in this area but claims only a portion of the
credit for this outstanding achievement.)

THOSE WHO BENEFIT FROM THE COUNCIL'S ACTIVITIES

All who participate in the market place which the
Council serves realize substantial benefits from its
activities.

The Community of Municipal Securities Dealers
benefits through the maintenance of high stan-
dards of business conduct with enhancement of
its public image and through improvements in
the business climate in which it operates.
The Community of Lenders benefits through a
timely and reliable flow of information through
which it continuously appraises the degree of
security which surrounds its $9.5 billion invest-
ment in Texas municipals. This process weighs
heavily in influencing future borrowing costs.
The Community of Borrowers, the approximately
3,000 agencies of state and local government in
Texas are the real beneficiaries of the Council's
activities. Benefits to the bond dealer and bond-
holder are passed on to the issuer of the bonds in
the form of reduced rate of interest on future
borrowings in a manner which can be computed
in dollars and cents.

THE DOLLAR BENEFITS OF THE COUNCIL'S ACTIVITIES

It is a well-established and undisputed fact that
bonds of state and local government in Texas enjoy
a better market than the national average. Con-
sistently, and at any given time, Texas bonds will
trade in the market place at yields which are 15 to
20 percentage points below the national average
for bonds of comparable security, rating, and
maturity.

The new issue volume in Texas municipals is about
$1.4 billion annually. Assuming an average maturity
of 12 years for $1.4 billion of bonds, an improve-
ment of only 1/10th of 1% in interest rate produces
a saving in interest cost of $10.5 million over the
life of the issue. A conservative estimate, then, of
the monetary value of the activities of the Municipal
Advisory Council of Texas to the bond issuing
agencies of state and local government in Texas is
upwards of $10 million annually.
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GENERAL INSTRUCTIONS

A. USE OF WORK PAPER

This work paper is designed for use by state and local government , in

providing information to investors on a continuing basis. It is intended

only to suggest information which may be considered of importance by in-

vestors. It is not intended to cre.rte disclosure requirements or a lcgal

obligation to disclose any or all items of information suggested.

Information such as that suggested has often been released to investors

by stati., and local governments. It has also been given to rating agencies.

Such information is commonly found in budget documents, audited financial

statements and other easily accessible records. It is suggested that as

much accurate information as possible should be urnished so that investors

may make informed trading and investment jir;);ments.

Due to the breadth and vagueness of the definition:, relied upon by

various authorities as to what may be considered to be "material" infor-

mation, no full statement is possible of all information which should be

considered for disclosure. The Supreme Court has stated that "material"

information includes all information which "a reasonable investor might 
1

[consider] important in the making of [a] decision". This Work Paper,

therefore, provides only a general indication of information which may

be provided.

B. ADDITIONAL INFORMATION.

This Work Paper suggests disclosure of information that is most likely

to be material to investors. It is possible that other information, not

suggested herein, may at times be material and in such cases should be

provided.

1. See the Appendix for a brief discussion of the concept of materiality
and of the relevant sections of the rederal securities acts.
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In addition to the information suggested, there should be added

such further material information as may be necessary so as to make ,y

statements made not misleading under the circumstances. Care should

be taken to review the financial, historical and other factual informa-

tion as given so as to determine whether qualifications or additional

information should he stated. If reit le information is available

which indicates material changes in trends or other disclosures, such

information should be presented.

Some sections of this Work Paper are more appropriate for dis-

closures regarding outstanding general obligation securities. Others

are more appropriate for disclosures regarding outstanding revenue

securities or regarding outstanding special obligation securities. In

some cases, a particular security may have characteristics both of a

general obligation security and of a revenue security u, of a special

obligation se(arity. For example, revenue sources from a project or

projects or a specific tax may be the primary source of payment and secur-

ity for an issue of bonds, while additional security is furnished by the

general taxing power of the issuer. Under these circumstances, considera-

tion should be given to making the appropriate disclosures suggested as to

both types of securities.

C. OMMISSION OF INFORMATION

In some cases certain spec ii ,‘ suggested information will not be

material under the circumstances. In such instances, there is no need to

report the information.

Information need be given only insular as it is known or reasonably

available on a reliable basis. If reliable information is unknown and not
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reasonably available, the information may be omitted. However, non-

disclosure of information on grounds that it is not "reasonably" available

should only occur in very unusual circumstances. Normally, disclosure

should be made of all material information sugg ted in this Work Paper or

of information of a similar nature which reflects adequately the risk

of investment in the securities. Information which is available in the issuer's

records or which can be obtained from another source, such as U.S. Government

census reports, normally should be obtained, compiled and reported. There

. should be an appropriate indication of the source of the information, if

the source is other than the issuer. Where relevant material information is

omitted as not reasonably available, a statement to such effect should be

made in the report, together with the reasons for the omission.

D. CONTENTS OF REPORTS

The purpose of a report is to inform investors of the investment meuits

of outstanding securities and of other matters which an informed investor

might consider prior to making a trading or other investment decision.

Hence, the information set forth in the report should be presented in a con-

cise, understandable fashion. Material should be SL forth in the manner

which will give appropriate emphasis to such material in view of its

relative importance. Avoid unnecessary and irrelevent details, repetition

and unnecessary technical language. Mat,rial suggested inpa,Licular sections

of this Work Paper and appearing elsewhere in the report need not be dup-

licated. However, appropriate cross-references should be used. No

reference need be made in the report to inapplicable sections of this Work

Paper, and, unless a section specifically suggests them, negative answers

may be omitted.
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E. .:EPORTING PROCEDURES.

To insure dissemination of reported information, it is advisable

that procedures be created whereby interested parties may receivc infor-

mation on a continuing basis. Such parties may include holders of

securities, potential investors, securities dealers, analysts and rating

agencies. It is suggested tha ssuers or their underwriters maintain

a mailing list of all parties who are interested in receiving informatiol.

furnished by the issuers. Information may then be mailed to such parties.

A reasonable copying, mailing and handling charge may be imposed upon recipients.

To facilitate the availability of the information, a reference should be

made in official statements for offerings of securities to the existence of

the mailing list and the availability of the information.

Such a reference should appear conspicuously in securities issued.

A reference such as that suggested may read as follows:

The issuer has not legally bound itself to furnish to investors curiept
information on a continuing basis and does not covenant to do so,
but from time to time, it may elect to provide such information to
parties named in a mailing list maintained by the issuer for such
purpose. Names may be entered o the mailing list by writing [title
of officer and address].

Issuers should make information available to local news publications

for dissemination. Certain issuers, whose securities are widely held or

actively traded, should also make information available to regional and

national news publications. In addition to information made available at

regular intervals, issuers should be prepared to make copies of Lite infor-

mation available upon request and upon payment of a reasonable copying,

mailing and handling charge by parties not listed in the mailing list.

F. TIME OF RELEASE OF INFORMATION.

This Work Paper provides for the release of current information on an

annual basis. This should be done at a time when the information is still

69-141 0 - 76 - 24



366

5

meaningful for investors, such as within 90 to 180 days after the end of

the issuers's, or in the case of revenue securities, the relt,vant enter-

prises, fiscal year. WL.re this is not possible,release of the informa-

tion should be made at the earliest possible time.

This Work Paper also provides for release, on other than an Jn1

basis, of information describing certain events which may have a dramat

effect on the issuer's finances and of information in official statement

(Section 6). Such information sh‘ :1 be released immediately upon its

availability in a reliable form. Issuers should endeavor to obtain re-

liable information as early as possible so that a prompt release may

be made.

G. FINANCIAL AND ACCOUNTING STANDARDS.

- Financial and accounting information ,n,ould be prepared and present,

in accordance with generally accepted accounting principles, as presentc,
2

and recommended in National Committee on Governmental Accounting, Covet

mental Accounting, Auditing, and Financial Reporting (1968) and the Ind,

Audit Guide of the Committee on Governmental Accounting and Auditing of the

American Institute of Certified Public accountants, entitled Audits of State

and Local Governmental Units (1974), as such generally accepted accounting

principles are supplemented and modified from time to time.3 These sources

make appropriate allowance fo , state legal requirements on presentation of

financial information. The financial statements should be accompanied by

an opinion of independent certified or public accountants, or, where

2. The National Committee on Govermental Accounting has been recon-
stituted as the National Council on Governmental Accounting.

3. Copies of the.NCGA publication are available from the Municipal
Finance Officers Association, 1313 East 60th Street, Chicago, Illinois
60637. The ALCPA Industry Audit Guide is available the AICPA,
1211 Avenue of the Americas, New York, New York 10036.
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appropriate, of state authorities performing procedures and issuing opinions

equivalent to those of independent accountants.

H. POLLUTION CONTROL AND OTHER INDUSTRIAL DEVELOPMENT OR INDUSTRIAL
REVENUE BONDS.

This work paper is not appropriate for disclosures regarding pollution

control or other industrial development or industrial revenue bonds. The

investment risk of such securities is in most instances dependent upon the

financial success of the private entity involved. Consequently, disclosures

substantially similar to those prescribed by Form 10-k promulgated by the

Securities and Exchange Commission under the Securities Exchange Act of

1934 should be considered regarding the private entity in such cases. Where

additional security is provided by the issuer, disclosures suggested by this

Work Paper should also be made.

I. DEFINITIONS.

Unless the context otherwise indicates, the following terms have the

stated meanings for purposes of this Work Paper:

(1) "Issuer" means the governmental unit, subdivision or agency which

is the issuer of the outstanding securities, including all departments,

divisions and organizations under its operating control.

(2) "Enterprise" means any undertaking or group of undertakings of

a governmental unit or units or subdivisions or agencies thereof expected

to generate revenues which are to be a material source of payment for the

principal of and interest or premium on the securities.

(3) "Default" means a default as provided in the laws or authorizing

or governing instruments with respect to the securities.

(4) "Payments of principal" of securities and similar references include,

but are not limited to, sinking fund payments.
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SUGGESTED DISCLOSURES

SECTION 1. FINANCIAL INFORMATION.

See General Instructions B and G.

(a) Furnish appropriate financial statements of the issuer, or in

the case of revenue securities, the enterprise, to indicate the issuer's

financial ability to fulfill its obligations to the holders of outstanding

securities. The financial statements selected for presentation should be

selected in accordance with generally accepted accounting principles as

presented and recommended in the sources referred to in General Instruction

G, as such generally accepted accounting principles are supplemented and

modified from time to time. Those financial statements should be presented

for, and as of the end of, the last fiscal year. Receipts and assets which

cannot be used to discharge the issuer's obligations to the holders of out-

standing securities and expenditures chargeable against such receipts

should be clearly indicated.

Explanation of Section 1(a):

1. Include comparable data for any additional fiscal years necessary

to keep the data given from being misleading. The financial information

should reflect the retroactive adjustment of any material items affect-

ing the comparability of the results. State the basis on which the

financial statements have been prepared, such as a cash accrual or

modified accrual basis. Data for all undertakings whicn individually

or together are material sources of payment for the principal of or

interest on the securities should be shown on a consolidated basis,

and where informative, may also be shown separately for specific under-

takings or groups of undertakings.

2. Disclose the effects in dollar amounts of extraordinary receipts

or expenditures and describe the nature and purpose of the receipts

or expenditures.

3. Subject to appropriate variation to conform to the nature of the

enterprise items should be included in the operational statements for

enterprises net sales or operating revenues; cost of goods sold or

operating expenses (or gross profit); interest charges; net income;

and special items.



369

8

4. In connection with the financial statements, whenever necessary,
reflect information or explanations of material significance to in-
vestors in appraising the results shown, including analyses of mater-
ial increases or decreases in significant categories.

(b) If the issuer has outstanding general obligation securities, and

if more than 15 percent of the receipts of the issuer in either of its

two most recent fiscal years comes from

(i) a single enterprise owned or operated by the issuer (such

as a public utility or transportation system), or

(ii) a number of such enterprises engaging in essentially

similar functions or operating as an integrated enterprise,

and if the receipts from such enterprise(s) may be used for payment of

principal of or interest or premium on the securities, provide an approp-

riate financial summary regarding such enterprise(s).

(c) If payment of principal of or interest or premium on the out-

standing securities is guaranteed or insured in any respect, furnish

appropriate financial or other information as to the guarantor or insurer.

Under normal circumstances, it is unnecessary to include more than a very

brief financial summary as to a state guarantor.

SECTION 2. CHANGES IN OUTSTANDING INDEBTEDNESS.

The disclosures suggested by this Section 2 should be reported as

to indebtedness of an issuer or, if applicable as to indebtedness payable

from revenues of enterprise, if any of the following conditions have

occurred:

(i) any increases in indebtedness, if the aggregate amount of all

such increases exceeds 5% of the aggregate amount of such outstanding

indebtedness as last reported pursuant to this Work Paper; or
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(ii) any decreases in indebtedness, (including, but not

limited to, sinking fund payments) if the aggregate amount of all

such decreases exceeds 5% of the aggregate amount of such out-

standing undebtedness as last reported pursuant to this Work

Paper; or

(iii) any issuances of indebtedness, if the terms and

conditions of any previously unreported undebtedness of the

issuer limit or qualify the rights of holders of any outstanding

securities.

If any of the conditions described in the preceding sentence occur, the

following information should be reported:

(a) Title of class of securities or other indebtedness involved, the

amount of the class outstanding as last previously reported, and the amount

currently outstanding as of a specified date.

(b) A brief description of the transaction or transactions resulting

in any change and a statement of the aggregate net proceeds received or to be

received by the issuer or the enterprise.

(c) The principal purposes for which net proceeds received or to be

received in a transaction involving an increase in indebtedness are

authorized or proposed for each such purpose.

(d) As to each new class of securities or other indebtedness containing

terms and conditions materially affecting the rights of holders of any

outstanding securities, appropriate information as to such class to en-

able investors to understand the terms and conditions of outstanding

securities.
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Explanation of Section 2: 

10

A "class" of securities or other indebtedness is a separate issue
which differs from any other issue as to security or other signifi-
cant terms, other than interest rate or maturity.

SECTION 3. DEBT AND REVENUE STRUCTURE.

If outstanding securities are solely revenue securities, informa-
tion suggested for disclosure generally regarding the issuer need not
be provided except to the extent it relates specifically to the enter-
prise or is relevant to its revenues, expenses or operations. For
example, a response in such a case to Section 3(a) and (b) need only
disclose information as to indebtedness payable from revenues of the
enterprise. Similarly, in such a case, a response to Section 3(c)
need only be given where the issuer's tax delinquencies have a bear-
ing upon the enterprise's operations or financial condition. Such
considerations are applicable throughout this Work Paper, but they are
particularly applicable with respect to information suggested in this
Section 3. See General Instruction B.

(a) Using appropriate indications of items relating i to general

obligation securities, items relating to special obligation securities,

and items relating to revenue securities, furnish the information called

for by the following table as to appropriate categories of long-term

and short-term securities and other indebtedness of the issuer (other

then unpaid bills fewer than 90 days past due):

Amount outstanding as
Category of [date] (less sink-

of Amount ing fund installments
Indebtedness Authorized paid to such date.) 

Explanation of Section 3(a):

1. The "appropriate" categories of indebtedness will vary from
issuer to issuer. Generally, the purpose of the indebtedness,
for example, School Debt or Tax Anticipation Notes, or the maturity
of the indebtedness, for example, Sundry Short-Term Debt, may be used
as a basis for categorization.

2. Debt should be regarded as "authorized" when all material dis-
cretionary legal steps have been taken by the issuer for its author-
ization for issuance, such as required approval of the city council
or the voters. Actions tending to be of a ministerial or judicial
nature, such as validation in some jurisdictions, should not be
regarded as discretionary for this purpose.
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3. The information should be as of a specified date not earlier
than the end of the last fiscal year of the issuer or the enter-
prise. The date chosen should be such as to indicate all material
amounts of indebtedness on the date of the report.

(b) Furnish a debt service schedule for total principal, interest

and premium requirements of the issuer under outstanding indebtedness, and

where appropriate, under authorized indebtedness, to the final maturity

date of all outstanding securities with appropriate indications of items

relating to general obligation securities, and items relating to special

obligation securities, and items relating to revenue securities. Indicate

in footnotes to the schedule any assumptions, such as interest rates on

authorized but unissued debt, on.which information in the schedule is based.

The schedule may be presented in substantially the following tabular form:

Fiscal General Special Utility Other in-
year obligation assessment revenue debtedness
ending indebted- indebted- indebted- (describe)
[date] ness ness ness Total

19 $ $ $ $ $
19 $ $ $ $ $
19 $ $ $ $ $

(year) $ $ • $ • $ • $ •

(c) State in an appropriate form the total tax levy and the accumu-

lated amount of delinquent taxes as of the end of the prior fiscal year

and as of a recent date and the tax delinquency rate for such fiscal year

and for the current fiscal year to date. State the value of total tax

title liens owned by the issuer as of the end of the prior fiscal year

and as of a recent date.

(d) Give in tabular or other appropriate form with respect to the

issuer, as of the end of its last fiscal year, information as to
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(i) its assessed vaulation of taxable real property; (ii) its esti-

mated true valuation of taxable real property; (iii) its assessed

valuation of taxable real property expressed as a percentage of its

estimated true valuation thereof. Segregate such information as to

industrial, commercial, utility and residential properties.

(e) Give information as of the end of the issuer's last fiscal year

in respect of the issuer's (i) debt per capita; (ii) debt expressed as a

percentage of total assessed valuation of taxable real and personal prop-

erty; (iii) debt expressed as a percentage of total estimated true valua-

tion of taxable real property; and (iv) debt per capita expressed as a

percentage of per capita income of individual taxpayers residing in the

jurisdiction.

(f) Furnish the information called for by the following table as to

indebtedness of overlapping governmental entities:

Name of Amount Amount of out- Percent of outstanding
overlap- of standing debt debt chargeable to per-
ping authorized (less sinking sons or property in
entity debt fund) issuer's boundaries

Explanation of Section 3 (f):

See Explanation 2 of Section 3(a) as to the definition of "author-
ized " debt. Where possible, the information should be as of a
specified date no earlier than the end of the last fiscal year of
the issuer. Unless inappropriate, the information in the last
column should be based upon the estimated true valuation of real
property in the respective jurisdictions.

SECTION 4. DESCRIPTION OF ENTERPRISE.

The information suggested in this Section 4 normally should be disclosed
only in the case of outstanding revenue securities. See General Instruction B.
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(a) Describe changes since the beginning of the previous fiscal

year in the operations performed and intended to be performed by any

enterprise. The description should include, but not limited to, infor-

mation as to changes in matters such as the following:

1. The principal products produced and services rendered by

the enterprise , and the principal markets for, and methods of distri-

bution of, such products and services.

2. The numbers of customers of the enterprise in residential,

commercial, industrial and utility categories, and the loss or addition

of major customers, the loss of whom has had or would have an adverse

effect upon the operations or financial condition of the enterprise.

3. The prices charged by the enterprise for its products or services.

4. The sources and availability of raw materials essential to

the operations of the enterprise.

5. Licenses, permits and franchises of the enterprise.

6. The numbers of employees of the enterprise by nonsupervisory,

supervisory and executive categories; and the percentage of employees of

the enterprise who belong to unions or other collective bargaining groups.

7. Governmental regulation of the operations of the enterprise,

and the effects thereof on the operations of the enterprise.

(b) If the enterprise is engaged in more than one line of business,

or has more than one class of products or services, provide appropriate

information of the nature suggested in paragraph (a) as to the principal

lines of business and classes of products and services.

SECTION 5. ADDITIONAL INFORMATION FOR ANNUAL RELEASE.

A report should be made of any material change in any item of in-

formation disclosed in the last applicable official statement of the
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issuer released pursuant to Section 6(a), below, of this Work Paper.

Explanation of Section 5:

1. In addition to changes in items of information disclosed in such
official statement, other information may be material to investors.
Reports of such information should also be made. See General
Instruction B.

2. If the last official statement of the issuer was not prepared
pursuant to the appropriate sections of the Disclosure Guidelines for
Offerings of Securities by State and Local Governments, the response
to this Section 5 should include the information suggested for dis-
closure in the appropriate sections of such Guidelines to the extent
such information was not presented in such official statement or has
not otherwise been released pursuant to this Work Paper.

SECTION 6. INFORMATION FOR RELEASE ON OTHER THAN AN ANNUAL BASIS.

(a) Release should be made of each official statement for an offer-

ing of securities of the issuer containing information substantially more

current than that contained in the last official statement for an offer-

ing. The official statement should be prepared pursuant to the

Disclosure Guidelines for Offerings of Securities by State and Local

Governments. Information regarding a fiscal year not covered in any such

prior official statement should be regarded as "substantially more current",

as should other information materially differing from information pre-

viously reported in such a prior official statement. Release of each official

statement should be made in the manner suggested in General Instructions E

and F of this Work Paper.

(b) Release should be made as promptly as possible of information

concerning any material development about the issuer or an enterprise not

previously released pursuant to this Work Paper or not otherwise receiving

adequate public disclosure. Normally, disclosure of the continuation

of a prior trend in any item of information without a Material change in
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the direction or rate of change of the trend, should be made pursuant to

sections of this Work Paper other than this Section 6(b). However,

information concerning any unusually rapid change or the occurrence of

any event which can be expected to affect reasonable investment or trad-

ing decisions should be released as suggested in General Instructions E

and F. Due to the breadth of the concept of materiality, as discussed generally

in the Appendix, no fully comprehensive list of the types of informa-

tion which should be released under this Section 6(h) can be given.

However, some examples of such information include:

(1) The occurrence of a default in any outstanding indebtedness

of the issuer, or the issuance of refunding indebtedness to avoid the

occurrence of such a default. This should include a description of the

indebtedness and creditors involved, the circumstances leading to the

transaction, the relevant provisions of the authorizing and governing

instruments, and the amounts of principal, interest and premium involved.

(2) The occurrence of a sudden change or disruption in services

provided by an issuer or services or products provided by an enterprise.

(3) The occurrence of any event described in Section 2 of this Work

Paper, except that those events referring to a 5% increase or decrease

should be deemed instead for this purpose to refer to a 15% increase or

decrease.

(4) A severe natural disaster or precipitous economic change

materially affecting the issuer's economy.

(5) A change in a rating of any outstanding securities of the

issuer.
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APPENDIX

The disclosure of information in the securities markets is governed

by federal regulations that are designed to protect investors against mis-

leading statements or omissions of important facts. Rule 10b-5 promul-

gated by the Securities and Exchange Commission under Section 10(b)

of the Securities Act of 1934 provides as follows:

It shall be unlawful for any person, directly or indirectly,
by the use of any means or instrumentality of interstate commerc,e,
or of the mails, or of any facility of any national securities
exchange.

(a) To employ any device, scheme, or artifice to defraud,

(b) To make any untrue statement of a material fact or to omit
to state a material fact unnecessary in order to make the
statements made, in the light of the circumstances under
which they were made, not misleading or,

(c) To engage in any act, practice or course of business which
operates or would operate as a fraud or deceit upon any
person,

in connection with the purchase or sale of any security. Section 17(a)

of the Securities Act of 1933 contains similar provisions requiring full

disclosure.

"Full" disclosure for this purpose means disclosure of all informa-

tion material to investors. The Supreme Court has stated that "material"

information includes all information which " a reasonable investor might 

[consider] important in the making of [a] decision." Affiliated Ute 

Citizens v. United States, 406 U.S. 128, 153-54 (1972) [emphasis added].

The antifraud provisions have been held to protect "speculators and

chartists" as well as "conservative" investors. SEC v. Texas Gulf 

Sulphur Co., 401 F.2d 833 (2d Cir. 1968). Consequently, the requirement

of full disclosure of material information means a considerable amount of

information must be disclosed to prevent liability and to prevent the
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possibility of injunctions or other legal remedies which may arise as a

result of violations of these provisions. In addition to civil remedies

for violation of the federal antifraud provisions, Section 24 of the

Securities Act of 1933 and Section 32 of the Securities Exchange Act

of 1934 provide for criminal penalties in the event of a "willful" vio-

lation of any of the provisions, including the antifraud provisions,

contained in those Acts.
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Vunicioal Issuers Service Carooration
General Managers. Municipal Bond Insurance Association

34 South Broadway, White Plains, N.Y. 10601
(914) 946-4242

March 19, 1976

The Honorable Harrison A. Williams
Chairman
Subcommittee on Securities
Senate Committee on Banking,
Housing and Urban Affairs

352 Russell Senate Office Building
Washington, D. C. 20510

Statement for the
Subcommittee on Securities

of
The Senate Committee on Banking,

Housing and Urban Affairs
In Connection with S.2969

"The Municipal Securities Full
Disclosure Act of 1976"

Dear Senator Williams:

The purpose of this statement is to express the support
of Municipal Issuers Service Corporation ("MISC") and Munic-
ipal Bond Insurance Association ("MBIA") for the philosophy
of S.2969, "The Municipal Securities Full Disclosure Act of
1976," and to outline a concern about one section of the
bill. In that regard I have a suggestion for an amendment.

Municipal Bond Insurance Association 

MISC is the General Manager and Agent of MBIA which is
an association composed of four major insurance companies
having combined assets of $5 billion: The AEtna Casualty
and Surety Company, St. Paul Fire and Marine Insurance
Company, AEtna Insurance Company and United States Fire
Insurance Company. MBIA issues insurance policies which
unconditionally and irrevocably guarantee the payment of the
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principal of and interest on municipal bonds to the bond-

holders in the event that the municipality defaults on such

payments.

Both MBIA and MISC were formed in the spring of 1974

when a need was recognized to assist smaller municipalities

in obtaining financing for necessary projects. At that time

it was quite apparent that financially stable but less well

known cities and towns because of their small size and lack

of previous financing history were being denied access to

capital markets. Such municipalities were either unable to

market their bonds or were faced with the prospect of paying

high interest rates in order to obtain necessary financing.

MBIA and MISC are able to assist such municipalities in

obtaining financing for necessary projects at lower interest

costs to their taxpayers by providing an unconditional

guarantee that the payment of principal and interest will be

made despite a default by the municipality on such payments.

At the time the bonds are sold, an insurance policy is

issued insuring payment of principal of and interest on the

bonds, and this policy remains in effect for the life of the

issue of bonds. The enforceability of the insurance policy

is not affected by a transfer of ownership of the insured

bond.

The effect of the insurance policy is that investors

will accept a lower rate of return on their investment than

they would otherwise have required for the issue if not so

insured. This result is a net interest cost savings for

the municipality. By insuring the bonds, Standard and

Poor's rating is upgraded on the bonds from whatever rating

the municipality could obtain based on its own credit to a

rating of "AAA," the highest rating given by Standard and

Poor's to any municipal bond. This rating is an indication

that the MBIA insured bonds are obligations of the highest

quality with the strongest capacity for timely payment of

debt service. The premium for the insurance policy is paid

for by the municipality or by the initial purchaser of the
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bonds and generally amounts to only a small fraction of the
amount which is saved by the municipality in interest costs
over the life of the bonds.

To date, the MBIA insurance program has been approved
by the insurance departments or commissions of virtually all
of the 50 states. MBIA is subject to regulation in each of
these states. During approximately 2 years of operation,
MBIA has insured more than 160 issues of bonds with a face
value of nearly $740,000,000. The municipalities which have
issued MBIA insured bonds are located in more than 20 dif-
ferent states.

S.2969, The Municipal Securities Full Disclosure Act of 1976" 

MBIA and MISC support the principle of full and complete
disclosure in connection with the offering and sale of
municipal securities. Investors should be given the op-
portunity to be as fully informed as practicable. The
general purpose of S.2969 is to provide a regulatory plan
for assuring such disclosure and to require certain report-
ing and disclosure in connection with the sale of municipal
securities by municipalities.

These are laudable goals, yet S.2969 as presently
drafted would amend Section 3(a)(10) of the Securities
Exchange Act of 1934 (the "Exchange Act") so that, if lit-
erally read, it would require private insurance companies
which insure municipal bonds to comply with the municipal
reporting requirement of S.2969. In fact, the bill as
drafted could be read to apply to all private insurers of
all types of securities.

In its present status, Section 2(b) of S.2969 would
amend the definition of "security" in Section 3(a)(10) of
the Exchange Act to include a "guarantee" of certain securi-
ties including municipal securities. The Section-by-Section
analysis of S.2969 does not clarify the intent of the Sec-
tion, providing as follows:

69-141 0 - 76 - 25
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"Thus the reporting requirements of new

Section 13A of the Act would be specifically

applicable to the guarantor of a municipal

security. Section 2(1) of the Securities Act

of 1933 defines 'security' in a similar man-

ner."

It is clear from the framework, as well as the intent,

of the legislation that private insurance companies which

issue insurance policies guaranteeing municipal securities

should not be included within the requirements of S.2969.

This can be seen from the reporting requirements proposed,

which are specifically applicable to municipalities and not

to privately-owned companies. Rather, the intent of Section

2(b) of S.2969 is to make clear that any political subdivi-

sion or political entity which guarantees obligations issued

by any other political entities will be subject to the

requirements to prepare and file an Annual Report, a Report

of Events of Default and to furnish and file a Distribution

Statement. Yet, as I have pointed out, a literal reading of

the language of Section 2(b) of 5.2969 would include insur-

ance policies of private insurance companies within the

definition of "securities" and subject such companies to all

of the provisions applicable to municipalities.

Since the outset of federal regulation of the securi-

ties industry, Congress in the federal securities laws and

later in the McCarran-Ferguson Act has left the regulation

of the business of writing insurance to the various states.

We are confident that Congress has no intention by this bill

to reverse this long standing policy.

The Present Statutory and Regulatory Framework 

At the present time, under both the Securities Act of

1933 (the "Securities Act") and the Exchange Act, insurance

policies are not subject to regulation under the federal

securities laws. Depending on the interpretation, insurance

policies by virtue of Sections 2(1) and 3(a)(8) of the
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Securities Act are either not within the definition of
"securities" and thus not subject to the various provisions
of the Securities Act or are specifically exempted from the
various provisions of the Securities Act. The legislative
history of Section 3(a)(8) of the Securities Act is relevant
on this matter. This section was added to assure the clarity
of the intent of Congress to exclude insurance policies from
regulation:

"Paragraph (8) makes clear what is al-
ready implied in the act, namely, that insur-
ance policies are not to be regarded as securities
subject to the provisions of the act. The in-
surance policy and like contracts are not regarded
in the commercial world as investment securities
offered to the public for investment purposes.
The entire tenor of the act would lead, even without
this specific exemption, to the exclusion of
insurance policies from the provisions of the act,
but the specific exemption is included to make
misinterpretation impossible. H.R. Rep. No. 85,
p. 15, 73rd Congress, 1st Sess. 1933."

MBIA has insured over 160 issues of municipal bonds
acting in reliance upon a "no action" letter granted by the
staff of the Securities and Exchange Commission on September
28, 1973, based upon the insurance policy exemption con-
tained in Section 3(a)(8) of the Securities Act. This "no
action" position of the Securities and Exchange Commission
is consistent with the statutory provisions and Congres-
sional policy relating to insurance policies.

Further, under the Exchange Act, federal court decisions
interpreting the definition of the term "security" in Sec-
tion 3(a)(10) of the Exchange Act have consistently held
that true insurance policies are not securities and there-
fore are not within the ambit of the federal securities
laws, including Rule 10b5. See, Collins v. Baylor, 302 F.
Supp. 408 (D.Ill. 1969); Olpin v. Ideal National Insurance 
Co., 419 F.2d 1280 (10th Cir. 1969). It should be noted, of
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course, that the Exchange Act's provisions do apply to
variable annuity contracts, which the courts have held
to be insurance contracts, but securities. The MBIA pc
is unconditional in nature and is a true insurance polic

The purpose of Section 2(b) of S.2969 is an attempt to
conform the definition of the term "securities" in the
Exchange Act to the definition of "securities" in the Securities
Act. The obvious question that arises is how a minor change
in the definition of "securities" in the Exchange Act can
have the impact of changing more than 40 years of Congressional
policy. The reason is that the Exchange Act does not contain
an exemption comparable to Section 3(a)(8) of the Securities
Act relating to insurance policies. Therefore, the change
proposed in the Exchange Act by S.2969 is susceptible to
being misinterpreted as requiring that insurance policies
issued to guarantee payments of principal of and interest on
municipality securities would be subject to the federal
securities regulation. Furthermore, if the "guarantee of"
language is inserted in Section 3(a)(10) of the Exchange
Act, it would subject all guarantors and insurers of all
securities defined in that section to the reporting pro-
visions of proposed Section 13(A) of the Exchange Act.

Proposed Changes 

For the foregoing reasons, I recommend that the Com-
mittee amend Section 3(a)(10) to make explicit that in-
surance policies are not intended to be included in the
definition of "securities." This could be done by having
Section 2(b) of S.2969 read as follows:

"(b) Section 3(a)(10) of such Act is amended
by inserting 'guarantee for,' immediately after
'receipt for,' and by inserting 'and shall not
include any insurance policy insuring or guar-
anteeing payment of principal of and interest on
any municipal security which policy is issued by
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a corporation or other entity subject to the super-
vision of the insurance department or commissioner,
bank commissioner or any other agency or officer
performing like functions, of any state or territory
of the United States or of the District of Columbia'

immediately after 'or any renewal thereof the maturity

of which is likewise limited.'"

In the alternative, Section 2.(e) of S.2969 could be
amended to include the following language as a new subpara-
graph (d).

"The provisions of Section (a) and (b)
shall not apply with respect to any insurance
policy issued to insure or guarantee the payment
of principal of and interest on any municipal
security issued by a corporation or other entity
subject to the supervision of the insurance de-
partment or commissioner, bank commissioner,
or any agency or officer performing like func-
tions, of any state or territory of the United
States or of the District of Columbia."

I appreciate the opportunity to express my views on
this important legislation. Please feel free to contact me
if you have any questions or if I may be of any assistance.

