13 NEW JERSEY STATE LIBI

i i I @

; i 3 13009 00030 3620

opy| from

i

B
B
b
i

NEW JERSEY
TAX POLICY
COMMITTEE



You are viewing an archived copy from the New Jersey State Library

The Report Consists of the Following Volumes

SUMMARY

Part I THE REVENUE GAP AND DISTRIBUTION
OF THE TAX BURDEN

Part I THE PROPERTY TAX
Part II SERVICE LEVELS AND STATE AID

Part IV TRENDS IN CAPITAL NEEDS AND
DEBIT BURDENS

Part V NON-PROPERTY TAXES IN A FAIR AND
EQUITABLE TAX SYSTEM

Single copies available without charge.
Additional copies—$2.00 per volume $6.00 for a set.

from

DOCUMENTS LIBRARIAN
New Jersey State Library
185 West State Street
Trenton, New Jersey 08625



You are viewing an archived copy from the New Jersey State Library

Part IV
of the Report of the

NEW JERSEY TAX POLICY COMMITTEE

The Use and Costs of Public Credit

Submitted to Governor William T. Cahill
pursuant to Executive Order No. 5 of 1970

The IEPOLt CONSISLS of
five separate parts and

a summary volume

TRENTON, NEW JERSEY
February 23, 1972



You are viewing an archived copy from the New Jersey State Library

NEW JERSEY TAX POLICY COMMITTEE

(appointed by the Governor pursuant to Executive Order No. 5 of 1970)

HARRY L. SEARS ..o, Chairman
VERDELL ROUNDTREE ........ ... Vice Chairman
WILLIAM MILLER ... ... Chief of Staff

TASK FORCE A

The chairmen and vice chairmen of the Committee
and of each of the Task Forces.

TASK FORCE B—Part |
The Revenue Gap and Distribution of the Tax
Burden

ALFRED E. DriscoLL, Chairman, Camden County
Chairman, New Jersey Turnpike Authority
Former Governor of New Jersey

JouN P. LEwis, Vice Chairman, Mercer County
Dean, Woodrow Wilson School of Public &
International Affairs, Princeton University

GEORGE BALDANZI, Passaic County
International President, United Textile Workers
of America

DonaLD G. Borg, Bergen County
Editor & Publisher, The Record & The Sunday Record

RoBERT E. BRUMUND, Gloucester County
Mayor of Woodbury

TASK FORCE C—Part II:
The Property Tax

LeoNARD C. JOHNSON, Chairman, Mercer County
President, New Jersey Manufacturers Assn.
ANN KLEIN, Vice Chairman, Morris County

Assemblywoman and Former President, New Jersey
League of Women Voters

JoHN W. DuckeTT, Cumberland County
Business Manager, Local 222, Laborers’ Union
JaAMEs P. DucaN, Hudson County
Attorney and State Senator
FreDERICK H. GUNTsCH, Bergen County
Tax Manager and Asst. Secretary, Grand Union Co.
MARRIOTT G. HaINEs, Cumberland County
Assessor, City of Vineland
RoBERT W. KLEINERT, Bergen County
President, New Jersey Bell Telephone Co.
Alternate: ROBERT C. VONSOTHEN, Somerset County
General Tax Administrator, New Jersey
Bell Telephone Co.
PuiLir H. MoweRy, Hunterdon County
Realtor and Former Vice President, New Jersey
Farm Bureau

TASK FORCE D—Part V:
Non-Property Taxes and a Fair and Equitable
Tax System

RicHARD W. DEKORTE, Chairman, Bergen County
Attorney and Assemblyman

HEeNryY C. LANG, Vice Chairman, Bergen County
Former President, New Jersey Taxpayers Assn.
Senior Tax Adviser, Standard Oil Company (N.J.)

ARCHIBALD S. ALEXANDER, Jr., Mercer County
Essex County Attorney

RicHARD J. HUGHES, Mercer County
Attorney and Former Governor of New Jersey

LAWRENCE L. LASSER, Essex County
Attorney

RoNALD OWENS, Essex County
Attorney and Assemblyman

VaN DyKE J. PoLLiTT, Union County
Councilman, Borough of Fanwood

FRrANK P. REICHE, Mercer County
Attorney

TASK FORCE E—Part lll:
State Aid and Service Levels

ROBERT N. WILENTZ, Chairman, Middlesex County
Attorney and Former Assemblyman
LAWRENCE F. KRAMER, Vice Chairman, Passaic County
Former Mayor of Paterson, (resigned October 1971,
upon becoming Commissioner, Department of
Community Affairs)
RoBERT F. GOHEEN, Mercer County
President, Princeton University
Howarp C. HARDER, Morris County
Chairman & Chief Executive Officer, CPC International
Alternate: VICTOR FRANK, JR., Bergen County
Executive Assistant to President, CPC
International
VERDELL ROUNDTREE, Union County
State Director, United Negro College Fund, Inc.
RicHARD B. SCUDDER, Monmouth County
Publisher, Newark News
PATRICIA Q. SHEEHAN, Middlesex County
Mayor of New Brunswick

TASK FORCE F—Part IV:
The Use and Costs of Public Credit

JOHN J. MAGOVERN, JR., Chairman, Union County
Former President, Mutual Benefit Life Insurance Co.
Huco M. PraLTz, JR., Vice Chairman, Union County
Attorney and Assemblyman
J. EDwARD CrABIEL, Middlesex County
President, Franklin Contracting Co. and State Senator
J. RicHARDSON DILWORTH, Mercer County
Chairman of the Board, Rockefeller Center, Inc.
EpwaARD A. JESSER, JR., Bergen County
President & Chief Executive Officer of Peoples Trust
of New Jersey




You are viewing an archived copy from the New Jersey State Library

Table of Contents

Synopsis of Part IV .

Chapter I: TRENDS IN CAPITAL NEEDS AND DEBT BURDENS
Projection of Capital Needs of Counties and Municipalities
Comparative Trends in State and Local Debt . .
Future Debt Service Requirements S S

Chapter II: COMPOSITION OF THE NEW JERSEY STATE AND
LOCAL DEBT ... ... ... ... . .

Chapter III: BORROWING VS, PAY-AS-YOU-GO ... . ... .
Interest . . PO
Burdens and Beneﬁts ..................................................................
The Effect of Inflation ... ... ... .
Summary of Advantages and Disadvantages ... ... ...

Chapter IV: DEBT LIMITS ... ... ... ... ... U
Effect of Debt Limits ... ... .. . ... .. .
Debt Limits in Other States ... ... ... ...
What is Debt Limit to Limit? = . TR
Conclusions and Recommendations ... ... ...

Chapter V: LIMITATIONS ON TEMPORARY BORROWING .= . .
Trends in Short-Term Debt ... . ... ... .
The Committee recommends: ...

Chapter VI: REVENUE BONDS VERSUS GENERAL OBLIGATIONS
Trends in Amount of Debt Issued ... . ... ...
The Value of the General Obligation Pledge ... . ... ... ...
Marketing Considerations ... ...
The Committee recommends: ... ... ...

Chapter VII: THE MARKET FOR MUNICIPALS .. ... ... ... .
Municipal Bond Ratings .................... ... .
How New Jersey Bonds are Rated ... . . . . ..

Present Borrowing Powers of State and Local Governments
in New Jersey ... .

Chapter VIII: A CENTRAL MUNICIPAL CREDIT AGENCY ... ..
Administrative Supervision ...
A Municipal Bond Bank ...
A Proposed New Jersey Municipal Credit Agency ...
Advantages and Disadvantages ...

Page

N AW W=

13
15
15
17
20

21
22
23
25
27

28
28
32

35
37
38
40

a1
42
43

45

47
47
48
53
54



You are viewing an archived copy from the New Jersey State Library

LIST OF TABLES

Page

Table 4- 1 Trends in Population, Personal Income, State and Local Gov-
ernment Debt, and State and Local Government Debt Service
Payments in New Jersey for 1957—1968-69 4

Table 4- 2 Relationships of Outstanding Debt and Debt Service to Per
Capita Income and Per Capita Revenue from Own Sources for
State and Local Government in New Jersey, Selected Years
1957 to 1968-69 : 5

Table 4- 3 Comparison of Per Capita Personal Income, Revenue from
Own Sources, Outstanding Debt, and Debt Service of State and
Governments in New Jersey with All States, Selected Years,
1957 to 1968-69 . SR 6

Table 4- 4 Trend in Total Debt in New Jersey for Interstate, State and
Local Purposes o 8

Table 4- 5 Trend in Total Debt in New Jersey by Security Pledged 10

Table 4- 6 Trend in Governmental Debt in New Jersey Issued and Author-
ized but Not Issued, by Status of Issue 1965-1970 . 12

Table 4- 7 Capital Outlays, Construction Expenditures and New Long-
Term Debt of State and Local Governments in the United
States, 1968-69 13

Table 4- 8 Capital Outlays and New Long-Term Debt Issued by State of
New Jersey and Its Local Governments 1965-1969 14

Table 4- 9 Effect of a 25 Percent Down-Payment on Two Identical Con-
struction Projects Undertaken by Municipalities “G” and “H”
When Municipality “G” Awarded Contract in 1960 and Muni-
cipality “H” Delayed Contract Award Until 1965 in Order to
Accumulate 25 Percent Down-Payment L 16

Table 4-10 Effect of a 25 Percent Down-Payment on Two Identical Con-
struction Projects Undertaken by Municipalities “G” and “H”
When Municipality “G” Awarded Contract in 1965 and Muni-
cipality “H” Delayed Award of Contract Until 1970 in Order
to Accumulate 25 Percent Down-Payment .. . 17

Table 4-11 Impact of Inflation Upon Relative Costs Under Full Pay-As-
You-Go Vs. Full Funding for a Series of 23 Identical Projects
Undertaken in December of Each Year, 1948-1970 18

Table 4-12 Distribution of Net Debt of New Jersey Municipalities and
County Governments as a Percent of Debt Limits as of Decem-
ber 31, 1970, by Counties T 24

Table 4-13 Distribution of New Jersey School Districts Having Debt in
Excess of Their Debt Limits as of June 30, 1970 25

iv



You are viewing an archived copy from the New Jersey State Library

Table

Table

Table

Table

Table

Table

Table

Table

Table

Table

Table

Table

Table

Table

Table

Table

Table

4-14

4-15

4-16
4-17

4-18

4-19

4-20

4-21

4-22

4-23

4-24

4-25

4-26

4-27

4-28

4-29

4-30

LIST OF TABLES

[Continued]

School Debt as a Factor in Excess Debt of 60 Municipalities
with Net Debt in Excess of Debt Limit as of December 31, 1970

Trends in Short-Term Debt Qutstanding for New Jersey and
Other States 1962—1968-69

Trends in Short-Term Debt in New Jersey

Outstanding Long-Term and Short-Term Debt of New Jersey
Governments by Type in 1962 and 1966-67

Trends in Per Capita Short-Term Debt Outstanding 1962 to
1968-69

Short-Term Debt Outstanding at Year-End as a Percent of
Total of General Revenue Receipts and of Revenues of Locally
Operated Utilities

Bond Anticipation Notes Outstanding—293 Municipalities
December 31, 1968

Outstanding Debt of New Jersey Local Governments, Decem-
ber 31, 1965 and 1969

Outstanding Long-Term Debt of State and Local Governments
in the United States 1957, 1962, and 1966-67

State and Local Government Bond Sales as Reported by The
Bond Buyer 1960-1970

Amount of New Bond Issue Sold by State and Local Gov-
ernments in United States 1960-1969

Security Pledged for Debt Issued by State and Local Govern-
ments in the United States 1960-1969

Sale of Long-Term Debt New Jersey and All States for
1960-1969 . B e :

Ownership of State and Municipal Securities U. S. Treasury
Department Estimates as of June 30, 1959 through 1969

Comparison of Reoffering Yields in 53 New Jersey and 65
New York Local Government Bond Issues Sales .

Distribution of 636 Bond Sales by New Jersey Local Govern-
ments by Size of Issue, July 1, 1967-June 30, 1971

Distribution of 652 New Jersey Local Government Sales Re-
ported by The Bond Buyer, July 1, 1967-June 30, 1971, by
Size as to Number and Amounts

Page

26

29
29

30

30

31

32

33

34

35

36

36

37

42

45

49

50



You are viewing an archived copy from the New Jersey State Library

NEW ]ERSEY TAX POLICY COMMITTEE
Repm‘: Part IV

The Use and Costs of Public Credit
Synopsis of Part IV

The Debt Picture in General

This part of the Report deals with capital financing,
and its impact on the tax requirements of local govern-
ment. Obviously large sums are involved—

The Recport projects capital needs of local govern-
ments at $430 million per year over the next ten
years. Some of this will be financed with Federal aid;
some with direct budget appropriations; and a large
part with local bond issues.

Over the past 5 years the annual volume of local
borrowing in New Jersey has been about $250 million.
The Report projects that New Jersey taxpayers will
be called upon to support new debt obligations of as
much as $500 million annually for State and local
purposes over the next few years.

Comparative Debt Burdens

Statistically, New Jersey State and local debt com-
pares favorably with national averages—in fact, it

rcpresents a somewhat lesser comparative burden ac-,

cording to standard economic measures.:

Borrowing Requirements

Based upon the volume of long-term debt outstanding,
plus the need for permanent financing of debt authorized
but unissued (including debt now in the form of tempo-
rary notes under bond authorization) it may be pro-
jected that New Jersey taxpayers will be called upon to
support new debt obligations of $500 million annually
over the next few years. In addition public authority
debt to be incurred for needed environmental quality
improvements, roads, and other revenue producing
projects will make growing demands upon the people.
Based upon past experience, however, a growing popu-
lation and rising income levels may be able to absorb
these burdens without undue sacrifice.

Future Debt Service
Should all the intrastate authorized and unissued debt
($2.2 billion at the end of fiscal 1970) be issued within
the next four years at average net interest costs of 6.00
percent on an equal annual debt service pattern over a

Consultants for this Part
Lennox L. Moak
F. Coleman Green, Esq.

25-year period, this would involve additional debt
service costs of approximately $170 million per year by
1975 or 1976. Although there would be minor offsets
due to retirement of some outstanding debt, this require-
ment for additional debt service—primarily from taxes
—will constitute a significant budgetary consideration
for both state and local governments in New Jersey.

Borrowing versus Pay-As-You-Go

The Report reviews in detail the alternatives of bor-
rowing versus pay-as-you-go to finance capital needs.
Local governments in New Jersey financed an average
of 60% of their current capital outlays with new long-
term debt during the period 1966-1969.

Local debt managers should evaluate the costs and
benefits of pay-as-you-go versus borrowing in light of
economic conditions, interest costs and the municipal
bond market at the time capital funds are required,
since the choices are much too complicated to set down
any broad general prescriptions.

The present 5% down payment requirements should
be retained; but

Local governments should be encouraged to increase
the down payments to 10% whenever feasible, without
making this a legal requirement.

Debt Limits

The Report contains a careful review of the scope,
operation and effect of existing statutory limitations on
county, municipal and school district debt.

The great majority of both school districts and muni-
cipalities has been able to live within the prescribed
debt limits.

Local governments are not subject to any limitations
as to the amount of their debt so long as the debt is self-
supporting. In addition, public authorities operating
without any municipal guarantee can issue only self-
supporting debt which is not subject to any statutory
limits.

The present provisions for “extensions of credit” are
intended and operated as a constructive influence on
municipal finance; but they present a needless source of
market confusion or uncertainty in the very label and
process; and these shortcomings can be corrected.

It is timely, with the proposed major revision of the

&
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property tax and massive increase in state aids to local
governments, to accomplish revision in the measure of
debt limitations.

The Committee recommends:

1. Require all county, municipal, school and local
or regional public authority bond issues to be re-
viewed and approved by the Division of Local Fi-
nance, except as provided in 2 below;

2. Establish a ratio of total projected debt service
of the issuer to the equalized valuation of its taxable
property, as the debt guideline; and provide that any
general obligation issue which falls within the guide-
line shall be deemed approved for purposes of para-
graph 1 above.

3. Fix the guidelines at approximately two times
the present net debt percentages in order to allow for
the inclusion of projected interest payments in the
measure of debt burden.

Temporary Borrowing

New Jersey local governments have been using tem-
porary debt at a very significantly higher rate, in recent
years, than local governments in the other 49 states.
" This has been primarily due to efforts to avoid perma-
nent borrowing at the high interest costs of recent years.
The benefits and the risks of this type of financing are

analyzed in the Report.

The Committee recommends:

1. Major capital financing should be transferred
to the permanent capital markets promptly, and
should not be permitted to preempt a significant por-
tion of short term funds available in the market;

2. A local government issuer should be required
to appropriate a full year’s interest on each bond
anticipation note in the current or next succeeding
budget;

3. A local government issuer should be required

to appropriate and pay off within each year not less
than that portion of each issue of bond anticipation
notes equal to one divided by the period of probable
usefulness prescribed by law for the purpose for
which the bonds are authorized.
4. A local government issuer, including an authority,
shall have no power to borrow any portion of re-
quired amortization or interest, except interest during
construction required by a public authority.

5. The period of probable usefulness under the
statute (N.J.S. 40A:2-22) should begin to run not
later than one year after the capital improvement
being financed becomes operational and is first used.

Revenue Financing
The trends, uses and costs of revenue bonds as com-

pared with general obligation bonds issued by state and
local governments are reviewed in detail in the Report.
The Committee recommends essentially that the present
statutory provisions regulating the use of revenue fi-
nancing by municipalities are sound and that there is
no need for the enactment of a revenue bond act. The
Report contains recommendations for tightening up on
the use of public authorities to finance capital outlays.

The Market for New Jersey Municipals

The costs of municipal borrowing are influenced
substantially by the marketability of the bonds. Two
major bond rating services, Moody’s and Standard &
Poor’s, provide investors with quality ratings of munici-
pal bond offerings, and these are extremely significant
in determining the interest costs to the local government
issuer.

The Committee concludes:

The tax savings to many local governments that
could result from improved credit ratings would
justify major new State facilities and programs de-
signed for this purpose.

The Committee’s program of state full funding of
local school costs and of massive reduction in local
property taxes should, of themselves, greatly strengthen
the credit rating of New Jersey local governments.

A Central Municipal Credit Agency

The major recommendation of the Report is for the
creation of a New Jersey municipal credit agency. The
agency would consist of a independent public corpora-
tion, with provision for a distinguished board of direc-
tors and a businesslike management. It would include
three branches to provide service to local governments
in this State:

I. A central debt management advisory service;
2. A municipal bond guarantee fund; and

3. A municipal bond bank.

The Report concludes that:

Each of the approaches to strengthening the
market for the obligations of New Jersey’s local gov-
ernments has advantages and disadvantages. The con-
ditions of the market are so complex, moveover, and
change so much with time, that a program which
would permit the selection of whatever approach
would be most useful for the type of municipality
and the point in time at which it goes to market,
would provide the optimum benefit in reduced bor-
rowing costs for all local governments. To this end, a
combination of the three approaches, that is, a cen-
tralized debt management advisory service, a guaran-
tee fund, and a bond bank will be most effective.
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Chapter 1
Trends in Capital Needs and Debt Burdens

The people of New Jersey support the services of
government through two broad channels of tax funds
—tax collections which are used for daily operating
expenses; and tax collections which are used to pay
interest and principal (together known as debt service)
on money borrowed by governments, primarily to fi-
ance capital needs. As a general rule, states and local
units do not borrow for operating expenses (except
temporarily pending the receipt of current tax collec-
tions) but it is usual to borrow for capital purposes.

From the viewpoint of a tax study, anything that can
be done to reduce the costs of borrowed funds and the
costs of borrowing itself can be significant factors in
the total fiscal system. It is thus important to evaluate

the long and short term trends in capital borrowing by’

State and local government, the need for new capital
borrowing over the foreseeable future, and the ways of
meeting that need at least cost.

Projection of Capital Needs of Counties
and Municipalities

The credit needs of State and local government over
the next ten years will reflect several broad influences:

1. A growing social consciousness of need to im-
prove public institutions of all kinds—educational,
charitable, penal, health and welfare, transportation;

2. A new determination to allocate an increased
share of the resources of taxpayers and consumers to
improvement of the quality of the environment; and

3. An accumulation of deferred demand for these
and other purposes during recent periods of high inter-
est rates.

The capital needs of the State were surveyed not

long ago! and “top priority” was assigned to the follow-
ing recognized capital requirements:
A major part of these recommendations has already
been covered by authorized State bond issues and this
report does not deal further with the capital needs of
the State.

The impact of the capital needs of local government
remains to be established (exclusive of school needs
which are reviewed in Part III of this Report). It is im-
practical to review the capital planning of each county

(Financing required in addition to projected
Federal aid and State Appropriations)

Millions

Education (Elementary and Secondary,
including Vocational) $ 2275
Education (Higher) 492.4
Educational Broadcasting Network 17.4
Institutions 100.0
Water Pollution Control 190.6
Conservation 121.0
Transportation 800.0
Total $1,948.9

and municipality and an effort was made, therefore, to
forecast capital needs using standard methods of eco-
nomic projection. The Committee’s consultant, in a
155-page report which is available for further elabora-
tion, came to these conclusions:

1. Aggregate Social Capital Needs. During the
next ten years the basic social capital needs of New
Jersey’s 21 counties and 567 municipalities will rise
by over two-thirds (69 percent) from a current level
of $431 million to nearly three quarters of a billion
dollars annually by 1981.

New Jersey’s suburban counties will exhibit the
highest growth rate in spending for basic capital im-
provements, 95 percent over the next ten years.
These counties will represent nearly one third of the
State’s total capital needs by the end of this decade.

Major urban counties, which now account for
about one half of the State’s future needs, will show
a rate of growth in capital spending of less than
60 percent during the next ten years.

2. Future Environmental Capital Needs. In addi-
tion to the basic social capital expenditures discussed
above, during the next decade New Jersey’s counties
and municipalities will spend a cumulative total of
over $3.5 billion for protection of the environment.
Nearly 60 percent of this represents the cost of re-
gional sewerage collection and treatment facilities,
now required under federal and state laws. The re-
maining 40 percent will be spent for development
of bi-county regional systems for solid waste disposal,
now required under the State’s master plans and pro-
grams.

1Governor’s Commission to Evaluate the Capital Needs of
New Jersey, A Capital Program, (April 1968).




You are viewing an archived copy from the New Jersey State Library

Of the total $3.5 billion needed for-the environ-
mental area, local government will be responsible
for about 60 percent ($2.1 billion) and the State’s
share will be 40 percent ($1.4 billion). Most of the
local shares can be financed from operating revenues
of the system and from special assessments as well
as from state and federal aids.

The Committee concludes
The projected capital needs of local government
will continue to demand the use of substantial current
revenues (user charges as well as taxes), growing
recourse to the municipal bond markets, and in-
creasing reliance on State and Federal aids for capital

3. School Needs. These projections of State social project fisancing,

and environmental capital needs do not include the
capital needs of the school districts. It is believed
that these have peaked during the decade 1970-1980,
but the needs of core cities to replace obsolete
school plants will surely continue to demand atten-
tion.