Respectfully,

2R 

,,g4/64,

. Butler

JRB:srl
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MUNICIPAL SECURITIES RULEMAKING BOARD
1629 K Street, N.W., Suite 700

Washington, D.C. 20006

March 10,1976

Senator Harrison A. Williams
Chairman
Subcommittee on Securities
Committee on Banking, Housing and Urban Affairs

United States Senate
Washington, D.C. 20510

Dear Senator Williams:

I am pleased to enclose herewith the position paper of

the Municipal Securities Rulemaking Board on the disclosure

issue, which reflects the Board's deliberations at its meeting

of February 26-27, 1976 on S.2969. The paper covers three

subjects -- the need for Federal legislation; suggestions of

the Board relating to the development of disclosure guidelines;

and suggestions relating to statutory provisions governing the

responsibilities and liabilities of issuers, underwriters and

others engaged in the distribution of municipal securities.

We regard the prompt resolution of the issue of disclosure

as critical to the protection of investors and the proper

functioning of the municipal securities industry, and hope

that our views will be useful to the Subcommittee in connection

with its study of this matter.

The Board will be glad to furnish to you, should you deem

it appropriate, suggested statutory provisions illustrating the

recommendations set forth in the enclosed paper, as well as a

discussion of pertinent constitutional issues. Members of the

Board and its staff will also make themselves available for any

conferences or discussions with members of the Subcommittee and

its staff, and will assist you in any other way we can.

Sincerely yours,

Roswell C. Dikeman
Chairman

RCD:ker
Enc.

cc: Hon. Roderick M. Hills
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MUNICIPAL SECURITiES RULEMAKING BOARD
1629 K SIFEEI, N.h.

WAShINGICN, D. C. 20006

March 10, 1976

AIkStAII IQ 1102ggamiItat a
..Jaa_teiT Q aklaa.. fiakalag.

mad Irkan Afilika

The Municipal Securities Fulemaking Board (the "Board")

appreciates this opportunity to present its views to tne

Subcommittee on Securities of the Senate Committee on Banking,

Housing and Urban Affairs concerning E. 2574 and S. 2969.

The Los rd's membersnip consists of five persons representing

municipal securities brokers and dealers other than bank dealers,

five persons representing bank dealers, and five persons who are

public members, including two issuer representatives ana one

investor representative. A list of the Board members and tneir

current business affiliations is attached to this statement as

Appendix t.

Section 15B(d) of the Securities Exchange Act of 1934 (the

Act") precludes the Board from promulgating rules which

would, directly or indirectly, require issuers of municipal

securities to furnish information to investors concerning their

securities. Nevertheless, because of the Board's composition as

well as its central rule in regulation of the municipal

securities marketplace, the subject of disclosure in connection

with the new issue of municipal securities and the related
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subject of the respective responsibilities and liabilities of

participants in the process -- issuers, underwriters and others

nave been and continue to be of substantial concern to the

Boatd. Investor confidence in the municipal securities markets

and the fair and efficient functioning of those markets are

principal goals of the Board's mandate under the Securities Acts

Amendments of 1975.

/fE21 i9X

The Faard concurs with the sponsors ot S. 2574 ana S. 2969

on the need for federal legislation concerning disclosure in

connection with new issues of municipal securities. However, to

resolve the current dislocations in the municipal securities

markets, it is essential that such legislation address two

fundamental issues:

1. What information should issuers reasonably be re4uired to

make available to prospective investors to enable them to

make an investment decision concerning municipal securities?

What are the respective responsibilities and liabilities of

issuers, underwriters and others involved in the process of

distributing municipal securities to tne public with respect

to the disclosure (or lack tnereof) of such information?

As the Subcommittee is aware, these questions have not received

legisia.tive or judicial answers, nor has the Securities and

Exchange Commission (the "Commission") proposed administrative

solutions to the uncertainties currently surrounding these

issues.
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Information on which to base an investment decision often is

unavailable witn respect to municipal securities. Indeed,

substantial uncertainty exists concerning the nature and scope of

such information and the appropriate form of its presentation.

In order to bring their securities to market in recent months,

many issuers of municipal securities have undergone protracted

and costly negotiations with underwriters for increasingly

comprehensive and possibly non-material items of disclosure.

Underwriters, for their part, are asked to assess their potential

liabilities without guidance as to what information may or may

not be material.

The Eoard recognizes the constructive efforts of the

Municipal Finance Cfficers Association to develop appropriate

disclosure guidelines for new issues of municipal securities.

Nevertheless, we believe that without national guidelines having

official standing, the confusion presently in evidence in the

municipal markets will continue, at least for an undesirably

extended period of time. If state and local governments are to

be able to raise funds at a reasonable cost through the private

sector, Congress must establish the mechanism for defining the

scope of information to be provided to investors.

While we note the lack of recognized standards on

disclosure, we also have grave concern about the deficiencies In

the present statutory framework with respect to the

responsibilities and liabilities of issuers, underwriters and

others engaged in the distribution process. We think it clear
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tnat tne anti-fraud provisions of the federal securities laws

provide inadequate guidance to market participants as to their

obligations and potential liabilitie. in bringing municipal

securities to market and therefore do not serve to further the

protection of investors. Faced with tne slow and Costly process

of civil damage actions and Lommission enforcement proceedings

for failure to adhere to undefined obligations, underwriters have

become increasingly wary of the municipal markets. Many assert

tnat the risks in distributing municipal securities witnout a

proper statutory framework for measuring risk are too severe.

The underwriters' dilemma is compounded by substantial question

concerning municipal issuers' amenability to suit for violation

of the feaeral securities laws.

In urging enactment of feaeral legislation to deal with the

current uncertainties relating to the issuance and distribution

of municipal securities, we believe the following factors must be

considered:

1. In our system of constitutional federalism, states nave

inherent powers and privileges that reflect their position as

sovereigns in relation to the federal government. We believe it

is appropriate that Congress defer to the greatest extent

consistent with the need for legislation to the prerogatives of

state governments and tneir instrumentalities. We therefore urge

that compliance with disclosure guidelines established under

federal legislation not be made a condition precedent to tne

offer or sale of securities by state and local governments.
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Voluntary disclosure guidelines established under federal

legislation would, we believe, De adopted by most issuers as a

consequence of market demands. At the same time, this approach

appears to us to avoid difficult questions of constitutional law

and policy concerning tne balancing of state prerogatives with

the poker of the federal government to regulate activities in

interstate commerce.

2. in fashioning a legislative solution to the disclosure

issue, recognition should be given to the historically stable

nature of municipal securities. Since 1940 the incidence of

default on municipal debt has been negligible. We believe the

solution to the disclosure issue should not impose

disproportionate burdens -- in terms of cost or restrictions on

issuers' ability to raise funds in the capital markets -- than

are justified by the present conditions. For these reasons,

among others, it is our view that registration of municipal

securities witn the Commission, as proposed in S. 2574, is not an

appropriate solution.

J. The vast majority of general obligation securities are

sold through competitive bid. Cites, the competitive bid

procedure is mandated by state law on the theory tnat it results

in lower costs to borrowers and is therefore in the public

Interest. At the same time, the competitive bid process imposes

severe time constraints on underwriters in their ability to

ascertain the adequacy of information supplied to them by

issuers. Tne time elapsing between publication of a notice of
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sale and tne date bids are required to be submitted often does

not exceed seven days and almost never exceeds two weeks.

ihe volume of potential bids to which an underwriter is

exposed Is substantial. According to statistics published in lte

Ddily iilyez on March 3, 1976, an aggregate of 925 issues of

municipal securities were sold during the period January -

February 1976, and a total of 8,107 issues during 1975. We

estimate that between two-thirds and three-quarters of all such

issues (which include both general obligation and revenue bonds)

were solo on a competitive bid basis. It is common for an

underwriter to bid on at least ten issues per week and the more

active underwriters may bid on as many as 4U issues per week, in

addition to participating in negotiated sales of municipal

securities. The success rate on bids does not exceed 25%.

While the time constraints imposed by the bidding process

make it impossible for underwriters to undertake an investigation

in depth of a municipal issuer's affairs, it is questionable

whether such an investigation would be feasible under any

circumstances with respect to issuers of general obligation

securities. In comparision to the well -recognized indicia of the

viability of business corporations, the factors that contribute

to the health of a governmental entity are at once complex and

not readily determinable.

In view of these factors, ue believe it appropriate to limit

the liabilities or underwriters in the municipal area by

affording them a defense based on the absence of reasonable
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grounds to believe or belief that the information furnished DY

the issuer contains a material misstatement or omission. This

apploacn would eliminate the imposition of a due diligence

obligation on underwriters of municipal securities which, f
or the

reasons previously stated, cannot be fulfilled.

4. issuers snould be responsible for the accuracy and

completeness of information contained in an official statement

which tney prepare or which is derived from their own records.

We do not believe, however, that an issuer should be held

responsible for information derived from public sou
rces not under

tne control or jurisdiction of the issuer in the absence of

actual knowledge or reckless disregard for the accuracy or

completeness of such information. For example, assuming the

absence of tnese elements, a municipality should not be

responsible tor the accuracy of demographic information derived

from a state or federal source. Investigation and verification

by issuers of information from such sources would 
be a practical

impossibility.

with respect to officers of tne issuer involved in tne

preparation of an official statement, several factors lead us to

conclude that it would be inappropriate, as a matter of sound

public policy, to impose personal liability on these individuals

except for active fraud or gross negligence amounting to fraud.

Many public officials serve with little or no compensation on a

part-time basis, while others with substantial full-time

responsibilities are not compensated at levels comparable to
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private industry. The imposition of personal liability on public

officials otner than as outlined above would discourage

individuals from entering into public service. We are also

concerned that the threat of personal liability for matters which

are, in effect, outside the control of the individual public

officer would impose constraints upon the officer In the conduct

of his normal duties.

We note that public officials act in a fiduciary capacity

with respect to their constituents. Under the laws of their

respective jurisdictions, public officials are normally held to a

high standard of duty, wnich should be viewed as adequate to

deter improper conduct on their part in connection with the offer

and sale of municipal securities. An additional deterrent

results from tne potential imposition of liability on the issuer

they serve for wrongful acts on tneir part.

In view of our concerns, we suggest that a number of

modifications be made in the approach taxen in S. 2969. These

are detailed below and are divided into recommendations on (1)

the development of disclosure guidelines and (2) the

establishment of a statutory framework of responsibilities and

liabilities.

Diss,ismarg

1. As indicated above, we perceive an important need for

the development of recognized standards of disclosure In the

municipal securities area. while the scope of information
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available to investors nas improved substantially over the course

ox the past year, the notice of sale continues to be the only

document prepared by many issuers in connection with ofterings of

tneir securities. further, real question exists as to the nature

and scope of information which may De material to investors. The

aDsence in most instances of audited financial statements

preparea in accordance witn uniform auaiting standards further

impairs the reliability ana comparability of information

available to investors. We therefore support the development of

disclosure guiuelines through a mechanism established by

Congress.

In this regard, we urge that Congress recognize the

importance of effective input from tne interests affected by tne

guidelines state and local governments, underwriters and

investors. These groups should not be relegated to a mere

commentator role in the context of Commission rulemaking in

accordance with tne Administrative trocedure Act. Issuers, as

well as market professionals and investors snould, in our view,

have a direct rule in the formulation of the guidelines.

We the propose that Congress provide for tne

appointment Dy the Commission of an independent committee wnich

would be charged with the responsibility for formulating

disclosure guidelines. Such guidelines would take effect unless

aisappruved by the Commission as not in the public interest. The

committee would be composed of representatives of issuers,

underwriters ana the public (which could include bond attorneys,
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accountants and investor representatives) in e4ua1 proportions.

We recommend that a deadline for tne initial formulation of the

guidelines be prescribed in tne legislation.

2. We question the aavisability of a statutory enumeration

of categories of information required in annual reports and

official statements since any such enumeration risks either the

omission of matters which may be of material importance with

respect to a particular type of offering or inclusion of other

matters which may not be material under particuiar circumstances.

For example, financial data concerning the issuer would be both

irrelevant and misleading in the case of an industri'al revenue

bona issue. Gne need only look at the evolution of the contents

of registration statements prepared pursuant to the Securities

Act of 1933 (tne "1933 Act"), particularly in the area of

information concerning the business of the issuer, to recognize

the difficulty of setting statutory parameters on information to

be furnished to investors.

we therefore recommend that the legislation contain only a

general directive to the committee to develop such guidelines

concerning disclosure as may be necessary and appropriate for the

protection of investors consistent with the public interest.

1.. We believe that the disclosure guidelines developed by

the committee snould provide for an independent audit of the

financial affairs of the issuer, at and for a reasonably current

date and period. The need is acute for reliable financial

information in comparable form for state and local government
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issuers. The guidelines should recognize that such an audit may

be conducted either by an independent governmental authority or

by independent pUD11C or certified accountants.

4. we recommend that the guidelines on disclosure apply to

all issuers without regard to the size of the issuer or the

ofiefing. ihe legislation should specify that in developing the

guidelines toe committee should differentiate as appropriate

among classifications of issues and issuers.

5. ke believe that preparation of annual reports Dy issuers

is desirable and that the disclosure guidelines should include

standards of information to be included in such reports according

to appropriate classifications of issuers. Nevertheless, for the

reasons set forth above, we do not believe that compliance with

such standards should be made mandatory.

aelasialb111.t.lek dJal IlItIllIlea Qi Er_LiclaaaLs. la tale
121Lil.ali.Q11 IEQQt

Our earlier discussion noted tne uncertainties in the

municipal markets caused by the lack of statutory definition of

the responsibilities and liabilities of issuers, underwriters and

others engaged in the distribution of municipal securities.

Municipal securities are "exempt securities" for purposes of the

registration requirements of the 1933 Act and the reporting

requirements of the 1934 Act. While the offer and sale of

municipal securities are subject to the anti-fraud provisions of

the federal securities laws, Lig..., section 17(a) of the 1933 Act,

sections 10(b) and 15(c)(1) of the 1934 Act, and rules and

regulations of the Commission thereunder, these provisions afford

69-141 0 - 76 - 26
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scant guidance as to the scope of liability of persons engaged in

tne distribution of new issues of municipal securities.

Section 17(a) of the 1933 Act makes it unlawful for any

person to engage in fraud or to receive any money or other

property on the basis of any untrue statement or omission of

material fact in the offer or sale of any securities by use of

tne mails or any means of interstate commerce. Under section

1C(b) of the 1934 Act, the Commission is empowered to prescribe

rules relating to the use by any person of manipulative or

deceptive devices or contrivances in connection with the purchase

or sale of any security. Eule 10b-5 makes it unlawful for any

person, in connection with the purchase or sale of any security,

to use the mails or any means of interstate commerce to engage in

any fraudulent, manipulative or deceptive act or practice or to

make any untrue statement of material fact or omit to state a

material fact necessary in order to make the statements made, in

tne light of the circumstances under whicn they are made, not

misleading. Although originally promulgated as a prophylactic

rule against fraud, rule 10b-5 has frequently formed the basis of

private damage suits in connection with securities transactions.

Various circuits nave reached differing conclusions as to the

basis for civil liability under rule 10b-5, some requiring a

snowing cf scienter while others have premised liability on

simple negligence or gross negligence.

The uncertainties stemming from a lack of statutory guidance

on the paiameters of liability and the obligations of issuers and
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underwriters of municipal securities to investors have been

exacerbated by the expanding scope of liability under rule 10D-5.

Most recently, the Seventh Circuit held in ..11s1tLk v. Isaha

& (Lctober JO, 1975) that underwriters of commercial paper

were liable in damages to investors for omission of material fact

concerning the financial affairs of the issuer, notwithstanding

the availability of independently audited financial statements on

wnich tne underwriters claimed reliance.. The purportedly

independent public accountant who certified tne financial

statements was, in fact, an active participant in the issuer's

fraud. Tne court found that the underwriters had not been

diligent in investigating the affairs of the issuer -- including

conducting a review of the accountant's work papers -- to

ascertain the reliability of the information supplied. This

decision, which was reached with respect to securities exempt

from the registration requirements of the 1933 Act, appears to

impose a greater duty on underwriters to ascertain the

reliability of information concerning an Issuer than that

provided fur nun-exempt securities under section 11 of the 1933

Act.

Also relevant to tnis discussion is section 15(c)(1) of tne

1S:-.4 Act, under which the Commission is authorized to prescribe

rules defining what constitutes a manipulative, deceptive or

other fraudulent device or contrivance in connection with tne

activities of brokers, dealers and municipal securities dealers

relating to securities transactions. The Commission has
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promuigated rule 15c1-2 pursuant to this section, containing

pronibitions similar to those set iorth in rule 10b-5. UniiAe

rule 101.-L, nowever, rule 15c1-2 defines as fraudulent those

misstatements or omissions of material fact wnich are made with

Ano‘ledge or reasonable grounds to believe that tney are untrue

or misleading. Toe relationship between the differing standards

01 liability set iOtth in rules 10b-5 and 15c1-2 has nut been

clarified by the Commission.

In addition to establishing tne frameworK for registration

of securities, section 11 of the 1933 Act establishes a system of

liabilities and defenses whicn appears to define the parameters

of liability, short of active fraud, for participants in an

offering of registered securities. mere are no similar

provisions applicable to municipal securities tr
ansactions.

ke note that in the municipal area, a furtner complicating

factor is toe question of an issuer's amenability 
to private suit

for violation of the federal securities laws. Under Article III

of the Constitution and toe Lleventh Amendment, the judicial

power of toe federal courts does not eAtend to private actions

against a state in the absence of express or Implied waiver of

such immunity by the state. In is2Ellaa V. ccialatialia

500 F. 2d 1246, 1256 (2d Cit. 1974), Laid 01 0,11.

akL JA iQuilia,Liva V. fkulaa. 95

S. Lt. 2051 (1975), the Second Circuit held that Congress may

Condition "the right of a state to De Invoived in the sale and

distribution or securities upon amenability to suit it. federal
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Court as provided by Ithe• federal securities

laws) ." Nevertheless, wnile the Court in iarmAu looxed to

legislative history as demonstrating Congressional intent that

tne anti-fraud provisions of tne 1934 Act apply to issuers of

municipal securities, the more recent decision of the United

States Supreme Court in lakimmi v. ,IgLasui, 415 U.S. 651 (1974),

appears to require an express civil liability provision

applicable by its terms to state issuers of securities befoie

permitting suit under the federal securities laws. On this

basis, it is possible that the cnange in the definition of

"person" in section i(a)(9) of the 1934 Act, by virtue 3f tne

Securities Acts Amendments of 1975, to include any "government,

GL political subdivision, agency, or instrumentality of a

government" dues not extend civil liability in damages to state

issuers under section 'lo(n) of the 1934 Act.

while statutory clarification of the obligations and

liabilities of issuers, underwriters and others engaged in tne

distribution of municipal securities is essential, it does not

follow, tor the reasons indicated earlier, that the obligations

imposed on Underwriters of registered securities and officers of

corporate issuers are appropriate for underwriters or public

officials in tne municipal area, we have tne following specific

recommendations concerning provisions affecting tne obligations

and liabilities of persons engaged in the distribution of

municipal securities:
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1. 'ihe oDligations and liabilities of issuers or municipal

securities to investors should be clarified, anu dn appropriate

hciSiS for recovering damages from issuers should De established

in express terms by legislation. This would involve in the first

instance a statement of tinaings Dy Congress on the importance of

the municipal securities markets as a national asset ta De

preserved and strengthened; recognition tnat tne distribution of

new issues of municipal securities may be effected Dy means of

tne mails anu other instrumentalities of interstate commerce ana

constitutes an important part of interstate commerce; and

reference to the necessity of clarifying, in the public interest

anu for the protection of investors, the respective obligations

and liabilities of issuers and other participants in tne

municipal securities markets.

We recommend tnat Congress create, an the basis of such

findings, an express cause of action for damages in connection

with the offer or sale of new issues (appropriately detinea) of

municipal securities, Dased on material misstatements or

omissions. issuers, and witnin certain prescribed limits

underwriters, accountants, experts, engineers and appraisers,

would De included within the scope of liability established ar.der

SUCh a provision. The liability of accountants, experts and

other such persons would apply only with respect to the portions

of the disclosure document which they had prepared.

structuring tnis express civil liability provision, we

beileve It appropriate to follow tne framework of section 11 of
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the 1Sji ict. Cur proposal contemplates tnat certain defenses De

established for each category of participant ia tne distribution

process. Such defenses snould accurately reflect the ability cf

tae various participants to ascertain the accuracy and

completeness of tne information in question. Thus, issuers of

municipal securities would have an absolute liability with

respect to all information set forth in an official statement

except for information furnIshed by an official source other than

tne issuer. however, with respect to such other information, tne

issuer wouid De requireu to demonstrate that it had no reasonable

grounds to believe and did not believe that such information was

materially inaccurate or misleading.

Accountants, experts and otner such persons would have a

defense with respect to the information tney provide, wnich would

be based on demonstrating that after reasonable investigation

they had reasonable grounds to believe ana did believe that tne

information provided by them was true and did not omit any

material fact .

we recommend that underwriters be afforded a defense with

respect to all information set forth in an official statement

based on a showing that tney had no reasonable grounds to believe

ahu . diu not believe that there was any misstatement or omission

oi material fact. This would accord recognition to the practical

impossibility of underwriters' performing a due diligence

function in a competitive Did underwriting, while still nolding

underwriters responsible for material misstatements or omissions
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which could be readily ascertained from the information submitted

Dy the issuer.

we recognize that in transactions involving negotiated sales

of revenue bonds a different standard of liability tnan that

described above may be appropriate for underwriters. Our views

on tnis point retlect tne tact that in a negotiated sale

underwriters generally have an opportunity to conduct an

investigation of matters relating to the issue prior to sale.

Further, with respect to revenue bonds, the security of the issue

ordinarily depends on a specified source of funds, ana therefore

tne information an underwriter may seek to verify is more

accessible and ascertainable than in the case of general

obligation bonds.

Provisions limiting damages, requiring contribution, and

imposing a statute of limitations similar to sections 11 and 13

of the 15—.13 Ict snould De included in tne legislation.

2. In addition to tne provisions described in item 1, we

believe it necessary and appropriate to establish an express

cause of action for civil liability, as well as providing a basis

for criminal action and injunctive proceedings, in the case of

active fraud or gross negligence. We recommend that tne

legislation establisn a cause of action against all persons

engaged in the distribution of new issues of municipal

securities, including officials of the issuer involved In the

preparation of official statements, based on scienter or reckless

disregard for the accuracy or completeness of the information
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contained in tne official statement. We contemplate tnat such a

provision would be substituted for the implied civil liability

for fraud presently recognized under rule 10b-5.

Under section 156(d)(2) of the 1934 Act, the 8oard is

autnGrizeu to require municipal securities brokers and municipal

securities dealers to furnish investors information generally

availapie from a source other than tne issuer. If iegislation .is

enacted establishing a mechanism for the development of

disclosure guidelines for new issues of municipal securities, we

nelieve it consistent with the intent of section 15B(d)(2) to

authorize tne dcard to require municipal securities brokers and

municipal securities dealers to furnish official statements to

investors and prospective investors in a timely manner, provided

the official statement prepared by tne issuer meets such

guluelines.
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'Alerrifeb -Statez -Serrate
C.OMM ITTEE ON BANKING, HOUSING AND URBAN AFFAIRS

WASHINGTON, D.C. 20510

March 17, 1976

Mr. Harlan Boyles
Secretary, North Carolina

Local Government Commission
325 North Salisbury Street
Raleigh, North Carolina 27611

Dear Mr. Boyles:

The Subcommittee on Securities of the Senate Committee

on Banking, Housing and Urban Affairs is presently consider-
ing legislation which would subject issuers of municipal
securities, in varying degrees, to the Federal securities

laws to improve the quality and availability of information

required to be disclosed to investors. I am enclosing for

your information copies of S. 2969, the Municipal Securities

Full Disclosure Act of 1976, as well as additional explanatory

information.

Briefly, S. 2969 would require municipal issuers to

prepare annual reports and distribution statements as well

as specify their basic content. The philosophy underlying

the bill is that active state supervision of local finance
is desirable and should be encouraged. Accordingly, and
exemption from the distribution statement requirements of
the bill would be available where such state programs exist
(Section 13A(c)).

The prototype for the "state" exemption envisioned in
the bill is the Local Government Commission in North Carolina.
As Secretary of the Local Government Commission, your experience
and views will be helpful to the Subcommittee in future delib-
erations. Accordingly, I would appreciate your taking the
time to respond to the following questions.

1. (a) What action, if any, has the Local Government
Commission taken in recent months to respond to growing con-
cerns, shared by issuers, underwriters and investors, over
the need for improved disclosure of material information by
state and local governments?
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(b) Please describe the procedures presently under
consideration in North Carolina to require municipal officials
to certify the accuracy of information prepared in connection
with public offerings?

(c) Do state officials independently verify and cert-
ify the information provided and prepared by the borrowing
unit?

2. What recourse does or should an investor have against
a state or local official for misstatements in official state-
ments and other disclosure documents, or for omissions of
material information?

3. Witnesses testified on the desirability of clarifying
the application of the antifraud provisions of the securities
laws to issuers and underwriters of municipal securities and
their respective due diligence responsibilities. Do you have
any recommendations as to how Federal legislation in this area
should be framed?

4. Please provide the Subcommittee with copies of official
statements prepared by the Local Government Commission during
the past six months. Documents containing disclaimers or
assumptions of responsibility for the accuracy of information,
financial and otherwise, included in such statements would be
particularly helpful.

I recognize that you are a member of the Municipal Secur-
ities Rulemaking Board which, as you know, has already pro-
vided the Subcommittee with its comments on the legislation.
So that there is no confusion, I want to make it clear that I
am soliciting your views in your official capacity as Secretary
of the Local Government Commission and as an individual with
long and unique experience in the municipal securities markets.

If you have any questions, please do not hesitate to
call me or the staff of the Subcommittee on Securities (202)
224-9150.

Sincerely,

Harrison A. Williams, Jr.

Enclosures

HAW:hmk
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fkatr of Nortil Tarnlina
DEPARTMENT OF THE TREASURER

EDWIN GILL
StateTremmwer

LOCAL GOVERNMENT COMMISSION

HARLAN E. BOYLES
Secretary

ALBEMARLE BUILDING • 326 NORTH SALISBURY STREET • RALEIGH, N. C. 27611 • AC 919, 829-3064

March 26, 1976

The Honorable Harrison A. Williams, Jr.
Committee on Banking, Housing and Urban Affairs
United States Senate
Washington, D. C. 20510

Dear Senator Williams:

I am pleased and honored to be asked to respond to your questions of March 16,

1976 relating to the "state" exemption as provided in S. 2969. As Secretary of

the Local Government Commission, I take pride in relating the success we have

enjoyed in marketing our local government securities.

The disruption in the marketplace has affected us to a degree and we see a need
for calming influences to make themselves felt. My subjective opinion is that

we have not been affected to the degree as have units in other states. We
believe this has been due to a long history of providing significant fiscal

information to the investor in a consistent manner without editorial embellish-

ment. The information has not heretofore been certified either by the issuing

unit or the Local Government Commission, but great care has been given to the

information because it bore our name and our reputation.

Your questions and my answers thereto are as follows:

1. (a) What action, if any, has the Local Government Commission taken in recent

months to respond to growing concerns, shared by issuers, underwriters

and investors, over the need for improved disclosure of material infor-

mation by state and local governments?

Answer: On March 19, 1976, we mailed our first official statement offering

general obligation bonds which attempted to respond to the concerns of

the marketplace on disclosure. We have marketed successfully several

issues until two weeks ago using the same procedures employed for
several years. The current official statement of Charlotte, North
Carolina and the immediate past offering circular on the same unit are

enclosed for comparative purposes. We will be monitoring our new pro-

cedures on future offerings, making any necessary modifications.

(b) Please describe the procedures presently under consideration in North

Carolina to require municipal officials to certify the accuracy of
information prepared in connection with public offerings.
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#tatr of Nortil Cawlina
DEPARTMENT OF THE TREASURER

EDWIN GILL
State Treasurer LOCAL GOVERNMENT COMMISSION

HARLAN E. BOYLES
Secretary

ALBEMARLE BUILDING • 126 NORTH SALISBURY STREET • RALEIGH. N. C. 27611 • AC 919. 929-3064

March 26, 1976

The Honorable Harrison A. Williams, Jr.
Page 2

Answer: Please note the description of the proposed certificate concerning
the official statement on page 34 of the March 19, 1976 official
statement on the Charlotte offering. We believe this certificate tobe adequate and probably as positive as reasonably could be expected.

(c) Do state officials independently verify and certify the informationprovided and prepared by the borrowing unit?

Answer: The preparation of the official statement is a joint effort of theLocal Government Commission staff and the local government officials.We are able to verify the information from audit reports (prepared byindependent CPA as required by law) on file in our office and fromother independent reports on file. Cross checking and knowledge oflocal units gained from year to year through reviews of their fiscalaffairs give us a good insight as to accuracy and inclusiveness ofthe information. Our greatest weakness lies in verification of demo-graphic data and in litigation that may have been filed recently.

2. What recourse does or should an investor have against a state or localofficial for misstatements in official statements and other disclosuredocuments, or for omissions of material information?

Answer: In absence of fraud or gross negligence, I do not believe an investorshould have recourse which would impose or threaten personal liabilityagainst an official as preparer of the official statement. To permitsuch a liability or the threat thereof will destroy the system of
government we have in our nation. Civic participation in an officialcapacity will become extinct under such threat and an employee wouldhave to be paid compensation for the added risk. The investor shouldhave recourse against the issuing unit, ascpposed to the officialsindividually, for loss or damages resulting from inaccuracies or anomission in the official statement. The great dilemma would, of course,be in determining a liability attributable to disclosure as opposed tothe workings of the marketplace. I would hope Congress would weighvery carefully its action in this direction.
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t late of Norill Taralina
DEPARTMENT OF THE TREASURER

En=1%m LOCAL GOVERNMENT COMMISSION
HARLAN E. BOYLES
Secretary

ALBEMARLE BUILDING • 325 NORTH SALISBURY STREET • RALEIGH, N. C. 27611 • AC 919, 829-3064

March 26, 1976

The Honorable Harrison A. Williams, Jr.
Page 3

3. Witnesses testified on the desirability of clarifying the application of
the antifraud provisions of the securities laws to issuers and underwriters
of municipal securities and their respective due diligence responsibilities.
Do you have any recommendations as to how Federal legislation in this area
should be framed?

Answer: The position of the Municipal Rule Making Board states my basic reason-
ing and recommendations on the liabilities of underwriters. To require due
diligence of an underwriter that goes beyond the information contained in
the official statement of an issuer would result in a situation resembling
the conditions of today. The underwriter may no longer be willing to take
the present risk on the same profit margin with the result that the munici-
pal market would narrow to a point where public facilities can no longer be
provided at reasonable costs.

4. Please provide the Subcommittee with copies of official statements prepared
by the Local Government Commission during the past six months. Documents
containing disclaimers or assumptions of responsibility for the accuracy of
information, financial and otherwise, included in such statements would be
particularly helpful.

Answer: Recent offering circulars (official statements) are enclosed. Descrip-
tion of the Local Government Commission certificate may be found on page 34
of the March 19, 1976 Charlotte official statement.

A concern I would like to express to you is that we are beginning to create a
haven for consultants and lawyers which can only needlessly drive upward the cost
of public facilities. The higher costs are borne by the local taxpayer, both
wealthy and poor. If I can be of assistance to you, please let me know.

Yours very truly,

Harlan E. Boyles
Secretary

rl
Enclosures

cc: Hon. Harold Edwards, Office of U. S. Senator Robert Morgan
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NOTICE AND BLANK PROPOSAL

$26,000,000

City

of

Charlotte

North Carolina

Bonds

SEALED BIDS WILL BE RECEIVED UNTIL
11 O'CLOCK A. M., NORTH CAROLINA TIME

JANUARY 14, 1975

69-141 0 - 16 - 27
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NOTICE OF SALE
$26,000,000

CITY OF CHARLOTTE, NORTH CAROLINA
BONDS

Sealed bids will be received until 11 o'clock A. M., North Carolina
Time, January 14, 1975, by the undersigned at its office in the City of Ra-
leigh, North Carolina, such bids to be opened at said time and place on said
day, for the purchase of the following bonds of the City of Charlotte, North
Carolina, dated December 1, 1974, and maturing annually, June 1, as follows,
without option of prior payment:

$9,535,000 STREET BONDS, SERIES B, maturing annually,
$575,000 1976, $360,000 1977, $375,000 1978,
$425,000 1979 to 1981, inclusive, $450,000 1982 to
1993, inclusive, $475,000 1994, $475,000 1995, and
$600,000 1996.

$6,250,000 AIRPORT BONDS, maturing annually, $100,000
1976 to 1982, inclusive, $400,000 1983 to 1985, in-
clusive, $350,000 1986, $300,000 1987, $300,000
1988, $375,000 1989 to 1993, inclusive, $400,000
1994 to 1996, inclusive, and $325,000 1997.

$6,220,000 SANITARY SEWER BONDS, SERIES B, maturing
annually, $220,000 1976, $225,000 1977 to 1990,
inclusive, $350,000 1991, $375,000 1992, $475,000
1993, and $550,000 1994 to 1996, inclusive.

$3,845,000 WATER BONDS, SERIES B, maturing annually,
$225,000 1976, $125,000 1977 to 1989, inclusive,
$150,000 1990, $225,000 1991, $225,000 1992,
$350,000 1993 to 1995, inclusive, and $345,000
1996.

$ 150,000 SIDEWALK BONDS, maturing annually $25,000
1976 to 1981, inclusive.

Denomination $5,000; principal and semi-annual interest (June and De-
cember 1) payable in legal tender at First Union National Bank of North
Carolina, in the City of Charlotte, North Carolina, or, at the option of the
holder or registered owner, at Manufacturers Hanover Trust Company, in
New York City; general obligations; unlimited tax; coupon bonds registrable
as to principal only; delivery on or about February 10, 1975, at place of pur-
chaser's choice. There will be no auction.

The application by the City of any net revenues of Douglas Municipal
Airport to the payment of the principal of and the interest on the $6,250,000
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Airport Bonds hereinabove described is subject to the prior lien on such
revenues of the outstanding general obligation Airport Bonds of the City,
dated April 1, 1963, May 1, 1964 and March 1, 1968, the outstanding Air-
port Revenue Bonds, Series A. of said City, dated January 1, 1972, issued
under and pursuant to a resolution adopted by the City Council on March 20,
1972, any Airport Revenue Bonds hereafter issued under said resolution, and
any airport revenue bonds hereafter issued under any resolution hereafter
adopted by the City Council.

A separate bid for each issue is required, but no bid for less than all of
the bonds offered or for less than the face value of the bonds plus accrued
interest will be entertained. Any premium bid will be allocated to each issue
in the proportion which the amount of such issue bears to the total of all said
issues. Bidders are requested to name the interest rate or rates, in multiples of
1/4 or 1/10 of 1%, and each bidder must specify in his bid the amount and
the maturities of the bonds of each rate. The difference between the lowest
and highest rates named in the bid shall not exceed 2%. No bid may name
more than six interest rates, any of which may be repeated. The bonds of all
issues maturing on the same date must bear interest at the same rate. The
interest payable on any bond on any interest payment date shall be repre-
sented by a single coupon and the interest rate on such bond shall be the
same throughout its life. All of the bonds offered will be awarded to the bid-
der offering to purchase the bonds at the lowest interest cost to the City,
such cost to be determined by deducting the amount of any premium bid
from the aggregate amount of interest upon all of the bonds from their date
until their respective maturities.

Each bid must be submitted on a form to be furnished with additional
information by the undersigned, must be enclosed in a sealed envelope
marked "Bid for Bonds", and must be accompanied by an official bank
check, a cashier's check or a certified check upon an incorporated bank or
trust company for $520,000 payable unconditionally to the order of the
State Treasurer of North Carolina, on which no interest will be allowed.
Award or rejection of bids will be made on the date above stated for receipt
of bids and the checks of the unsuccessful bidders will be returned immedi-
ately. The check of the successful bidder will be held uncashed as security for
the performance of his bid, but in the event the successful bidder shall fail to
comply with the terms of his bid, the check may then be cashed and the pro-
ceeds thereof retained as and for full liquidated damages.

The unqualified approving opinion of Mitchell, Petty & Shetterly, New
York City, will be furnished without cost to the purchaser. There will also be
furnished the usual closing papers.

The right to reject all bids is reserved.

LOCAL GOVERNMENT COMMISSION
Raleigh, North Carolina

By: H. E. Boyles
Secretary of the Commission
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ADDITIONAL INFORMATION

BONDS AUTHORIZED AND UNISSUED:

Total
Purpose Authorized

Bonds
Now Offered Balance

Water $ 6,475,000* $ 3,845,000 $2,630,000
Sanitary Sewer 6,220,000* 6,220,000
Airport 6,250,000* 6,250,000
Street Widening, Extension & Improvement 12,460,000+ 9,335,000 3,125,000 .
Street Land 810,000+ 200,000 610,000
Bridge 730,000+ 730,000
Sidewalk 150,000+ 150,000

Total $33,095,000 $26,000,000 $7,095,000f

*Approved by the voters at an election on 9/2/72.
+Approved by the voters at an election on 4/10/73.
fOffering of the remaining bonds is anticipated for January 1976.

LEGAL OPINION: A certified copy of the approving legal opinion of Mitchell, Petty &
Shetterly. New York City, to be issued on the date of delivery of the bonds now offered,
will be printed on the back of such bonds.

CHARLOTTE, located at the midpoint of the Piedmont Crescent Section of the Caro-
linas, is the largest City and principal financial, trading and distribution center in the two
Carolinas. The City ranks among the top 25 distribution centers in the nation. The City
is ranked 17th in the U. S. as a regional sales center for national firms. The City's retail
sales per household is 32nd in the U. S. and 1st in the Southeast among cities of 250,000
or more, according to Sales Management Magazine. Diversified manufacturing (more
than 690 various concerns) includes textiles, hosiery, food products, wearing apparel,
printing, machinery and industrial chemicals; the City ranks 4th in the U. S. in wholesale
sales of industrial chemicals. Represented in the City are five of the nation's 100 largest
banks, operating alongside a branch bank of the Federal Reserve. According to the
Federal Reserve figures released in July 1974, the City's current estimated rate of bank
debits to demand deposits of $56.000,000,000 placed the City in 40th position among
the nation's metropolitan areas. The most recent survey shows 16 banks operating 128
branches in Mecklenburg County. They employ approximately 3,900 people with an
estimated payroll of $25,000,000 annually. According to Sales Management Magazine,
Charlotte also has the 2nd highest median family income among the large cities in the
southern U. S. The 1970 Census shows the City ranking 9th in the percent of house-
holds with two or more cars, among the cities within the U. S. with population of
250,000 or more. Transportation facilities include three Class 1 railroads: Norfolk-
Southern, Seaboard Coastline and Southern Railway; 115 major motor carriers; and
regularly-scheduled flights by five airlines: Delta, Eastern, Piedmont, Southern and
United, operating out of Charlotte's Douglas Municipal Airport marks the City as a port
of entry and export. The City's public schools enjoy a high reputation throughout the
South due to an excellent quality of instruction and physical facilities. Among the col-
leges in the metropolitan area are one junior college and four senior colleges, including
the University of North Carolina at Charlotte. The City is recognized as one of the out-
standing medical centers in the Southeast with five hospitals, of which three have nurses'
training. The local Medical Society sponsors the largest medical library in the South, not
connected with a medical schodl. The City owns its water system with fresh water being
available in abundance, and more than 98% of the City's raw water supply is yet un-
tapped. The City is the County Seat of Mecklenburg Coun.ty, operates under the Coun-
cil-Manager form of government and has never defaulted in the payment of principal or
interest of any of its obligations.
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FINANCIAL AND STATISTICAL DATA
IN CONNECTION WITH

and
PERTAINING TO

$26,000,000

City

of

Charlotte

North Carolina

Bonds

for which
SEALED BIDS WILL BE RECEIVED

by the
LOCAL GOVERNMENT COMMISSION

AT ITS OFFICE
in

RALEIGH, NORTH CAROLINA
until

11 O'CLOCK A. M., NORTH CAROLINA TIME
JANUARY 14, 1975
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CITY OF CHARLOTTE, NORTH CAROLINA

FINANCIAL SUMMARY

POPULATION — Estimated at 6/30/74, Charlotte-Mecklenburg

Planning Commission   304,000+

1970 U. S. Census   241,178

1960 U. S. Census   201,564

1950 U. S. Census   134,042

+Includes a population of approximately 45,000 acquired by annexation of approxi-

mately 32.5 square miles on January 25, 1974.

OUTSTANDING DEBT:
At 6/30/74 $110,685,000*
At 6/30/73 93,972,000

At 6/30/72 98,759,500*

*Bonds Issued:
1973-74 $21,500,000 ($8,845M Street Series A, $7,400M Sanitary Sewer Series

A, $3,100M Public Improvement, and $2,155M Water Series A.), 13.88

yrs. ay. mat., 4.9590% int. cost.

1971-72 $8,700,000 Civic Center Bonds, 14.07 yrs. ay. mat., 4.442% int. cost.

1971-72 $7,400,000 ($2,825M Water Series C, $1,025M Sewer Series C, and

$3,550M Other), 13.85 yrs. ay. mat., 5.0793% int. cost.

ANALYSIS OF OUTSTANDING DEBT INCLUDING BONDS NOW OFFERED:

At
6/30/1974

At
1/1/1975

Water Bonds- Outstanding $ 20,570,000 $ 20,530,000

Water Bonds — Now Offered 3,845,000

Total Water Debt 20,5 70,000 24,375,000

Sanitary Sewer Bonds — Outstanding 26,640,000 26,630,000

Sanitary Sewer Bonds — Now Offered 6,220,000

Total Sanitary Sewer Debt 26,640,000 32,850,000

Airport Bonds — Outstanding 3,335,000 3,335,000

Airport Bonds — Now offered 6,250,000

Total Airport Debt 3,335 ,000 9,585,000

Other Bonds — Outstanding 60,14o,000 59,990,000

Other Bonds — Now Offered 9,685,000

Total Other Debt 60,140,000 69,675,000

$110.6§5.000 $136.485,000

Bond Anticipation Notes 5,500,000+

+Maturing 2/19/1975 and payable from sale proceeds of bonds now offered.

NOTE 1: Outstanding Debt shown above does not include outstanding balance of

$3,600,000 Airport Revenue Bonds, Series A, which are payable solely from

net revenues of the Airport Facility.

NOTE 2: In addition to the debt shown above the City has Lease-Purchase Agreements

as follows: $2,245,557 Utilities Building and $2,753,300 Municipal Parking

Garage.
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TAXES:
Assessed Valuation —

Assessment Ratio*
1972-73
60%

1973-74
60%

1974-75
100%

Real Property $1,044,402,843 $1,085,865,305 $2,332,758,133

Personal Property 450,589,263 484,615,340 827,989,122

Public Service Companies+ 130,498,626 140,832,781

Total Assessed Val. $1,625,490,732 $1,711,313,426 $3,160,747,255

Rate per $100 1.69 1.69 1.02

Levy 27,470,793 28,921,197 32,249,664

Uncollected —
At 6/30/1973 617,265

At 6/30/1974 186,062 646,328

At 10/1/1974 162,483 444,292 26,967,611

Prior years as
of above dates 697,242 535,638 $ 455,176

*Percentage of appraisal value as set by County officials. Revaluation of real property

was made by County officials and became effective with the 1971 tax levy.

+Valuation of railroads, telephone companies and other utilities as determined by the

State Board of Assessment in 1972-73 and the State Department of Revenue in 1973-74,

1974-75

tOn 12/31/1974, an assessment of approximately $2,800,000 will be levied against val-

uations approximating $275,000,000 for Public Service Companies.

OVERLAPPING UNIT:
MECKLENBURG COUNTY:

Assessed Valuation

Rate
1973-74 Per $100

Outstanding Population

Debt At 1970

1/1/1974 U. S. Census

Real Property $1,829,256,819 $1.56 $102,320,000 354,656

Personal Property 795,058,720

Public Service Companies 259,509,168

$2,883,824,707

Note: The County does not have authorized and unissued bonds.
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OPERATIONS - GENERAL FUND
REVENUES: 1973-74 19 72-7 3 1971-72

Taxes $28,612,292 $26,569,353 $24,713,905
Intergovernmental agencies 7,620,573 6,184,037 5,446,565
Licenses, permits, and fees 1,098,173 1,036,979 1,113,946
Interest on investments 1,009,839 521,410 366,345
Charges for current services 506,852 516,185 689,203
Intragovernmental services 431,516 354,070
Fines, forfeitures and penalties 177,444 194,700 195,103
Other 557,921 344,883 189,926

Total revenues 40,014,610 35,721,617 32,714,993
Transfers from other funds 1,691,388 798,289 67,361

Total Revenues and Transfers 41,705,998 36,519,906 32,782,354

EXPENDITURES AND ENCUMBRANCES:
Public safety 15,829,476 13,980,812 13,298,142
Non-departmental charges 6,571,796 4,159,934 3,745,168
Public works 5,509,004 4,664,556 4,332,637
General government 5,261,651 4,253,606 3,635,039
Sanitation and waste removal 4,876,112 4,708,675 4,104,823
Health and welfare 625,043 600,956 521,183
Service centers 289,129 175,360

Total expenditures and
encumbrances 38,962,211 32,543,899 29,636,992

Transfers to other funds 1,001,720 3,716,072 1,467,958

Total expenditures, encum-
brances, and transfers 39,963,931 36,259,971 31,104,950

Excess of revenues and transfers
over expenditures, encum-
brances, and transfers $ 1.742.067 $ 259,935 $ 1.677.404

SUMMARY OF FINANCIAL POSITION - GENERAL FUND
At At

6/30/1974 6/30/1973

Cash $ 245,883 $ 781,211
ASSETS

Short-term investments, at cost
which approximates market 9,629,828

Receivables:
Property tax 1,111.060
Sales tax 131,101
Other 96,186

Due from other governmental agencies 600,874
Due from other funds 708,461
Materials and supplies, at cost 144,703
Other 119,935 

9,010,000

1,090,000
134,046
100,121
418,936
471,031
134,32?

6,460

TOTAL $12.788.031 $12.146.§14 

LIABILITIES, ENCUMBRANCES OUTSTANDING,
RESERVE, AND FUND BALANCE

Liabilities:
Accounts payable 1,535,265
Employee withholding, etc. 1,221,094

Due to other funds 1,355,584
Other 87,536

Total liabilities 4,199,479

Encumbrances outstanding 1,564,621
Reserve for uncollected receivables 1,338,347
Fund Balance:

Appropriated 2,324,946
Unappropriated 3,360,638

Total fund balance 5,685,584

TOTAL 112.788031 

SUMMARY OF CHANGES IN FUND BALANCE
1973-74

Fund Balance - Beginning of year$ 3,943,517
Excess of revenues and transfers

over expenditures, encumbran-
ces, and transfers 1,742,067 

Fund Balance - End of Year $ 5,685,584 

$ 849,003
1,130,498
3,947,587

51,413

5,978,501 

899,947
1,338,649

1,500,000
2,443,517 

3,943,517 

12.1/6.614 

- GENERAL FUND
1972-73

$ 3,683,582

259,935 

$ 3.943,517 

At
6/30/1972

$ 51,427

6,200,000

883,546
109,931
116,407
250,782
726,898
118,937

7,175 

$ 8.465,103 

$ 368,927
754,717

1,563,751
98,564

2,785,959

885,678
1,109,885

1,779,760
1,903821 

3,683,581 

1971-72
$ 2,006,177

1,677,404 

$ 3.683.581 
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OPERATIONS - WATER AND SEWER FUND

1973-74 1972-73 1971-72

OPERATING REVENUES $10,866,432 $10,185,890 $ 7,740,296
OPERATING EXPENSES 8,351,530 7,451,964 6,546,244

Operating income 2,514,902 2,733,926 1,194,052

Non-Operating (Revenues) Expenses and Transfers:
Interest on investments (252,147) (229,079) (136,948)
Capital outlay 255,797 287,010 194,536
Transfers from other funds (2,467,228) (2,343,269) (1,985,899)
Transfers to other funds 4,176,600 5,431,876 3,433,029
Other, net (94,843) (65,103) 139,600

Total non-operating (revenues),
expenses, and transfers 1,618,179 3,081,435 1,644,318

Excess (deficiency) of revenues over
expenses, and transfers $ 896,723 $ (347,509) $ (450,266)

SUMMARY OF FINANCIAL POSITION - WATER AND SEWER FUND

At At At
ASSETS 6/30/1974 6/30/1973 6/30/1972

Cash $ 73,327 $ 106,975 $ 86,868
Short-term investments, at cost

which approximates market 2,285,000 1,775,000 2,757,000
Receivables:

Water and sewer charges 759,181 682,069 449,066
Other 64,726 63,849 65,842

Materials and supplies, at cost 535,808 503,738 444,819
Due from other funds 307,886 50,919 152,857
Other 88,208 50,615 1,957

Total $ 4,114,136 $ 3,233,165 $ 3,958,409

LIABILITIES AND RETAINED EARNINGS

LIABILITIES:
Accounts payable $ 371,978 $ 192,019 $ 177,003
Customer deposits 473,480 439,781 402,557
Construction deposits 276,238 173,181 261,198
Due to other funds 106,453 491,071 827,120
Other 52,871" 720 6,629

Total liabilities 1,281,020 1,296,772 1,674,507

CONTRIBUTED CAPITAL AND RETAINED EARNINGS:
Contributed capital/retained earnings

prior to July 1, 1973 1,936,393 1,936,393 2,283,902
Retained earnings 896,723

Total contributed capital
and retained earnings 2,833,116 1,936,393 2,283,902

Total $ 4,114,136 $ 3,233,165 $ 3,958,409

SUMMARY OF CHANGES IN CONTRIBUTED CAPITAL AND RETAINED EARN-
INGS - WATER AND SEWER FUND

Contributed capital and retained
1973-74 1972-73 1971-72

earnings - beginning balance
Excess (deficiency) of revenues

over expenses and transfers

Contributed capital and retained
earnings - ending balance

$ 1,936,393

896,723

2,283,902

(347,509)

$ 2,734,168

(450,266)

2,833,116 $ 1,936,393 $ 2,283,902 
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OPERATIONS - AIRPORT FUND
1973-74 1972-73 1971-72

OPERATING REVENUES $ 1,903,885 $ 1,878,657 $ 1,608,250
OPERATING EXPENSES 1,365,011 1,202,432 1,075,429

Operating income 538,874 676,225 532,821

Non-Operating (Revenues) Expenses and Transfers:
Interest on investments (124,795) (81,045) (50,384)
Other 32,525 24,699 17,411
Transfers from other funds (557,685) (600,811) (464,776)
Transfers to other funds 1,209,952 692,805 1,558,479

Total non-operating (revenues)
expenses and transfers 559,997 35,648 1,060,730

Excess (deficiency) of revenues
over expenses and transfers $ (21,123) $ 640,577 (527,909)

SUMMARY OF FINANCIAL POSITION - AIRPORT FUND
At At At

ASSETS 6/30/1974 6/30/1973 6/30/1972
Cash $ 794,715 $ 148,449 $ 44,009
Short-term investments, at cost

which approximates market 1,235,100 1,620,100 839,000
Receivables:

Revenue charges 1 27,984 175,494 105,065
Other 17,201 33,182 5,305

Due from other funds 182,876 38,362 14,268
Other 395,905

Total $ 2,357,876 $ 2,015,587 $ 1,403,552

LIABILITIES, CONTRIBUTED CAPITAL AND RETAINED EARNINGS
LIABILITIES:

Accounts payable $ 32,533 $ 10,564
Due to other funds 400,300 72,492 90,245
Other 4,232 1,161 1,386

Total liabilities 437,065 73,653 102,195

CONTRIBUTED CAPITAL AND RETAINED EARNINGS:
Contributed capital/retained

prior to July 1, 1973 1,941,934 1,941,934 1,301,357
Retained earnings (21,1 23)

Total contributed capital
and retained earnings 1,920,811 1,941,934 1,301,357

Total $ 2,357,876 2,015,587 $ 1,403,552

SUMMARY OF CHANGES IN CONTRIBUTED CAPITAL AND RETAINED EARN-
INGS - AIRPORT FUND

1973-74
Contributed capital and retained

1972-73 1971-72

earnings - beginning balance $ 1,941,934 $ 1,301,357 $ 1,261,374
Additions:

Donation of investments from
Cannon Estate 567,892

Excess of revenues over
expenses and transfers 640,577

Deductions - Deficiency of revenues
over expenses and transfers (21,123) (527,909)

Contributed capital and retained
earnings - ending balance $ 1,920,811 $ 1,941,9 34 $ 1,301,357
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OPERATIONS - GENERAL DEBT SERVICE FUND

REVENUES:
Taxes:

1973-74 1972-73 1971-72

Current year property taxes$ 4,186,760 $ 3,960,560 $ 2,821,653
Prior years property taxes 61,258 38,655 71,160
Intangible taxes 230,496 148,750 104,706

Total 4,478,514 4,147,965 2,997,519
Less errors and rebates 19,011 18,920 . 10,751

Total taxes 4,459,503 4,129,045 2,986,768
Contribution from ABC Board 236,906 248,188 253,828
Interest on investments 154,254 56,854 87,135
Beer and wine licenses 14,877 13,014 12,945

Total revenues 4,865,540 4,447,101 3,340,676
Transfers from other funds 956,143 615,688 1,163,549

Total revenues and trans. 5,821,683 5,062,789 4,504,225
EXPENDITURES:

Redemption of serial bonds 2,560,000 2,560,000 2,675,000
Interest on bonds 2,487,331 2,203,712 2,201,513
Fiscal agent fees 19,459 4,071 20,818

Total expenditures 5,066,790 4,767,783 4,897,331
Excess (deficiency) of revenues and

transfers over expenditures $ 754,893 $ 295,006 $ (393,106)

SUMMARY OF FINANCIAL POSITION - GENERAL
At

DEBT SERVICE FUND
At At

ASSETS 6/30/1974 6/30/1973 6/30/1972
Cash $ 631 $ 519 $ 56
Short-term investments, at cost

which approximate market 2,269,000 1,513,000 774,000
Property tax receivable 185,345 164,652 111,185
Due from other funds 21,742 16,803 372,137
Advance debt service payment 14,400 18,474

Total $ 2,491,118 $ 1,694,974 $ 1,275,852

LIABILITY, RESERVE AND FUND BALANCE

Liability - Due to other funds $ 129,926 $ 109,368 $ 38,718
Reserve for property tax receivable 1 85,345 164,652 111,185

Total liability and reserve 315,271 274,020 149,903
Fund Balance:

Appropriated 573,300 230,564
Unappropriated 1,602,547 1,420,954 895,385

Total fund balance 2,175,847 1,420,954 1,125,949
Total $ 2,491,118 $ 1,694,974 $ 1,275,852

SUMMARY OF CHANGES IN FUND BALANCE- GENERAL DEBT SERVICE FUND

1973-74 1972-73 1971-72
Fund Balance - beginning of year $ 1,420,954
Excess (deficiency) of revenues

and transfers over expenditures 754,893

$ 1,125,948

295,006

$ 1,519,055

(393,106)
Fund Balance -end of year $ 2,175,847 $ 1,420,954 $ 1,14,94?..
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OPERATIONS — WATER AND SEWER DEBT SERVICE FUND

REVENUE — Interest earned

1973-74 1972-73 1971-72

on investments $ 262,395 $ 60,833 41.189
Transfers from other funds 5,001,077 4,697,961 4,087,051

Total revenue and transfers $ 5,263,4/2 $ 4,758,794 $ 4,128,240

EXPENDITURES:
Bond principal 2,070,000 2,070,500 2,080,500

Bond interest 1,693,514 1,377,352 1,487,424

Payments to Mecklenburg County
under lease-purchase agreement 626,868 594,017

Total expenditures 4,390,382 4,041,869 3,567,924

Excess of Revenue and Transfers
over expenditures $ 873.099 $ 716.925 $ 560.316 

SUMMARY OF FINANCIAL POSITION —
WATER AND SEWER DEBT SERVICE FUND

At At At

ASSETS 6/30/1974 6/30/1973 6/30/1972

Cash 458 469 182

Short-term investments, at cost
which approximates market 2,176,000 1,407,000 550,000

Due from other funds 109,230 75,206 - 553,788

Due from other governmental agencies355,621 285,479

Accrued interest receivable 233,404 210,729 179,352

Other 2,624 3,245 3,867

Total $ 2.877,337 $ 1,982.128 $ 1,287,189

LIABILITIES, CONTRIBUTED CAPITAL,
AND RETAINED EARNINGS

LIABILITIES:
Due to other funds 247 $ 7,163

Accrued interest payable 238,454 216,582 231,405

Total liabilities 238,701 216,582 238,568

CONTRIBUTED CAPITAL AND RETAINED EARNINGS:

Contributed capital/retained earnings
prior to July 1, 1973 1,765,546 1,765,546 1,048,621

Retained earnings 873,090

Total contributed capital
and retained earnings 2,638,636 1,765,546 1,048,621

Total $ 2.877,337 $ 1.982.128 $ 1.287482

SUMMARY OF CHANGES IN CONTRIBUTED CAPITAL
AND RETAINED EARNINGS — WATER AND SEWER
DEBT SERVICE FUND

1973-74

Contributed capital and retained

1972-73 1971-72

earnings — beginning balance $ 1,765,546
Addition — excess of revenues

and transfers over expenditures 873,090

$ 1,048,621

716,925

$ 488,305

560,316

Contributed capital and retained
earnings — ending balance $ 2,638.66 $ 1.765.546 $ 1.048.021 
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OPERATIONS - AIRPORT DEBT SERVICE FUND

REVENUES - Interest earned on
1973-74 1972-73 1971-72

investments $ 49,685 $ 25,777 $ 62,153
Transfers from other funds 738,132 833,416 302,215

Total revenue and transfers 787,817 859,193 364,368

EXPENDITURES:
Bond principal 320,000 145,000
Bond interest 321,527 338,179 147,165

Total expenditures 641,527 483,179 147,165

Excess of revenue and transfers
over expenditures $ 146.290 $ 376.014 $ 217.203

SUMMARY OF FINANCIAL POSITION -
AIRPORT DEBT SERVICE FUND

At At At
ASSETS 6/30/1974 6/30/1973 6/30/1972

Cash $ 633 $ 444 $ 983
Short-term investments, at cost

which approximate market 520,000 321,665 185,907
Due from other funds 156,933 125,587 75,925
Advance debt service payment 315,997 270,145 95,100
Other 14,133 13,614 -

Total $ 1,007,696 $ 731.455 $ 357.915

LIABILITIES, CONTRIBUTED CAPITAL,
AND RETAINED EARNINGS

LIABILITIES:
Due to other funds $ 136,254 $ $
Accrued interest on bonds payable 131,935 138,238 140,712

Total liabilities 268,189 $ 138,238 140,712

CONTRIBUTED CAPITAL AND RETAINED EARNINGS:
Contributed capital/retained
earnings prior to July 1, 1973 593,217 593,217 217,203
Retained earnings 146,290

Total contributed capital
and retained earnings 739,507 593,217 217,203

Total $ 1.007.696 $ 731.455 $ 57.915

SUMMARY OF CHANGES IN CONTRIBUTED
CAPITAL AND RETAINED EARNINGS -
AIRPORT DEBT SERVICE FUND

Contributed capital and retained 1973-74 1972-73 1971-72

earnings - beginning balance $ 593,217 $ 217,203
Additions - excess of revenues and

transfers over expenditures 146,290 376,014 217,203

Contributed capital and retained
earnings - Ending balance $ 739.507 $ 593.217 $ 217,203
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NOTES TO FINANCIAL SUMMARIES

(1) BASIS OF ACCOUNTING:

The accounts of the City are maintained and the accompanying financial

summaries have been prepared except as noted in the succeeding para-

graph, from accounting records maintained on the modified accrual basis

of accounting and reflect the City's use of budgetary accounting pro-

cedures. Accordingly, certain revenues, such as property taxes, are recog-

nized only when received. Receivables, principally for uncollected pro-

perty taxes, are recorded and included in the accompanying financial sum-

maries, with offsetting reserves equal to the amount of such receivables.

Certain legal commitments for encumbrances are fully reserved.

The accounts of the following funds are maintained on the modified ac-

crual basis of accounting but the accompanying financial summaries for

these funds have been prepared using the accrual basis of accounting.

Water and Sewer Operating Fund

Water and Sewer Debt Service Fund

Airport Operating Fund

Airport Debt Service Fund

Unappropriated fund balances of the following funds at June 30, 1974 are

restricted for amounts representing employee's vested vacation pay which

has been earned, but not paid at June 30, 1974, and are not recorded as

accrued liabilities in the accompanying financial summaries;

General Fund $1,542,049

Airport Operating Fund $ 19,709

Water and Sewer Operating Fund $ 230,796

(2) FUND BALANCE:

Unappropriated fund balances as determined in accordance with the Gen-

eral Statutes of North Carolina, differs from amounts reported as contri-

buted capital and retained earnings, for the funds noted below, since utili-

zation of the accrual basis of accounting results in balances which are not

in accordance with such statutes.

Fund
Unappropriated
Fund Balance 1973-74 1972-73 1971-72

Water and Sewer: Operating $ 672,010 $1,162,909 $1,067,334

Debt Service 1,038,065 1,485,920 1,100,674

Airport: Operating 1,396,302 1,891,373 1,190,121

Debt Service 686,604 358,329 255,735
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(3) RECLASSIFICATION AND OTHER CHANGES TO PRIOR YEAR FINANCIAL
SUMMARIES:

Financial summaries for the year ended June 30, 1972 which were pre-
viously presented in a similar report in connection With solicitation of bids
pursuant to the sale of bonds have been restated in the accompanying sum-
maries to reflect certain reclassification and other changes to conform with
certain recommendations affecting financial reporting contained in the -
audit guide for audits of state and local governmental units issued by the
AICPA Committee on Governmental Accounting and Auditing.

NOTE: In addition to the foregoing financial summaries, copies of the City's An-
nual Financial Report are available in the office of Mr. J. B. Fennell, City
Director of Finance, 600 E. Trade Street, Charlotte, North Carolina 28202
(Telephone AC 704 374-3051).
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ANNUAL DEBT REQUIREMENTS FOR UTILITIES FROM JUNE 30, 1974, AND MA-
TURITIES OF BONDS NOW OFFERED:

Existing Debt Bonds
Fiscal Principal Principal Now
Year & Interest Offered

1974-75 $ 2,875,000 $ 4,591,391.25 $
1975-76 2,420,000 3,999,541.25 445,000
1976-77 2,420,000 3,893,591.25 350,000
1977-78 2,420,000 3,796,520.00 350,000
1978-79 2,420,000 3,703,517.50 350,000
1979-80 2,420,000 3,616,430.00 350,000
1980-81 2,420,000 3,530,667.50 350,000
1981-82 2,420,000 3,448,867.50 350,000
1982-83 2,420,000 3,368,530.00 350,000
1983-84 2,420,000 3,287,717.50 350,000
1984-85 2,420,000 3,206,817.50 350,000
1985-86 2,420,000 3,131,315.00 350,000
1986-87 2,410,000 3,046,967.50 350,000
1987-88 2,390,000 2,946,555.00 350,000
1988-89 2,395,000 2,871,102.50 350,000
1989-90 2,325,000 2,715,915.00 375,000
1990-91 2,130,000 2,436,897.50 575,000
1991-92 2,120,000 2,354,617.50 600,000
1992-93 1,825,000 1,980,862.50 825,000
1993-94 1,150,000 1,238,425.00 900,000
1994-95 970,000 1,013,987.50 900,000
1995-96 895,000

$47,210,000 S64,180,236.25 $10,065,000

69-141 0 - 76 - 28
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ANNUAL DEBT REQUIREMENTS FOR AIRPORT FROM JUNE 30, 1974, AND MA-

TURITIES OF BONDS NOW OFFERED:

Existing Debt  Bonds

Fiscal Principal Principal Now

Year & Interest Offered

1974-75 $ 145,000 $ 277,835.00 $

1975-76 145,000 269,135.00 100,000

1976-77 145,000 260,822.50 100,000

1977-78 145,000 254,205.00 100.000

1978-79 145,000 247,587.50 100,000

1979-80 145,000 240,950.00 100,000

1980-81 145,000 235,640.00 100,000

1981-82 145,000 230,330.00 100,000

1982-83 145,000 225,020.00 400,000

1983-84 145,000 219,710.00 400,000

1984-85 145,000 214,760.00 400,000

1985-86 205,000 269,790.00 350,000

1986-87 265,000 321,940.00 300,000

1987-88 270,000 316,570.00 300,000

1988-89 200,000 237,700.00 375,000

1989-90 200,000 229,200.00 375,000

1990-91 200,000 220,600.00 375,0(X)

1991-92 200,000 212,000.00 375,000

1992-93 200,000 206,000.00 375,000

1993-94 400,000

1994-95 400,000

1995-96 400,000

1996-97 325,000

$3,335,000 $4,689,795.00 $6,250,000

NOTE: The above annual debt requirements does not include $3,600,000 Airport

Revenue Bonds, Series A, which are payable solely from net revenues of the

Airport Facility.
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ANNUAL DEBT REQUIREMENTS FOR OTHER FROM JUNE 30, 1974, AND MA-

TURITIES OF BONDS NOW OFFERED:

Existing Debt Bonds

Fiscal Principal Principal Now

Year & Interest Offered

1974-75 $ 2,967,000 $ 5,529,820.00 $

1975-76 2,972,000 5,392,442.50 600,000

1976-77 2,972,000 5,249,282.50 385,000

1977-78 2,972,000 5,111,860.00 400,000

1978-79 2,972,000 4,977,525.00 450,000

1979-80 2,975,000 4,851,490.00 450,000

1980-81 2,970,000 4,723,375,00 450,000

1981-82 2,970,000 4,605,747.50 450,000

1982-83 2,970,000 4,494,610.00 450,000

1983-84 2,970,000 4,386,775.00 450,000

1984-85 2,965,000 4,275,012.50 450,000

1985-86 2,965,000 4,162,032.50 450,000

1986-87 2,955,000 4,027,35 /50 450,000

1987-88 2,955,000 3,897,972.50 450,000

1988-89 2,955,000 3,772,392.50 450,000

1989-90 2,950,000 3,636,982.50 450,000

1990-91 2,925,000 3,476,270.00 450,000

1991-92 2,860,000 3,288,035.00 450,000

1992-93 2,800,000 3,105,750.00 450,000

1993-94 2,400,000 2,589,000.00 475,000

1994-95 1,000,000 1,085,000.00 475,000

1995-96 700,000 735,000.00 600,000

$60,140,000 $87,373,727.50 $9,685,000
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ANNUAL DEBT REQUIREMENTS FOR ALL PURPOSES FROM JUNE 30, 1974,

AND MATURITIES OF BONDS NOW OFFERED:

Existing Debt  Bonds

Fiscal Principal Principal Now

Year & Interest Offered

1974-75 $ 5,987,000.00 $ 10,399,046.25 $ $

1975-76 5,537,000.00 9,661,118.75 1,145,000

1976-77 5,537,000.00 9,403,696.25 835,000

1977-78 5,537.000.00 9,162,585.00 850,000

1978-79 5,537,000.00 8,928,630.00 900,000

1979-80 5,540,000.00 8,708,870.00 900,000

1980-81 5,535,000.00 8,489,682.50 900,000

1981-82 5,535,000.00 8,284,945.00 900,000

1982-83 5,535,000.00 8,088,160.00 1,200,000

1983-84 5,535,000.00 7,894,252.50 1,200,000

1984-85 5,530,000.00 7,696,540.00 1,200,000

1985-86 5,590,000.00 7,563,137.50 1,150,000

1986-87 5,630,000.00 7,396,260.00 1,100,000

1987-88 5,615,000.00 7,161,097.50 1,100,000

1988-89 5,550,000.00 6,881,195.00 1,175,000

1989-90 5,475.000.00 6,582,097.50 1,200,000

1990-91 5,255,000.00 6,133,767.50 1,400,000

1991-92 5,180,000.00 5,854,652.50 1,425,000

1992-93 4,825,000.00 5,292,612.50 1,650,000

1993-94 3,550,000.00 3,827,425.00 1,775,000

1994-95 1,970,000.00 2,098,987.50 1,775,000

1995-96 700,000.00 735,000.00 1,895,000

1996-97 325,000

$110,685,000.00 $156,243,758.75 $26,000,000

NOTE: In addition to the debt shown above the City has Lease-Purchase Agreements

as follows: $2,245,557 Utilities Building and $2,753,300 Municipal Parking

Garage.
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NOTICE AND BLANK PROPOSAL

$10,000,000

City

of

Fayetteville

North Carolina

Electric

Bonds

Series A

SEALED BIDS WILL BE RECEIVED UNTIL
11 O'CLOCK A. M., NORTH CAROLINA TIME

FEBRUARY 10,1976
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NOTICE OF SALE
$10,000,000

CITY OF FAYETTEVILLE, NORTH CAROLINA
ELECTRIC BONDS, SERIES A

Sealed bids will be received until 11 o'clock A. M., North Carolina
Time, February 10, 1976, by the undersigned at its office in the City of
Raleigh, North Carolina, such bids to be opened at said time and place on
said day, for the purchase of $10,000,000 Electric Bonds, Series A, of the
City of Fayetteville, North Carolina (first series of an authorized issue of
$18,000,000 Bonds), dated March 1, 1976 and maturing annually, March 1,
$500,000 1978 to 1991, inclusive, and $600,000 1992 to 1996, inclusive,
without option of prior payment.