Comparative Trends in State and Local Debt

New Jersey’s capability to finance these needs may
be measured in terms of a comparative view of the
debt condition of State and local governments generally.
The trends are evident from a comparison of Bureau

TABLE 4-1
TRENDS IN POPULATION, PERSONAL INCOME, STATE AND LOCAL GOVERNMENT DEBT,

AND STATE AND LOCAL GOVERNMENT DEBT SERVICE
PAYMENTS IN NEW JERSEY FOR 1957 - 1968-69

Percent
Increase
Item 1957 1962 1966-67 1968-69 1957 to
1968-69
Estimated Population at close of period' (000) 5,770 6,331 6,737 6,948 20.4
Personal Income ($000,000) ............................. 14,089 18,032 24,750 29,185 107.1
Per Capita Personal Income
As reported by Survey of Current Business 2,504 2,887 3,599? 4,138? 65.3
As computed ... 2,442 2,898 3,674? 4,200? 72.0
State and Local Government Revenue from own
sources ($000,000)>4 . ... 1,374 2,086 3,078 3,483 153.5
Per capita state and local government revenue
from own sources ... 238.13 329.49 456.88 501.30 110.5
Outstanding debt of state and local governments
($000,000) >4 2,279 2,878 3,862 4,452 95.9
Long-term debt ... 2,169 2,734 3,476 3,860 78.0
Short-term debt ... ... . 111 144 386 592 433.3
Per capitadebt ... 394.97 45454 573.25 640.80 62.2
Debt service payments by state and local
governments ($000,000) ... 162 213 293 322 98.9
Debt retirements in year ($000,000) .............. 90 125 179 198 120.0
Interest payments on debt ($000,000) ......... 62 88 114 129 108.1
Per capita debt service payments .................. 28.08 33.64 43.19 46.27 64.8
Sources: U. S. Bureau of the Census, Census of Government, 1957, Vol. |ll, No. 5, p. 124-25,

U. S. Bureau of the Census, Census of Government, 1962, Vol. |V, No. 4, p. 106.
U. S. Bureau of the Census, Census of Government, 1967, Vol. IV, No. 5.

U. S. Bureau of the Census, Governmental Finances, 1968-69, p. 32, 37, 41.
Statistical Abstract of the U.S., 1959, p. 311-12; 1964, p. 329; 1967, 327.
Survey of Current Business, April, 1971, p. 21.

1 Population is estimated at December 31, of each year by using semi-log rate progression based on actual population in 1950, 1960,
and 1970 Census. Population for 1966-67 is for 12/31/66 and 1968 is for 12/31/68.

2 Data is for average of two calendar years indicated in heading.

3U. S. Bureau of the Census figures for 1957 and 1962 are for calendar year ending December 31, and the other years are.for the fiscal
year.

4 Data are fiscal years ending in period July 1 to following June 30. Thus data for 1966-67 would be for fiscal year ending June 30, 1967;
however, municipal governments and county governments would be reported for fiscal year ending December 31, 1966.

4
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TABLE 4-2

RELATIONSHIPS OF OUTSTANDING DEBT AND DEBT SERVICE TO PER CAPITA INCOME
AND PER CAPITA REVENUE FROM OWN SOURCES FOR
STATE AND LOCAL GOVERNMENT IN NEW JERSEY
SELECTED YEARS 1957 TO 1968-69

1957 1962 1966-67 1968-69

6. Per Capita Outstanding Debt of State and Local

Governments as a percent of:
6.1 Per capita personal income 16.17 15.62 15.60 15.26
6.2 Per capita state and local government revenues

from own sources 165.86 137.97 125.47 127.83
7. Per capita debt service payments of state and local

Governments as percent of:
7.1 Per capita personal income 1.15 1.18 1.18 1.10
7.2 Per capita state and local government revenue from

own sources 11.79 10.21 9.52 9.23
7.3 Per capita outstanding debt of state and local

governments 7.11 7.40 7.59 7.22

Source: Computed from Table 4-1.

of the Census data for the period 1957—1968-69
(Table 4-1).

During this period total outstanding debt of State
and local governments in New Jersey? rose less rapidly
than did either personal income or State and local
government revenue from their own sources. Thus the
outstanding debt (i.e., issued debt that had not been
retired at the end of the fiscal years involved) in-
creased from $2.28 billion to $4.45 billion—or 95.9
percent. (A huge amount of authorized but unissued
debt tempers any enthusiasm that might be gained
from this moderate rate of increase in debt through
1968-69.)

Total debt service payments increased at about the
same rate as the amount of outstanding debt. But, this
is misleading as an indicator in the case of New Jersey
because more than 13 percent of the outstanding debt
in 1968-69 was in the form of temporary debt upon
which the interest rates are much less than the interest
rates on long-term debt.> Moreover, had this debt been
issued at the time incurred, the requirements for princi-
pal payments would have occurred as debt service costs.
Therefore, the total debt service for State and local
government issues is probably understated by as much
as $30 million, or about 10 percent due to the holding
of the $592 million of debt in short-term form. Mean-
while, the current decline in interest rates has, for-

tunately, permitted conversion to permanent financing
at lower interest costs.

Table 4-2 compares the per capita data for debt with
that for personal income and revenues of New Jersey
State and local governments from their own sources.

2The Bureau of the Census data for 1957, 1962 and 1966-67
is taken from the Census of Governments in those years. With
minor exceptions, this census secures data from every State
and local government in the United States. For intervening
years, e.g., 1968-69 (the most recently reported year), informa-
tion is secured from all State governments and from a sample
of local governments. Therefore, the information for local
governments for these intervening years is partly on the basis
of estimates by the Governments Division. The outstanding
debt of New Jersey State and local governments as reported
by the Bureau of the Census includes not only the State and
intrastate debt, but also debt of the Delaware River Port
Authority.

3Thus, in the case of the reoffering yields for a number of
bond issues marketed in January 1969, the yield rate on one-
year bonds averaged 3.96 percent whereas all the yield rates
for the first 20 maturities averaged 5.04 percent—a difference
of 1.08 percentage points. Therefore, had the $592 million of
short-term debt reported to be outstanding in 1968-69 been in
the form of long-term debt, the total interest costs shown in
Table 4-1 would have been approximately $136 million in-
stead of the $129 million reported. This would have brought
the percentage increase to more than 119—roughly comparable
to the increase in outstanding debt. If the debt were being re-
tired on a 25-year equal annual maturity schedule, the principal
requirement would have been $23.7 million. Total debt service
would be up by $30 million.
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COMPARISON OF PER CAPITA PERSONAL INCOM

TABLE 4-3

E, REVENUE FROM OWN SOURCES, OUTSTANDING DEBT,
AND DEBT SERVICE OF STATE AND LOCAL GOVERNMENTS IN NEW JERSEY WITH ALL STATES,

SELECTED YEARS, 1957 TO 1968-69

Amounts Index 1957 — 100
1957 1962 1966-67 1968-69 1957 1962 1966-67 1968-69
Population (000):
All States 170,207 183,350 192,747 197,075 100 108 113 116
New Jersey 5,770 6,331 6,737 6,948 100 110 117 120
N.J. as Percent of All States:
Per Capita Income:
All States 2,027 2,366 3,078 3,550 100 117 158 175
New Jersey 2,442 2,868 3,674 4,200 100 117 150 172
Percentage Differential of
N. J. to All States -+20.5 +22.5 +18.3
Per Capita State and Local
Government Revenues
from Own Sources:
All States 219 323 421 455 100 147 192 208
New Jersey 238 330 457 501 100 138 192 210
Percentage Differential of
N. J. to All States -+ 8.8 + 2.0 + 8.6 +10.1
Per Capita State and Local
Government Debt
Outstanding:
All States 312 443 590 615 100 142 189 197
New Jersey 395 455 573 640 100 115 145 162
Percentage Differential of _
N. J. to All States +-26.8 4 2.6 — 2.8 + 4.2
Per Capita Debt Service of
State and Local Governments:
All States 24.04 36.15 48.28 47.03 100 - 150 200 196
New Jersey 28.08 33.64 43.49 46.37 100 120 155 165
Percentage Differential
of All States +16.8 — 6.94 — 99 — 1.6
Per Capita Outstanding Debt
as a Percent of:
Per Capita Income:
All States 15.4 18.7 18.7 20.0 100 121 121 130
New Jersey 16.2 15.6 15.6 15.3 100 96 96 94
Per Capita debt service pay-
ments of state and local
governments as a percent of
per capita state and local govt.
revenues from own sources:
All States 10.9 11.9 11.5 10.3 100 109 106 95
New Jersey 11.79 10.21 9.52 9.25 100 87 75 78
Sources: U. S. Bureau of the Census, 1957 Census of Governments, lll, No. 5, p. 17

U. S. Bureau of the Census, 1962 Census of Governments, IV, No. 4, pp. 27, 30, 36
U. S. Bureau of the Census, 1967 Census of Governments, Vol. 4, No. 5, pp. 25, 28
U. S. Bureau of the Census, Statistical Abstract of the United States, 1959, p. 311

N. J. data from Table 4-1.
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Internal Relationships

1. Per capita outstanding debt of State and local
governments in New Jersey has increased at rates
slightly lower than the increase in per capita income.

2. Per capita outstanding debt of State and local
governments in New Jersey has increased at an ap-
preciably slower rate than the revenues of these govern-
ments from their own sources.

3. Per capita debt service payments of State and
local governments have generally kept pace with per
capita personal income. The decrease shown in 1968-
69 was due to the fact that a considerable portion of
the outstanding debt in 1968-69 was in the form of
temporary debt—not from a genuine change in the
relationships.

4. Per capita debt service payments of State and
local governments in New Jersey increased significantly
from 1957 to 1966-67. A decrease is shown in 1968-
69—once again due to the large amounts of temporary
debt in anticipation of the issuance of long-term debt.

5. Per capita debt service as a percent of the per
capita outstanding debt of State and local governments
has decreased during the period. Once again the under-
statement of debt service costs due to the short-term
debt is largely responsible.

Comparison with Averages for All State
and Local Governments

Table 4-3 presents data for the period 1957 to 1968-
69 in terms of comparisons between the New Jersey
State and local government trend with the trends in the
totals for all State and local governments in the United
States. The index numbers in the final four columns of

the table are those which are most effective in showing
the relative growth in the factors.

1. In terms of total population, the rate of increase
in New Jersey has been slightly above the national
average.

2. Per capita income has grown at a rate almost
identical with that of the nation.

3. Per capita State and local government revenues
from own sources developed more slowly in the 1957-
62 period and more rapidly during the next four and
one-half years. During the most recent two years in
the period under study, the rate of rise in New Jersey
was only perceptably above the national average rate.

4. Per capita debt service payments, for reasons pre-
viously noted, rose at a lesser rate than for the United
States as a whole.

5. Statistically, New Jersey State and local debt
compares favorably with national averages—in fact,
it represents a somewhat lesser comparative burden ac-
cording to standard economic measures.

Future Debt Service Requirements

Should all the intrastate authorized and unissued
debt ($2.2 billion at the end of fiscal 1970) be issued
within the next four years at average net interest costs
of 6.00 percent on an equal annual debt service pattern
over a 25-year period, this would involve additional
debt service costs of approximately $170 million per
year by 1975 or 1976. Although there would be minor
off-sets due to retirement of some outstanding debt,
this requirement for additional debt service—primarily
from taxes—will constitute a significant budgetary con-
sideration for both State and local governments in New
Jersey.
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Chapter 1]

Composition of the New Jersey State and Local Debt

The present composition of State and municipal debt
can be described in various ways, but a systematic
classification according to security pledged is most
helpful. For this purpose, debt has been classified as
general obligation debt and revenue debt, both with
two sub-categories, as follows:

Classification of Security Pledged in Support of Debt

A. General Obligation Debt: The term general
obligation debt is limited to the direct debt of a
government with general taxing powers which has
pledged its full-faith-and-credit in support of the debt.

A-1. General Obligation Self-Sustaining Debt:

State and State Agency Debt

Within New Jersey, the most dramatic increase has b

een the case of the direct debt of the State of

New Jersey, which rose from $0.3 billion to $1.5 billion in the period. This is an increase of 368 percent,

with the average compound annual rate of increase at 35

percent,

TABLE 4-4

TREND IN TOTAL DEBT IN NEW JERSEY FOR INTERSTATE, STATE AND LOCAL PURPOSES
(in millions of dollars)

Increase 1965-1970

1965 1966 1967 1968 1969 1970 Amount  Percent
Total (Issued Plus Authorized but not Issued)

By Level of Government . ... ... . . ... 4520 4,869 5392 6,378 8,019 8,713 4,193 93.0
Interstate Agencies .. ... ... 1,182 1,144 1216 1,718 1,732 1,892 710 60.1
Port of New York Authority . . ... ... 953 929 999 1,481 1,468 1,560 607 63.7
Delaware River Port Authority ... e 115 102 106 125 140 210 95 82.6

Delaware River and Bay Authority ... ... . . 103 103 103 103 103 103 0 0
Delaware River Joint Toll Bridge Commission 11 10 8 9 21 19 8 72.7
State and Intrastate Agencies 3338 3,725 4,176 4,660 6,287 6,821 3,483  104.6
State and State Agencies = ... 1,078 1,207 1,405 1553 2,881 3,068 1,990 1855
State ... .. U PT R 322 307 293 277 1253 1,508 1,186  368.3
State Agency . 756 %00 1,112 1276 1,608 1,560 804  107.6
N.J. Turnpike Authority 330 480 451 619 829 770 440 1333
N.J. Highway Authority ... ... 355 347 337 327 316 303 (52)  (14.6)

N.J. Expressway Authority 53 53 53 53 53 53 0 0
Rutgers, The State University ... ... .. 18 20 21 27 42 44 26 200.0

N.J. Housing Finance Agency .. ... ... — — 250 250 250 250 250 —

N.J. Educational Facilities Agency — — — — 18 24 24 —

*N.J. Mortgage Finance Authority ... . — — — — — — —

Higher Education Assistance Authority . . — — — — 100 100 100 —

South Jersey Port Corporation ... — — — — — 16 16 —
Local Government e, 2260 2,518 2,771 3,107 3,423 3,753 1,493 66.1
Counties ... USSP 229 291 337 391 428 448 219 95.6
Municipal and School 1,774 1,943 2117 2,286 2,612 2,880 1,106 62.3
School . [T 1,092 1,196 1291 1,393 1500 1,568 476 43.6

School Debt Guaranteed by State ... . — — — 90 90 180 180 —
Municipal . 682 747 826 893 1,022 1,132 450 66.0
Authorities 257 284 317 340 386 425 168 65.4

* This agency has planned to issue $100 million. Its first issue at $40 million (November, 1971) is not carried in total.

NB. Detail may not add to totals due to rounding.
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This term is applied to general obligation debt
bearing the full-faith-and-credit pledge of a gov-
ernment but under circumstances, where the facil-
ities to which the debt is related produce sufficient
revenue to meet both full operating and mainte-
nance charges and the full debt service require-
ments relating to the debt.

A-2. Tax-Supported General Obligation Debt:
The total amount of general obligation debt that
is not in Class A-1.

B. Revenue Debt: Debt in respect to which the
only security to which the investor has a legal right
is the net revenues of the facilities financed from such
debt or of the governmental agency issuing such debt.

B-1. Tax-Supported Revenue Debt: Debt that
has been issued in the form of revenue debt but
with respect to which a government with general
taxing authority has an undertaking to make pay-
ments sufficient to meet the debt service charges—
either in full or by way of supplementation of the
net revenues of the issuer.

B-2. Net Revenue Debt: Debt which is sup-
ported solely by the net revenues of the issuer.

Growth in Gross Debt
Table 4-4 includes all debt known to be outstanding

as well as the debt that has been authorized but not
yet issued.*

At the end of 19657 gross debt amounted to $4.5 bil-
lion for the State, intrastate and interstate agencies
combined. By the end of 1970, the amount of gross
debt for these units of government had increased to
$8.7 billion—an increase of 93.0 percent. On a com-
pound rate, this meant that the gross debt had increased
at the annual rate of 14 percent.

State and Intrastate Debt

The aggregates of gross debt, excluding the interstate
agencies rose from $3.3 billion in 1965 to $6.8 billion
in 1970. This aggregate increase in State and intrastate
debt of $3.5 billion represented a total increase of
104.6 percent, or an average compound annual rate of
increase of 15 percent.

4+The debt of local housing authorities for low-rent public
housing issued in the name of local governments under con-
tract with the U.S. Department of Housing and Urban Develop-
ment is not included.

5 Data relates to close of fiscal year ending during the calen-
dar year. Thus data for the State of New Jersey is for the
fiscal year ending June 30th. The gross debt does not include
the local public housing authority debt.

Local Government Debt

The aggregate amount of gross debt of local governments and local authorities rose from $2.3 billion
to $3.7 billion. The five year growth was distributed quite evenly among the various types of local units:

1965

All Local Governments ............................... $2.26
County Governments ........................... 0.23
Municipal and Schools ........................ 1.77
Schools only ... 1.09
Municipal only ... . 0.68
Local Authorities .................................. 0.26

The trend in gross debt per capita during the five-year period was as follows:

1965

Total ... . ... %681
Interstate Agencies ............................. 178
State and Intrastate ... ... 503
State Government ... ... 163
State of New Jersey ............................ 49
State Agencies ... 114
Local Government .. ... ... . 341
Counties ... 35
Municipal and Schools .......................... 267
Schools only ... 164
Municipal only .............................. 103
Local Authorities ... . ... 39

(Amounts in billions of dollars) Ao
Annual
Amount of Percentage Compound
Increase Increase Percentage
1970 1965-1970 1965-1970 Increase
$3.75 $1.49 66.1% 119
45 .22 95.6 14
2.88 1.11 62.3 10
1.75 .66 60.1 10
1.13 .45 66.0 11
.43 17 65.4 11
(Amounts in billions of dollars) :\F,'S,r:éé
Annual
Percentage Compound
Increase Increase Percentage
1970 1965-1970 1965-1970 Increase
$1,216 $535 78.6% 129,
264 86 48.3 8
952 449 89.3 13
428 265 162.6 21
210 96 195.9 24
218 104 91.2 14
524 183 53.7 9
63 28 80.0 12
402 135 50.6 8.5
244 80 48.8 8
158 55 53.4

9
59 20 51.3 8.5
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TABLE 4-5

TREND IN TOTAL DEBT IN NEW JERSEY BY SECURITY PLEDGED
(in millions of dollars)

Increase 1965-1970
1965 1966 1967 1968 1969 1970 Amount  Percent

Issued and Authorized by not Issued .. . . ... 4520 4,869 5392 6,378 8,019 8,713 4,193 93.0
General Obligation . i, 2,694 2901 3,096 3384 4622 5,169 2,475 91.9
594 571 550 525 1,491 1,752 1,158 1949

State and State Agency

State .. . ... . 322 307 293 277 1,253 1,508 1,186  368.3
State Agency .. PR TIRURPRO U 272 260 257 248 238 244 (28) (10.3)
Interstate Agency U 97 96 92 92 91 89 (8) (0.8
Local Government ... . . . ... 2,003 2,234 2454 2,767 3,040 3,328 1,325 66.2
County ... .. e, 229 291 337 391 428 448 219 95.6
Municipal and School , e 1,774 1,943 2,117 2376 2612 2,880 1,106 62.3
School ... 1,092 1,19 1291 1,393 1500 1,568 476 43.6
School Guaranteed by State ... — — — 90 90 180 180 —
Municipal ... .. . 682 747 826 893 1,022 1,132 450 66.0
Self-Sustaining ... . TP 257 281 296 308 343 350 T 93 36.2
Tax-Supported ... .. . . 425 466 530 585 679 782 357 84.0
Revenue Debt ... . . 1826 1968 2296 2,993 3397 3,544 1,718 94.6
Interstate Agencies . . ... 1,085 1,048 1,124 1,626 1641 1,803 718 66.2
State Agencies e 484 636 855 1,027 1370 1,316 832 174.0
Local Authorities .. .. . 257 284 317 340 386 425® 168 65.4

NB. Detail may not add to totals due to rounding.

Trends on Basis of Security Pledged classifications of general obligation debt and revenue
Trends in debt outstanding according to the security debt; the changes from 1965 to 1970 may be sum-
pledged are shown in Table 4-5 using only the broad marized as follows:
(Amounts in billions of dollars) Percentage Approx. Avemge

Increase Increase  Annual Compound

1965 1970 1965-1970 1965-1970 Percentage Increase
Total .. ... 4.52* 8.72* 4.20 92.9 14
General obligationdebt ... ... ... 2.59 5.08 2.49 96.1 15
State and State Agency I .59 1.75 116 196.6 24
State of New Jersey S 32 1.51 1.19 371.9 37
State Agencies L 27 .24 (.03) (11.1) 2
Local Government . . . 2.00 3.33 1.33 66.5 11
Counties .. OO 23 45 22 95.7 15
Municipal and School R 177 2.88 111 62.7 10
School Only ... 109 175 .66 60.6 10
Municipal only .. ... .. .68 113 .45 66.2 11
Revenue Debt ... . . .. 1.83 3.55 1.72 94.0 15
Interstate Agencies . e, 1.09 1.80 1 65.1 11
State Agencies . ... ... R 48 1.32 .84 175.0 22
Local Governments ... TSP .26 43 17 65.4 11

* Total line includes the general obligation debt issued by the Port of New York Authority for the State of New York. The amounts are not
included in the general obligation debt total.

10
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Authorized But Unissued Debt
The amount of authorized but unissued debt for
State and intrastate units of government in New Jersey
stood at $0.35 billion at the end of 1965. By the end
of 1970, the amount of unissued debt had risen to
$2.20 billion—an increase of 529 percent. It is noted

that the compounded annual rate of growth of the un-
issued debt for the five-year period was about 40 per-
cent, compared with only 10 percent for issued debt.
(Table 4-6) This represents a major backlog of fore-
seeable credit needs. The changes from 1965 to 1970
may be summarized as follows:

Approx.

Average
(Amounts in billions of dollars) Annual
Percentage Compound
Increase Increase Percentage
1965 1970 1965-1970 1965-1970 Increase
Total ... 4.52 8.72 4.20 93.0 14
Issued ... 4.09 6.51 2.42 59.2 10
Interstate Agencies ... ... .. 1.10 1.87 0.77 70.1 11
State and Intrastate ............. ... .. 2.98 4.63 1.65 55.2 9
State and State Agency ... . 1.03 1.75 0.72 70.0 11
Local Governments ... . 1.95 2.87 0.92 47.4 8
Counties ... 0.19 0.34 0.15 77.9 12
Municipal & Schools ... ........ 1.50 2.11 0.61 40.4 7
Local Authorities ........................ 0.26 0.43 0.17 66.0 11
Unissued .................................. 0.43 2.21 1.78 441.5 40
Interstate Agencies ... ... .. 0.08 0.02 (.06) (78.8) (12)
State and Intrastate ................ . 0.35 2.20 -1.85 528.6 50
State and State Agency ... .. . 0.05 1.32 1.27 2,835.5 96
Local Governments ... ... ... . 0.31 0.88 0.57 184.7 23
Counties ... 0.04 0.11 0.07 182.1 23
Municipal & School ..... ... . 0.27 0.77 0.50 185.1 23

Local Authorities . —

The market implications of the unissued debt are
very significant, because this large amount of debt
that has not been issued as long-term debt is equal to
about one-half of the amount of outstanding long-term
debt in 1970 for the State and intrastate agencies.