Denomination $5,000; principal and semi-annual interest (March 1 and
September 1) payable in legal tender at First-Citizens Bank and Trust
Company, in the City of Raleigh, North Carolina, or, at the option of the
holder or registered owner, at Chemical Bank, in New York City; general obli-
gations; unlimited tax; coupon bonds registrable as to principal only; delivery
on or about March 1, 1976, at place of purchaser's choice. There will be no
auction.

Bidders are requested to name the interest rate or rates, in multiples of

1/4 or 1/10 of 1%, and each bidder must specify in his bid the amount and
the maturities of the bonds of each rate. The difference between the lowest
and highest rates named in the bid shall not exceed 2%. No bid may name
more than six interest rates, any of which may be repeated. All bonds ma-
turing on the same date must bear interest at the same rate. The interest pay-
able on any bond on any interest payment date shall be represented by a
single coupon and the interest rate on such bond shall be the same through-
out its life. The bonds will be awarded to the bidder offering to purchase the
bonds at the lowest interest cost to the City, such cost to be determined by
deducting the amount of any premium bid from the aggregate amount of
interest upon all of the bonds from their date until their respective maturities.
No bid for less than the face value of the bonds plus accrued interest will be
entertained.

Each bid must be submitted on a form to be furnished with additional
information by the undersigned, must be enclosed in a sealed envelope
marked "Bid for Bonds", and must be accompanied by an official bank
check, a cashier's check or a certified check upon an incorporated bank or
trust company for $200,000, payable unconditionally to the order of the
State Treasurer of North Carolina, on which no interest will be allowed.
Award or rejection of bids will be made on the date above stated for receipt
of.bids and the checks of unsuccessful bidders will be returned immediately.
The check of the successful bidder will be held uncashed as security for the
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performance of his bid, but in the event the successful bidder shall fail to
comply with the terms of his bid, the check may then be cashed and the pro-
ceeds thereof retained as and for full liquidated damages.

It is anticipated that CUSIP identification numbers will be printed on
the bonds, but neither the failure to print such numbers on any bond nor any
error with respect thereto shall constitute cause for a failure or refusal by the
purchasers thereof to accept delivery of or pay for the bonds in accordance
with the terms of their bid. All expenses in relation to the printing of CUSIP
numbers on said bonds and the CUSIP Service Bureau charge for the assign-
ment of said numbers shall be paid for by the City of Fayetteville.

The unqualified approving opinion of Brown, Wood, Ivey, Mitchell &
Petty, New York City, will be furnished without cost to the purchaser. There
will also be furnished the usual closing papers.

The right to reject all bids is reserved.

LOCAL GOVERNMENT COMMISSION
Raleigh, North Carolina

By: H. E. Boyles
Secretary of the Commission
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BID FOR BONDS

 , 1976

Local Government Commission
Albemarle Building, 325 N. Salisbury Street
Raleigh, North Carolina 27611

Sirs:

Subject to the provisions and in accordance with the terms of the annexed Notice
of Sale, which are hereby made a part of this bid, we make the following bid for the
$10,000,000 Electric Bonds, Series A, of the City of Fayetteville, North Carolina, des-
cribed in said Notice of Sale, this bid being for not less than all of said bonds:

For the $10,000,000 Electric Bonds, Series A, maturing and bearing interest as
follows:

Year of
Maturity

Principal Interest
Amount Rate

Year of
Maturity

Principal Interest
Amount Rate

1978 $500,000 1988 $500,000
1979 500,000 1989 500,000
1980 500,000 1990 500,000
1981 500,000 1991 500,000
1982 500,000 1992 600,000
1983 500,000 1993 600,000
1984 500,000 1994 600,000
1985 500,000 1995 600,000
1986 500,000 1996 600,000
1987 500,000

we will pay $10,000,000 plus a premium of ($ ).
We will also pay accrued interest from the date of the bonds to the date of de-

livery and will accept delivery of the bonds at 

  in  
in accordance with said Notice of Sale.

We enclose herewith a check for $200,000, as required by said Notice of Sale,
payable unconditionally to the order of the State Treasurer of North Carolina, which
check is to be returned to us if this bid is not accepted, but otherwise is to be applied in
accordance with said Notice of Sale.

The closing papers referred to in said Notice of Sale are to include a certificate,
dated as of the day of the delivery of the bonds, stating that there is no litigation
pending or, to the knowledge of the signers of such certificate, threatened affecting the
validity of the bonds.

(No addition or alteration, except as provided above, is to be made to this bid,
and it must not be detached from the annexed Notice of Sale. Bidder may for infor-
mation only and neither required nor to be construed as a part of the foregoing bid,
enter his calculation of net interest cost to be

 %.)
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FINANCIAL AND STATISTICAL DATA
IN CONNECTION WITH

and
PERTAINING TO

$10,000,000

City

of

Fayetteville

North Carolina

Electric

Bonds

Series A

for which
SEALED BIDS WILL BE RECEIVED

by the
LOCAL GOVERNMENT COMMISSION

AT ITS OFFICE
in

RALEIGH, NORTH CAROLINA
until

11 O'CLOCK A. M., NORTH CAROLINA TIME,
FEBRUARY 10, 1976
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CITY OF FAYETTEVILLE, NORTH CAROLINA
FINANCIAL STATEMENT

POPULATION — 1950 U. S. Census  
1960 U. S. Census
1970 U.S. Census
Estimated Present

OUTSTANDING DEBT:
At 6/30/1973 $12,540,000*
At 6/30/1974 11,583,000
At 6/30/1975 15,726,000*

34,715
  47,106
  53,510
  59,500

At 12/31/1975 —
Water Bonds $ 6,530,000
Sanitary Sewer Bonds 2,876,000
Electric Light & Power Bonds 2,815,000
Other Bonds 3,375,000

$15,596,000
*Bonds Issued:

1972-73 $2,500,000 Sanitary Sewer, 11.56 yrs. ay. mat., 4.6552% int. cost.
1974-75 $5,000,000 Water, 15.28 yrs. ay. mat., 6.1022% int. cost.

Note 1: Bond Anticipation Notes included in Outstanding Debt at 6/30/1973 $100,000.

Note 2: Outstanding Debt does not include $142,000 Parking Facility Revenue Bonds,
dated 6/1/1967 which are payable solely from net revenues of the facility.

TAXES:
Assessed Valuation —

Assessment Ratio*
1973-74
50%

1974-75
100%

1975-76
100%

Real Property $198,775,160 $419,428,765 $495,331,242
Personal Property 51,841,008 122,194,890 117,696,655
Public Service Companies+ 23,810,377 50,021,622 50,320,284

Total Assessed Val. $274,426,545 $591,645,277 $663,348,181

Rate per $100 1.21 .620 .630

Levy 3,337,325 3,707,448 4,179,093
Uncollected —

At 6/30/1974 159,139
At 6/30/1975 58,893 175,316
At 12/31/1975 49,071 112,944 1,078,196

Prior years as
of above dates $ 116,225 $ 80,039 $ 73,327

*Percentage of appraisal value as set by County officials for fiscal year 1973-74; for
fiscal years 1974-75 and 1975-76, Ratio has been established by Statute. Revaluation of
real property was made by County officials and became effective with the 1972 tax levy.

+Valuation of railroads, telephone companies and other utilities as determined by the
State Board of Assessment.

OVERLAPPING UNIT HAVING OUTSTANDING DEBT:
CUMBERLAND COUNTY — 1975-76 Assessed Valuation $1,694,903,100; Rate

$1.06 per $100; Outstanding Debt at 12/31/1975 $24,270,000; Population 1970 U. S.
Census 212,042; Bonds Authorized and Unissued — $9,900,000 ($3,500M Technical

Institute, $5,600M County Courthouse and $800M School). Offering of $9,900,000

bonds is scheduled for sale on 2/24/1976.
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BALANCE SHEET - GENERAL FUND

At At At
ASSETS 6/30/1973 6/30/1974 6/30/1975

Cash $ 3,748,724 $ 5,724,550 5 7,305,426
Receivables:

Taxes 199,028 242,239 282,169
Assessments 122,010 132,287 236,691
Other 24,607 20,657 88,338

Due from other funds 10,605 50,785 100,705
Inventories 18,700 19,654 34,205

$ 4,123,674 $ 6,190,172 $ 8,047,534

LIABILITIES AND FUND BALANCE

Accounts payable $ 254,066 $ 462,919 $ 859,140
Tax and deposit prepayments 3,700 3,700 10,218
Due to other funds 279,267 1,625,352 3,823,574
Reserves:

Receivables 345,574 394,756 607,198
Capital improvements 577,216 1,117,347 1,051,244
Inventories 18,700 19,654 34,205

1,478,523 3,623,728 6,385,579
Fund balance:

At beginning of year 319,994 2,645,151 2,566,444
Revenue over (under) expenditures 2,325,003 (76,184) (702,636)
(Increase) decrease in reserves 154 (2,523) (201,853)
At end of year 2,645,151 2,566,444 1,661,955

$ 4,123,674 $ 6,190,172 $ 8,047,534

OPERATIONS - GENERAL FUND

REVENUE 1972-73 1973-74 1974-75
Taxes - Ad Valorem $ 2,816,477 $ 2,840,946 $ 3,305,442
State of North Carolina:

Intangibles tax 104,264 123,600 107,308
Franchise tax 420,917 472,099 516,287
Beer and wine tax 137,090 147,306 165,825
Highway fund allocation 292,492 380,936 674,389

Local option sales tax 645,397 783,296 905,327
General revenue sharing 1,547,432 2,438,183 3,512,062
Licenses and permits 230,874 266,487 261,576
Court costs and fees 19,635 17,922 18,156
Assessments and interest 6,035 35,240 34,988
Recreation 96,687 37,434 32,131
Cemetery 15,214 25,446 20,027
Airport 223,436 251,404 308,578
Refunds 87,579 223,547 133,095
Sales and service 103,157 109,869 178,333
Interest on investments 88,212 327,669 479,977
Other 13,224 28,864 41,833

6,848,122 8,510,248 10,695,334
Contribution from other funds 1,116,165 1,118,020 1,592,658

Total revenue 7,964,287 9,628,268 12,287,992

EXPENDITURES

Administrative 139,515 1,308,826 1,986,952
Departmental:

Police 1,205,391 1,390,510 1,609,766
Fire 960,454 1,084,969 1,284,812
Street 269,849 322,305 401,833
Sanitation 871,525 837,236 973,131
Engineering 274,783 339,919 392,703
Finance 165,620 146,276 180,822
Building 49,366 62,989 84,038

Recreation 391,033 255,396 491,757
Cemetery 69,372 70,396 89,928
Airport 189,556 210,199 240,788
Other 74,813 237,057 87,031

4,661,277 6,266,078 7,823,561
Contribution to other funds 1,644,372 2,611,965
Capital outlay 978,007 1,794,002 2,555,102

Total expenditures 5,639,284 9,704,452 12,990,628
Revenue over (under) expenditures $ 2,325,003 $ (76,184  ) $ (702,636)
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BALANCE SHEET — UTILITIES FUND

At
6/30/1973

At
6/30/1974

At
6/30/1975

Current assets:

Cash $ 7,108,677 $ 1,733,865 $ 3,016,749

Receivable —
Customer accounts 665,748 716,863 1,526,980

Doubtful accounts (75,008)

Assessments 29,022 55,490 49,431

Other 103,559 142,650 121,744

Inventory 1,714,385 2,924,948 3,378,731

Due from other funds 914 1,230,365

Due from Cumberland County 433,000 185,186

Other 94,551 115,526

9,716,856 7,352,707 8,203,813

Fixed assets:

Utility systems 55,583,332 65,902,187 74,295,956

Accumulated depreciation (22,361,878) (24,634,074) (27,316,012)

33,221,454 41,268,113 46,979,944

$42,938,310 $48,620,820 $55,183,757

Current liabilities and reserves:
Payable -accounts $1,059,161 $1,237,858 $2,158,662

- contracts 263,155 85,775 32,874

Due to other funds 1,544 -

Customer deposits 703,946 750,691 928,616

Project deposits 1,683,545 2,155,557

Current maturities - bond principal 520,000 520,000 620,000

Reserves —
Receivables 798,329 1,348,002

Inventory 1,714,385 2,924,948

Other 1,963,008 115,526

8,705,529 6,984,344 5,895,709

Other liabilities:

Long-term maturities - bond
principal 7,685,000 7,165,000 11,545,000

Invested in fixed assets 25,016,454 33,583,113 34,814,944

32,701,454 40,748,113 46,359,944

Sub-total 41,406,983 47,732,457 52,255,653

Retained earnings:

At beginning of year 1,616,366 1,531,327 888,363

Net income (loss) 2,089,208 2,731,554 1,740,324

Depreciation 2,174,312 2,367,864

Capital outlay (3,495,330) (3,643,321)

(Increase) decrease - reserves (378,293) (1,605,529) 1,234,868

(Increase) decrease - other 45,064 26,468 (415,451)

Bond principal (520,000) (520,000) (520,000)

At end of year 1,531,327 888,363 2,928,104

$42,938,310 $48,620,820 $55,183,757
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OPERATIONS — UTILITIES FUND

Operating revenue:

1972-73 1973-74 1974-75

Electric $14,745,947 $15,669,159 $22,535,577
Water 1,715,057 1,946,475 1,669,753
Sewer 864,587 1,439,784 785,573
Other 198,868 133,910

17,325,591 19,254,286 25,124,813
Operating expense:

Administrative 655,853 764,884 838,561
Customer service 1,385,972 722,083 1,025,710
Electric 8,905,247 10,304,268 16,041,654
Water 554,341 544,925 627,020
Sewer 330,766 359,259 425,346

11,832,179 12,695,419 18,958,291
Operating income before depreciation 5,493,412 6,558,867 6,166,522
Depreciation 2,174,312 2,367,864 2,728,269
Operating income 3,319,100 4,191,003 3,438,253
Non-operating income:

Interest 219,153 159,547 165,787
Sales and service 176,775 219,768
Other 14,074

410,002 159,547 385,555
Sub-total 3,729,102 4,350,550 3,823,808

Non-operating expense:
Bond interest and fees 368,562 348,175 639,250
Contribution to General fund 1,271,332 1,118,020 1,270,550
Other 152,801 173,684

1,639,894 1,618,996 2,083,484
Net income (loss) $2,089,208 $2,731,554 $1,740,324
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BALANCE SHEET - DEBT SERVICE FUND

At At
ASSETS 6/30/1973 6/30/1974 .975

Cash $ 58,617 $ 87,538 $ 138,656
Receivables:

Taxes 25,202 33,125 32,125
Assessments 105,284 81,045 70,604

Due from other funds 2,040 2,040 2,040

$ 191,143 $ 203,748 $ 243,425

LIABILITIES AND FUND BALANCE

Due to other funds 8,264 $ 49,522 $ 99,185
Reserve for receivables 130,486 114,170 102,729

138,750 163,692 201,914
Fund balance:

At beginning of year 45,793 52,393 40,056
Revenue over (under) expenditures 6,600 (12,337) 1,455
At end of year 52,393 40,056 41,511

$ 191,143 $ 203,748 $ 243,425

OPERATIONS - DEBT SERVICE FUND

REVENUE 1972-73 1973-74 1974-75

Taxes - Ad Valorem $ 482,344 $ 500,417 $ 417,246
N. C. intangibles tax 19,418 21,983 19,384
Interest on investments 18,831 39,857 40,018
Assessments and interest 54,496 29,830 14,399
Contributions from other funds 888,562 868,175 1,159,250

Total revenue 1,463,651 1,460,262 1,650,297

EXPENDITURES

Bond principal 907,000 957,000 857,000
Interest and fees 550,051 515,599 791,842

Total expenditures 1,457,051 1,472,599 1,648,842
Revenue over (under) expenditures $ 6,600 $ (12,337) $ 1,455
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BONDS AUTHORIZED AND UNISSUED: $19,500,000 consisting of $1,500,000 Water
(balance of a $6,500,000 authorization) approved by the voters at an election on
4/6/1974 and $18,000,000 Electric ($10,000M now offered) approved by the voters at
an election on 12/16/1975. An offering date for the remaining authorization has not
been established at this time, but it is anticipated that the remaining $8,000,000 Electric
will be sold in approximately six months.

LEGAL OPINION: A certified copy of the approving legal opinion of Brown, Wood,
Ivey, Mitchell & Petty, New York City, to be issued on the date of delivery of the bonds
now offered, will be printed on the back of such bonds.

FAYETTEVILLE, County Seat of Cumberland County is located in the coastal plains
area of North Carolina - sixty miles south of the capital city of Raleigh. Fort Bragg and
Pope Air Force Base, one of the largest military complexes in the world, is. located
within five miles of outer city limits boundary line,west of the City. It is an old City,
rich in history, which since World War II has experienced phenomenal growth in popu-
lation, territory (presently 30 sq. miles) and commercial activity. Retail sales have grown
from 194,000,000 in 1963 to 610,400,000 in 1974 for a growth of 215%. This growth is
due to the City's location as a distribution center, its abundance of raw water, its ex-
ceptionally mild year-round climate, which makes it attractive to many army retirees and
to new industrial concerns. In recent years nine internationally known companies started
construction on new plants and these, with a number of smaller ones, which have located
here recently will furnish employment to 10,000 people. The City is favorably situated
with respect to transportation facilities. The Cape Fear River affords an eight foot year-
round channel to the Atlantic Ocean and is used considerably by barge traffic. Three
major north-south highways pass through the City and its 2,540 motel rooms make it a
mecca for tourists. Numerous truck and transfer warehouses and facilities are in and
around the City in addition to four railroads and a modern airport. On air, passengers
rose from 25,215 in 1963 to 150,808 in 1974. Off air, passengers rose from 27,381 to
154,918 over the same period. Although the City's downtown business area has slowed
in growth, several successful shopping centers have been developed, and more than off-
set this factor. Today, manufacturing - principally automobile tires, small tools, plastics
and textiles - is a major factor in the City's economy, but agriculture is still important.
Tobacco, soybeans, poultry, cattle and swine are major farm products. The City has
operated under the council-manager plan of government since 1949 and has never de-
faulted in the payment of any of its indebtedness.
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Notice and Blank Proposal

City of Charlotte, North Carolina

$8,465,000 Public Improvement Bonds

Series 1976

Sealed Bids Will Be Received Until 11 A.M., North Carolina Time,

March 30, 1976

69-141 0 - 76 -29
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NOTICE OF SALE
$8 ,465 ,000

CITY OF CHARLOTTE, NORTH CAROLINA
PUBLIC IMPROVEMENT BONDS, SERIES 1976

Sealed bids will be received until 11 o'clock A. M., North Carolina Time, March 30, 1976, by the undersigned at
its office in the City of Raleigh, North Carolina, such bids to be opened at said time and place on said day, for the pur-
chase of $8,465,000 Public Improvement Bonds, Series 1976, of the City of Charlotte, North Carolina, (representing a
consolidation of $3,125,000 Street Widening, Extension and Improvement Bonds, $2,500,000 Public Transportation
System Bonds, $1,500,000 Sidewalk Bonds, $730,000 Bridge Bonds and $610,000 Street Land Bonds), dated
April 1, 1976 and maturing annually, April 1, $365,000 1977, $350,000 1978, $300,000 1979 to 1990, inclusive,
$350,000 1991, $400,000 1992, $475,000 1993, $850,000 1994, $1,200,000 1995 and $875,000 1996, without
option of prior payment.

Denomination $5,000; principal and semi-annual interest (April 1 and October 1) payable in legal tender at North
Carolina National Bank, in the City of Charlotte, North Carolina, or, at the option of the holder or registered owner, at
Manufacturers Hanover Trust Company, in New York City; general obligations; unlimited tax; coupon bonds registrable
as to principal only; delivery on or about April 26, 1976, at place of purchaser's choice. There will be no auction.

Bidders are requested to name the interest rate or rates, in multiples of 1/4 or 1/10 of 1%, and each bidder must
specify in his bid the amount and the maturities of the bonds of each rate. The difference between the lowest and
highest rates named in the bid shall not exceed 2%. No bid may name more than six interest rates, any of which may be
repeated. All bonds maturing on the same date must bear interest at the same rate. The interest payable on any bond on
any interest payment date shall be represented by a single coupon and the interest rate on such bond shall be the same
throughout its life. The bonds will be awarded to the bidder offering to purchase the bonds at the lowest interest cost
to the City, such cost to be determined by deducting the amount of any premium bid from the aggregate amount of
interest upon all of the bonds from their date until their respective maturities. No bid for less than the face value of the
bonds plus accrued interest will be entertained.

Each bid must be submitted on a form to be furnished with additional information by the undersigned, must be
enclosed in a sealed envelope marked "Bid for Bonds", and must be accompanied by an official bank check, a cashier's
check or a certified check upon an incorporated bank or trust company for $169,300, payable unconditionally to the
order of the State Treasurer of North Carolina, on which no interest will be allowed. Award or rejection of bids will be
made on the date above stated for receipt of bids and the checks of unsuccessful bidders will be returned immediately.
The check of the successful bidder will be held uncashed as security for the performance of his bid, but in the event the
successful bidder shall fail to comply with the terms of his bid, the check may then be cashed and the proceeds thereof
retained as and for full liquidated damages.

It is anticipated that CUSIP identification numbers will be printed on the bonds, but neither the failure to print
such numbers on any bond nor any error with respect thereto shall constitute cause for a failure or refusal by the pur-
chasers thereof to accept delivery of or pay for the bonds in accordance with the terms of their bid. All expenses in re-
lation to the printing of CUM' numbers on said bonds and the CUSIP Service Bureau charge for the assignment of said
numbers shall be paid for by the City of Charlotte.

The unqualified approving opinion of Brown, Wood, Ivey, Mitchell & Petty, New York City, will be furnished
without cost to the purchaser. There will also be furnished the usual closing papers.

The right to reject all bids is reserved.

LOCAL GOVERNMENT COMMISSION
Raleigh, North Carolina

By: H. E. Boyles
Secretary of the Commission
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Official Statement of the

Local Government Commission of North Carolina

dated March 19, 1976

in relation to

City of Charlotte, North Carolina

$8,465,000 Public Improvement Bonds, Series 1976

Sale Date: March 30, 1976

This Official Statement will be used by the Commission only in connection
with its Public Invitation for Bids for the purchase of the Bonds.

Bids Received: 11 A.M., North Carolina Time, March 30, 1976 at the Office
of the Local Government Commission, Albemarle Building, 325 North

Salisbury Street, Raleigh, North Carolina 27611.
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CITY OF CHARLOTTE, NORTH CAROLINA

Council

John M. Belk  Mayor

James B. Whittington  Mayor Pro Tern

Betty Chain Pat Locke

Louis Davis Neil C. Williams

Harvey B. Gantt Joe D. Withrow

City Staff

David A. Burkhalter  City Manager

John B. Fennell  Director of Finance

Bryce A. Stuart  Director of Budget and Evaluation

Henry W. Underhill, Jr.  City Attorney

Bond Counsel

Brown, Wood, Ivey, Mitchell ar Petty

New York, New York
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Otvir of North Tan31tna
DEPARTMENT OF THE TREASURER

LOCAL GOVERNMENT COMMISSION

HARLAN H. BOYLES
Ikterotary

ALBEMARLE BUILDING • 325 NORTH SALISBURY STREET • RALEIGH, N. C. 27611 • AC 919, 829-9064

OFFICIAL STATEMENT

relating to

CITY OF CHARLOTTE, NORTH CAROLINA

$8,465,000 PUBLIC IMPROVEMENT BONDS, SERIES 1976

MARCH 19, 1976

INTRODUCTION

This Official Statement, including the cover page and the appendices, is intended to furnish infor-

mation in connection with the public invitation for bids for the purchase of $8,465,000 Public Improve-

ment Bonds, Series 1976 (herein called the "Bonds") of the City of Charlotte, North Carolina (herein

called the "City").

The information furnished herein includes a brief description of the City and its government,

revenue structure, budget, debt management, and economic conditions. The City has assisted the Local

Government Commission in gathering and assembling the information contained herein.

DESCRIPTION OF BONDS

The Bonds are dated April 1, 1976 and mature annually, April 1, $365,000 1977, $350,000 1978,

$300,000 1979 to 1990, inclusive, $350,000 1991, $400,000 1992, $475,000 1993, $850,000 1994, $1,200,000

1995, and $875,000 1996, without option of prior payment.

The Bonds are in the denomination of $5,000 each and are coupon bonds registrable as to principal

only. Interest on the Bonds is payable semi-annually on the 1st days of April and October of each year,
and both the principal of and the interest on the Bonds are payable in legal tender at North Carolina

National Bank, in the City of Charlotte, North Carolina, or, at the option of the holder or registered

owner, at Manufacturers Hanover Trust Company, in the Borough of Manhattan, City and State of

New York.

PURPOSE OF BONDS

The Bonds are being issued pursuant to the provisions of The Local Government Bond Act, as

amended, Article 7, as amended, of Chapter 159 of the General Statutes of North Carolina and ordi-

nances and orders duly adopted by the City Council of the City, each of which ordinances and orders

was approved by the vote of a majority of the qualified voters of the City who voted thereon at an elec-

tion or a referendum duly called and held. The proceeds of the Bonds will be used for the purpose of

providing funds, with any other available funds, for constructing a number of street, sidewalk and

bridge improvements, including the acquisition of land and rights-of-way therefor, and for purchasing
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the existing privately-owned bus system in the City, acquiring new equipment therefor and installing
certain improvements in connection therewith, including shelters for passengers. No notes have here-
tofore been issued in anticipation of the receipt of the proceeds of sale of the bonds.

SECURITY FOR BONDS

The Bonds are general obligations of the City, all the taxable real and tangible personal property
within which is subject to the levy of an ad valorem tax, without limitation of rate or amount, to pay
the Bonds and the interest thereon.

Under State law, an action of mandamus would lie against municipal officers to compel the levy
of taxes sufficient to make the required payments of principal of and interest on the Bonds.

THE NORTH CAROLINA LOCAL GOVERNMENT COMMISSION

The North Carolina Local Government Commission (herein called "The Commission"), a division
of the Department of State Treasurer, is a State agency which approves and supervises the issuance of
the bonded indebtedness of all local government units and assists these units in the area of fiscal man-
agement. The Commission is composed of nine members: the State Treasurer, the Secretary of State,
the State Auditor, the Secretary of Revenue, and five others by appointment (three by the Governor,
one by the Lieutenant Governor, and one by the Speaker of the House of Representatives). The State
Treasurer serves as Chairman and selects the Secretary of the Commission, who heads the administra-
tive staff serving the Commission.

The major function of the Commission is the approval, sale and delivery of all North Carolina
local government bonds and notes. A second key function is monitoring certain fiscal and accounting
standards prescribed by statute for the units. In addition, the local governments receive, upon re-
quest, on-site assistance from the Commission respecting exising financial and accounting systems as
well as aid in establishing new systems. Further, educational programs and materials are provided for
local officials concerning finance and cash management.

Before any unit can incur bonded indebtedness, the proposed bond issue must be approved by the
Commission. In determining whether to give such approval the Commission may consider, among
other things, the unit's debt management procedures and policies, its compliance with the Local Gov-
ernment Budget and Fiscal Control Act, and its ability to service the proposed debt. All general
obligation issues are sold on the basis of formal sealed bids submitted at the Commission's offices in
Raleigh and are subsequently delivered to the successful bidder by the Commission. The Commission
maintains records for all local units of all principal and interest payments coming due in the current
and future fiscal years and monitors the payment by the units of their debt service through a system of
monthly reports.

As a part of its role in assisting and monitoring the fiscal programs of local units, the Commission
attempts to ensure that the local units follow generally accepted accounting principles, systems, and
practices. The Commission's staff also counsels the units in treasury and cash management, budget
preparation, investment policies and procedures, and accounting machine acquisition. Educational
programs, in the form of seminars or classes, are also provided by the Commission in order to accom-
plish these tasks. The monitoring of the units' financial systems is accomplished through the examina-
tion and analysis of the annual audited financial statements and other required reports. Annual audited
financial statements are required by law for all local units. As of the date hereof, all audits are
performed by certified public accountants. The Commission must approve the audit contract, particu-
larly as it relates to the scope of the audit, before the audit may begin, and must also approve invoices
for the audit fee. Approval of final payment is not given until the audit report is rendered in accord-
ance with the requirements of the contract.

If a local unit of government defaults on a required payment of principal or interest, the Commis-
sion has the power to assist the defaulting unit to refinance or otherwise correct the cause of the default.
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THE CITY

General Description

The City is located in the Piedmont Crescent of the Carolinas, the nation's sixth largest urban region
according to an Appalachian Regional Commission study based on the 1970 Census, and is the largest
city in this region. It was incorporated in 1768, became the county seat of Mecklenburg County (herein
called the "County") in 1774, and has grown from an initial 360 acres to a present area covering ap-
proximately 105 square miles, including approximately 32.5 square miles annexed on January 25, 1974.
The present population of the County is estimated at approximately 394,000, of which the City ac-
counts for approximately 305,000, including approximately 45,000 acquired by such annexation.

The City is empowered by statute to levy an annual ad valorem property tax on the appraised
value of all taxable real and tangible personal property located therein. The tax rate may not exceed
$1.50 per $100 assessed valuation for operating purposes (unless the voters of the City shall approve a
higher rate), but is unlimited for debt service purposes; however, see "Debt Information—Legal Debt
Limit" herein respecting the amount of debt that the City can presently issue. The County is the only
other unit levying such taxes on property within the corporate limits of the City (see "Debt Informa-
tion—Direct and Overlapping Bonded Debt" herein).

The City is empowered by statute to extend its corporate limits by annexation, and is engaged in
an on-going review of areas for possible future annexation; however, no annexation proceedings are
pending as of the date of this Official Statement. The Charlotte-Mecklenburg Planning Commission
estimates that the aggregate assessed value of non-municipal properties which presently qualify under
the statute for annexation is approximately $350,000,000.

Economic Characteristics

The City is a center in the two Carolinas for trading and distribution. According to the 1975 Sur-
vey of Buying Power published by Sales Management Magazine, the metropolitan area (Charlotte-Gas-
tonia, Standard Metropolitan Statistical Area ("SMSA"), which includes Gaston, Mecklenburg, and
Union Counties) is ranked 20th among the nation's standard metropolitan statistical consolidated areas
for wholesale sales and 15th for such sales excluding merchant wholesalers, as compared to a
population ranking of 53rd. Diversified manufacturing (more than 690 various concerns) includes tex-
tiles, hosiery, food products, wearing apparel, printing, machinery, and industrial chemicals; the
Charlotte-Gastonia SMSA ranks 5th in the United States in wholesale sales of industrial chemicals.

Offices of five of the nation's 100 largest banks and a branch of the Federal Reserve Bank are lo-
cated in the City. Bank debits to demand deposit accounts in the Charlotte-Gastonia SMSA's banks
were approximately $55,330,989,000 on December 31, 1975, an increase over 1974 of approximately
8 percent, placing the Charlotte-Gastonia SMSA in 40th position among the nation's SMSA's. There are
presently 16 banks operating 130 branches in the City and County. They employ approximately 4,300
people with an estimated payroll of approximately $34,694,000.

According to the Charlotte Chamber of Commerce the Charlotte-Gastonia SMSA is ranked 6th in
retail sales per household and 9th in department store sales among the Southeastern SMSA's in the
nation as compared to a population ranking of 12th. The 1970 census showed the City ranking 9th in the
percent of households with two or more cars among cities having populations of 250,000 or more.

Government

The City is governed by a mayor and seven council members elected bi-annually. The mayor pre-
sides over all council meetings, but can only vote in case of a tie and lacks any type of veto power. The
Council enacts all general and technical ordinances, including budgetary appropriations and construc-
tion and zoning ordinances, approves all contracts in excess of $5,000, and originates general manage-
ment policies. The Council employs a City Manager who directs the daily operations of the City
through appointed department heads.
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Education

The City, and County have a consolidated public school system which is a part of the State public
school system. The fiscal 1976 budget for the City-County school system contemplates that current
operating expenses, including salaries of teachers, clerical workers and janitors, and the costs of trans-
portation, fuel, water, and lights, will be funded by the State, County, and Federal governments in per-
centages of approximately 52, 42, and 6 percent, respectively. The County is responsible for capital im-
provements, maintenance of plant, instructional supplies, and insurance; however, the State has funded
a substantial amount of capital improvements in the City-County system in recent years by allocating
proceeds of State bond sales to such system. The City has no direct financial responsibility for any part
of the school system.

Among the colleges in the Charlotte-Gastonia SMSA are six senior colleges and four junior colleges,
including the University of North Carolina at Charlotte, a member of the State consolidated system of
higher education. Nurses training programs are offered at three of the five hospitals located in the City.

Transportation

Major expansion, maintenance, and betterments of primary and secondary highways within the City
limits are primarily the responsibility of the State. The City is pri.narily responsible for acquisition of

right-of-way for such expansion or betterments, related sidewalk improvements, street lighting, and
traffic signals. At June 30, 1975 the number of miles of streets in the City maintained by the State was
approximately 190 linear miles.

Major expansion, maintenance, and betterments of the local street system is primarily the respon-
sibility of the City. Major expansions are funded principally by bond issues and current revenues.
Maintenance and betterments are funded principally from the City's proportionate share of the amount
produced by a one-cent State tax on each gallon of motor fuel. At June 30, 1975 the number of miles
of streets maintained by the City was approximately 984 linear miles.

On December 1, 1974, the City entered into a lease-purchase option to acquire the privately-

owned bus transit system and a management contract for its operation. $2,500,000 of the proceeds of the
Bonds will be applied to the acquisition and improvement of the system's capital facilities. In addition,
the City has applied for a capital assistance grant of approximately $6,100,000 from the Federal Urban
Mass Transit Administration ("UMTA") for such purposes. UMTA has allocated such sum to the City,
subject to compliance by the City with certain conditions. The City anticipates that it will be able to
comply with such conditions. The City is also receiving operating assistance from UMTA to assist in
the development of a public transit system that meets the community's needs for dependable and ef-
ficient transportation.

The City's Douglas Municipal Airport has developed into the major air carrier airport in the Caro-
linas. This is evidenced by a recent report issued by the Federal Aviation Agency which ranks the air-
port thirty-sixth nationally in air carrier movements during 1974. According to a report released by the
Airport Operator's Council International, the airport has advanced in ranking among the nation's
thirty-eight medium-hub airports for enplaned passengers from fifteenth in 1970 to tenth in 1974.
During the same period, this source reports that the airport, as compared to other medium-hub airports,
advanced in air cargo volume from ninth in 1970 to fourth in 1974. The airport has regularly-scheduled
flights by five airlines: Delta, Eastern, Piedmont, Southern, and United.

Federal grants-in-aid will finance 75% of the estimated $15.8 million cost, excluding land, for a new
parallel runway currently under construction. There is currently litigation pending which seeks to enjoin
the paving of such runway (see "Litigation" herein).

According to the Charlotte Chamber of Commerce, more than one-third of the nation's largest
trucking firms ranked by gross operating revenues operate terminals in the Charlotte-Gastonia SMSA.
Eight of the ten largest firms operate such terminals in such SMSA. The City is also served by Illinois
Central Gulf Railroad, Seaboard Coast Line—Louisville Sr Nashville Railroads, and Southern Railway
Company.
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Other

For additional statistical material concerning the City, see "Statistical Summary" herein.

REVENUE STRUCTURE

The following is a description of the City's revenue structure. See Appendix A for a detailed state-
ment of revenues for the three fiscal years ended June 30, 1975.

General and Special Revenue Funds

The City has three basic non-enterprise operating funds which have been consolidated for financial
and budgetary reporting purposes into the General and Special Revenue Funds: the General Fund,.
Powell Bill Fund, and Park and Recreation Commission General Fund. The General Fund is the prin-
cipal fund used to finance the City's non-enterprise operations. The Powell Bill Fund has been estab-
lished to account for receipts from the State of the City's share of gasoline tax dedicated for the pur-
pose of local street maintenance and betterments. The Park and Recreation Commission is a separate
legal entity comprised of a commission appointed by the City Council whose principal source of revenues
is City property taxes. A description of significant General and Special Revenue Funds' revenues fol-
lows below.

Ad Valorem Taxes — An annual ad valorem property tax is levied by the City on the appraised
value of all real and tangible personal property located therein as of the January 1 preceding the fiscal
year in which such tax is due. All counties and municipalities are on a July 1-June 30 fiscal year. Such
tax may be paid without penalty not later than December 31 of the year in which it is levied. The tax
rate may not exceed $1.50 per $100 assessed valuation for operating purposes (unless the voters shall
approve a higher rate), and is unlimited for debt service purposes. The County Tax Collector acts as
agent for the City in listing and collecting property taxes levied by the City. Such taxes represent
over one-half of total revenues in the General and Special Revenue Funds.

Sales Taxes—A one percent local sales tax levy is shared between the County and all incorporated
municipalities in the County, including the City, based on their respective property tax levies. This tax
was imposed under a 1967 State law applying only to the County. The County is also authorized to
levy, but does not presently levy, an additional one percent local sales tax under the 1971 Local Gov-
ernment Sales and Use Tax Act, the proceeds of which would be shared by the County and all incor-
porated municipalities in the County, including the City, based on their respective property tax levies.
As of the date of this Official Statement, 95 of the State's 100 counties are imposing the tax authorized
in 1971.

Intangible Personal Property Tax — Certain items of intangible personal property are classified
taxable by the State, in behalf of counties and municipalities. The base and rates are as follows: ac-
counts receivable less accounts payable, notes and bonds receivable less notes and bonds payable,
cash on hand, and shares of stock at market value on December 31 are all taxed at 250 per $100, and
bank deposits, average of quarter balances, are taxed at 100 per $100. The value of shares of stock rep-
resenting the portion of net income taxable in North Carolina is deductible from such stock. The net
revenue, after deduction of the cost of collection and administration, is distributed to counties and
municipalities. Intangible taxes received by the City are shared by the City's General Fund and Mu-
nicipal Debt Service Fund (hereinafter mentioned), and the Park and Recreation Commission Gen-
eral Fund based on the ratios of their respective tax levies.
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Intergovernmental — State-Shared Revenues — A tax of 6 percent is levied by the State on the

gross receipts of electric power and light, gas, telephone and telegraph utility companies, except that

gas companies pay 4 percent on the first $25,000 of receipts. The City receives from the State one-half

of the tax on gross receipts of such companies from sales inside the City.

A State tax at the rate of 90 per gallon is levied on gasoline and other motor fuels. An appropri-

ation of one cent per gallon is made and distributed to municipalities for local street maintenance

and betterments, and is allocated on the basis of local street mileage and population. Municipalities

also receive a refund of 80 per gallon utilized by them.

The State levies an excise tax on beer and wine sales. Beer is taxed at the rate of $15 per barrel.

Wine is taxed on a per gallon rate as follows: fortified wine — 700; unfortified wine — 600; and North

Carolina wine — 50. Counties and municipalities where beer and wine are sold share in the excise

taxes on beer and unfortified wine, based on population therein, as follows: twenty-three and three-

fourths percent on beer excise tax revenue and fifty percent on the excise tax on unfortified wine.

Excise taxes received by the City are shared in by the City's General Fund and Municipal Debt

Service Fund, and the Park and Recreation Commission General Fund based on their respective tax

levies.

Intergovernmental — State Grants — The City receives matching grants from the State Law En-

forcement Assistance Administration ("L.E.A.A.") which have been utilized principally for the acquisi-

tion of police equipment. The funding of such grants is 90 percent Federal, 5 percent State, and 5

percent City.

Intergovernmental — Federal Grants — The City received Federal categorical grants prior to and

during the three fiscal years ended June 30, 1975 for a municipal information systems project, which

terminated as of June 30, 1975, and during the three years ended June 30, 1975 for certain job training

and development and emergency employment programs, which were consolidated into the manpower

block grant program and were accounted for in a separate special revenue Manpower Fund for the

fiscal year ended June 30, 1975.

Intergovernmental — Alcoholic Beverage Control Board Revenues — Liquor may be sold only in

county or municipal Alcoholic Beverage Control ("ABC") stores. Profits from operation of the stores

are retained by the County or municipality. The City receives 47.5 percent of the distributed profits

from such operation within the County. Such profits are shared by the City's General Fund and Mu-

nicipal Debt Service Fund, and the Park and Recreation Commission General Fund based on their

respective property tax levies.

Intergovernmental — County Reimbursements — The City maintains and pays debt service costs

for a joint City-County law enforcement center. The City also funds the operating budget of the joint

City-County Planning Commission, the Community Relations Committee, and a purchasing operation.

The County reimburses the City for the County's share of the costs of the center, the Commission, the

Committee, and the purchasing operation, and such reimbursements are accounted for as revenues.

Licenses, Permits, and Fees — The City levies a license tax for business privilege licenses which

is collected by the County Tax Collector as agent for the City. License taxes vary according to the

type of business. Charges are also imposed for motor vehicle licenses, dog licenses, and other miscel-

laneous licenses.

Intragovernmental Services — Computer and garage services rendered and charged by certain

General Fund departments to other non-General Fund departments are reported as intragovernmental

revenues for financial reporting purposes.

Charges for Current Services — Building inspection fees and Park and Recreation Commission

facility fees for use of its Memorial Stadium, Park Center, and Revolution Golf Course are the prin-

cipal sources of charges for current services. Building inspection fees vary for different types of

building construction, electrical, or plumbing inspections. Such fees are deposited in the City's General

Fund. Park and Recreation Commission facility fees are deposited in the Park and Recreation Com-

mission General Fund.
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The following table shows the consolidated tax and non-tax revenues and transfers for the five

fiscal years ended June 30, 1975:

Fiscal
Year
Ended
June 30,

Tax
Revenues

Percentage
Increase

Over Previous
Year

Tax and
Non-Tax
Revenues

and Transfers

Percentage
Increase

Over Previous
Year

1971 $21,204,742 $29,674,612

1972 25,974,772 22.5% 35,680,413 20.2%

1973 27,909,623 7.4 40,987,289 14.9

1974 30,040,646 7.6 46,614,510 13.7

1975 36,397,660 21.2 53,170,222 14.1

Note: The increase in tax revenues for 1972 reflects increased assessed property values due to revalu-

ation. The increase in tax revenues for 1975 reflects the expansion of the property tax base by

annexation of approximately 32.5 square miles with a population of approximately 45,000 on Jan-

uary 25, 1974. Assessed property values for 1975 aggregated approximately $3.6 billion (assess-

ment ratio equaled 100 percent) as compared with $1.7 billion in 1974 (assessment ratio equaled

60 percent).

Municipal Debt Service Fund

The Municipal Debt Service Fund is established to provide and account for the payment of in-

terest on and principal of all general obligation debt, other than that issued for and serviced by

revenue producing governmental enterprises and that payable exclusively from special assessments. A

separate property tax levy is made for debt service purposes. All interest earned in the City's General

Fund and in all non-enterprise bond and capital projects funds, exclusive of interest earned in certain

federal categorical grant capital projects funds which is restricted for expenditure only in such funds,

is transferred to the Municipal Debt Service Fund. This fund also shares in profits from operation of

the ABC stores, intangible personal property tax, and beer and wine excise taxes based on the respective

tax levies for the City's General Fund and Municipal Debt Service Fund, and the Park and Recreation

Commission General Fund.

The following table shows the tax and non-tax revenues and transfers for the Municipal Debt

Service Fund for the five fiscal years ended June 30, 1975:

Fiscal
Year
Ended
June 30,

Tax
Revenues

Percentage
Increase

Over Previous
Year

Tax and
Non-Tax
Revenues

and Transfers

Percentage
Increase

Over Previous
Year

1971 $ 2,238,843 $ 4,231,507

1972 2,986,768 33.4% 4,504,225 6.4%

1973 4,129,045 38.2 5,062,789 12.4

1974 4,459,503 8.0 5,821,683 15.0

1975 5,482,127 22.9 8,188,589 40.7

Note: See note following the table under "General and Special Revenue Funds" herein for comments

respecting increases in tax revenues for 1972 and 1975. In 1973, the increase in tax revenues re-
flects an increase in the tax rate for debt service purposes from 190 to 25¢ (assessment ratio
equaled 60 percent), an increase of 31.6 percent. In addition, transfers from other funds of in-
terest earned were $2,268,813 for 1975 as compared to $956,143 for 1974.

In fiscal 1976, the tax rate for debt service purposes was reduced from 150 to 110, a decrease of

26.6 percent from the 1975 rate (assessment ratio equaled 100 percent).

Revenue Sharing Fund

The Revenue Sharing Fund is used to account for the City's Federal Revenue Sharing entitlements
and subsequent transfers of such entitlements to other funds, principally for expenditure on capital
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projects. The Fiscal Assistance to State and Local Government Act, approved by the 92nd Congress on
October 20, 1972, will terminate as of December 31, 1976 unless Congressional action is taken prior to
such date to extend such assistance.

Water and Sewer Funds

The Water and Sewer Funds account for water and sewer services supplied to customers under a
rate structure designed to produce revenues sufficient to provide for operating expenses, including
depreciation, and interest on water and sewer debt.

The 1974 annexation (see "The City — General Description") while enhancing property tax reve-
nues, caused an initial negative impact on utility revenues. Water and sewer rates were reduced by
one-half for approximately 6,500 accounts in the annexed area resulting in an annual loss of revenues
of approximately $750,000; however, the accompanying expansion of services initially generated ad-
ditional growth in related services, and should generate long-term growth in all services, resulting
in additional revenues.

Revenues were also negatively affected by a decline in average daily water usage of 1.2 million

gallons or 3.2 percent from 37.5 million gallons in 1974 to 36.3 million gallons in 1975 after a significant
increase in 1974. This decrease is attributed to the unusual 97.5 percent increase in rainfall between
May and September, 1975, normally the peak period for water and sewer billing, as compared with
the preceding year. Water usage during the first quarter of 1976 reflected a return to the long-term
upward trend as the daily average usage during the period was 39.9 million gallons.

The effect of annexation and the decrease in water consumption on revenues was offset by an in-
crease in sewer service fees attributable principally to additional revenues generated from privately

owned sewer systems acquired during 1975 as a result of annexation discussed above, and in increased
rates for water and sewer services averaging 17.7 percent, effective May 1, 1975. The rate increases are
estimated at current usage to generate additional revenues in 1976 of approximately $1.9 million and
were necessitated principally by the effect of inflationary pressures on operating expenses and rapid
capital facilities expansion.

The following table shows the consolidated operating and non-operating revenues of the Water and
Sewer Funds for the five fiscal years ended June 30, 1975:

Fiscal
Year
Ended
June 30,

Operating
Revenues

Percentage
Increase

Over Previous
Year

Operating and
Non-Operating

Revenues

Percentage
Increase

Over Previous
Year

1971 $ 7,705,949 $ 8,316,987

1972 7,981,157 3.6% 8,790,313 5.7%

1973 10,185,890 27.6 10,994,536 25.1

1974 10,866,432 6.7 12,591,738 15.3

1975 10,966,003 .9 12,953,806 2.9

Note: Water and sewer rate increases were placed in effect in June, 1972 which were designed to in-

crease operating revenues by 23.4 percent.

Airport Funds

The Airport Funds account for the operation of the City's Douglas Municipal Airport. Revenues,
principally charges for use of facilities, continue to be adequate to provide for operating expenses,
including depreciation, and interest on airport bonds.

During 1975, the effects of the national economic recession were also felt in the aviation indus-
try, as reflected by a slight decline in enplaned passengers from 1,170,022 for 1974 to 1,148,006 for
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1975, a reduction of 22,016. Gross landing weight, which is the basis for airline use charges, increased

during this period resulting in additional landing area revenues for 1975, as compared to 1974, of

$222,279, an increase of 47.2 percent. Eastern added new scheduled flights in the Spring of 1975 result-

ing in an additional 10,000 available passenger seats boarding from Charlotte.

The following table shows the consolidated operating and non-operating revenues of the Airport

Funds for the five fiscal years ended June 30, 1975:

Fiscal
Year
Ended
June 30,

Operating
Revenues

Percentage
Increase

Over Previous
Year

Operating and
Non-Operating

Revenues

Percentage
Increase

Over Previous
Year

1971 $ 1,469,835 $ 1,605,984

1972 1,590,289 8.2% 1,706,693 6.3%

1973 1,878,657 18.1 2,161,607 26.7

1974 1,903,885 1.3 2,386,644 12.3

1975 2,139,592 12.4 2,839,911 19.0

Other Funds—Federal and State Grants-in-Aid

At January 31, 1976 total unearned City grant authorizations amounted to approximately

$30,517,000 for the following programs:
Unearned

Grant Authorizations
Program January 31, 1976

Water & Sewer Facilities  $ 1,169,000

Manpower  3,619,000

Community Development  9,396,000

Urban Redevelopment  10,025,000

Model Cities  100,000

Airport Facilities  5,977,000

Open Space Facilities  37,000

Traffic Improvements  183,000

Park Development  11,000

Total  $30,517,000

Such authorizations will be earned as expenditures are made by the City for such programs.

These programs are principally for capital facilities, except for the manpower program and ap-

proximately 20 percent of the community development program. Objectives of the manpower pro-

gram include the provision of comprehensive manpower services to enable individuals to secure and

retain employment, public service employment, manpower training for unemployed and underem-

ployed persons, and part-time employment and on-the-job training for certain students from low income

families. Objectives of the community development program include the development of urban com-

munities to provide for improved housing and living environment, and the expansion of economic op-

portunities, principally for persons of low and moderate income. Although such objectives of the latter

program involve substantial capital expenditures for physical development, approximately 20 percent of

expenditures are for related social support programs for services to adults and families, children and

youth, and aging citizens.
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EXPENDITURES

Expenditures for the years ended June 30, 1975, 1974, and 1973 for the General and Special Reve-
nue Funds (see "Revenue Structure — General and Special Revenue Funds" herein), Municipal Debt
Service Fund, Revenue Sharing Fund, Water and Sewer Funds, and Airport Funds are presented in
Appendix A.

LOCAL GOVERNMENT BUDGET AND FISCAL CONTROL ACT

The Local Government Budget and Fiscal Control Act, as amended by the 1975 General Assembly
primarily to facilitate adherence by local governments to the accounting principles contained in the
American Institute of Certified Public Accountants' Industry Audit Guide, Audits of State and Local
Governmental Units, sets forth the procedure by which the City's budget is adopted and administered.
Such Act requires the adoption of a balanced budget, including all appropriations required for debt
service as estimated by the finance officer. Also required is the elimination of any deficit in a fund re-
sulting from adverse deviations in estimated and actual revenues. Any deficit is required to be elimi-
nated by the imposition of a property tax levy at rates which will produce the revenue necessary to bal-
ance appropriations and revenues. The annual budget must be adopted by the Council by July 1 of the
fiscal year to which it applies, except that a capital project budget which authorizes all appropriations
necessary for the completion of a capital project and which need not be readopted in any subsequent
fiscal year may be adopted in lieu of annual appropriations for such project.
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1976 BUDGETS

The following are the budgets for the City's General and Special Revenue Funds, Municipal Debt
Service Fund, Revenue Sharing Fund, Water and Sewer Operating and Debt Service Funds, and Air-
port Operating and Debt Service Funds for the fiscal year ending June 30, 1976:

GENERAL AND SPECIAL REVENUE FUNDS
CONSOLIDATED BUDGET FOR THE YEAR ENDING JUNE 30, 1976,

AS AMENDED AT DECEMBER 31, 1975

Revenues and Unencumbered Fund Balance—By Source
Revenues:

Local:
Taxes:
General property  $32,876,130
Sales  4,570,000
Intangible  751,000

Licenses, permits, fees  1,478,000
Interest on investments  235,000
Alcoholic beverage control  724,500
Charges for current services  773,400
Mecklenburg County:
Law Enforcement Center  377,757
Planning Commission  288,121
Other  187,239

Fines, forfeitures, penalties  185,550
Housing Authority  118,000
Other  184,000

Total local  42,748,697
State:

State-shared:
Gasoline tax  3,367,500
Utility franchise tax  3,290,000
Beer and wine  946,000
Sales tax refund  174,000

Total state-shared  7,777,500
State grant—
L. E. A. A  73,298

Total state  7,850,798
Federal grants  34,890

Total revenues  50,634,385
Unencumbered Fund Balance  4,062,061

Total  $54,696,446

Expenditures and Transfers—By Function

Expenditures:
Public safety  $19,539,244
Health and welfare  6,843,482
General government administration  5,884,340
Transportation  9,507,158
Cultural, recreation, and community relations  4,259,813
Service centers  992,157
Community planning and development  959,953
Social services  600,054
Non-departmental  4,986,492

Total expenditures  53,572,693

Transfers To Other Funds  1,123,753
Total  $54,696,446
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MUNICIPAL DEBT SERVICE FUND
BUDGET FOR THE YEAR ENDING JUNE 30, 1976,

AS AMENDED AT DECEMBER 31, 1975

Revenues and Unencumbered Fund Balance

Revenues:
Property taxes  $4,664,019
Interest on investments   1,300,000
Contribution from Alcoholic Beverage Control Board   225,625
Intangible personal property tax   137,000
Beer and wine licenses  16,100

Total revenues   6,342,744

Unencumbered Fund Balance  1,623,161

Total  $7,965,905

Expenditures

Retirement Of Bond Principal  $4,072,000

Interest On Bonds   3,635,605
Lease Purchase Agreements   250,300

Other  8,000

Total  $7,965,905

REVENUE SHARING FUND
BUDGET FOR THE YEAR ENDING JUNE 30, 1976,

AS AMENDED AT DECEMBER 31, 1975

Revenues—Federal Revenue Sharing Entitlements  $5,184,858

Transfers—Capital Improvements  $5,184,858

Note: Revenue sharing entitlements are appropriated for capital improvements,

and such entitlements are transferred to capital project funds for subse-

quent expenditure during the life of the projects.
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WATER AND SEWER OPERATING AND DEBT SERVICE FUNDS

CONSOLIDATED BUDGET FOR THE YEAR ENDING JUNE 30, 1976,

AS AMENDED AT DECEMBER 31, 1975

Revenues, Transfer, and Unencumbered Fund Balance

Revenues:

Operating:
Metered water sales  $ 7,196,000

Sewer service fees  6,121,344

Other  625,986

Total operating   13,943,330

Non-operating:
Interest on investments  750,000

Other  41,000

Total non-operating  791,000

Total revenues  14,734,330

Transfer From Revenue Sharing Fund  906,000

Unencumbered Fund Balance  1,686,659

Total   $17,326,989

Expenditures

Operating:
Water supply and treatment  $ 3,899,229

Sewer system and treatment  2,864,846

Employee benefits  722,693

Customer accounting and collection  738,879

Administrative and engineering  789,295

Refundable water and sewer construction deposits  356,000

Contingencies  30,000

Total operating  9,400,942

Non-operating:
Interest:

City bonds and other liabilities  2,368,672

County bonds  964,935

Redemption of bonds:
City  2,865,000

County  600,000

Lease purchase agreement payments  90,000

Purchase of private systems  1,037,440

Total non-operating  7,926,047

Total  $17,326,989

Note: See "Debt Information—Lease Purchase Agreements and Other Commit-

ments" respecting non-operating expenditures.
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AIRPORT OPERATING AND DEBT SERVICE FUNDS
CONSOLIDATED BUDGET FOR THE YEAR ENDING JUNE 30, 1976,

AS AMENDED AT DECEMBER 31, 1975

Revenues and Unencumbered Fund Balance

Revenues:
Operating:
Terminal building and area  $1,457,000
Landing area  620,000
Other  302,000

Total operating  2,379,000
Non-operating—Interest on investments  155,000

Total revenues  2,534,000
Unencumbered Fund Balance  5,641

Total  $2,539,641

Expenditures and Transfers

Expenditures:
Operating:
Terminal building and area  $ 700,451
Landing areas  413,381
Other  34,448

Total operating  1,148,280
Non-operating:

Interest on bonds  658,972
Redemption of bonds  445,000
Other  12,000

Total non-operating  1,115,972
Total expenditures  2,264,252

Transfers To Capital Projects Funds  275,389
Total  $2,539,641

Budgets for the Water and Sewer and Airport Capital Projects and Bond Funds have not been in-
cluded herein because such budgets are prepared on an aggregate project expenditure basis rather than
on a current fiscal year expenditure basis, and the expenditures and revenues therein, except interest
transferred to debt service funds, are capitalized for financial reporting purposes.
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1976 BUDGET OUTLOOK

General and Special Revenue Funds

Description

  Six Months Ended December 31,  
Percent
Increase

1975 1974 (Decrease)

Local:
Taxes:
General property  $15,340,479 $14,396,199 6.6 %

Sales  2,353,296 2,182,601 7.8

Intangible  1,169,727 1,129,268 3.6

Licenses, permits, fees  1,038,931 1,152,331 (CO)

Interest on investments  344,439 506,252 (32.0)

Alcoholic beverage control  181,094 362,188 (50.0)

Charges for current services  385,689 421,520 (8.5)

Mecklenburg County:
Law Enforcement Center  188,878 146,426 29.0

Planning Commission  149,829 116,781 28.3

Other  90,259 85,219 5.9

Fines, forfeitures, penalties  104,114 94,955 9.6

Other  180,798 243,459 (25.7)

Total local  21,527,533 20,837,199 3.3

State:
State-shared:

Gasoline tax  3,323,231 3,427,979 (3.1)

Utility franchise tax  1,724,224 1,435,358 20.1

Beer and wine  875,004 860,281 1.7

Sales tax refund  200,719 161,240 24.5

Total State-shared  6,123,178 5,884,858 4.0

State grant:
L. E. A. A.  49,684 310,324 (84.0)

Other  2,951 (100.0)

Total State  6,172,862 6,198,133 (.4)

Federal Grants  43,139 1,485,978 (97.1)

Total  $27,743,534 $28,521,310 (2.7)%

Note: On January 2, 1976, the City's General and Special Revenue Funds received an Alcoholi
c Bever-

age Control distribution of $181,094 for the quarter ended December 31, 1975. The distribution

for the quarter ended December 31, 1974 was received during such quarter.

Assessed values as of January 12, 1976 according to the County Tax Supervisor approximated

$4,436,500,000 as compared to values used for the fiscal year ending June 30, 1976 tax levy of 
approxi-

mately $4,410,500,000, or approximately $26,000,000 more than the estimated values used for 
the tax

levy. The Tax Supervisor has indicated that additional assessments will be made on real and 
personal

property for late listings and court settlements of protested 1975 appraised value revaluations 
between

January 13 and June 30, 1976.
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Property tax collections for the six months ended December 31, 1975 and the seven months end-
ed January 31, 1976 exceeded collections for the same periods in 1974 and 1975 by approximately 6.6
percent and 10.3 percent, respectively. A 95 percent collection rate was assumed for estimating prop-
erty tax revenues (collections) for the 1976 budget. The actual collection rate for the five years ended
June 30, 1975 is computed as follows:

Fiscal
Year

Tax
Levy

Current Year
Taxes Collected

Percentage of Levy
Collected During

Fiscal Year

1971 $20,070,625 $19,391,942 96.6%
1972 2,4,881,384 24,429,189 98.2
1973 27,511,998 26,894,732 97.8
1974 28,976,346 28,219,098 97.4
1975 37,069,282 35,574,206 96.0

As of January 31, 1976 only $1,592,400 remains to be collected from prior year levies which is 4.3%
of the 1975 fiscal year levy.

A decrease in Federal grants for the six-months ended December 31, 1975 and 1974 of approxi-
mately $1,442,839 or 97.1 percent is attributed principally to the termination as of June 30, 1975 of
a Federal categorical grant for a municipal information systems project, and the consolidation of Fed-
eral categorical grants for certain job training and development and emergency employment pro-
grams into the Manpower block grant program which was accounted for in a separate special revenue
Manpower Fund for the fiscal year ended June 30, 1975.

A decrease in interest revenues reflects the effect of a decline in the prime interest rate from a
high of 10.5 percent in December 1974 to 7.25 percent at December 31, 1975. Interest revenues for the
six months ended December 31, 1975 are approximately 40% of estimated interest for 1976 in the Powell
Bill Fund and Park and Recreation Commission General Fund. All General Fund interest will be trans-
ferred to the Municipal Debt Service Fund by June 30, 1976.

No shortages in total estimated revenues for 1976 are presently anticipated.

Unencumbered appropriations for the five fiscal years ended June 30, 1975 are shown below:

Unencumbered Appropriations
Fiscal
Year Expenditures,
Ended Encumbrances, Percent of
June 30, Appropriations and Transfers Amount Appropriations

1971 $27,646,251 $27,397,772 $ 248,479 .89%
1972 31,835,294 30,737,563 1,097,731 3.44
1973 38,384,621 36,259,941 2,124,680 5.53
1974 41,739,669 39,963,931 1,775,738 4.25
1975 47,679,480 46,954,010 725,470 1.52

Municipal Debt Service Fund

The following table shows the revenues of the Municipal Debt Service Fund for the six months
ended December 31, 1975 and 1974:

Description

 Six Months Ended December 31 
Percent
Increase

1975 1974 (Decrease)
Property taxes  $2,193,079 $2,468,284 (11.1)%
Intangible taxes  167,104 195,961 (14.7)
Alcoholic beverage control  56,406 112,812 (50.0)
Interest on investments  464,841 652,868 (28.8)
Beer and wine licenses  1,799 1,669 7.8

Total  $2,883,229 $3,431,594 (16.0)%

Note: On January 2, 1976 the City's Municipal Debt Service Fund received an Alcoholic Beverage Con-
trol Distribution of $56,406 for the quarter ended December 31, 1975. The distribution for the
quarter ended December 31, 1974 was received during such quarter.
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Property tax revenues for the seven months ended January 31, 1976 and 1975 were $2,328,730
 and

$2,453,104, respectively, a decrease of 5.1 percent.

The decline in property taxes and intangible taxes (see "Revenue Structure—Municipal
 Debt Serv-

ice Fund" for basis of allocation) reflects a reduction in the property tax rate for 1
976 to eleven cents

from fifteen cents for 1975 per $100 assessed value, a reduction of 26.6 percent. (See "G
eneral and Spe-

cial Revenue Funds" above for comments respecting interest declines.) No shortages i
n total estimated

revenues for 1976 are presently anticipated.

Revenue Sharing Fund

The following table shows the revenues of the Revenue Sharing Fund for the six mo
nths ended

December 31, 1975 and 1974:
Six Months Ended December 31 

Percent
Increase

Description 1975 1974 (Decrease)

Federal entitlements  $2,618,974 $2,799,898 (6.4)%

Interest on investments 291,764 297,766 (2.0)

Total  $2,910,738 $3,097,664 (6.0)%

Revenue sharing quarterly entitlements for the six months en
ded December 31, 1975 are holding

with budget projections. No shortages in budgeted revenues a
re presently anticipated.

Water and Sewer and Airport Consolidated Operating and De
bt Service Funds

The following tables show the consolidated revenues of the W
ater and Sewer and Airport Operat-

ing and Debt Service Funds for the six months ended Decem
ber 31, 1975 and 1974:

Water and Sewer

Description

six Months Ended December 31 
Percent
Increase

1975 1974 (Decrease)

Metered water sales  $3,442,450 $2,903,041 18.6%

Sewer service charges  3,153,563 2,529,253 24.7

Interest on investments  610,914 862,669 (29.2)

Other  402,586 256,265 57.1

Total  $7,609,513 $6,551,228 16.2%

Airport

Description

 Six Months Ended December 31 
Percent
Increase

1975 1974 (Decrease)

Terminal building and area  $ 761,023 $ 695,190 9.5%

Landing area  386,319 312,273 23.7

Interest on investments  290,753 196,843 47.7

Other  106,432 92,079 15.6

Total  $1,544,527 $1,296,385 19.1%

Based on actual collections to date it is estimated that budgeted 
revenues for the Water and

Sewer and Airport Consolidated Operating and Debt Service Funds wil
l be realized (See "Revenue

Structure" above for these Funds).

ACCOUNTING AND AUDITING

The Local Government Budget and Fiscal Control Act sets forth certain fisca
l control requirements

respecting principally the duties of the finance officer, the system of accoun
ting, budgetary accounting
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for appropriations, investment of idle funds, semi-annual reports of financial information to the Local
Government Commission, and an annual independent audit.

Such Act requires a municipality or county to use the modified accrual basis of accounting in re-
cording transactions; however, the Commission is empowered to prescribe regulations as to (1) features
of accounting systems, (2) "basis of accounting, including identifying in detail the characteristics of a
modified accrual basis, identifying what revenues are susceptible to accrual, and permitting or requiring
use of a basis other than modified accrual in a fund that does not account for the receipt of a tax", and
(3) definition of terms not clearly defined in the Act. See the notes to the financial statements included
in Appendix A for a summary of significant accounting policies including the basis of accounting util-
ized by the City to maintain its accounts.

The Act also requires each municipality or county to have its accounts audited annually by a cer-
tified public accountant or by an accountant certified by the Commission as qualified to audit local
government accounts. A written audit contract is required to be submitted to the Commission for its
approval as to form, terms, and conditions. The City's accounts have been audited by the firm of
Haskins & Sells, Certified Public Accountants, for the fiscal years ended June 30, 1975, 1974, and 1973.
Copies of the City's Annual Financial Report for these years containing the report of independent certi-
fied public accountants are available in the office of Mr. J. B. Fennell, Director of Finance, Cameron-
Brown Building, 301 South McDowell Street, Charlotte, North Carolina 28202 (Telephone AC 704-374-
3051). Certain financial statements of the City which are based on such Annual Financial Reports have
been prepared by the City and are attached as Appendix A to this Official Statement.
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DEBT INFORMATION
Legal Debt Limit

Article V, Sec. 4 of the State Constitution provides, among other things, that no unit of local gov-
ernment may contract debts (debt being defined by the Constitution as the borrowing of money) se-
cured by a pledge of its faith and credit in an amount exceeding two-thirds of the amount by which
the unit's outstanding indebtedness shall have been reduced during the preceding fiscal year unless
the debt is approved by a majority of the qualified voters of the unit who vote thereon at a referen-
dum. In addition, The Local Government Bond Act, as amended, provides that, subject to certain ex-
ceptions, no bond order may be adopted by the governing body of a unit of local government unless
it appears from the sworn statement of debt filed in connection therewith that the net debt of the unit
does not exceed 8% of the appraised value of property subject to taxation by the issuing unit before
the application of any assessment ratio. Said limitation does not apply to funding and refunding bonds,
bonds issued for water, gas or electric power purposes, or two or more of such purposes, certain sani-
tary sewer, sewage disposal or sewage purification plant bonds, bonds or notes issued for erosion con-
trol purposes, and bonds or notes issued for the purposes of erecting jetties or other protection works
to prevent encroachment by certain bodies of water. As of December 31, 1975, the City had the statu-
tory capacity to incur additional debt in an amount exceeding $270,000,000.