When the State and local units seek to fund such a
large amount of debt within the next few years (coupled
with some elements of new authorizations that will also
reach the market), the market may be obliged to absorb
more than $500 million annually of State and intrastate
debt of New Jersey and its local governments.

Moreover, the implications for the taxpayers and
those paying service charges upon which debt rests will
also be significant. The total amounts of additional
money required to service the debt will be in the range
$170 million per year when all of this debt is marketed
as long-term debt. The actual amounts will, of course,
depend upon the rates of amortization and the interest
rates at which the long-term debt is issued.

The Committee concludes:

1. The forecast of a rise in annual capital outlays
of counties and municipalities from a current (1971)
level of $431 million (from borrowing and other
sources) to $750 million annually in 1981, together

11

with an annual average of $200 million for environ-
mental quality over the decade, is closely parallel
to the result of this study of the current debt picture
(including authorized but unissued debt).

2. Based upon the volume of long-term debt out-
standing, plus the need for permanent financing of
debt authorized but unissued (including debt now in
the form of temporary notes under bond authoriza-
tion), it may be projected that New Jersey taxpayers
will be called upon to support new debt obligations
of $500 million annually over the next few years.
In addition public authority debt to be incurred for
needed environmental quality improvements, roads,
and other revenue producing projects will make
growing demands upon the people. Based upon past
experience, however, a growing population and rising
income levels may be able to absorb these burdens
without undue sacrifice.

3. The nature and volume of the debt outstanding
and to be incurred for counties, municipalities, school
districts and public authorities, together with the es-
tablished needs of the State, underscore the impor-
tance of sound borrowing practices, effective controls
and competent debt management.
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P TABLE 4-6

TREND IN GOVERNMENTAL DEBT IN NEW JERSEY ISSUED AND AUTHORIZED BUT NOT ISSUED,
BY STATUS OF ISSUE 1965-1970
(in millions)

Increase 1965-1970
1965 1966 1967 1968 1969 1970 Amount  Percent

Total: Issued Plus Authorized but not Issued . 4520 4869 5292 6,478 8,019 8713 4,193 93.0

Issued ... . e 4,086 4319 4582 5454 5987 649 2,410 59.2
Interstate Agencies ... ... T 1,102 1,066 1,136 1,671 1,716 1,875 773 70.1
Port of New York Authority . S 873 851 919 1434 1,452 1,543 670 76.7
Delaware River Port Authority ... . . . 115 102 106 125 140 210 95 82.6
Delaware River and Bay Authority .. . . 103 103 103 103 103 103 — —
Delaware River Joint Toll Bridge Comm. . 11 10 8 9 21 19 8 72.7
State and Intrastate Agencies . 2984 3,253 3,446 3,783 4,271 4,621 1,637 55.2
State and State Agencies . oo 1,033 1,162 1,155 1305 1625 1,746 713 70.0
State . ... ST 277 262 293 277 337 459 182 65.7
State Agency T 756 900 862 1,028 1,288 1,287 541 71.6
Local Government . . 1951 2,091 2291 2478 2,656 2,875 924 47.4
County ... . TP 190 240 280 284 320 338 148 77.9
Municipal and School . S . 1,505 1,567 1,694 1854 1950 2,113 608 40.4
School ... ... . ... .. . 959 981 1,044 1153 1,196 1241 282 29.4
School-Guaranteed by State . v — — — — 5 12 12 —
Municipal ... . . . . 546 586 650 701 749 860 314 57.5
Self-Sustaining ... 174 232 251 252 272 283 109 62.6
Tax-Supported 372 354 399 449 477 577 205 55.1
Authorities L 256 284 317 340 386 425® 169 66.0
Authorized but not Issued . . L 433 552 711 924 2,023 2215 1,782 4115
Intrastate Agencies ... . ... 80 80 80 48 17 17 (63) (78.8)
State and Intrastate Agencies . . 353 472 731 876 2,006 2,198 1,845 522.7
State and State Agencies L 45 45 250 248 1236 1,321 1,276 2,835.5
State .. .. e, 45 45 — — 916 1,048 1,003 2,228.9
State Agency TR — — 250 248 320 273 273 —
Local Government e, 308 427 481 628 770 877 569  184.7
County ... e, 39 51 57 107 108 110 71 1821
Municipal and School .. ... ... ... 269 376 424 521 662 767 498  185.1
School ... .. .. ... .. L 134 216 246 240 304 327 193 1440
School-Guaranteed by State . — — — 90 85 168 168 —
Municipal . ... ... .. .. e, 135 160 178 191 273 272 137 1015
Self-Sustaining ... . 83 48 46 55 71 66 (17)  (20.5)
Tax-Supported .. ... .. 52 112 132 136 202 206 154  296.2

NB. Detail may not add to totals due to rounding.
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Chapter 1]

Borrowing vs. Pay-As-You-Go

The question whether it is better to finance capital
improvements by borrowing (with attendant annual
debt service) or by annual appropriations for capital
outlay (so far as feasible), continues to recur. Present
law in New Jersey encourages some pay-as-you-go, as
follows:

1. By requiring a 5% down payment (with few
exceptions) for all capital improvements to be
bonded; and

2. By providing for the creation of municipal
capital improvement funds in which a municipality
may accumulate, by annual appropriation, funds to
be used in the future for capital expenditures.

In terms of financing total capital outlays, there is a
notable difference between the practices of state govern-

ments and local governments. As shown in Table 4-7
the local governments’ long-term debt issued equalled
68.2 percent of capital outlay costs but at the state
level, only 38.3 percent. In New Jersey, the comparison
is similar, as shown in Table 4-8. State capital outlays
were fairly close to 37% of total expenditures but the
debt ratio varied widely from year to year. Local
governments show a debt to capital outlay ratio of close
to 60% throughout the period.

Table 4-8 indicates that the volume of capital out-
lays at the State level of government in New Jersey
increased at a phenomenal rate between 1965-66 and
1968-69—well over 100 percent. On the other hand,
local government capital outlays in New Jersey in-
creased by somewhat less than 30 percent.

TABLE 4-7

CAPITAL OUTLAYS, CONSTRUCTION EXPENDITURES, AND
NEW LONG-TERM DEBT OF STATE AND LOCAL GOVERNMENTS IN THE UNITED STATES, 1968-69
(in millions of dollars)

Construction Expenditures

Construction as a Percent of

Item Total Capital Outlay Expenditure Only Total Capital Outlays

State Local Total State Local Total State  Local Total
Education ... ... 2,611 4,719 7,329 2,069 3,754 5,813 789 79.6 79.3
Highways ... 8,329 1,943 10,273 7,181 1,646 8,827 86.2 84.7 859
Health & Hospitals .................. 379 382 761 310 311 622 81.8 81.4 81.7
Sewerage ... — 1,207 1,207 — 1,161 1,161 — 96.2 96.2
Local Parks & Recreation ........ — 581 581 — 399 399 — 68.7 68.7
Natural Resources ... 605 200 804 458 170 628 75.7 85.0 78.1
Housing & Urban Renewal ... 1 1,237 1,238 1 660 661 — 534 534
Air Transportation .................. 67 420 486 65 337 402 97.0 80.2 82.7
Water Transport & Terminals .. . 133 159 292 119 124 243 89.5 78.0 83.2
Local Utilities ......................... — 2,551 2,551 — 2,107 2,107 — 82.6 826
All Other ... ... 576 2,141 2,717 417 1,625 2,042 724 759 75.2
TOTAL . 12,701 15,539 28,240 10,610 12,294 22,904 835 79.1 8l1.1

Long-Term Debt Issued ..... ... 4,859 10,594
Long-Term Debt Issued as a

Percent of Capital Outlays .... 38.3 68.2

15,453 4,859 10,594 15,453

54.7 45.8 86.2 67.5

Source: U.S. Department of Commerce, Bureau of the Census, Governmental Finances 1968-69, pp. 25, 28.
NB.: Capital outlay is defined as “Direct expenditure for contract or force account construction, for purchase of equipment (including
replacements), and for purchase of land and existing structures.”

Construction is defined as comprising ‘“production of fixed works and structures and of additions, replacements, and major
alterations, including design, site improvement, and provision of facilities that are integral parts of a structure.”

L
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TABLE 4-8
CAPITAL OUTLAYS AND NEW LONG-TERM DEBT ISSUED BY
STATE OF NEW JERSEY AND ITS LOCAL GOVERNMENTS
1965-1969
(in millions of dollars)

Capital Outlays

as percent New Long-Term
Total Total, Excluding Capital of Total New Long-Term Debt as percent
Expenditure Capital Outlays Outlays Expenditures Debt Issued of Capital Outlay
State Government
1965-66 ..................... 625.1 427.2 197.9 31.7 1.9 0.9
1966-67 ... 757.2 481.8 275.4 36.4 224.1 81.4
1967-68 ... ... 908.1 557.5 350.6 38.6 2.0 0.6
1968-69 ... 1114.4 667.9 436.5 39.2 278.0 63.7
3404.8 2144 .4 1260.4 37.0 506.0 40.1
Local Government
196566 . .. ... ... 1970.6 1660.9 309.7 15.7 160.1 51.7
1966-67 ... 2162.0 1852.2 309.8 14.3 188.2 60.7
1967-68 ... 2294.6 1961.8 332.8 14.5 204.4 61.4
1968-69 ... ... 2667.5 2272.4 395.1 14.8 258.9 65.5
9094.7 7747.3 1347.4 14.8 811.6 60.2
Total
1965-66 ... ... 2595.8 2088.2 507.6 19.6 162.0 31.9
1966-67 ........... ... 2919.1 2334.1 585.0 20.0 412.3 70.5
196768 ... ... .. 3202.7 2519.3 683.4 21.3 206.4 30.2
1968-69 ... ... 3781.8 2950.3 831.5 22.0 536.8 64.6
12499.4 9891.9 2607.5 20.9 1317.5 50.5

Source: U. S. Department of Commerce, Bureau of the Census, Governmental Finances, 1965-66, pp. 36, 41; 1966-67, pp. 36, 41; 1967-68,

pp. 36, 41; 1968-69, pp. 36, 41.

The relationships of long term debt issued to capital
outlays and of capital outlays to total expenditures
provides some interesting insights:

a. At the State government level, new long-term
debt issued during the four-year period accounted
for only 40 percent of total capital outlays. During
the same period capital outlay rose from 31.7 per-
cent of total expenditures in 1965-66 to 39.2 percent
in 1968-69.

b. In the case of local governments, new long-
term debt averaged 60.2% of capital outlays and is
reported to have more than kept pace with the
growth in capital outlays—from 51.7 percent of
capital outlays in 1965-66 to 65.5 percent in
1968-69.

The Committee concludes:

In New Jersey and in other State and local gov-
ernments in the United States there has been a con-
siderable reliance upon current revenues, or reserves
developed from current revenue, in the financing of
capital outlays. There is also an apparent trend away
from such reliance due to current tax pressures.
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Adverse Effect Upon Current Services

Overall considerations coupled with taxpayer re-
sistance tend to place upper limits upon the proportions
of private income of residents (and others subject to
the levy of taxes and/or service charges) that can be
diverted to the local or State public treasury at any
given time. Consideration must therefore be given to
the impact which the setting aside of current income
for pay-as-you-go is likely to have upon the total
amounts of funds available for financing current serv-
ices. Obviously, if a heavy requirement for pay-as-you-
go is likely to result in a reduction in the actual or
potential amount of current service, careful evaluation
of the relative benefits to be derived is required.