Tax Anticipation Notes

Units of local government are authorized by the Constitution and Article 9, as amended, of Chap-
ter 159 of the General Statutes of North Carolina to borrow money for the purpose of paying appro-
priations made for the current fiscal year in anticipation of the collection of taxes due and payable within
the current fiscal year to an amount not exceeding 50% of such taxes uncollected as of the date of the
proposed loan authorization. The City has not borrowed in anticipation of taxes since fiscal 1970.

-Revenue Anticipation Notes

Said Article 9, as amended, authorizes units of local government to borrow money for the pur-
pose of paying appropriations made for the current fiscal year in the amount of receipts of revenues,
other than taxes, estimated in its budget to be realized in cash during such fiscal year, and to issue
negotiable notes in evidence thereof. A revenue anticipation note may not mature later than 30 days
after the close of the fiscal year in which it is issued and may not be renewed beyond that time. No
revenue anticipation loan may be made if the amount thereof, together with the amount of all revenue
anticipation notes authorized or outstanding on the date the loan is authorized, would exceed 80% of
the revenues of the issuing unit, other than taxes, estimated in its budget to be realized in cash during
such fiscal year. The City has never issued such notes.

Grant Anticipation Notes

Said Article 9, as amended, authorizes units of local government to borrow money for the purpose
of paying appropriations made for a capital project in anticipation of the receipt of moneys from grant
commitments for such capital project from the State or the United States or any agencies of either,
and to issue its negotiable notes in evidence thereof. Such note may not mature later than 12 months
after the estimated completion date of such capital project and may be renewed from time to time,
but no renewal shall mature later than 12 months after such estimated completion date. No such
note may be issued if the amount thereof, together with the amount of all other notes authorized or
issued in anticipation of the same grant commitment, shall exceed 90% of the unpaid amount of said
grant commitment. The City has never issued such notes.
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Outstanding Bonded Debt

At June 30, 1973 $ 93,972,000 At December 31, 1975:
At June 30, 1974 110,685,000° Water Bonds $ 23,145.000
At June 30, 1975 130,698,000° Sanitary Sewer Bonds 31,250,000

Other Bonds 76,298,000

$130,693,000
°Bonds issued during the year ended June 30:

1974 $21,500,000 ($8 845,000 Street Bonds, Series A, $7.400,000 Sanitary Sewer Bonds, Series A,
$3,100,000 Public Improvement Bonds, and $2,155,000 Water Bonds, Series A) 13.88 years
average maturity, 4.9590% net interest cost.

1975 $26,000.000 ($9.535 000 Street Bonds, Series B, $6,250,000 Airport Bonds, $6,220,000 Sanitary
Sewer, Series B, $3,845,000 Water Bonds, Series B and $150,000 Sidewalk Bonds) 12.99
years average maturity, 5.7190% net interest cost.

Note: Outstanding Bonded Debt shown above does not include outstanding balance of $3,400,000 Air-
port Revenue Bonds, Series A, which are payable solely from net revenues of the Airport.

Lease Purchase Agreements and Other Commitments

The City is a party to the following lease purchase agreements:

Lease purchase agreement between the City and Queens Properties, Inc., a North Carolina cor-
poration, for the building utilized by the City-County Utility Department as office and administrative
quarters. The lease commenced on October 1, 1973 and ends on November 30, 1999 or such earlier
date as the City may have exercised its rights to prepay the purchase price in accordance with the
terms of the agreement. The rent for the facility is $89,822.30 payable annually. Such rent is payable
solely from revenues generated by the water and sewer system. The agreement was approved by the
Local Government Commission in accordance with and under the provisions of Article 8, Chapter 159,
of the General Statutes of North Carolina. If the City does not exercise its option to prepurchase the
facility, the title to the facilities will be vested in the City at the end of the lease period.

Lease purchase agreement between the City and McGuire Properties, Inc., a North Carolina cor-
poration, for the lease of a 51/2 story parking garage facility. The term of the lease is for an eleven
year period commencing on December 23, 1974, and ending on December 23, 1985. The annual rental
for the parking garage facility is $250,300 payable from the City's Municipal Debt Service Fund. This
agreement was approved by the Local Government Commission pursuant to and in accordance with
Article 8, Chapter 159, of the General Statutes of North Carolina.

An agreement between the City and the County dated January 17, 1972, consolidated and merged
the separate water and sewer utility operations of the two governments into a single department to
function on a countywide basis under the administrative direction of the City. As part of the agreement,
the County leased all real and personal property used and owned by the County for water and sewer
purposes to the City in consideration of the City's payment to the County of amounts on a semiannual
basis equal to the County's outstanding net debt service cost for water and sewer general obligation
bonds. The City's payment pursuant to such agreement for fiscal 1976 is $1,381,085 and, for fiscal years
1977 to 1997, inclusive, will average $1,373,175. Such amounts are payable from the revenues generated
by the water and sewer system. Upon the payment of the debt service, the County is obligated to con-
vey title to all real and personal property to the City.

The City has entered into an agreement for the use of certain computer equipment. This agree-
ment, which may be terminated by the City upon proper notice, requires payments of $272,000 for
fiscal 1976, $341,000 in fiscal 1977 to 1981, inclusive, and $171,000 in fiscal 1982. Payments for fiscal
1975 were approximately $90,000. Such payments have been made from the City's General Fund.

Certain developers have contracts with the City for construction of water and sewer lines. Under
terms of these contracts, the developers are required to deposit with the City an amount equal to the
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estimated cost of constructing the lines, which lines when completed and accepted, become the prop-
erty of the City. Refunds of deposits, which may be either wholly or partially refundable depending
upon terms of the contracts, are based upon revenues collected from the use of the lines, and are paid
principally over periods not exceeding fifteen years and twenty years for water and sewer lines, re-
spectively. Refundable water and sewer construction deposits totaled $6,474,316 at June 30, 1975.
Amounts to be refunded are not presently determinable as to the year of maturity.

The City has entered into installment purchase contracts principally for privately-owned sewer
systems acquired by annexation (see "The City—General Description") which totaled $3,132,269 at
June 30, 1975. Such amounts are payable annually over a four-year period including interest based
on semi-annual prime interest rates.
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Mecklenburg County Debt

Fiscal year ended June 30, 1976 Assessed Valuation $6,837,951,526 as of January 12, 1976; Rate
$.79 per $100; Outstanding Debt at December 31, 1975 $97,350,000; Population 1970 U. S. Census
354,656; Bonds Authorized and Unissued—None. On May 18, 1976, a referendum will be held in the
County on the questions of issuing $10,000,000 County Hospital Bonds and $400,000 Ambulance Fa-
cilities Station Bonds.

Direct and Overlapping Bonded Debt

Gross bonded debt (including $3,400,000

City of
Charlotte

Meddenburg
County

Total Direct
and Over-

lapping Debt

revenue bonds)  $134,093,000 $97,350,000 $231,443,000

Percent of gross bonded debt applicable to City
based on assessed valuations  100% 65%

City's share of gross bonded debt  $134,093,000 $63,277,500 $197,370,500

Deductions from gross:

Enterprise bonded debt directly supported
by operating revenues and bonded debt
supported by special assessments  67,283,000 12,733,000 80,016,000

Municipal Debt Service Fund Balance  2,661,807 2,661,807

Total deductions  69,944,807 12,733,000 82,677,807

City's share of net bonded debt supported by taxes  $ 64,148,193 $50,544,500 $114,692,693

Note: The assessed property valuation as of January 12, 1976 for the County totaled $6,837,951,526,

which includes the City's valuation of $4,436,863,417 resulting in a City/County ratio of ap-

proximately 65 percent.

City Bonds Authorized and Unissued

Purpose
Authorized

and Unissued
Bonds

Now Offered Balance

Water  $ 2,630,000( $ $2,630,000

Street Widening, Extension and Improvement  3,125,000° 3,125,000

Street Land  610,000° 610,000

Bridge  730,000° 730,000

Sidewalk  1,500,000** 1,500,000
Public Transportation System  2,500,000° ° 2,500,000

$11,095,000 $8,465,000 $2,630,000f

(Approved by the voters at an election on September 2, 1972.
°Approved by the voters at an election on April 10, 1973.

**Approved by the voters at a referendum on April 8, 1975.

(Offering of the remaining authorization has not been scheduled at this time.

Miscellaneous Debt Information

The City has not defaulted on the payment of any bonds or notes and has not issued any refunding

bonds.
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TAX INFORMATION

1974
Year Ended June 30, 

1975 1976

Assessed Valuation:

Assessment Ratio*  60% 100% 100%

Real Property  $1,085,865,305 $2,363,259,659 $3,065,588,187

Personal Property  484,325,751 1,005,116,671 1,072,828,591

Public Service Companies**  141.12/370 274,052,225 298,446,639

Total Assessed Valuation  $1,711,313,426 $3,642,428,555 $4,436,863,417

Rate per $100  1.69 1.02 .88

Levy  28,976,346 37,069,282 39,180,524

Uncollected:

At June 30, 1974  691,222

At June 30, 1975  327,447 1,303,269

At December 31, 1975  270,781 832,872 13,717,340f

Note: Uncollected taxes levied prior to the year ended June 30, 1974 were $823,765, $602,783, and

$543,635 at June 30, 1974 and 1975, and December 31, 1975, respectively.

°Percentage of appraisal value as set by County officials for the fiscal year June 30, 1974; for the fiscal

years ended June 30, 1975 and 1976, the ratio has been established by statute. Revaluation of real

property was made by County officials and became effective with the 1971 tax levy.

**Valuation of railroads, telephone companies and other utilities as determined by the State Board of

Assessment.

f $8,320,634 of such amount was collected in December, 1975, and has been paid to the City since

December 31, 1975.

Ten Largest Taxpayers For Fiscal Year Ending June 30, 1976

Name Amount Levied

1. Southern Bell Telephone and Telegraph Co. $1,267,249

2. Duke Power Company  640,937

3. International Business Machine Corp.  229,138

4. American Telephone and Telegraph Company  217,020

5. Independence Square Associates  195,727

6. Jefferson Pilot Broadcasting Company 189,277

7. Piedmont Natural Gas Company, Inc. 185,952

8. Belk Bros.  160,944

9. Knight Publishing Co.  159,717

10. Lance, Inc.  149,179
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PENSION PLANS

The City participates in three separate retirement systems or plans: (1) the majority of city em-
ployees are included in the City's participating membership in the North Carolina Local Governmental
Employees' Retirement System; (2) city firemen are covered by the Charlotte Firemen's Retirement
System; and (3) members of the police force belong to the Law Enforcement Officers' Benefit and Re-
tirement Fund.

The Park and Recreation Commission has a separate contributory pension plan. The City is not
legally required to fund this plan.

The North Carolina Local Governmental Employees' Retirement System

The North Carolina Local Governmental Employees' Retirement System began operation on
July 1, 1945 as a service agency for public employees of counties, cities, towns, boards, commissions
and other similar political entities. The State Treasurer is custodian of the system funds. The system
is supported by the joint contributions of members and participating employers. The rates of contri-
bution by the participating employers are set on the basis of actuarial valuations made for each partici-
pating employer as soon as practicable after one year of participation.

The act establishing this system, Chapter 128, Article 3 of the North Carolina General Statutes, pro-
vides that the contributions of the participating employers shall consist of a normal contribution to cover
the liability on account of service currently rendered and an accrued liability contribution on account
of the liability assumed by each such employer for benefits based on service rendered prior to the date
of participation.

The normal contribution rate is to be determined as the uniform percentage of the earnable com-
pensation of the average new entrant throughout his entire period of active service which would be
sufficient to provide for the payment of any pension payable on his account and for the pro rata share
of the cost of administration of the system. The current normal contribution rate for all employers,
including the City, is 3.24 percent of payroll. The accrued liability contribution rate is set for each
employer on the basis of prior service credits allowable to the employees thereof determined on the
basis of separate initial valuations for each employer.

The system is administered through a Board of Trustees by the State of North Carolina. The
administrative costs are borne by participating employers. The State of North Carolina makes no
contributions to the system.

The number of governmental units participating in the system on December 31, 1974 was 471,
and the number of members, including those retired, on that date was 47,342. The numbers of persons
receiving retirement allowances, refunds, and death benefits during 1974 were, respectively, 3,698, 5,435
and 71. The death benefit, effective July 1, 1969, is optional with each unit.

The system provides both retirement and death benefits on an employee and employer contribu-
tion basis. Members contribute 5 percent of their individual compensation not in excess of $5,600 and 6
percent of the excess over $5,600. The benefits of the pension system are available to the members at
various times throughout their creditable service. An individual is qualified for a vested deferred
benefit, when age 60 is reached, after five years of creditable service to the local government. Un-
reduced benefits are available upon 30 years of creditable service or at age 65. Benefit payments are
computed based upon the average annual compensation in the five consecutive years of membership
service that produces the highest average. This average final compensation computation is then adjusted
by a percentage formula, total years of service factor, and by an age service factor if the individual is
not eligible for unreduced benefits.
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Following is a cash flow analysis of the system for the three fiscal years of the s
ystem ended

December 31:

Income

1972 1973 1974*

Employee Contributions  $ 9,922,204 $11,642,545 $13,957,753

Employer Contributions  12,229,766 13,515,893 13,241,526

Interest on Investments  10,458,774 12,031,177 13,763,734

Other Income  117,841 554,259 717,426

$32,728,585 $37,743,874 $41,680,439

Disbursements

Payments to Retired  $ 3,715,238 $ 4,676,114 $ 5,825,730

Death Benefits  473,617 475,309 535,833

Refunds  2,359,162 3,111,597 5,440,923

Interest Credited to Members  1,607,280 1,889,150 2,183,699

Administrative Expense  182,278 173,650 210,173

$ 8,337,575 $10,325,820 $14,196,358

Excess of Income over
Disbursements  $24,391,010 $27,418,054 $27,484,081

'Unaudited

Sources: Books of Accounts as of December 31, 1974; Reports on Audit f
or all prior years.

Contributions to the system are determined on an actuarial basis by th
e firm of George B. Buck

Consulting Actuaries, Inc. The latest actuarial study was for the period e
nded December 31, 1974, and

included a 41/2 percent investment return assumption. As a matter of 
administrative policy, the

unfunded accrued liability of each unit will be funded over a period of 
24 years, by an actuarial

rate, calculated as of the date the unit joins the system. This rate is to b
e adjusted annually, if

necessary, in accordance with current actuarial determinations.

Summarized below is financial information concerning the system for the t
hree fiscal years of the

system ended December 31:

1972 1973 1974

Total Present Assets  $191,911,722 $220,954,382 $247,705,573

Employee Contributions  9,922,204 11,642,545 13,957,753

Employer Contributions  12,229,766 13,515,893 13,241,526

Unfunded Accrued Liability*  34,857,118 40,453,343 50,206,161

°These figures reflect only the aggregate amount of unfunded accrued 
liability of all units as of De-

cember 31 of the year indicated. This total liability is not shared a
mong the units and therefore in

no way represents the unfunded accrued liability of a particular m
ember unit.

Sources: Books of Accounts as of December 31, 1974; Reports on Aud
it for all prior years; and Annual

Reports of the Independent Actuary, 1972-1974.

The City joined the system February 1, 1946 and since February 1,
 1970 has had no unfunded

accrued liability. The actuarially determined contribution rate applic
able to the eligible payroll of the

City for the 1976 fiscal year is 3.41 percent, which is the sum of the 3.2
4 percent normal contribution

rate and .17 percent optional benefit rate.
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Following are the amounts contributed to the system by the City and its participating employees
for the three fiscal years of the system ended December 31:

1972 1973 1974
Employee Contributions  $740,462 $828,828 $946,616
Employer Contributions°  $626,365 $671,506 $578,391
°City contributions for the three fiscal years ended June 30, 1973, 1974 and 1975 were $573,682,
$687,734 and $622,553, respectively.

Charlotte Firemen's Retirement System

The Charlotte Firemen's Retirement System, established pursuant to Chapter 926 of the Session
Laws of the General Assembly of North Carolina of 1975 and administered solely by the City, pro-
vides retirement benefits for uniformed members of the Charlotte Fire Department. As of January 1,
1975 the Firemen's system had a membership of 557 active and 78 retired members.

The retirement benefits are available to the members at various times throughout their creditable
service beginning at age 50 and 25 years of creditable service, but not later than age 65 or 30 years of
creditable service. Benefit amounts are based on years of service and salary during last five years of
service. Benefits equal to total contributions paid into the system less any retirement benefits actually
received are paid to his beneficiary upon the death of a member.

Following is a cash flow analysis of the system for the three years ended December 31, 1975:

Income
1973 1974 1975

Employee Contributions  $ 481,241 $ 565,394 $ 663,798
Employer Contributions  646,799 609,894 708,293
Investment Income  261,482 271,625 339,064
Other Income  5,586 21,509

$ 1,395,108 $ 1,468,422 $ 1,711,155

Disbursements
Payments to Retired  $ 301,731 $ 335,353 $ 383,085
Refunds  34,260 46,132 12,287
Operating Expenses  3,854 4,899 5,791

$ 339,845 $ 386,384 $ 401,163

Excess of Income over
Disbursements  $ 1,055,263 $ 1,082,038 $ 1,309,992

Sources: Annual Audits of the Charlotte Firemen's Retirement System for the fiscal years 1973-1975.

Contributions to the system, which are determined on an actuarial basis by the firm of Tillinghast
& Company, Inc., consulting actuaries, include rates that provide for both normal and accrued liability
funding. The latest actuarial valuation by independent actuary, based on data as of June 30, 1974,
included a 41/2 percent annual investment yield assumption. The system is being supported by a
matching contribution rate of 10.1 percent that will provide for the annual normal cost, interest on
the unfunded accrued liability, and amortization of the principal amount of the unfunded accrued
liability over 61 years. In addition, the City is annually contributing for a five-year period $44,500 to
the system to fund a special 2 percent benefit adjustment for members retired prior to January 1,
1972.
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Summarized below is financial information concerning the system for the three fiscal years ended
June 30, 1975:

1973 1974 1975 

Total Present Assets°  $ 6,581,964 $ 7,283,120 $ 7,881,459
Employee Contributions (June 30)   481,241 565,394 663,798
Employer Contributions (June 30)   646,799 609,894 708,293
Unfunded Accrued Liability°     9,038,374 9,624,201 11,431,674

°As of January 1 of the year indicated.

Sources: Annual Audits of the Charlotte Firemen's Retirement System for the years 1973-1975; and
annual actuarial studies of the system for the years 1973-1975.

Law Enforcement Officers' Benefit and Retirement Fund

The Law Enforcement Officers' Benefit and Retirement Fund is administered by the State of North
Carolina pursuant to G.S. 143-166. It had a membership of 7,250 at June 30, 1974 composed primarily
of local government law enforcement officers. The system is funded by certain fees collected through
the General Court of Justice and by contributions from members and f:'.eir employers. The City has no
liability for any contributions except those paid on behalf of members during each fiscal year. The
payments made by the City to the Law Enforcement Officers' Benefit and Retirement Fund during the
last three fiscal years ended June 30 were:

1973 1974 1975

City of Charlotte contributions  $238,888 $268,664 $334,280

Charlotte Park and Recreation Commission Pension Plan

The City's contribution to the Park and Recreation Commission Pension Plan is based on actuarial
determinations which provide for (1) normal costs; (2) interest on unfunded accrued liability; and (3)
amortizations of the principal amount of the unfunded accrued liability of approximately $210,000 over
an eighteen year period based on an actuarial determination as of November 1, 1975 by The Bankers
Life Company. Park and Recreation Commission General Fund contributions to such plan for the years
ended June 30, 1975, 1974, and 1973 were $43,203, $36,104, and $32,662, respectively.

CONTINGENT LIABILITIES

On February 19, 1975, United States Department of Labor ("DOL") auditors met with certain City

and Charlotte-Mecklenburg School Board administrative officials for a preliminary audit conference re-

specting principally audit findings on grants awarded to the City totaling $1,845,941 as prime sponsor

and subcontracted to the School Board for operation of a 1975 summer and regular school program

and 1974 summer program for employment of economically disadvantaged youth under Titles I and III

of the Comprehensive Employment and Training Act of 1973. The auditors indicated their examination

disclosed that a substantial number of participants in the programs appeared to be ineligible for em-

ployment due to insufficient information in the participants' employment files or because DOL income

standards were exceeded. The School Board officials have offered explanations of mitigating circum-

stances to the auditors; however, the effect of such explanations on the auditor's final findings cannot

be determined until a final audit report is prepared, which will be approximately 90 to 120 days. If par-

ticipants' files can be adequately documented by School Board officials, and if such documentation re-

veals that such participants were ineligible, and should other audit findings be correct, then DOL

could recover such ineligible costs. In such event, it is the opinion of the City Attorney that the School

Board would be obligated to reimburse the City for such costs.

LITIGATION

The City is a party defendant in a suit pending in the General Court of Justice, Superior Court Di-

vision, Mecklenburg County, North Carolina, which involves a claim by Southern Bell Telephone and

Telegraph Company to obtain compensation for adjusting its facilities to accommodate construction of

the Charlotte expressway system. The plaintiff has alleged that it has incurred costs approximating
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$483,000 in relocating its cable facilities for expressway construction. In 1974, plaintiff requested that
this lawsuit be placed in the inactive file primarily because of the lack of construction activity with
respect to the expressway system. It is the opinion of the City Attorney that the issue involved in this
litigation will be resolved in favor of the defendants as a matter of law and that no monetary damages
will occur.

A suit is pending in the U. S. District Court, Western District of North Carolina, which seeks to en-
join the construction of a new 10,000 foot runway at Douglas Municipal Airport on the grounds that
the runway project had previously been inadequately assessed as to its environmental impact on the
surrounding area. At the conclusion of a hearing held in August 1975, the Court ordered that paving
and lighting of the new runway not be commenced until a supplementary environmental impact state-
ment has been prepared and submitted to the appropriate Federal agencies. A consultant has been
retained by the City and the Federal defendant and work is substantially completed on the preparation
of the supplementary environmental impact statement. It is anticipated that the completed statement
will be presented to the appropriate Federal agencies on April 1, 1976. A contract for paving the new
runway was awarded by the City in June 1975 in the amount of $7,020,014. The paving contractor
has given notice that it intends to assert a claim for damages of approximately $1,000,000 for additional
costs and losses incurred as a result of the delay in proceeding with construction under the contract.
Alleged damages will continue to accrue if further delay is experienced beyond July 1976. A lighting
contract for the installation of a lighting system for the new runway was awarded by the City in June
1975 in the amount of $784,498. At present no claim for damages has been made by the lighting con-
tractor. Because of the Court's order, no work is proceeding under either contract at this time. It is the
opinion of the City Attorney that, assuming favorable Federal review, work can commence on both
contracts by July 1976.

The City is a party defendant in numerous other proceedings where (i) an adverse adjudication
will not have a material adverse effect on the City's financial condition or (ii) the City's liability, if deter-
mined to exist, will be covered by adequate insurance.

APPROVAL OF LEGAL PROCEEDINGS
Certain legal matters incident to the authorization and issuance of the Bonds are subject to the

approval of Brown, Wood, Ivey, Mitchell & Petty, New York, New York, Bond Counsel, whose approv-
ing legal opinion will be available at the time of the delivery of the Bonds and will be printed on the
Bonds. The proposed form of such opinion is attached hereto as Appendix B.

TAX EXEMPTION
In the opinion of Bond Counsel, interest on the Bonds is exempt from all present Federal income

taxes.

CERTIFICATES CONCERNING OFFICIAL STATEMENT
Concurrently with the delivery of the Bonds, the Mayor, the City Manager, and the Director of

Finance of the City will certify that, to the best of their knowledge, the Official Statement did not as
of its date, and does not as of the date of delivery of the Bonds, contain an untrue statement of a mate-
rial fact or omit to state a material fact which should be included therein for the purpose for which
the Official Statement is to be used, or which is necessary in order to make the statements contained
therein, in the light of the circumstances in which they were made, not misleading.

In addition, concurrently with the delivery of the Bonds, the Secretary of the Local Government
Commission will furnish his certificate to the effect that nothing has come to his attention which would
lead him to believe that the Official Statement, as of its date and as of the date of delivery of the Bonds,
contains an untrue statement of a material fact or omits to state a material fact which should be in-
cluded therein for the purpose for which the Official Statement is to be used, or which is necessary to
make the statements contained therein, in the light of the circumstances in which they were made, not
misleading.
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MISCELLANEOUS

Any statements in this Official Statement involving matters of opinion or estimates, whether or not
expressly so stated, are intended as such and not as representations of fact. No representation is made
that any of the statements will be realized.

Reference herein to the State Constitution, the acts authorizing the Bonds and all other acts re-
ferred to herein are only brief outlines of certain provisions thereof and do not purport to summarize
or describe all provisions thereof.

The execution of this Official Statement has been duly authorized by the Local Government Com-
mission of North Carolina and the City Council of the City.

LOCAL GOVERNMENT COMMISSION
OF NORTH CAROLINA

By H. E. BOYLES

CITY OF CHARLOTTE, NORTH CAROLINA

By JOHN M. BELK
Mayor

By DAVID A. BURICHALTER
City Manager

By JOHN B. FENNELL
Director of Finance
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APPENDIX A

The following financial statements, including the notes thereto, have been prepared by the City and

are based on certain audited financial statements included in the City's Annual Financial Reports for

the fiscal years ended June 30, 1975, 1974, and 1973. (See "Accounting and Auditing" in the Official

Statement.)

GENERAL AND SPECIAL REVENUE FUNDS

CONSOLIDATED BALANCE SHEET

JUNE 30, 1975, 1974, AND 1973

1975 1974 1973

ASSETS

Cash  $ 288,809 $ 333,118 $ 883,807

Short-Term Investments, At Cost Which Approximates Market 13,525,000 11,269,828 10,905,000

Receivables:
Property tax  1,651,102 1,175,530 1,150,658

Sales tax  212,875 161,423 156,692

Other  341,435 96,186 100,121

Total receivables  2,205,412 1,433,139 1,407,471

Due From Other Governmental Agencies  129,738 600,874 418,936

Due From Other Funds  1,120,931 600,530 151,914

Materials and Supplies, At Cost  206,346 180,253 156,880

Other  8,370 119,935 6,460

Total  $17,484,606 $14,537,677 $13,930,468

LIABILITIES, ENCUMBRANCES OUTSTANDING,
RESERVES, AND FUND BALANCES

Liabilities:
Accounts payable • $ 1,981,877 $ 1,724,783 $ 873,022

Contracts payable  497,737 284,254 24,978

Employee withholdings, etc.  1,408,398 1,221,094 1,130,737

Due to other funds  1,225,963 1,360,839 4,044,665

Other  137,549 113,664 73,920

Total liabilities  5,251,524 4,704,634 6,147,322

Encumbrances Outstanding  1,646,371 1,850,422 1,301,740

Reserves:
For uncollected receivables  2,002,198 1,433,139 1,407,471

Other  69,770

Total reserves  2,002,198 1,433,139 1,477,241

Fund Balances:
Appropriated  4,050,881 2,385,201 1,543,500

Unappropriated  4,533,632 4,164,281 3,460,665

Total fund balances  8,584,513 6,549,482 5,004,165

Total  $17,484,606 $14,537,677 $13,930,468

See accompanying notes to financial statements.
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GENERAL AND SPECIAL REVENUE FUNDS
CONSOLIDATED STATEMENT OF REVENUES, EXPENDITURES,

ENCUMBRANCES, AND TRANSFERS
FOR THE THREE YEARS ENDED JUNE 30, 1975, 1974, AND 1973

1975 1974 1973

Revenues:
Taxes  $36,397,660 $30,040,646 $27,909,623
Intergovernmental agencies  11,241,981 10,547,937 8,966,528
Licenses, permits, and fees  1,500,365 1,098,173 1,036,979
Interest on investments  1,256,444 1,234,872 608,840
Charges for current services  718,063 780,590 830,942
Intragovernmental services  620,612 431,516 354,070
Fines, forfeitures, and penalties  190,490 177,444 194,700
Other  744,000 611,944 287,318

Total revenues  52,669,615 44,923,122 40,189,000
Transfers From Other Funds  500,607 1,691,388 798,289

Total revenues and transfers  53,170,222 46,614,510 40,987,289

Expenditures and Encumbrances:
Public safety  19,575,521 16,828,846 14,673,528
Health and welfare  6,798,020 5,803,574 5,539,978
General government and administration  5,401,354 4,690,269 4,000,756
Transportation  7,640,554 6,089,504 5,375,632
Cultural, recreation, and community relations  3,751,160 3,073,208 2,314,075
Service centers  1,017,063 926,206 686,440

Job training and development, and emergency
employment  854,383 1,132,624 90,805

Community planning and development  775,608 768,079 470,287
Social services  453,204 39,540 33,204
Non-departmental  3,875,736 3,336,502 2,788,490

Total expenditures and encumbrances  50,142,603 42,688,352 35,973,195

Transfers To Other Funds  1,914,088 2,380,841 3,996,215

Total expenditures, encumbrances and transfers 52,056,691 45,069,193 39,969,410

Excess of Revenues and Transfers Over Expenditures,
Encumbrances, and Transfers  $ 1,113,531 $ 1,545,317 $ 1,017,879

See accompanying notes to financial statements.
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GENERAL AND SPECIAL REVENUE FUNDS

CONSOLIDATED STATEMENT OF CHANGES IN FUND BALANCES

FOR THE THREE YEARS ENDED JUNE 30, 1975, 1974, AND 1973

1975 1974 1973

Fund Balances, Beginning Of Year  $ 6,549,482 $ 5,004,165 $ 2,021,424

Restatements:
To reflect return of prior years advances by the

General Fund to the General Capital Projects Fund
for project costs covered by a State grant received
in 1974  921,500

To reflect certain reserves as fund balance  1,964,862

Fund Balance, Beginning Of Year, As Restated  7,470,982 5,004,165 3,986,286

Excess Of Revenues and Transfers Over Expenditures,
Encumbrances, and Transfers  1,113,531 1,545,317 1,017,879

Fund Balances, End Of Year  $ 8,584,513 $ 6,549,482 $ 5,004,165

MUNICIPAL DEBT 'SERVICE FUND
BALANCE SHEET

JUNE 30, 1975, 1974, AND 1973

1975 1974 1973

ASSETS

Cash  • $ 348 $ 631 $ 518

Short-Term Investments,
At Cost Which Approximates Market  3,150,000 2,269,000 1,513,000

Property Tax Receivable  282,658 185,345 164,652

Due From Other Funds  1,224,542 21,742 16,806

Advance Debt Service Payment  12,328 14,400 16,469

Total  $ 4,669,876 $ 2,491,118 $ 1,711,445

LIABILITY, RESERVES, AND FUND BALANCE

Liability:
Due to other funds  $ 102,250 $ 129,926 $ 109,369

Reserves:
For property tax receivable  282,658 185,345 164,652

Other  16,470

Total reserves  282,658 185,345 181,122

Fund Balance:
Appropriated  1,623,161 573,300

Unappropriated  2,661,807 1,602,547 1,420,954

Total fund balance  4,284,968 2,175,847 1,420,954

Total  $ 4,669,876 $ 2,491,118 $ 1,711,445

See accompanying notes to financial statements.
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MUNICIPAL DEBT SERVICE FUND
STATEMENT OF REVENUES, EXPENDITURES, AND TRANSFERS
FOR THE THREE YEARS ENDED JUNE 30, 1975, 1974 AND 1973

1975 1974 1973

Revenues:

Taxes  $ 5,482,127 $ 4,459,503 $ 4,129,045

Contribution from Alcoholic Beverage Control Board  225,625 236,906 248,188

Interest on investments  195,731 154,254 56,854

Beer and wine licenses  16,293 14,877 13,014

Total revenues  5,919,776 4,865,540 4,447,101

Transfers From Other Funds  2,268.813 956,143 615,688

Total revenues and transfers  8,188,589 5,821,683 5,062,789

Expenditures and Encumbrances:
Redemption of serial bonds  2,955,000 2,560,000 2,560,000

Interest on bonds  2,855,108 2,487,331 2,203,713

Lease-purchase agreement  250,300

Fiscal agents' fees  19,060 19,459 4,071

Total expenditures  6,079,468 5,066,790 4,767,784

Excess Of Revenues and Transfers
Over Expenditures and Encumbrances  $ 2,109,121 $ 754,893 $ 295,005

MUNICIPAL DEBT SERVICE FUND

STATEMENT OF CHANGES IN FUND BALANCE

FOR THE YEARS ENDED JUNE 30, 1975, 1974, AND 1973

1975 1974 1973

Fund Balance, Beginning Of Year  

Restatement To Reflect Certain Reserves
As Fund Balance  

$ 2,175,847 $ 1,420,954 $ 895,385

230,564

Fund Balance, Beginning Of Year, As Restated  

Excess Of Revenues and Transfers
Over Expenditures and Encumbrances  

2,175,847

2,109,121

1,420,954

754,893

1,125,949

295,005

Fund Balance, End Of Year  $ 4,284,968 $ 2,175,847 $ 1,420,954

See accompanying notes to financial statements.
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REVENUE SHARING FUND
BALANCE SHEET

JUNE 30, 1975, 1974, AND 1973

1975 1974 1973

ASSETS

Cash  $ 9,997 $ 954 $ 1,200
Short-Term Investments, At Cost Which Approximates
Market  8,585,000 7,435,000 2,992,000

Receivables—Sales tax  6,452
Due From Other Funds  500,900

Total  $ 8,601,449 $ 7,435,954 $ 3,494,100

LIABILITY AND FUND BALANCE

Liability—Due to other funds  $ 654,726 $ 944,584
Fund Balance:
Appropriated  7,574,127 6,017,060
Unappropriated  372,596 474,310 $ 3,494,100

Total fund balance  7,946,723 6,491,370 3,494,100
Total  $ 8,601,449 $ 7,435,954 $ 3494,100

REVENUE SHARING FUND
STATEMENT OF REVENUES AND TRANSFERS

FOR THE THREE YEARS ENDED JUNE 30, 1975, 1974, AND 1973

1975 1974 1973

Revenues:
Federal revenue sharing entitlements  $ 5,458,668 $ 5,705,061 $ 5,302,713
Interest on investments  663,185 474,310 75,214

Total revenues  6,121,853 6,179,371 5,377,927
Transfers From Other Funds  510,000 1,085,537

Total revenues and transfers  6,631,853 7,264,908 5,377,927

Transfers To Other Funds  5,176,500 4,267,638 1,883,827
Excess Of Revenues and Transfers Over Transfers  $ 1,455,353 $ 2,997,270 $ 3,494,100

REVENUE SHARING FUND
STATEMENT OF CHANGES IN FUND BALANCE

FOR THE THREE YEARS ENDED JUNE 30, 1975, 1974, AND 1973

1975 1974 1973

Fund Balance, Beginning Of Year  $ 6,491,370 $ 3,494,100
Excess Of Revenues and Transfers Over Transfers  1,455,353 2,997,270 $ 3,494,100
Fund Balance, End Of Year  $ 7,946,723 $ 6,491,370 $ 3,494,100

See accompanying notes to financial statements.
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WATER AND SEWER FUNDS

CONSOLIDATED BALANCE SHEET

JUNE 30, 1975, 1974, AND 1973

1975 1974 1973

ASSETS
Current Assets:
Cash  $ 118,598 $ 176,055 $ 197,269

Short-term investments, at cost
which approximates market  18,454,359 19,726,485 11,843,091

Receivables:
Water and sewer charges  782,164 759,181 682,069

Accrued interest  261,928 312,022 277,328

Sales tax  120,079 120,679 84,272

Other  113,234 25,096 37,927

Total receivables  1,277,405 1,216,978 1,081,596

Due from other funds  21,677 2,577,799 170,649

Due from other governmental agencies  1,964,465 1,205,089 2,300,757

Materials and supplies, at cost  679,261 535,808 503,737

Other 57,083 62,391 13,950

Total current assets  22,572,848 25,500,605 16,111,049

Plant and Equipment:
Water and sewer systems  96,865,607 90,551,503 87,954,365

Machinery and equipment  1,759,721 1,632,004 1,448,124

Land  1,849,861 1,518,288 1,451,063

Buildings and structures  2,511,584 1,384,501 1,211,033

Construction-in-progress  21,566,059 11,464,390 5,792,241

Total  124,552,832 106,550,686 97,856,826

Less accumulated depreciation  23,155,885 20,565,519 18,137,871

Plant and equipment, net  101,396,947 85,985,167 79,718,955

Total  $123,969,795 $111,485,772 $95,830,004

LIABILITIES, CONTRIBUTED CAPITAL,
AND RETAINED EARNINGS

Liabilities:
Current liabilities:
Current maturities of long-term liabilities  $ 4,279,537 $ 3,496,636 $ 3,167,932

Accounts payable  2,113,602 1,450,102 199,801

Contracts payable-Retained percentage  281,998 533,180 423,583

Customer deposits  496,887 473,480 439,781

Construction deposits  561,990 276,238

Due to other funds  112,174 2,575,187 395,370

Interest on bonds payable  339,495 238,454 216,582

Other  73,307 133,240 57,920

Total current liabilities  8,258,990 9,176,517 4,900,969

Long-term liabilities:
Bonds payable  51,535,000 44,335,000 37,654,500

Amounts due under lease purchase agreements:
Mecklenburg County  8,061,809 6,915,551 8,122,377

Other  1,130,342

Refundable water and sewer construction deposits  6,474,316 5,305,098 3,650,536

Outside acquisitions payable  2,274,543 487,908 359,770

Total long-term liabilities  69,476,010 57,043,557 49,787,183

Total liabilities  77,735,000 66,220,074 54,688,152

Contributed Capital and Retained Earnings:
Contributed capital/retained earnings, June 30, 1973  41,141,852 41,141,852 41,141,852

Subsequent to June 30, 1973:
Contributed capital  2,200,175 1,854,020

Retained earnings  2,892,768 2,269,826

Total subsequent to June 30, 1973  5,092,943 4,123,846

Total contributed capital and retained
earnings  46,234,795 45,265,698 41,141,852

Total  $123,969,795 $111,485,772 $95,830,004

See accompanying notes to financial statements.
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WATER AND SEWER FUNDS
CONSOLIDATED INCOME STATEMENT

FOR THE THREE YEARS ENDED JUNE 30, 1975, 1974, AND 1973

1975 1974 1973

Operating Revenues:
Metered water sales  $ 5,591,820 $ 5,825,946 $ 5,570,132
Sewer service fees  4,992,533 4,778,093 4,381,878
Other  381,650 262,393 233,880

Total operating revenues  10,966,003 10,866,432 10,185,890

Operating Expenses:
Water supply and treatment  2,681,186 2,241,330 1,944,369

Sewer system and treatment  2,452,215 1,891,359 1,640,402

Customer accounting and collection  782,324 626,851 543,566

Employee benefits  747,499 756,273 655,956

Administrative and engineering  468,721 374,116 324,402

Total operating expenses  7,131,945 5,889,929 5,108,695

Operating income before depreciation  3,834,058 4,976,503 5,077,195

Depreciation  2,650,925 2,461,601 2,340,268

Operating income  1,183,133 2,514,902 2,736,927

Non-Operating Revenues (Expense):
Interest on long-term debt  (2,547,994) (1,970,382) (1,651,369)

Interest on investments  1,789,641 1,625,188 776,157

Other, net  198,162 100,118 32,489

Total non-operating revenues (expense)  (560,191) (245,076) (842,723)

Net Income  $ 622,942 $ 2,269,826 $ 1,894,204

WATER AND SEWER FUNDS
CONSOLIDATED STATEMENT OF CHANGES IN RETAINED EARNINGS

FOR THE TWO YEARS ENDED JUNE 30, 1975 AND 1974

1975 1974

Retained Earnings, Beginning Of Year  $2,269,826

Net Income   622,942 $2,269,826

Retained Earnings, End Of Year  $2,892,768 $2,269,826

See accompanying notes to financial statements.
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WATER AND SEWER FUNDS

CONSOLIDATED STATEMENT OF CHANGES IN FUND BAL
ANCE

FOR THE YEAR ENDED JUNE 30, 1973

Fund Balance, Beginning Of Year, As Previously Reported  

Restatement Of Fund Balance For:

Change in basis of accounting from modified accrual

basis of accounting to accrual basis of accounting to:

$19,090,922

Reclassify reserves to fund balance  $11,970,362

Change accounting principles (199,706) 11,770,656

Recognition of equity in addition to plant and

equipment under the Mecklenburg County water

and sewer facilities lease purchase agreement for

Federal, State, and county aid
2,504,114

Fund Balance, As Restated
33,365,692

Additions:

Contributed Capital—Federal, State, and local grants,

and other   
5,881,956

Net income  
1,894,204 7,776,160

Deductions—Reclassification of fund balance to

contributed capital/retained earnings, June 30, 1973  
(41,141,852)

Fund Balance, End Of Year  
$ -0-

See accompanying notes to financial statements.
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AIRPORT FUNDS
CONSOLIDATED BALANCE SHEET
JUNE 30, 1975, 1974, AND 1973

1975 1974 1973

ASSETS

Current Assets:

Cash   $ 58,170 $ 19,769 $ 200,997

Short-term investments, at cost which
approximates market  9,954,101 5,844,984 5,256,.553

Receivables:
Revenue charges  46,665 127,984 175,494

Accrued interest  89,817 55,890 75,177

Sales tax  2,808 5,852 7,163

Total receivables  139,290 189,726 257,834

Due from other governmental agencies  1,510,575 1,438,947

Advance debt service payment  285,641 315,997 270,145

Due from other funds  91,213 15,470 10,917

Total current assets  12,038,990 7,824,893 5,996,446

Plant and Equipment:

Land  6,067,887 6,067,887 6,053,884

Buildings and structures  4,827,157 4,826,017 4,826,551

Equipment  237,952 192,069 162,807

Runways  9,478,448 9,478,448 9,479,231

Construction-in-progress  10,305,713 5,544,581 185,271

Total  30,917,157 26,109,002 20,707,744

Less accumulated depreciation  4,223,424 3,664,883 3,114,391

Plant and equipment, net  26,693,733 22,444,119 17,593,353

Total  $38,732,723 $30,269,012 $23,589,799

See accompanying notes to financial statements.
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AIRPORT FUNDS

CONSOLIDATED BALANCE SHEET

JUNE 30, 1975, 1974, AND 1973

1975 1974 1973

LIABILITIES, CONTRIBUTED CAPITAL, AND

RETAINED EARNINGS

Liabilities:

Current liabilities:
Current maturities of bonds payable  $ 445,000 $ 370,000 $ 320,000

Accounts payable  583,569 521,221

Contracts payable—Retained percentage  603,746 348,393

Due to other funds  23,347 1,173,518 19,141

Interest on bonds payable  154,836 131,934 142,145

Other 34,124 10,676 12,761

Total current liabilities  1,844,622 2,555,742 494,047

Bonds payable:

General obligation bonds  9,195,000 3,190,000 3,335,000

Revenue bonds  3,400,000 3,600,000 3,825,000

Total bonds payable  12,595,000 6,790,000 7,160,000

Total liabilities 14,439,622 9,345,742 7,654,047

Contributed Capital and Retained Earnings:

Contributed capital/retained earnings,

June 30, 1973 15,935,752 15,935,752 15,935,752

Subsequent to June 30, 1973:
Contributed capital  6,833,610 4,287,412

Retained earnings  1,523,739 700,106

Total subsequent to June 30, 1973  8,357,349 4,987,518

Total contributed capital and retained

earnings  24,293,101 20,923,270 15,935,752

Total  $38,732,723 $30,269,012 $23,589,799

See accompanying notes to financial statements.
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AIRPORT FUNDS

CONSOLIDATED INCOME STATEMENT

FOR THE THREE YEARS ENDED JUNE 30, 1975, 1974, AND 1973

1975 1974 1973

Operating Revenues:

Terminal building and area  $ 1,255,269 $ 1,303,797 $ 1,177,247

Landing area  692,921 470,642 511,230

Other  191,402 129,446 190,180

Total operating revenue  2,139,592 1,903,885 1,878,657

Operating Expenses:
Terminal building and area  540,783 495,630 404,752

Loading area  320,648 276,363 215,681

Other  26,536 35,333 29,507

Total operating expenses  887,967 807,326 649,940

Operating income before depreciation  1,251,625 1,096,559 1,228,717

Depreciation  565,315 557,685 553,792

Operating income  686,310 538,874 674,925

Non-Operating Revenue (Expense):
Interest on investments  700,319 482,759 282,950

Interest on long-term debt  (562,996) (321,527) (338,178)

Total non-operating revenue (expense)  137,323 161,232 (55,228)

Net Income   $ 823,633 $ 700,106 $ 619,697

AIRPORT FUNDS

CONSOLIDATED STATEMENT OF CHANGES IN RETAINED EARNINGS

FOR THE TWO YEARS ENDED JUNE 30, 1975 AND 1974

1975 1974

Retained Earnings, Beginning Of Year  $ 700,106

Net Income  823,633 $700,106

Retained Earnings, End Of Year  $1,523,739 $700,106

AIRPORT FUNDS

CONSOLIDATED STATEMENT OF CHANGES IN FUND BALANCE

FOR THE YEAR ENDED JUNE 30, 1973

Fund Balance, Beginning Of Year, As Previously Reported  

Restatement Of Fund Balance For Change In Basis Of Accounting
From Modified Accrual Basis To Accrual Basis Of Accounting To:

$ 9,553,283

Reclassify reserves to fund balance  $2,920,824

Change accounting principles  3,638 2,924,462

Fund Balance, As Restated  
12,477,745

Additions:
Contributed capital-Federal grants  2,838,310

Net income  619,697 3,458,007

Deductions-Reclassification of fund balance to

contributed capital/retained earnings, June 30, 1973  (15,935,752)

Fund Balance, End Of Year  $ -0-

See accompanying notes to financial statements.
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NOTES TO FINANCIAL STATEMENTS

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES:

The accounting policies of the City of Charlotte, North Carolina, (City) conform to the account-
ing policies prescribed by the American Institute of Certified Public Accountants' Industry Audit Guide,
Audits of State and Local Governmental Units (Audit Guide). The following is a summary of the City's
significant accounting policies.

Bases of Accounting

The accounts of all City funds are maintained, and the accompanying financial statements for all

funds, other than accrual basis funds (enterprise and, with certain exceptions, Capital Projects, Trust

and Agency and Special Assessment funds), have been prepared, on the modified accrual basis of ac-
counting. Under this basis:

(a) Revenues are recorded as received in cash except for revenues susceptible to accrual (both

measurable and available), principally grants or contributions from intergovernmental agen-

cies in certain Special Revenue and Capital Projects funds.

(b) Expenditures are recorded on the accrual basis except that: interest on long-term debt is re-

corded as an expenditure when paid; commitments (encumbrances), such as purchase or-

ders and contracts, are recorded as expenditures when executed.

(c) Depreciation on fixed assets is provided only on those assets in use by enterprise funds.

Funds Included in Financial Statements

See "Revenue Structure" in the Official Statement.

Fixed Assets and Depreciation

Plant and equipment in the Water and Sewer and Airport Funds are recorded at cost except prior

to June 30, 1963 it is recorded at appraised values. Such plant and equipment (including the cost at June

30, 1975, 1974, and 1973 of $14,983,640, $12,190,457, and $12,553,551, respectively, of water and sewer

facilities being acquired by the City from the County, and the capitalized present value of future lease

obligations under a non-cancelable lease-purchase agreement for a water and sewer operations center

—See Note 3) of the Water and Sewer and Airport Funds are depreciated on the straight-line basis

over the estimated useful lives of the depreciable asset groups by application of composite rates. Esti-

mated useful lives and current year's depreciation of such plant and equipment are summarized as fol-

lows:
Estimated
Useful
Life

Depreciation
For Year Ended

June 30
Description (Years) 1975 1974 1973

Water and Sewer Funds:
Water and sewer systems  40 $2,412,163 $2,263,788 $2,165,180

Machinery and equipment  10 175,972 163,200 144,812

Building and structures  40 62,790 34,613 30,276

Total Water and Sewer Funds  $2,650,925 $2,461,601 $2,340,268

Airport Funds:
Runways  331/2 $ 284,353 $ 284,354 $ 284,377

Building and structures  20 241,358 241,301 241,328

Equipment  5 and 10 39,604 32,030 28,087

Total Airport Funds  $ 565,315 $ 557,685 $ 553,792
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Pension Plans

See "Pension Plans" in the Official Statement.

Contributed Capital and Retained Earnings

To conform to the classifications recommended by the Audit Guide, all grants or contributions in

aid of construction received subsequent to June 30, 1973 have been reported in the enterprise funds as

contributed capital, and cumulative net income earned subsequent to June 30, 1973 has been reported

as retained earnings. It is not considered practicable to determine the contributed capital and retained

earnings components of fund balance prior to July 1, 1973.

Property Taxes

The Mecklenburg County Tax Collector acts as agent for the City in listing and collecting prop-

erty taxes levied by the City.

Comparative Financial Statements

Comparative financial statement data for the years ended June 30, 1974, and 1973 are included in the

accompanying financial statements. Expenditures and encumbrances in the General Fund have been

refined in 1975 for more detailed descriptions of functional categories, and certain 1974, and 1973

amounts, principally non-departmental charges, have been reclassified to conform to 1975 classifica-

tions. Certain other amounts have also been reclassified in other funds to conform with the current

year's presentation.

2. FUND BALANCES:

Appropriated fund balances at June 30, 1975 for non-enterprise funds consist of the following items:

Appropriations For

Unexpended
Project

Fund Allotments

Materials
and Supplies,

1975-76 June 30,
Budget 1975 Other Total

Revenue Sharing Fund  $7,574,127 $7,574,127

General and Special Revenue Funds $3,740,014 $278,298 $32,569 4,050,881

Municipal Debt Service Fund   1,623,161 1,623,161
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4. RESTATEMENTS:

Fund balances at July 1, 1974 have been increased in the General and Special Revenue Funds to
reflect a return of prior years advances by the General Fund to the General Capital Projects Fund for
project costs of $921,500 covered by a State grant received in 1974.

Contributed capital subsequent to June 30, 1973 has been decreased by $1,412,838 and liabilities
for construction deposits have been increased by $866,340 to reflect the correction of an understate-
ment of water and sewer deposits and by $546,498 to reflect the correction of the amount due Meck-
lenburg County under a lease purchase agreement as of June 30, 1974.

The opening fund balances at July 1, 1972 in the General and Special Revenue Funds and Mu-
nicipal Debt Service Fund have increased by $1,964,862 and $214,094, respectively, from the closing bal-
ances at June 30, 1972 to reclassify certain reserves, principally appropriations for the fiscal 1973 budget,
to fund balances.

The opening fund balances at July 1, 1972 in the Water and Sewer Funds and Airport Funds have

been restated (1) to reflect a change from the modified accrual to the accrual basis of accounting for
financial reporting purposes to reclassify reserves, principally for encumbrances and construction-in-

progress, to fund balances (an increase of $11,970,362 and $2,920,824, respectively), and to change ac-
counting principles (a decrease of $199,706 and an increase of $3,638, respectively), and (2) in the Water

and Sewer Funds to recognize the City's equity resulting from Federal, State, and county aid in addi-

tions to plant and equipment under the Mecklenburg County water and sewer lease purchase agree-
ment. (See note 3 above.) As a result of the change in the basis of accounting, net income for the Water

and Sewer Funds and Airport Funds for the year ended June 30, 1973 was increased by $293,797 and
$9,598, respectively, from the amounts previously reported, had the change not been made.

5. COMMITMENTS AND CONTINGENCIES:

See "Debt Information—Lease Purchase Agreements and Other Commitments, Contingent Lia-

bilities" and "Litigation" in the Official Statement.
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Appendix B

BROWN, WOOD, IVEY, MITCHELL & PETTY

JOSEPH w. RRRRR uST, JR wALTER G mcNEILL

GEORGE BOYLE PETER J

E. wiCHAEL BRADLEY HENRY F. wINNEROP

wiLLIAM E. CARTER ROBERT L MITCHELL

wILLIAM R. CARTER RICHARD S. PETTY

RICHARD CONwAy CASEY PAUL C. PRINGLE

PHILIP W. CLARK JOHN A. QUISENBERRT

KENNETH T. COTE JOHN C. RICHARDSON

THOMAS D. CREAN A. FRANCIS ROBINSON, JR.

JOSEPH GuANDOLO RICHARD D RUDDER

HENRY W. NAPPEL HOMER D. SCHAAF

ROGER J. HAWKE NORMAN D SLONAK ER

J. COURTNEY IVEY THOMAS R. SMITH, JR

CHARLES J. JOHNSON, JR. EDWARD P TOLLEY, JR.

RALPH L. JONES SEDGWICK A wARD

GEORGE R. LASHNITS KAREL WESTERL1NG

F. LEE LIEBOLT, JR. NOwARD W. WHITAKER, JR.

JAMES O. NAY NICHAEL G. WOLFSON

City Council of the
City of Charlotte, North Carolina

Gentlemen:

30 BROAD STREET

NEW YORK, N.Y. 10004

212-944-7225

(Proposed Form of Legal Opinion)

We have examined certified copies of the legal proceedings, including the election and 
referendum

proceedings and other proofs submitted, relative to the issuance and sale of

$8,465,000

CITY OF CHARLOTTE, NORTH CAROLINA

PUBLIC IMPROVEMENT BONDS, SERIES 1976

Dated April 1, 1976.

Denomination $5,000.

Numbered 1 to 1,693, inclusive.

Maturing annually, April 1, in numerical order, lowest numbers first, and bearing i
nterest, payable

semi-annually (April 1 and October 1) as follows:

Year of
Maturity

Principal Interest
Amount Rate

Year of
Maturity

Principal Interest
Amount Rate

1977 $365,000 1987 $ 300,000

1978 350,000 1988 300,000

1979 300,000 1989 300,000

1980 300,000 1990 300,000

1981 300,000 1991 350,000

1982 300,000 1992 400,000

1983 300,000 1993 475,000

1984 300,000 1994 850,000

1985 300,000 1995 1,200,000

1986 300,000 1996 875,000
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No option of payment prior to maturity.

Both principal and interest are payable at North Carolina National Bank, in the City of Charlotte,

North Carolina, or, at the option of the holder or registered owner, at Manufacturers Hanover Trust

Company, in the Borough of Manhattan, City and State of New York, in any coin or currency of

the United States of America which, at the respective dates of payment thereof, is legal tender for

the payment of public and private debts.

Registrable as to principal only.

Representing a consolidation of $3,125,000 Street Widening, Extension and Improvement Bonds,

$2,500,000 Public Transportation System Bonds, $1,500,000 Sidewalk Bonds, $730,000 Bridge Bonds

and $610,000 Street Land Bonds.

We have also examined one of said bonds as executed (bond numbered 1).

We are of the opinion that such proceedings and proofs show lawful authority for the issuance and

sale of said bonds pursuant to The Local Government Bond Act, as amended (succeeding The Munici-

pal Finance Act, 1921 as amended), and Article 7, as amended, of Chapter 159 of the General Statutes

of North Carolina and that said bonds constitute valid and binding general obligations of said City of

Charlotte, all the taxable real and tangible personal property within which is subject to the levy of an

ad valorem tax, without limitation of rate or amount, to pay said bonds and the interest thereon.

We are further of the opinion that the interest on said bonds is exempt from all present Federal

income taxes.

Respectfully submitted,

(To be signed "Brown, Wood, Ivey, Mitchell & Petty")
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BID FOR BONDS

Local Government Commission

Albemarle Building, 325 N. Salisbury Street

Raleigh, North Carolina 27611

Sirs:

 , 1976

Subject to the provisions and in accordance with the terms of the annexed
 Notice of Sale, which are hereby made

a part of this bid, we make the following bid for the $8,465,000 Public Im
provement Bonds, Series 1976 of the City of

Charlotte, North Carolina, described in said Notice of Sale, this bid bei
ng for not less than all of said bonds:

For the $8,465,000 Public Improvement Bonds, Series 1976 maturing
 and bearing interest as follows:

Year of
Maturity

Principal Interest

Amount Rate

Year of
Maturity

Principal
Amount

Interest
Rate

1977 $365,000  % 1987 $ 300,000  %

1978 350,000  % 1988 300,000  %

1979 300,000  % 1989 300,000  %

1980 300,000  % 1990 300,000  %

1981 300,000  % 1991 350,000  %

1982 300,000  % 1992 400,000  %

1983 300,000  % 1993 475,000  %

1984 300,000  % 1994 850,000  %

1985 300,000  % 1995 1,200,000  %

1986 300,000  % 1996 875,000  %

we will pay $8,465,000 plus a premium of ($ ).

We will also pay accrued interest from the date of the bonds to the date of
 delivery and will accept delivery of the

bonds at  

in  
in accordance with said Notice of Sale.

We enclose herewith a check for $169,300, as required by said Notice of Sa
le, payable unconditionally to the

order of the State Treasurer of North Carolina, which check is to be returned t
o us if this bid is not accepted, but other-

wise is to be applied in accordance with said Notice of Sale.

The closing papers referred to in said Notice of Sale are to include a certificate, dat
ed as of the day of the delivery

of the bonds, stating that there is no litigation pending or, to the knowled
ge of the signers of such certificate,

threatened affecting the validity of the bonds.

(No addition or alteration, except as provided above, is to be made to this bid, and i
t must not be detached from

the annexed Notice of Sale. Bidder may for information only and neither require
d nor to be construed as a part of the

foregoing bid, enter his calculation of net net interest cost to be
 %.)
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ROISER., KUTAK

HAROLP L. ROCK

HARRY •. COHEN

WILLIAM G. CAMPBELL

ALLA,JAY GARFINKLE
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STEVEN 3. HUFF

JEFFREY J. SCOTT

GREGORY 03•013 ERWIN

THOMAS J. M.CUSKER

EUGENE L.HOHENSEE

GEORGE H. KRAUSS

MAUREEN E. McGRATH

DELMAR L. RASIMUS5EN

DIRK W. d•ROOS

ANGELO P. PARKER

.1. MICHAEL GOTTSCHALK

JAMES D. ARUNDEL

JOHN J. WAGNER

GREGORY W. BURSON

JOHN L HUISMARD

RICHARD D. CIMINO

GARETH G. MORRI3

HAV313 N. B. PELL

PAUL DOUGLAS BUDD

WILLIAM E. HOLLAND

PAUL R. TUFT

C. GREGORY H. EDEN

MARK H MITCHELL

LARRY L.CARLILE

VIRGINIA F. CRISMAN

SARAH J. PENN

LAUREN M. RONALD

RICHARD L. SCHULZE

PATRICIA J. WINTER

KUTAK ROCK COHEN CAMPBELL GARFINKLE a WOODWARD
600 WOOD M E N TOWER

OMAHA,NEBRASKA 68102

(402) 346-6000

April 8, 1976

Mr. Howard A. Menell

Subcommittee on Securities

Senate Committee on Banking,

Housing and Urban Affairs
5300 Dirkson Senate Office Building

Washington, D. C. 20510

Re: S.2969--"The Municipal Securities Full

Disclosure Act of 1976"

Dear Howard:

GA, E. •URBRIDGE

COUNSEL

In accordance with your request during our telephone

conversation yesterday, I have enclosed a copy of the

request for a no-action letter which was submitted to Neal S.

McCoy, Chief Counsel, Division of Corporation Finance of

the Securities and Exchange Commission on August 21, 1973,

by our firm on behalf of Municipal Issuers Service Corpora-

tion and the insurance companies which comprise Municipal

Bond Insurance Association; and a copy of the no-action

letter which was issued on September 28, 1973, in response

to our firm's request.

I would be very pleased to provide you with whatever

additional information you may require for your consideration

of the above referenced legislation and I am looking forward

to stopping in to see you when I am in Washington on Thursday,

April 22, and Friday, April 23.

Please give me a call if you have any questions.

HNBP:srl
Enclosures

Sincerely,

//44441.

Haven N. B. Pell



501

I

Wi.1;11ING1ON. D.C. 23.i ;9

SEP 2 S 1,73

Crory duBois Erwin, Eng.

Kut:k Rock Cohan Campbell Garfi
nkle Si Woodward

603 Wood7:en Tower

Omaha, ebraska 68102

Re: Municipal Issuers Service Corp
oration

Doar Kr. Ervin:

This is in reference to yo
ur letter of August 21, 1973 

regarding the

applicability of the req;ist
ration requirements of the Secu

rities Act

of 1933, as amended, ("Sec
urities Act") to the proposed 

issuance by

EISC of policies to insure
 the payment:a principal and 

interest on

obligations, the interest on 
which is exempt from federal 

incor.

taxation under Section 103(a
)(1) of the Internal Revenue Co

de of

1954 (Tonicipal Obligations
").

On the basis of the facts 
presented, this Division iill not reco77.mend

any action to the Co .11ission if the subject ius
urauce is sold without

compliance with t172 registration requirement
s of the Securities Act

in reliance upon your opinion
 as counsel that tha securiti

es are e::empt

under Section 3(a)(3) thereof.

Sincerely yours,

Peter J. Rmee

Speciai Counsel

,
0.

Joke Griifin, Law Clcrk--.t.)
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KUTAK ROCK COHEN CAMPBELL GARFINKLE A,MOODWARD

600 WOODMEN TOWER

0 MAH.A, N EBRASKA 68i02

(402) 345-6000

August 21, 1973

Securities and Exchange Commission

500 North Capital Street

Washington, D. C. 20549

Attention: Neal S. McCoy, Chief Counsel
Division of Corporation Finance

Request for "No Action" Letter 

WILLIAM 50001145%,

ROBERT R. TROYER

OF COYMBILI.

1933 Act/3(a) (2)
1933 Act/3(a) (8)

-Municipal-Issuers-Service Corporation
Municipal Bond Insurance Association 

Gentlemen:

We are counsel to Municipal Issuers Service Corporation

("MISC"). We are submitting this request on behalf of MISC

and on behalf of The Aetna Casualty and Surety Company,

Aetna Insurance Company, St. Paul Fire and Marine Insurance

Company and United States Fire Insurance Company, as mem-

bers of Municipal Bond Insurance Association (the "Associ-

ation"). Both MISC and the Association will be described

in further detail herein.

The purpose of this letter is to request advice regard-

ing the applicability of the Securities Act of 1933, as

amended (the "Act"), to the offer and sale to the general
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public of tax-exempt municipal obligations of the type re-

ferred to in Section 103(a)(1) of the Internal Revenue Code

of 1954, as amended, which municipal obligations have been

insured as to the payment of the principal and interest

under an insurance policy issued by the members through

the Association and sold by MISC as its exclusive repre-

sentative. Specifically, the Division is requested to ad-

vise whether it would recommend any action to the Com-

mission if municipal obligations so insured were offered

and sold to the general public without registration under

the Act in reliance upon our opinion as counsel that no

registration is required because the municipal,obligations

are exempt securities under Section 3(a)(2) of the Act

and the insurance is exempt under Section 3(a)(8) of the

Act.

For your information in considering this request, we

are submitting the following Exhibits:

--Exhibit 1 Constitution -of Municipal.
Bond Insurance Association.

Exhibit 2

Exhibit 3

Exhibit 4

Proposed Municipal Bond Guaranty

Insurance Policy to be issued by '

the members through the Associ-.

ation.

Regulation No. 61, Part 63 of
Title 11 of the New York Offi-
cial Compilation of Codes, Rules
and Regulations, as presently
in effect.

Proposed Management Agreement
between the Association and
MISC.
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MISC was incorporated under the New York General Cor-
poration Law on July 22, 1971, and is licensed as an agent
for fidelity and surety insurance in the State of New York.
The Association is a voluntary, nonprofit, unincorporated
association of insurers organized under the New York Gen-
eral Associations Law, and will be duly qualified to con-
duct business as a joint underwriting association in the
State of New York. The members of the Association are
all duly qualified to conduct business as insurance com-
panies in all fifty states and the District of Columbia.

The Association's sole purpose is to engage in the
business of providing guaranty insurance against finan-
cial loss by reason of the non-payment of the principal -
of and interest. on municipal obligations when due. . MISC
will act through the Management Agreement (Exhibit 4) as
the general manager and exclusive representative of the
Association, except that the underwriting activities will
be performed in conjunction with a committee of the mem-
bers-. -MISC will -have the bind the insurance
companies which are members of the Association, with their

,approval, on a several, but not a joint, basis.

In general, the business to be engaged in by MISC and
the Association is similar to the business conducted by
American Municipal Bond Assurance Corporation, which has
been previously considered by the' Division of Corporation
Finance in a letter dated June 16, 1972 (CCH Fed. Sec. L.
Rep. ¶78,924) in which the Division advised that it would
not recommend any action if the insurance on municipal
obligations were sold without compliance with the regis-
tration requirements of the Act.

Our opinion that no registration is required under the
Act of either the municipal obligations or the insurance
is based upon the following factual representations:
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1. The members of the Association will insure only
obligations which are exempt from registration under Sec-
tion 5 of the Act by virtue of Section 3(a)(2) of the Act.

2. The members of the Association will insure only
obligations upon which interest is exempt from federal in-
come taxation pursuant to Section 103(a)(1) of the Internal
Revenue Code of 1954, as amended.

3. MISC is and will continue to be licensed as an
agent for fidelity and surety insurance by, and is and will
continue to be subject to the regulation of, the Insurance
Department of the State of New York, and prior to conduct-
ing business in other states, it will subject itself to the
regulation of appropriate administrative authorities per- -
forming like functions in such states.

4. The Association, prior to conducting business in
any state, will become qualified to conduct business as a
joint underwriting association in such state, and will
subject itself to the regulation of the insurance depart-
rent or other administrative authority performing like
functions in such state.

5. • Each member of the Association is licensed to -
conduct business as an insurance company in those states
in which the Association will be qualified, and is sub-
ject to the regulation of the insurance department or
other administrative authority performing like functions
in each of such states.

6. All insurance policies will be issued in accord-
ance with Regulation No. 61 of the Insurance Department of
the State of New York relating to insurance of municipal
bonds (Exhibit 3), and in accordance with any similar rules
and regulations which may be adopted in other states in
which policies are issued.
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7. All policies will be sold to, and the premiums
will be paid by, the municipal issuer or the initial under-
writer of the issue.

8. Policies will not be offered or sold to indivi-
dual investors, nor will investors be required or permitted
to make any payments for insurance.

9. All premiums will be paid at the time of issu-
ance of the policies, and no payments in future years will
be required.

10. Policies will insure only the payment of the
principal of and interest on insured municipal obligations
when due, and a default in the payment of such principal
or interest on the part of the issuer will not permit the.
holders of insured municipal obligations to accelerate
future prescribed principal and interest payments.

. 11. Policies will not protect the holders of insured -
municipal obligations against losses which may be suffered
as a result of a decline in the market value of their hold-
ings.

12. Each member of the Association has agreed that
in the event of default.on an insured municipal obliga-
tion, it will supply its proportionate share of the amount
which, when added to the proportionate shares of the other_
members of the Association and any amount supplied by the
issuer, will be sufficient to pay the principal and in-
terest then due. The proportionate share of liability
which will be assumed by each member of the Association
will be equal to the member's proportionate interest in
the Association at the time the commitment for the insur-
ance was entered into. Each member of the Association •
contemplates entering into a re-insurance agreement .with
the American Re-Insurance Company whereby a portion. of
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the liability assured by each member will be ceded to the

reinsurer. The cession of such portion of liability will

not release any member from its primary obligation to bear

its proportionate share of liability set forth in the
policy.