Cost of Planning, Issuance, and Servicing of Debt

Where debt is used as the means of financing, con-
siderable costs may be associated with the planning and
issuance of the debt, including but not limited to the
following: preparation of the debt plan, development
of materials for use in marketing the bonds, financial
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consultant fees, legal fees, advertising and printing
costs, bond rating fees, paying or fiscal agency fees,
cost of maintenance of records and reporting upon
debt, and the cost of securing the services of investment
bankers in the sale and distribution of the credit instru-
ments.

Interest

By far the greatest cost falls under the general head-
ing known as interest. The costs which are denominated
as “interest” vary from place to place. Generally, the
term includes the following:

a. The cost of the use of money, i.e., the pure cost
excluding the element of risk undertaken as to
whether the money is likely to be repaid. Thus, the
bonds of local public housing agencies that are
backed by the full faith and credit of the United
States are assumed to have little risk involved so
long as one postulates a Federal government with
the capacity and willingness to meet its financial
obligations. This concept would also exclude the
element of risk arising from inflation.

b. The element of risk involved in decrease in
purchasing power of money at the times of payment
of interest and the time of repayment of principal.

c. The element of risk in the case of a general
obligation bond that the issuer will not be able to
meet his obligations as they fall due or, that in the
case of a revenue bond, the governmental enterprise
will not provide sufficient net revenues to enable it
to meet debt service requirements.

d. The cost of issuing the debt and the costs
incident to sale through investment bankers of the
debt instruments.

Beyond the costs of interest, there are the costs
associated with the administration of outstanding debt.
Although these are ordinarily a very small item when
related to the amount of debt being administered, they
do constitute an element of costs associated with the
use of borrowed money vs. pay-as-you-go in the financ-
ing of capital projects.

In economic terms, items (a), (b), and (c) listed
above are deemed to be nothing more -than the future
worth of a dollar in hand. The other costs constitute
payment for services being rendered and are paid at
the time of issue through reduction of a portion of the
future interest to present value in the adjustment of
the price at which the bonds are sold, or through the
use of the discount-at-original-sale technique, i.e.,
acceptance of less than par value for the debt instru-
ments being issued.

Additional Revenue Requirements

Except where new debt is in effect a replacement
for debt being retired, each new issue of debt is likely
to constitute not merely the anticipation of future

revenue but more likely, the anticipation of additional
new revenue.

Easy Spending

The argument is frequently made—and not entirely
without foundation—that borrowed money is likely to
be spent under fewer restrictions than current revenue.
This argument is reinforced by observation of the rela-
tive care with which law and administrative actions
have been developed to safeguard the budget planning
and execution processes in respect to operating expense
and the recent commencement of the development
of a commensurate set of protections in respect to
capital outlays, especially when financed from bond
proceeds. This is not to assert that the proceeds of
loans are wasted; however, as in the purchase of “extra”
features of an automobile, it is easier to approve the
addition of the costs of the extras as a part of the
financing charge than to dig down in the pocket at the
moment for that desirable but not so essential feature.

Voter Approval

Although many loan proposals are defeated each
year, most public officials would prefer to raise a given
amount of money through borrowing than confronting
voters with requirements for a stiff increase in current
taxes or charges to meet the pay-as-you-go cost of
additional facilities. The “fly-now-pay-later” syndrome
is not restricted to the airlines.

Burdens and Benefits

One of the most frequently cited reasons in support
of borrowing is that it distributes the capital costs more
efficiently in proportion to use of the facility. Pay-as-
you-go financing tends to concentrate the burden upon
a current generation of taxpayers, whereas debt service
spread out over the useful life of the facility tends to
allocate the capital costs more in accordance with the
use of the facility. This approach, of course, does not
deal with the question of cost-effectiveness, and suggests
the direct use of service charges as an alternative.

Economic Evaluation of the Options

The general factors to evaluate in determining a

choice of policy are:
1. Timing and periodicity of capital outlay pro-

gram;
. Rates of change in population;
. Changes in per capita income;
. Budgetary requirements for current operations;
Effect upon current services;
Costs of planning, issuing and servicing debt;
Interest costs;
Restraints on spending;
Economic factors affecting costs.

VOO LA LN
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Economic evaluation of the alternative financing
methods is most closely related to interest considera-
tions and construction costs indexes.® The net effect
may be considered by the following illustrations:

1. Relative costs of pay-as-you-go vs. full bond
funding;

A. At the 5 percent down-payment level; and
B. At the 25 percent down-payment level.

2. Impact of the operation of the Federal income
tax upon relative costs of full pay-as-you-go vs. full
funding;

3. Effect of various inflation rates upon the ulti-
mate costs of down payments vs. full funding; and

4. Impact upon credit position.

At the 5% down payment level there is relatively
little effect on borrowing costs. At the 25% down pay-
ment illustration, the difference is clear, and depends
in large part upon the added cost of inflation when the
project is deferred long enough to accumulate the down
payment.

Table 4-9 shows the effect of a five-year delay in
which to accumulate the 25 percent down payment in
the period 1960-65 and Table 4-10 shows the effect
of a similar delay in the period 1965-70. In Table 4-9
Municipality “G” builds a facility which on the basis
of the construction cost index is assumed to have cost
$10,000,000 in December 1965. In December 1960,

this facility would have been priced at $8,260,000. As
a result of a delay of five years, the capital costs for
“H” have increased by 21.07 percent. As a result, the
25 percent down payment which would have been
$2,065,000 in 1960 must now be $2,500,000.

It is observed that although the total interest payable
by “H” will be $238,000 (or 7.37 percent, less than
that payable by “G”, the total amount to be paid by
“H” for project contract costs plus interest will amount
to $12,992,000 as compared with the cost to “G” of
$11,490,000—or a net increase in total costs of 13.07
percent.

An examination of Table 4-10 for the same two
municipalities will show that due to the significant
increase in rise of construction costs from 1965 to
1970 (from $10,000,000 to $14,099,000—40.99 per-
cent) and also due to the increase in interest rates in
the same period (from 3.50 percent to 5.375 percent
—an increase of 53.57 percent) the total interest pay-
able by “H” becomes $6,811,000 as compared with
$3,989,000 for “G”. In terms of the total costs (project
contract costs plus interest) the project would have
had a price tag of $20,910,000 for “H” as compared
with $13,989,000 for “G”—an increase of $6,921,000,
or 49.47 percent.

6 Federal tax savings may also be material from the viewpoint
of particular taxpayers.

TABLE 4-9

EFFECT OF A 25 PERCENT DOWN-PAYMENT ON TWO IDENTICAL CONSTRUCTION PROJECTS
UNDERTAKEN BY MUNICIPALITIES “G"” AND “H" WHEN MUNICIPALITY “G"” AWARDED CONTRACT IN
1960 AND MUNICIPALITY ‘“H”’ DELAYED CONTRACT AWARD UNTIL 1965 IN ORDER TO
ACCUMULATE 25 PERCENT DOWN-PAYMENT
(Based upon Construction Project Costing $10,000,000 in December, 1965)

(Amounts in thousands of dollars)

Increase Percentage
Municipality Municipality (or Decrease) Increase
“G” “H” “HP—"G" (or Decrease)
Construction Costs
December 1960 ... R URRPRRR 8,260
December 1965 ... ... ... 10,000 1,740 21.07
Down Payment ... 2,500 2,500 —
Amount to be Funded ... 8,260 7,500 (760) 17.40
Interest Rates (percent)
December 1960 ......... .. TP ER R 3.4375
December 1965 ... .. ... 3.50 .0625 1.82
Semi-Annual Debt Service Costs .............................. 287 262 (25.0) (8.70)
Total Debt Service Costs ..................................... 11,490 10,492 (998) (8.70)
Interest Costs ... 3,230 2,992 (238) (7.37)
Total Costs (Construction Costs, and Interest Costs) 11,490 12,992 1,502 13.07
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TABLE 4-10

EFFECT OF A 25 PERCENT DOWN-PAYMENT ON TWO IDENTICAL CONSTRUCTION PROJECTS
UNDERTAKEN BY MUNICIPALITIES “‘G"” AND “H"” WHEN MUNICIPALITY ‘G AWARDED CONTRACT
IN 1965 AND MUNICIPALITY *“H"” DELAYED AWARD OF CONTRACT UNTIL 1970 IN ORDER TO
ACCUMULATE 25 PERCENT DOWN-PAYMENT
(Based upon Construction Project Costing $10,000 in December, 1965)

(Amounts in thousands of dollars)

Increase Percentage
Municipality Municipality (or Decrease) Increase
“6" “H” “HT - “G" (or Decrease)
Construction Costs
December 1965 PRSPPI 10,000
December 1970 T T 14,099 4,099 40.99
Less Down Payment ... ... 3,525 3,525 —
Amount to be Funded ORISR 10,000 10,574 574 5.74
Interest Rates (percent)
December 1965 . . 3.50
December 1970 ... ... .. .. 5.375 1.875 53.57
Semi-Annual Debt Service Costs ... 350 435 85 24.29
Total Debt Service Costs ... . ... ... 13,989 17.385 3,396 24.27
Interest Costs ... ... ... . 3,989 6,811 2,822 70.74
Total Cost (Construction plus Interest) ............... 13,989 20,910 6,921 49.47

The Effect of Inflation

No discussion of pay-as-you-go vs. borrowing would
be complete without taking into account the value of the
dollars in terms of their purchasing power at the time
paid. In order to test the effects of inflation over a long
period of years, Table 4-11 has been developed under
the following assumptions:

1. That Municipalities “L” and “M” were each
confronted with a requirement for engaging in an
identical amount of construction work with contracts
to be let in December cach year. Not only would the
amounts be identical between the municipalities but
also from year to year.

2. That the amount of work to be done each year
would have cost $1,000,000 if contracted in Decem-
ber, 1948, in New Jersey.

3. That the increases in the costs of each year’s
contract would have been at the rate representing
the average of the New York and Philadelphia
Construction Price Index of the Engineering News
Record.

4. That Municipality “L” has pursued a full pay-
as-you-go policy and that Municipality “M” has
pursued a policy of issuance of single coupon bonds
with a maximum life of 20 years.

5. That the bonds bear the coupon rates shown in
Column 3.

6. That the debt is issued on December 15 of each
year in a manner that will cause it to be amortized
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in 40 equal annual installments, with the first two
installments being provided in year following the
date of issue.

7. That the Consumer Price Index for New York
and Northern New Jersey be used as the adjustment
factor in the value of dollars being paid for debt
service. (To simplify the problem, the CPI for
December of each year has been used, rather than
using a June and December factor.) The value of
the dollars has been adjusted to a basis that Decem-
ber, 1970, is equal to 100.0.

8. That the rate of inflation during the period
1970-1990 will proceed on a steady basis of 2.50
percent per annum. (The compound average rate of
inflation from December, 1948, to December, 1970,
was just slightly under a 2.50 percent rate. Of course
it did not proceed at an even pace as is assumed for
the 1970-1990 period.)

Under these assumptions, the results of the illustra-
tion may be summarized in a number of ways. First,
looking at the results in terms of the “raw” or current
dollars in which the transactions are actually recorded:

Cost pay-as-you-go ... $42,319,000
Cost when fully funded y 60,208,700
Difference o . 17,889,700*
Percentage difference = .. . 423

*As a matter of information, this represents an average re-
turn of approximately 3.75 percent over the whole life of all
23 issues taken as a composite.