13. Any payments made by the members of the Asso-
ciation will be made to an escrow agent (which typically
will be the paying agent designated by the issuer to make

payments of the principal of and interest on the munici-
pal obligations).

14. Insurance payments by the members of the Asso-
ciation will not relieve the issuer of its duty to pay
on defaulted municipal obligations. In order to receive

payment from the escrow agent, the holders of defaulted
obligations will be required to assign to the members of
the Association any rights which they may have against

the issuer and to surrender the bonds or applicable
coupons. The issuer will therefore be obligated to the
members of the Association for defaulted payments, and
will continue to be obligated to make principal and in-
terest payments in future years to the individual in-
vestors.

15. All policies will be backed by adequate reserves,
as prescribed by the Insurance Department of the State of
New York and by the administrative authorities performing
like functions in other states in which business is con-
ducted.

16. Amounts payable in the event of default are meas-
urable in fixed dollar terms, and in no way are dependent
upon or related to investments made 'by the members of the
Association.
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17. In the event of default, the members of the
Association will be subject to the claims of the escrow.
agent or the individual holders of insured municipal
obligations.

18. Insurance to be issued by the members of the
Association covers only the duties of those otherwise
obliged, and does not relieve them of their obligations.

Based upon the foregoing, it is our opinion that the
exemption provided for municipal obligations by Section 3(a)
(2) of the Act would not be impaired by the fact that pay-
ment of the principal of and interest on such obligations
were insured. Obligations payable out of revenues from a
specified municipal facility, such as a municipal water-
works, customarily make provision for payment of the prin-
cipal and interest from proceeds of insurance recoveries
resulting from damage to the facility, and such provisions
have been held not to change the exempt status of the ob-
ligations. In -the -case -of .the -insurance ..proposed_to_be
issued by the members of the Association and sold by MISC,
the fundamental character of the municipal obligation re-
mains unaltered. The issuer has an unconditional and
continuing obligation to pay the principal and interest, .
and if the insurers are called upon to make payments, they
have the right to recover such payrents from the issuer.
Investors in. insured municipal obligations still look
to the issuer for payment of their principal and interest,
but the insurance provides them with additional protection
in the event the issuer becomes urw.ble to make payments on
its obligations as due.

It is also our opinion that the insurance to be issued
by the members of the Association and sold by MISC is a
customary and accepted form of insurance to which the ex-
emption in Section 3(a)(8) of the Act is applicable. Guar-
anty insurance has been defined as "a contract whereby one,
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for consideration, agrees to indemnify another against . . .

loss by nonpayment of notes." Black's Law Dictionary (4th

Ed. Rev. 1968), P. 943. Similarly, policies guaranteeing

payment of obligations by mortgagors had been held by the

United States Supreme Court to be insurance policies before

the Act was adopted. Bowers v. Lawyers Mortgage Co., 285

U.S. 182, 189 (1932); United States v. Home Title Ins. Co.,

285 U.S. 191, 195 (1932). Thus, it is our opinion that

guaranty insurance is a traditional form of insurance, and

that the policies proposed to be issued by the members of

the Association are bona fide insurance policies to which

the exemption of Section 3(a)(8) of the Act is applicable.

The policies to be issued by the members of the Asso-

ciation and sold by MISC are clearly distinguishable from

insurance policies in which the return to the insured de-

pends upon the investment experience of the insurer, or -

policies which are sold to individual investors in order

to guarantee the future market value of mutual funds or

-other investment portfolios.

. There is also authority to the effect that insurance .

policies are exempt from all of the provisions of the Act

because they are not "securities" within the meaning of

Section 2(1) of the Act (see 1 L. Loss, Securities Regula-

tion 497 (2d Ed. 1961)), and to the effect that Section

2(b) of the McCarran-Ferguson Act, 15 U.S.C. §1012(b), pre-

cludes the Securities Act of 1933 from being applied to the

registration or regulation of insurance policies (see S.E.C.

v. Variable Annuity Life Insurance Co., 379 U.S. 65, 67

(1959)). We feel that these points are .reritorious, but in

view of the reasonably clear exemption provided by Section

3(a)(8) of the Act, we feel that extended discussion thereof

is unnecessary at this time.

In accordance with Release No. 33-5127, we are en-

closing an original and three copies of this letter with
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exhibits, and three extra copies of the letter for the

convenience of the staff.

Representatives of MISC, the four members of the

Association and this firm will be happy to provide any
additional information you may desire or to meet with
members of the staff if it is felt that a conference
would be desirable. If you have any questions, please

feel free to call the undersigned or Richard L. Weill

.of this office collect.

ruly yours

Gregoi±y uBois rwin
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WILMER, CUTLER & PICKERING
1666 K STREET, NW.

WASHINGTON, D. C. 20006

Dear Mr. Chairman:

CA• LE ADDRESS: WICRING WA
SH., D. C.

INTERNATIONAL TELEX:APO-230

TELEX: 89•2402

TELEPHONE 202 872-6000

EUROPEAN OFFICE

CHEAPSIDE

LONDON, EC2V OA, ENG LAND

TELEPHONE DI-2315-240i

TELEX:851 1.33242

CABLE ADDRESS: WIC RI NG, LONDON

March 9, 1976

DAVIG ',JOHNSON

IIEWLET NEIL J. KING

STEWART A. BLOCK WILLIAM J. KOLAS., JR.

LACKLAND N •LOOM, JR. ag......IX;7.1

MICHAEL L. INURACK

RICHARD W. CASS WILLIAM T. LA.

MR. O. CH•SE CART •  

WILHELMINA .118. COOKE ROWERT McCAW

MICHELE •. CORA. MART A. ARREYNOLDS

PATRICIA D. DOUGLASS MEL•MEO

S. •LLEN EARLY.III ROEIERT R MORRIS

JAMES R.  RICHARD 0..1..

NANCY C. GARRISON PHILLIP L. RADOFF

..M.GOLD111.0 RE. TOWNSEND ROIBINSON

CORNELIUS J. GOLDEN.JR JOHN ROUNSAVILLE, JR.

FINANCES M. GREEN MICHAEL 5. SCHOOL.

1101IERT C. 0.1.11. KAREN KOS. SCHWARTZ

  NARRISON,JR. THEODORE 5. 51145

JONI. H HARWOOD IE MARIAN. SMYTHE

MICH L S. HELFER DOUGL. G.THOM•SON, JR .

A.STEPHEN HUT. JR. •LAN S. WEITZ

C. LONING JETT°, JR. WALTER T. WINSLOW, JR.

NOG. M. WITT.

In accordance with your request during the h
earings

on S. 2574 and S. 2969 on February 25, I am 
pleased to enclose

for your consideration a memorandum discu
ssing the constitu-

tionality of legislation that would expressly 
provide for

civil damage actions in federal courts by in
vestors against

state and local issuers, and their officials
, who use the

facilities of interstate commerce in marketi
ng their bonds. If

we can be of any further assistance to the 
Subcommittee, I

hope you will call on me.

With best regards,

Sincerely,

7(1,-11-Ak-
enry Rathbun

Senator Harrison A. Williams, Jr.

Chairman, Subcommittee on Securities

Senate Committee on Banking, Housing

and Urban Affairs
352 Russell Senate Office Building

By Hand

cc: Stephen J. Paradise, Esq.

Howard A. Mennell, Esq.
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WILMER, CUTLER & PICKERING

1666 K STREET. N. W.

WASHINGTON, D. C. 20006

March 9, 1976

MEMORANDUM

Subject: Constitutionality of a Federal Statute Providing for

Civil Damage Actions in Federal Courts Against Issuers

of Municipal Securities and Their Officials 

This memorandum addresses the question whether Congress

has the constitutional authority to provide for civil actions in

*-1federal courts by investors against issuers of municipal securities- 

and issuer officials, for damages incurred on account of false or

misleading disclosure in connection with the offer or sale of

municipal securities in interstate commerce. The memorandum assumes

that the statute providing for such actions would be similar to

Section 11 of the Securities Act of 1933 (the "1933 Act"), which

provides for civil damage actions against, among others, issuers

of corporate securities and their officials. The memorandum con-

cludes that Congress does have the constitutional authority to pro-

vide for such civil damage actions with respect to municipal securi-

ties.

This memorandum does not discuss the authority of Congress

to regulate the interstate offer or sale of municipal securities

*/ The term "municipal securities" is used in this memorandum in

The same sense as the term is defined in Section 3(a)(29) of the

Securities Exchange Act of 1934. The term "issuers of muncipal

securities" thus includes states, cities, counties, and the agencies

of states and their political subdivisions, among others.



513

because it seems clear that Congress has thi
s power under Article I,

Section 8, Clause 3 (the "Commerce Clause") 
of the Constitution.

E.g., Fry v. United States, 421 U.S. 542 
(1975); Maryland v. Wirtz,

392 U.S. 183 (1968); National League of C
ities v. Brennan, Civ.

Action No. 74-1812 (D.D.C., Dec. 31, 1974), pr
ob. juris noted,

420 U.S. 906 (1975), set for reargument, 421 U.S.
 986 (1975).

Instead, the memorandum focuses on theremedial
question -- whether

Congress can provide for civil damage actions 
in federal courts

against states, units of local government, and th
eir officials,

in order to effectuate the purposes of the reg
ulation it has the

power to establish.

The memorandum first provides some background infor-

mation about the municipal securities disclosure legisl
ation

now pending in Congress, and about the legal question w
hether

Congress has the authority to include in such legislation
 pro-

visions for civil damage actions in federal courts agains
t

issuers of municipal securities and their officials. The

memorandum then turns, in order, to a discussion of the lia-

bility of a state itself, of units of local government subor
di-

nate to the state, and of officials of issuers of municip
al

securities.

Background 

The Senate Committee on Banking, Housing and Urban Affair
s

is presently considering S. 2969, "The Municipal Securiti
es Full

Disclosure Act of 1976," introduced by Senator Williams a
nd

Senator Tower. In general, that bill would require that certain

large issuers of municipal securities disclose financial 
and other

69-141 0 - 76 - 34
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information about themselves in annual reports and distribution

statements (collectively, the "disclosure documents"). S. 2969

does not, as drafted, specifically deal with the question of the

responsibility of the issuer or its officials for the accuracy

and completeness of the information contained in the disclosure

documents. It has been suggested that Congress impose upon

issuers of municipal securities and their officials the kind of

liability for damages that is imposed on issuers of corporate

securities and their officials under Section 11 of the 1933 Act.

*/
Under Section 11,— an issuer is, in general, liable

for damages suffered on account of any untrue statement of a

material fact in a registration statement or on account of any

omission to state a material fact required to be stated or

necessary to make the statements in the registration statement

not misleading. Corporate officials are liable for damages as

well, but have defenses not available to the issuer, including

the defense that the corporate official "had, after reasonable

investigation, reasonable ground to believe and did believe"

that the registration statement was true and that there was no

omission to state a material fact.

In view of the fact that issuers of municipal securities

are often states, state agencies, and units of local government,

and that their officials are often elected executive officers,

the question has been raised whether there is any legal prohibition

*/ A copy of Section 11 is attached as Appendix A to this memorandum.
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against including in S. 2969 provisions
 relating to issuers of

municipal securities and their official
s like those in Section

11 of the 1933 Act relating to issuers of
 corporate securities

and their officials. The question is one of federal not stat
e

law, of course, and a state could not by its own
 law immunize

itself, its units of local government o
r its officials fiom

liability provided for in a valid federal
 statute. E.g.,

Parden v. Terminal Ry. Co., 377 U.S. 18
4, 195-96 (1964).

The validity of the federal l
egislation envisioned

would be tested under the Eleve
nth Amendment, which reads as

follows:

"The judicial power of the Un
ited States

shall not be construed to exten
d to any

suit in law or equity, commenced or

prosecuted against one of the U
nited States

by citizens of another state, o
r by citi-

zens or subjects of any foreign 
state."

The Eleventh Amendment by its t
erms only limits the judicial 

power

of the United States with respe
ct to suits against a state by a

citizen of another state, or by a
liens. It does not literally

apply to suits by a citizen again
st his own state. However, it

has been the law since at least H
ans v. Louisiana, 134 U.S. 1 (1

890),

that suits by a citizen against h
is own state are also barred.

Thus the general rule is that the
 Eleventh Amendment "denies to

the federal courts authority to e
ntertain a suit brought by privat

e

parties against a state without its
 consent." Ford Motor Co. v.

Department of Treasury, 323 U.S. 459,
 464 (1945). But it is equally
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clear that "[i]mmunity from suit under the Eleventh Amendment is

a personal privilege which may be waived." Missouri v. Fiske,

290 U.S. 18, 24 (1933); Clark v. Barnard, 108 U.S. 436, 447-48

(1883). See generally, Note, Private Suits Against States in the 
*/

Federal Courts, 33 U.Chi. L. Rev. 331, 333-336 (1966).

State Liability 

Since the Eleventh Amendment prohibits suits in the

federal courts against a state without the state's consent, the

only way that a state issuer could be sued for damages in federal

court by an investor is if the state is found to have consented

to the suit. Congress may, however, as a condition of partici-

pation in the interstate offer and sale of securities, require

that a state waive its immunity from suit for damages in the

federal courts. The cases, particularly the recent Supreme Court

cases, show that Congress has this power.

Parden v. Terminal Ry. Co., 377 U.S. 184 (1964), is the

most important case. Alabama operated a common carrier by railroad

engaging in interstate commerce. The plaintiffs sued under the

*/ There is no provisibn of the Constitution other than the
Eleventh Amendment that might prevent Congress from providing

for the kind of civil damage action in federal courts against

issuers of municipal securities and their officials described

above. Moreover, there is no federal "common law" doctrine of

sovereign immunity for states or their political subdivisions,

e.g., Markham v. City of Newport News, 292 F.2d 711 (4th Cir.

1961), and even if there were some applicable non-constitutional

judicial doctrine of sovereign immunity, it could be overridden

by a properly drawn federal statute. Accordingly, this memoran-

dum focuses entirely on the impact of the Eleventh Amendment on

Congress' power to create a civil damage action relating to

municipal securities like the one Section 11 of the 1933 Act

creates relating to corporate securities.



517

Federal Employer's Liability Act ("
FELA") to recover for personal

injuries sustained while employed by th
e Railway. The lower courts

had dismissed the case because it was
 against a state. The Supreme

Court noted that it was facing, for t
he first time, a state's claim

of immunity against a suit by an indi
vidual based on a cause of

action expressly created by the Congr
ess. 377 U.S. at 187. This

raised, said the Court, two questions
: (1) did Congress intend to

subject a state to a suit for damages
 under FELA, and (2) does

Congress have the power to do so? Id.

The Court reviewed the wording and 
legislative history

of the FELA and concluded that Congre
ss did intend to subject

"state-owned as well as privately own
ed common carriers by railroad

in interstate commerce" to the Act. 377 U.S. at 190. The Court

then rejected the state's contention 
that Congress "in view of the

immunity doctrine" lacked the power to 
subject a state to suit.

The Court pointed out that the state 
could waive its immunity from

suit, and that the determination of whe
ther there had been a waiver

was a matter of federal law. See, e.g., Petty v. Tennessee-

Missouri Bridge Comm'n, 359 U.S. 275 (1
959). The Court then held

that Alabama "necessarily consented" to
 the suit for damages author-

ized by the FELA, 377 U.S. at 192:

"By adopting and ratifying the Commerce

Clause, the States empowered Congress to

create such a right of action against

interstate railroads; by enacting the

FELA in the exercise of this power,

Congress conditioned the right to opera
te

a railroad in interstate commerce upon

amenability to suit in federal court as

provided by the Act; by thereafter opera-

ting a railroad in interstate commerce,

Alabama must be taken to have accepted

that condition and thus to have consented

to suit."
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The four dissenters in Parden agreed "that it is within

the power of Congress to condition a State's permit to engage in

the interstate transportation business on a waiver of the State's

sovereign immunity from suits arising out of such business." The

dissent went on, 377 U.S. at 198:

"Congress might well determine that
allowing regulable conduct such as
the operation of a railroad to be
undertaken by a body legally immune
from liability directly resulting
from these operations is so inimical
to the purposes of its regulation
that the State must be put to the
option of either foregoing partici-
pation in the conduct or consenting
to legal responsibility for injury
caused thereby."

The dissent concluded, however, that the statute and legislative

history did not reveal a clear congressional intent to require

states to consent to suits under the FELA.

Based on Parden, there would seem little doubt that

Congress could require that as a condition of engaging in the offer

or sale of securities in interstate commerce a state consent to

suits for damages in the federal courts. Subsequent Supreme Court

cases have reaffirmed Congress' power to do this, but have empha-

sized that Congress must be very explicit about its intention to

require a state to waive its immunity from suit as a condition of

engaging in a federally regulated activity.

In Employees of the Department v. Department of Public

Health and Welfare, 411 U.S. 279 (1973), for example, the Court

concluded that Congress, in enacting amendments to the Fair Labor
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*/

Standards Act ("FLSA") that applied to stat
e hospitals, had not

intended to "lift the sovereign immunity of
 the States" or to

"conditio(n) the operation of these facilities o
n the forfeiture

of immunity from suit in a federal forum." 411 U.S. at 285. This

conclusion was baed on the available indicia of
 congressional

intent: a review of the statutory language, particu
larly the fact

that the provision of the FLSA creating a privat
e cause of action

was not altered by Congress at the time that the
 substantive pro-

visions of the Act were extended to state hospit
als; the fact that

the Secretary of Labor had authority to sue stat
es for unpaid

minimum wages and overtime, which suggested that
 "private enforce-

ment . . . was not a paramount objective", 
411 U.S. at 286; the

fact that to allow private suits would not just 
make the citizen

"whole" as in Parden, but would, under the FLSA,
 "let him recover

double against a State," id.; and the fact that "not a word in

the history of the 1966 amendments" demonstrated
 a congressional

intent to require a state to waive its immunity, 411 U.S. at 285.

The holdincjs of Parden and Employees were r
eaffirmed in

Edelman v. Jordan, 415 U.S. 651 (1974). The question there was

whether by participating in the federal progra
m of Aid to the Aged,

Blind and Disabled ("AABD"), which involved 
federal and state

funding, the state had waived its immunity and
 consented to the

bringing of a suit by individuals for back pay
ments withheld in

violation of federal law and regulations. The Court said, 415 U.S.

at 672:

*/ The FLSA amendments that regulated w
ages and working con-

ditions had been held valid as applied 
to the states as an

exercise of Congress' power under the 
Commerce Clause in

Maryland v. Wirtz, 392 U.S. 183 (1968).
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"The question of waiver or consent under
the Eleventh Amendment was found in those
cases [Parden and Employees] to turn on
whether Congress had intended to abrogate
the immunity in question, and whether the
State by its participation in the program
authorized by Congress had in effect con-
sented to the abrogation of that immunity."

Edelman, however, did not even involve "the threshold fact of

congressional authorization to sue a class of defendants which

literally incudes States," id., since the AABB statute did not

contain any civil remedy provision. Accordingly, the suit for

damages was barred.

The lower federal courts have reached differing answers

to the question whether private rights of action against state

agencies may be maintained under the present Section 10b of the

Securities Exchange Act of 1934, and Rule 10b-5 thereunder.

Compare Forman v. Community Services, Inc., 500 F.2d 1246, 1256

(2d Cir. 1974), rev'd on other grounds sub nom. United Housing 

Foundation v. Forman, 421 U.S. 837 (1975) with Yeomans v. Kentucky,

514 F.2d 993 (6th Cir.), cert. denied, 96 S. Ct. 404 (1975).

These cases turned on the question whether Congress expressed

with sufficient clarity an intention to require a state to waive

its sovereign immunity as a condition of offering or selling its

securities in interstate commerce. None of these cases, nor
*/

others in different contexts,— raises any doubt, however,

*/ Compare Intracoastal Transportation, Inc. v. Decatur County,
482 F.2d 361 (5th Cir. 1973) with Chesapeake Bay Bridge & Tunnel 
Dist. V. Lauritzen, 404 F.2d 1001 (4th Cir. 1968); see Daye V. 
Pennsylvania, 483 F.2d 294 (3d Cir. 1973), cert. denied sub nom. 
Meyers v. Pennsylvania, 416 U.S. 946 (1974); Dawkins v. Craig, 483
F.2d 1191 (4th Cir. 1973), cert. denied, 415 U.S. 938 (1974). In
Fitzpatrick v. Bitzer, 519 F.2d 559 (2d Cir. 1975), the court found

(footnote continued)



that under Parden Congress may, by expressing its in
tention with

sufficient clarity, provide that any state that ther
eafter offers

or sells municipal securities in interstate commerce
 shall be

deemed to have consented to suits in federal courts by 
investors

damaged by the state's incomplete or inaccurate disc
losure.

Issuers of Municipal Securities Other Than States 

It is even clearer that Congress can provide for civ
il

damage actions against issuers of municipal securities 
other than

states. Units of local governments, such as cities and count
ies,

are not protected by the Eleventh Amendment, e.g., 
Lincoln County 

v. Luning, 133 U.S. 529 (1980); Hopkins v. Clemson 
Agricultural 

College, 221 U.S. 636, 645 (1911); Hander v. San Jac
into Jr. College,

519 F.2d 273, supplemented, 522 F.2d 203 (5th Cir. 
1975). Thus

there is no legal prohibition that might preclude Co
ngress from

permitting investors to sue subsidiary units of gove
rnment in the

federal courts in a cause of action similar to that 
created for

private investors against corporate issuers in Section 1
1 of the

1933 Act.

(footnote continued from previous page)

that Congress had intended, in legislation passed after the law-

suit began, to authorize private suits for back pay by state employ-

ees under Title VII of the Civil Rights Act of 1964, but that no

such suit could be maintained in federal court, 519 F.2d at 568.

The case involved an attack on a state retirement plan established

before the amendments to Title VII, 519 F.2d at 561, and the court

declined to find a waiver because the state had no choice but to

hire employees, 510 F.2d at 568. The Supreme Court has granted

certiorari, 96 S. Ct. 561 (1975). The statute at issue in Fitzpatrick

is, in any event, far different from the statute described in this

memorandum, for presumably any liability provisions included in

S. 2969 would apply only with respect to municipal securities issued

after its effective date, and issuers of municipal securities have

numerous alternative sources of funds if they refuse to consent to

be sued in federal court for damages caused by omissions or mis-

statements in their disclosure documents. Indeed, though the Fitz-

patrick court did not cite it, Forman, which is also a Second
Circuit case, holds that under Parden a state does consent to suit
by engaging in regulated securities transactions.
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Nor, for reasons described above, would there be any

other defense arising out of its governmental status that a

unit of local government could interpose in the face of an

explicit federal statute to the contrary. But even if there

were, it would be of no avail. For if, as demonstrated above,

Congress can require as a condition of offering or selling

securities in interstate commerce that a state agree to be sued

in the federal courts, a fortiorari Congress may do so with

respect to a local government unit subordinate to the state

itself.

Issuer Officials 

Officials of state and local governments do not have,

in their individual capacities, any protection under the Eleventh

Amendment and may be sued in their individual capacities for

actions taken within the sphere of their official responsibilities

which violate the Constitution or federal laws. E.g., Ex parte 

Young, 209 U.S. 123 (1908); Scheuer v. Rhodes, 416 U.S. 232 (1974).

Thus, Congress could constitutionally provide that an issuer

official can be sued personally by an investor to recover damages

suffered on account of a material misstatement or omission in dis-*/

closure documents for which the issuer official was responsible.

*/ A suit is against an issuer official in his individual capa-
city when it seeks money damages from him. When money damages
are sought from the state, even though the suit is in form

against a state official, the Eleventh Amendment is applicable
and the question or waiver must be determined in accordance with
the principles stated above. See Edelman v. Jordan, supra, 415
U.S. at 663; Ford Motor Co. v. Department of Treasury, supra,
323 U.S. at 464.
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There is, of course, a common law doctrine that provides

a "qualified immunity" or a special defense to officials of the

executive branch of government who act in good faith to carry out

'-/their duties.2  The Supreme Court relied on this doctrine in a

series of cases construing a civil rights statute that protects

federal constitutional rights from invasion by state or local

officials, 42 U.S.C. S 1983 (1970). The Court held in Wood v.

Strickland, 420 U.S. 308, 322 (1975), for example, that a school

board member could be sued for damages in his personal capacity

for invading the plaintiff's constitutional rights, but that the

official would be liable "only if he knew or reasonably should

have known that the action he took within the sphere of his

official responsibility would violate the constitutional rights

of the student affected, or if he took the action with the

malicious intention to cause a deprivation of constitutional

rights . . . " A similar standard has been employed by lower

courts with respect to both federal and state executive officers

in other contexts. See Bivens v. Six Unknown Named Agents, 456

F.2d 1339 (2d Cir. 1971); Safeguard Mut. Ins. Co. v. Miller, 472

F.2d 732 (3d Cir. 1973).

There is no indication in the cases, and no apparent

reason to believe, that this old common law doctrine has federal

constitutional stature. Accordingly, Congress could, notwithstand-

ing this doctrine, impose the same liability on issuer officials

*/ An absolute immunity prevents a lawsuit from being maintained

at all, but a qualified immunity is in the nature of a defense

that "depends upon the circumstances and motivations of [defend-

ant's] actions, as established by the evidence at trial," Imbler 

v. Pachtman, 44 U.S.L.W. 4250, 4253 n. 13 (March 2, 1976).
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that it could impose on states or units of local government for

damages caused by misstatements or omissions in disclosure docu-

ments they prepare. However, the point is a theoretical one only.

For under Section 11 (and presumably under a comparable provision

in any municipal disclosure legislation), an issuer official can ,

avoid all liability if he shows that after reasonable investiga-

tion he had reasonable ground to believe and did believe in the

completeness and accuracy of the information. Section 11, in

short, already embodies the kind of "good faith" defense that

has been found applicable, though not constitutionally required,

in other contexts.

Conclusion

For the reasons stated above, Congress has the con-

stitutional authority to provide, in a manner similar to Section

11 of the 1933 Act, for civil actions in federal courts against

issuers of municipal securities, and issuer officials, for damages

incurred on account of false or misleading disclosure in connec-

tion with the offer or sale of municipal securities in interstate

commerce.
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APPENDIX A

[11 651] CIVIL LIABILITIES ON ACCOUNT OF FALSE
REGISTRATION STATEMENT

Sec. 11. (a) In ease any part of the registration statement, when such part
became effective, contained an untrue statement of a material fact or omitted to
state a material fact required to be stated therein or necessary to make the state-
ments therein not misleading, any person acquiring such security (unless it is
proved that at the time of such acquisition he knew of such untruth or omission)
may, either at law or in equity, in any court of competent jurisdiction, sue—

I! 652] [ Signers of Registration Statement]

(1) every person who signed the registration statement;

[1 653] [Directors and Partners]

(2) every person who was a director of (or person performing similar func-
tions), or partner in, the issuer at the time of the filing of the part of the regis-
tration statement with respect to which his liability is asserted;

HI 654] [Persons Named as Being, or About to Become,
Directors or Partners]

(3) every person who, with his consent, is named in the registration state-
ment as being or about to become a director, person performing similar functions,
or partner;'

[IT 655] [Accountants, Engineers, Appraisers, and Other
Professional Persons]

(4) every accountant engineer, or appraiser, or any person whose profession
gives authority to a statement made by him, who has with his consent been
named as having prepared or certified any part of the registration statement, or
as having prepared or certified any report or valuation which is used in con-
nection with the registration statement, with respect to the statement in such
registration statement, report, or valuation, which purports to have been prepared
or certified by him;

[11 656] [Underwriters]

(5) every underwriter with respect to such security.

[11 657] [Purchase after Publication of Earning Statement]

If such person acquired the security after the issuer has made generally
available to its security holders an earning statement covering a period of at least
twelve months beginning after the effective date of the registration statement,
then the right of recovery under this subsection shall be conditioned on proof
that such person acquired the securities relying, on such untrue statement in the
registration statement or relying upon the registration statement and not know-
ing of such omission, but such reliance may be established without proof of the
reading of the registration statement by such person.

[11 658] [Defenses of Persons Other than Issuer]

(b) Notwithstanding the provisions of subsection (a) no person, other than
the issuer, shall be liable as provided therein who shall sustain the burden of
proof—

[It 659] [Resignation before Effective Date]

(1) that before the effective date of the part of the registration statement
with respect to which his liability is asserted (A) he had resigned from or had
taken such steps as are permitted by law to resign front, or ceased or refused to
act in, every office, capacity, or relationship in which he was described in the
registration statement as acting or agreeing to act, and (B) Ile had advised the
Commission and the issuer in writing, that he had taken such action and that he
would not be responsible for such part of the registration statement; or

[I 660] [ Statement's Becoming Effective without
Defendant's Knowledge]

(2) that if such part of the registration statement became effective without
his knowledge, upon becoming aware of such fact Ile forthwith acted and advised
the Commission, in accordance with paragraph (1), and, in addition, gave reason-
able public notice that such part of the registration statement had become effec-
tive without his knowledge; or
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Ml 661] [Belief on Reasonable Grounds that Statements

Were True]

(3) that (A) as regards any part of the registration statement not purp:

jug to bc made on the authority of an expert, and not purporting to be a cc

of or extract from a report or valuation of an expert and not purporting to be

made on the authority of a public official document or statement, he had, afte,

reasonable investigation, reasonable ground to believe and did believe, at the

time such part of the registration statement became effective, that the state-

ments therein were true and that there was no omission to state a material fact

required to be stated therein or necessary to make the statements therein not

misleading; and

Ml 662] [Statement Made on Authority of Defendant as Expert]

(13) as regards any part of the registration statement purporting to be made

upon his authority as an expert or purporting to be a copy of or extract front

a report or valuation of himself as an expert, (i) he had, after reasonable in-

vestigation, reasonable ground to believe and did believe, at the time such part

of the registration statement became effective, that the statements therein were

true and that there was no omission to state a material fact required to be stated

therein or necessary to make the statements therein not misleading, or (ii) suc
h

part of the registration statement did not fairly represent his statement as an

expert or was not a fair copy of or extract from his report or valuation as a
n

expert; and

Ml 663] [Statement Made on Authority of Expert Other

than Defendant]

(C) as regards any part of the registration statement purporting to be made

on the authority of an expert (other than himself) or purporting to be a copy

of or extract from a report or valuation of an expert (other than himself), Ile

had no reasonable ground to believe and did not believe, at the time such part

of the registration statement became effective, that the statements therein were

untrue or that there was an omission to state a material fact required to be

stated therein or necessary to make the statements therein not misleading, or

that such part of the registration statement did not fairly represent the statement

of the expert or was not a fair copy of or extract front the report or valuation

of the expert; and

[1 664] [Statement Made by Official Person; Copy of

Public Official Document]

(D) as regards any part of the registration statement purporting to be a

statement made by an official person or purporting to be a copy of or extract

from a public official document, he had no reasonable ground to believe and did

not believe, at the time such part of the registration statement became effective,

that the statements therein were untrue, or that there was an omission to state a

material fact required to be stated therein or necessary to make the statements

therein not misleading, or that such part of the registration statement did not

fairly represent the statement made by the official person or was not a fair copy

of or extract from the public official document.

Hi 665] ["Reasonable" Investigation and "Reasonable"
Grounds for Belief]

(c) In determining, for the purpose of paragraphs (3) of subsection (b) of

this section, what constitutes reasonable investigation and reasonable ground for

belief, the standard of reasonableness shall be that required of a prudent man in

the management of his own property,
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If 666] [Person Becoming Underwriter after Effectiveness of
Registration Statement]

(d) If any person becomes an underwriter with respect to the security after

the part of the registration statement with respect to Nvhich his liability is as-

serted has become effective, then for the purposes of paragraph (3) of subsection

(1) of this section such part of the registration statement shall be considered as

having become effective with respect to such person as of the time when he be-

came an underwriter.

Ml 667] [Amount of Damages; Bond for Costs of Suit]

(c) The suit authorized under subsection (a) may be to recover such dam-

ages as shall represent the difference between the amount paid for the security

(not exceeding the price at which the security was offered to the public) and

(1) the value thereof as of the time such suit was brought, or (2) the price at

which such security shall have been disposed of in the marlcct before suit, or

(3) the price at which such security shall have been disposed of after suit but

before judgment if such damages shall be less than the damages representing the

difference between the amount paid for the security (not exceeding the price

at which the security was offered to the public) and the value thereof 35: Of the

time such suit was brought: Provided, That if the defendant proves that any

portion or all of such damages represents other than the depreciation in value

of such security resulting from such part of the registration statement, with.

respect to which his liability is asserted, not being true or omitting to state a

material fact required to be stated therein or necessary to make the statements

therein not misleading, such portion of or all such damages shall not be recover-

able. In no event shall any underwriter (unless such underwriter shall have

knowingly received from the issuer for acting as an underwriter some benefit,

directly or indirectly in which all other underwriters similarly situated did not

share in proportion to their respective interests in the underwriting) be liable in

any suit or as a consequence of suits authorized under subsection (a) for damages

in excess of the total price at which the securities underwritten by him. and

distributed to the public were offered to the public. In any suit under this or any

other section of this title the court may, in its discretion, require an undertaking

for the payment of the costs of such suit, including reasonable attorney's fees,

and if judgment shall be rendered against a party litigant, upon the motion of

the other party litigant, such costs may be assessed in favor of such party liti-

gant (whether or not such undertaking has been required) if the court believes

the suit or the defense to have been without merit, in an amount sufficient to

reimburse him for the reasonable expenses incurred by him, in connection with

such suit, such costs to be taxed in the manner usually provided for taxing of

costs in the court in which the suit was heard.

[II 6681 [Joint and Several Liability]

(f) All or any one or more of the persons specified in subsection (a) shall

be jointly and severally liable, and every person who becomes liable to make

any payment under this section may recover contribution as in cases of contract

from any person who, if sued separately, would have been liable to make the

same payment, unless the person who has become liable was, and the other was

not, guilty of fraudulent misrepresentation.

(1 669] [Limitation on Amount of Damages]

(g) In no case shall the amount recoverable under this section exceed the
price at which the security was offered to the public. [Sec. 11 was amended
generally by Act of June 6, 1934, 48 Stat. 9071
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