P
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TABLE 4-11

IMPACT OF INFLATION UPON RELATIVE COSTS UNDER FULL PAY-AS-YOU-GO VS. FULL FUNDING FOR A
SERIES OF 23 IDENTICAL PROJECTS UNDERTAKEN IN DECEMBER OF EACH YEAR, 1948-1970

(Amounts in Thousands of Dollars)

Bond Buyer Value of Project Debt Yield Rates Value of

20-Bond Interest Rate $1 Under Cost In Service Used In Debt Service
Index in Used in Annual Consumer 12/1970 in 12/1970 Discounting  1971-1990
Project December Computation Debt Price Index CPI CPI Future Debt At Yield Rates
Cost {percent) (percent) Service 12/1970 — 100  Dollars Dollars Service Costs  in Col. 8
1948 1,000 2.31 2.3125 — 1.712 1,712 — — —
1949 1,046 2.11 2.125 63 1.751 1,832 110 — —
1950 1,187 1.75 1.75 127 1.563 1,855 198 — —
1951 1,198 2.09 2.0625 198 1.577 1,889 312 — —
1952 1,291 2.37 2.375 271 1.567 2,023 424 — —
1953 1,368 2.60 2.625 353 1.553 2,125 548 — —
1954 1,425 2.33 2.3125 441 1.565 2,230 690 —_ —
1955 1,500 2.52 2.50 530 1.567 2,351 832 — —
1956 1,576 3.24 3.25 626 1.520 2,396 952 — —
1957 1,650 3.16 3.1875 734 1.479 2,440 1,086 — —
1958 1,716 3.30 3.3125 846 1.447 2,483 1,224 — —
1959 1,785 3.60 3.625 964 1.414 2,506 1,364 — —
1960 1,851 3.43 3.4375 1,091 1.389 2,571 1,514 — —
1961 1,900 3.51 3.50 1,219 1.383 2,628 1,686 - — —
1962 1,991 3.11 3.125 1,352 1.362 2,712 1,842 — —

1963 2,043 3.31 3.3125 1,487 1.325 2,710 1,970 — —
1964 2,133 3.18 3.1875 1,627 1.311 2,665 2,132 — —

1965 2,241 3.50 3.50 1,772 1.284 2,877 2,276 — —
1966 2,307 4.02 4.00 1,929 1.239 2,858 2,390 — —
1967 2,446 4.45 4.375 2,098 1.206 2,950 2,530 — —
1968 2,712 4.76 4.75 2,283 1.145 3,105 2,614 — —
1969 2,794 6.72 6.75 2,431 1.071 2,992 2,604 — —
1970 3,159 5.41 5.375 2,624 1.000 3,159 2,624 — —
1971 — — — 2,813 .976 — 2,746 3.00 2,730
1972 — — — 2,739 951 — 2,604 3.10 2,576
1973 — — — 2,658 .929 — 2,470 3.20 2,416
1974 — — — 2,569 .906 — 2,328 3.30 2,254
1975 — — — 2,480 .884 — 2,192 3.40 2,095
1976 — — — 2,384 .862 — 2,056 3.50 1,936
1977 — — — 2,277 .841 — 1,914 3.60 1,773
1978 — — — 2,164 .821 — 1,776 3.70 1,614
1979 — — —_ 2,046 .801 — 1,640 3.80 1,458
1980 — — — 1,920 .781 — 1,500 3.90 1,305
1981 — — — 1,792 762 — 1,364 4.00 1,159
1982 — — — 1,658 744 — 1,234 4.10 1,025
1983 — — — 1,524 725 — 1,104 4.25 882
1984 — — —_ 1,383 .708 — 980 4.40 752
1985 — — — 1,238 .690 — 854 4.60 626
1986 — — — 1,081 674 —_ 728 4.70 514
1987 — — —_ 913 .657 — 600 4.80 408
1988 — — — 728 .641 — 466 4.90 305
1989 — — — 516 .626 — 322 5.00 202
1990 — — — 260 .610 — 157 5.10 96
1948-1970 25,066 57,069 31,922 31,922
1971-1990 35,143 — 29,035 26,125
42,319 60,209 57,069 60,957 58,047
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This uncritical presentation of costs suggests that
Municipality “M” is incurring substantial costs for
interest—equal to 42.3 percent of the contract price
for the projects of $42,319,000.

Taking Into Account Consumer Price Index

If one takes into account the Consumer Price Index
for New York-Northern New Jersey, he finds that the
1948 dollars had a value to the typical citizen in terms
of purchasing power equal to $1.712 for each dollar’s
purchasing power in December, 1970.

Therefore, if the payments made by citizens for pay-
as-you-go and for debt service are adjusted to the value
of December 1970 CPI dollars (with an allowance as
previously stated for an average 2.5 percent inflation
during the 1970-1990 period), the costs may be
summarized as follows:

Municipality “L”
Cost of pay-as-you-go in terms of
dollars equal in purchasing power
(CPI) to those of December, 1970 $57,069,000
Municipality “M”
Cost of debt service in terms of

dollars equal in purchasing power
(CPI) to those of December, 1970 60,957,000

Difference 3,888,000
Percentage difference 6.81

Presented in this manner, the difference between the
option of pay-as-you-go for Municipality “L” and
Municipality “M” comes in at a rather low amount.

If one considers the $3,888,000 as the gross value
of the interest payable in terms of December 1970
purchasing power dollars, he finds that in order to
arrive at net interest, he must first deduct an allowance
for the gross profit of investment bankers in distributing
the bonds. Assuming a fee of 1 percent of the principal
amount issued, the fee would have been $423,000.
This would leave $3,465,000 of the $3,888,000 as
return to the investor. In terms of percent per annum,
this would constitute a net return to the investor of
approximately 0.78 percent.

Taking Into Account Present Worth at
December 15, 1970

Another approach to comparison is offered by reduc-
ing to present worth the value of the debt service
payable after December 15, 1970. If this is done on the
scale set forth in Column 8 of Table 4-11 (yield rates
at which the $41,065,000 Nassau County, N. Y., 4.90
percent bonds were reoffered in The Bond Buyer on
December 14, 1970), then the combination of money
paid prior to and including December 15, 1970, plus
the present value of the money payable in the future
would be as follows:

Municipality “L”

Cost of pay-as-you-go in terms of dollars equal in purchasing power (CPI)

to those of December, 1970

Municipality “M”

$57,069,000

Amount paid as debt service in the period June 15, 1949, through December
15, 1970, as debt service adjusted to dollars with purchasing power (CPI)

equal to those of December, 1970

Present worth of future debt service at December 15, 1970, at yield rates

indicated in Table I-14, Column §
Difference

Percentage difference

$31,922,000
26,125,000 58,047,000
$ 978,000
1.7

Impact Upon Credit Position

Certain obvious facts stand out in relation to the
impact of pay-as-you-go on the credit position of the
government, insofar as general obligation bonds are
concerned:

1. Substantial reliance upon pay-as-you-go acts to
reduce the amount of debt outstanding both because
facilities are being financed from current revenues
and also because the pressure developed by addi-
tional tax levies or service charges necessary to
support pay-as-you-go acts to discourage simul-
taneous development of large levies for debt service.

2. The credit position of the issuer is expected to
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be better than it would be vis-a-vis full reliance upon
funding. (Credit position here is used in the sense
of market acceptance of the debt, which may not
correlate fully with credit rating.)

3. A heavy reliance upon pay-as-you-go financing
will reserve borrowing power for possible use at a
future time.

4. On the other hand, where bonds are to be
financed through revenue issues, a prior history of
successful funding and prudent management may
act to improve the credit position of the issuer vis-
a-vis an issuer who is coming to market for the first
time with a given type of bonds.

y
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Summary of Advantages and Disadvantagés

The advantages of pay-as-you-go can be substantial,
but they are very closely related to economic conditions
of the time when capital outlays are required. In a
period of rapidly rising prices, high tax rates and a
heavy back-log of accumulated capital needs, greater
weight must be given to the advantages of borrowing.
That is, financing with borrowed funds will tend to
minimize the effects of inflation, reduce the effect of
the capital outlay on the current tax levy, and spread
the cost over the useful life of the outlay so as to
require those who enjoy its use to share its financial
burden.

20

The Committee recommends:

1. Local debt managers should evaluate the costs
and benefits of pay-as-you-go versus borrowing in
light of economic conditions, interest costs and the
municipal bond market at the time capital funds are
required, since the choices are much too complicated
to set down any broad general prescriptions.

2. The present 5% down payment requirement
should be retained; but

3. Local governments should be encouraged to
increase the down payment to 10% whenever feas-
ible, without making this a legal requirement.

@y LK’%
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Chapter 1V
Debt Limits

Debt Limitation Generally. Some form of limitation
on the amount or authorization of State and local debt
is widely used among the States. A referendum require-
ment is common to authorize State debt. Various re-
strictions apply to local governments. See ACIR, State
Constitutional and Statutory Restrictions on Local
Government Debt (September 1961). In the ACIR
survey there were 34 States having constitutional re-
strictions on local government debt and 14 States with-
out constitutional restrictions (leaving this subject to
legislation). New Jersey is one of the 14. The debt
limits in New Jersey are somewhat complicated to
state but turn on a prescribed debt-to-property ratio as
follows:

Municipal 3.5% (net debt* percentage)

School varying percentages depending
upon grades covered e.g. K-12 - 4.0%
Regional High School 3.0%

County 2.0%

In effect, school debt may cut into municipal borrow-
ing power to the extent that school debt exceeds the
statutory limit. There are the following procedures for
exceeding the statutory school debt limit:

For Type I school districts: The school district debt
limit may be exceeded through adoption of an or-
dinance by (a) 2/3 of the members of the local
governing body or (b) a majority of the members
of the local governing body and approval of the
voters. (Newark may authorize debt in excess of
4 percent but not to exceed 8 percent.)

In the case of Type I school districts (with the
exception of Newark), the combined school district
debt limit and the municipal debt limit may be ex-

* Net ;iebt is gross debt issued by the municipality or its
school district less:

a. School debt within the basic limits set forth previously
in this Report.

b. School debt created by a regional school district

c. Self-liquidating as defined in Chapter 40A of the New
Jersey statutes

d. Debt of a public body other than the local government
in cases where payment of the principal and interest are
guaranteed by the local government but only to the extent
allowed by law

e. Bond anticipation notes

f. Sinking fund assets or other prescribed assets receivable
from State or Federal government.
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ceeded by the adoption of ordinance by the govern-
ing body of the municipality, with the approval of
the Commissioner of Education, and the approval
of the voters.

Type Il district (including regional school dis-
tricts) : The debt limits may be exceeded by adoption
of resolution by the Board of Education and the
approval of the legally qualified voters at a regular
school election or at a special election.

In the case of Type Il school districts. (including
regional school districts) the combined school district
and municipal debt limits may be exceeded with the
approval of the Commissioner of Education, the
Local Finance Board, and the voters.

The county and municipal debt limits may be ex-
ceeded in 8 different types of situations:

1. to meet expenditures required as a result of
fire, flood or other disaster as determined by the
Local Finance Board;

2. for emergency construction of dikes, bulkheads
or jetties needed for preservation of life or property
as determined by the Local Finance Board;

3. for purposes ordered by the Department of
Environmental Protection and within limits deter-
mined by Local Finance Board;

4. to fund, renew or retire notes issued pursuant
to law;

S. in an amount during any year which does not
exceed 2/3 of the amount of municipal and school
debt returned and paid-off during the current year;

6. in an amount equal to the available debt margin
when the bond law was enacted less the sum of
previous authorizations under this section, under
item (5) above and under “extensions of credit”
pursuant to item (7) below;

7. debt issued under an “extension of credit”
authorized by the Local Finance Board where it is
satisfied and has determined that the debt meets cer-
tain statutory standards, and that the issuance of such
obligations will not materially impair the credit of
such local unit or substantially reduce its ability to
pay punctually the principal of and interest on its
debts and to supply other essential public improve-
ments and services; (N.J.S. 40A:2-7d);

8. debt issued for self-liquidating purposes.

It is significant that 5 of the 8 exceptions involve
administrative discretion by the Local Finance Board.
In the case of item (7) above, the so-called “extension
of credit” there is no effective debt limit at all. The
Board imposes an administrative debt limit with each

&
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determination. The nature of this determination has
been described by the Director of Local Finance, as
follows:

“Extensions of credit are generally granted and
here, let me quote the law ‘if the Local Finance
Board shall be satisfied and shall have determined
that each of the purposes or improvements . . . are
in the public interest and are for the health, welfare,
convenience or betterment of the inhabitants of such
local units, and that the amounts to be expended for
each of the purposes or improvements to be financed
. . . are not unreasonable or exorbitant and that the
issuance of such obligations will not materially
impair the credit of such local unit or substantially
reduce its ability to pay punctually the principle of
and interest on its debt and to supply other essential
public improvements and services. . . .” What does
this mean? What it means is that the debt limitation
represents not an absolute limitation, but rather a
reasonable point at which an impartial body—the
Local Finance Board—is required to review the
general fiscal health of the municipality.

“More specifically, the Local Finance Board is not
merely reveiwing the fiscal factors but it is also
required to make a determination as to whether the
improvements which will cause the municipality to
exceed the debt limit are really necessary. Such
approvals are not granted in rubber stamp fashion,
but on the other hand, there are some 460 municipal
extensions that have been granted since 1957, and
there should be no stigma attached to them. What
it means is that they have been given a very careful
evaluation and they have passed the test of fiscal
ability and need. An extension to exceed the debt
limit should not be a detriment, but rather an en-
hancement of a bond issue. . . .

“. . . Again, an appearance before the Local
Finance Board is not a negative function, but is a
means of establishing a positive evaluation where
doubt otherwise might exist.”

Effect of Debt Limits

It is difficult to evaluate the debt limits because of
the broad effect of the various exceptions, and particu-
larly of the “extension of credit” provisions. An analysis
of the operative effect of the present system of limits,
however, discloses some surprising results.”

Table 4-12 shows that of the 567 municipalities in
New Jersey, 92 (16.2% of the total) of them had no
debt as of December 31, 1970. Of the remaining
municipalities 334 (58.9% ) had debt equal to less
than 50 percent of their debt limits, and 78 (13.8%)
had debt in the range of 50-99% of their debt limits.

On the other hand, 60 municipalities (11.0% ) had

7Terminology is important for this discussion: i.e. “net debt”
is the amount of debt chargeable to the borrowing power of the
municipality or school district under the statutory limitations;
“debt margin” is the difference between the net debt incurred
and the maximum debt which may be incurred under the ap-
plicable limitation.
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debt which exceeded the debt limit. The amounts of
the excess debt ranged from small percentages to more
than 325% of the established debt limit.

School Debt

Consideration of school debt requires the division of
the school districts into two categories: the regular
school districts and the regional and other school
districts.

In the aggregate, there are 580 school districts in
the 21 counties of the State. These districts are divided
as follows:

50 Typel

439 Single Municipality
8 Consolidated

18 Regional All Purpose
45 Regional High School
20 Vocation

% Total School Districts

A tabulation of the ratios of school debt to borrow-
ing capacity for the districts having debt in excess of
the debt limit is shown in Table 4-13. The table shows
126 of the 551 districts? (22.7% ) have debt in excess
of the regular debt limits for school districts. This
percentage runs to about twice the rate that has been
shown in Table 4-12 for municipalities.

Almost half of these 126 districts have debt which
only slightly or moderately exceeds the debt limit—
within the range of 1 to 24%. In respect to the re-
mainder, there are another 54 districts with debt
exceeding the debt limit in the range of 25 to 99%.
For the remaining 14 districts, the debt is 100% or
more beyond the established debt limit for the district.
In the case of the regular districts, this excess is charge-
able to the debt limit of the municipality. In a consider-
able number of districts the school debt coupled with
the debt of the municipality exceeds the combined debt
limit of the district and the municipality.

In Table 4-14 data is brought together for 60 munici-
palities having a net debt of more than 100% of the
debt limit as of December 31, 1970. Also presented in
the table is the debt associated with 26 school districts
having debt in excess of their debt limits where such
debt is chargeable to the debt limit of the municipality.

Summary of Findings

The situation as of June 30, 1970, with respect to
school district debt may be summarized as follows for

1Excluding Union County for which data was not available.
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the 551 districts for which information was available:

Type I and Regional and

[ype 11 Other School
Districts Districts Total
Total number 495 56 551
Number with debt less
than debt limit 385 41 425
Number with debt in
excess of debt limit 110 16 126
Type | and Regional and
Type Il Other School
Districts Districts Total
Number with excess debt
where debt is fully
absorbed by municipal
borrowing power 67 N.A. N.A.
Number with excess debt
in which combination
of excess school debt
and excess municipal
debt exceeds municipal
debt limit 43 N.A. N.A.

In respect to the municipalities, the data as of Decem-
ber 31, 1970, may be summarized as follows:

Number of municipalities
with no net debt 92

Number of municipalities
with a net debt where
the total net debt falls
(school, municipal or
combined school and
municipal) within the
debt limit of municipality 415

Number of municipalities
with net debt in ex-
cess of debt limit: 60

Due solely to excess
school debt 35

Due to combination of
excess school and
municipal debt 25

TOTAL 567

The Committee concludes:

1. The great majority of both school districts and
municipalities has been able to live within the
prescribed debt limits.

2. Although a total of 110 Type I and Type II
school districts have debt in excess of their limits,
in 67 of these districts the municipal borrowing
power was sufficient to absorb the school district
excess.

3. Of the 60 municipalities with debt in excess
of their debt limits, the excess debt of associated
Type I and Type II school districts was responsible
for a portion of the excess, If school district excess
debt excluded the debt chargeable to the municipal
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governments, the number of municipalities with ex-
cess debt would have been only 25 municipalities
as of December 31, 1970.

4. The present law favors those municipalities
where school functions are performed by regional
school districts as compared to other municipalities.
The debt of regional school districts is not charge-
able against the unused borrowing capacity of the
municipalities in respect to which the regional school
district performs a portion of (or all) school func-
tions.

In other words, as soon as the educational func-
tion is regionalized, the municipality is automatically
relieved of any responsibility for accommodating the
excess debt. Data are not available to show how
many of the municipalities, served wholly or partially
by regional school systems with excess debt, would
themselves have excess debt should the regional dis-
trict’s debt be prorated against the municipality.

5. Local governments are not subject to any limi-
tations as to the amount of their debt so long as the
debt is self-supporting. In addition, public authorities
operating without any municipal guarantee can issue
only self-supporting debt which is not subject to
any statutory limits.

Debt Limits in Other States

Local government debt limits in other states are
generally related to assessed valuation of property.
This results in substantial distortions, especially where
assessment ratios are far below market value and in
respect to which there is no mechanism similar to that
employed in New Jersey to adjust the valuation for
debt limit purposes. Unfortunately there is no recent
comprehensive study of these debt limits and therefore
it is not feasible to generalize concerning them in terms
that would be meaningful as a comparison with the
New Jersey situation.

There is substantial recent research evidence, how-
ever, that existing types of statutory or constitutional
debt limits have been effective in limiting the use of
debt financing, but they also may have some disad-
vantages.’

For example, when pressure for increased use of
municipal credit rises, the limits remain unchanged,
and they may be by-passed by issuance of revenue
bonds and use of public authorities and special districts.
These measures shift the risk of default from taxpayers
to bondholders and therefore result in added interest
costs.

8Pogue, T. F., The Effect of Debt Limits: Some New Evi-
dence, XXIII National Tax Journal 36-49 (1970); Mitchell, W.
E., The Effectiveness of Debt Limits on State and Local Gov-
ernment Borrowing (N.Y.U. Institute of Finance, 1967).

.
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TABLE 4-12
DISTRIBUTION OF NET DEBT OF NEW JERSEY MUNICIPALITIES AND COUNTY GOVERNMENTS
AS A PERCENT OF DEBT LIMITS AS OF DECEMBER 31, 1970, BY COUNTIES

Net Debt as a County . INDIVIDUAL COUNTIES
Perce&tm% et W%m G:I::;: %ﬁ%{ Atlantic Bergen Bu{::in“- Camden %la:y' cﬁ:'::' Essex cGeI:t"e.r Hudson Hudn::r- Mercer Mi:::e- I'I‘:I.Int-ll Morris Ocean Passaic Salem sosuelt"- Sussex Union Warren:
0.0 92 15.6 — 92 16.2 5 6 6 6 3 6 1 6 — 10 2 1 3 2 4 1 9 1 7 1 12
01- 99 105 12.9 3 111 19.7 7 12 11 7 1 1 3 7 1 10 3 3 6 5 10 2 5 2 7 4 4
10.0- 199 61 10.5 5 57 10.1 1 12 5 7 — — 6 2 1 — 1 2 4 2 6 2 — 1 2 3 —
20.0- 29.9 79 134 8 71 125 2 11 6 7 2 1 3 2 3 1 2 3 9 5 3 1 — 4 1 5 —
30.0- 39.9 50 85 3 47 83 1 10 3 — 2 1 — 1 — 2 2 4 4 3 3 — 3 1 2 3
40-0- 49.9 50 8.5 2 48 85 3 4 3 2 3 — 2 1 2 — — 4 7 3 3 3 — 2 3 3 —
Sub-total 354 60.2 20 334 58.9 14 49 27 26 6 4 15 12 8 11 8 14 30 19 25 11 5 12 14 17 7
50.0- 59.9 20 34 1 19 34 1 1 1 3 — — 1 — 1 — 1 1 3 1 1 1 — 1 — 2 —
60.0- 69.9 22 3.7 — 22 3.8 — — 2 — — — 2 2 — 1 1 1 2 5 1 — — 1 2 1 I
70.0- 79.9 15 2.6 — 15 2.6 — — 1 1 1 2 — — — — — 2 2 2 — — — 3 1 — —
80.0- 89.9 13 22 — 13 23 2 — — — 1 — -— 1 — 1 — 1 3 3 — 1 — — — — —
90.0- 99.9 9 1.5 — 9 1.6 — 2 — — 1 — 1 — 2 — 1 1 — 1 — — — — — — —
Sub-total 79 134 1 78 138 3 3 4 4 3 2 4 3 3 2 3 6 10 12 2 2 — 5 3 3 1
100.0-124.9 15 2.6 — 15 2.6 1 1 1 — 2 — 1 — 1 1 — 1 3 1 1 1 — — — — —
125.0-149.9 9 1.5 — 9 1.6 — — — 1 1 — 1 1 — — — 1 — 2 — — — 2 — — —
150.0-174.9 14 24 —_ 14 25 — 2 1 — — 1 — 1 — — — 2 1 2 1 1 — — — — 2
175.0-199.9 6 1.0 — 6 1.1 — 1 1 — 1 — — — — — — — 3 — — — — — — — —
Sub-total 44 1.6 — 44 7.7 1 4 3 1 4 1 2 2 1 1 — 4 7 5 2 2 — 2 — — 2
200.0-224.9 3 0.5 — 3 0.5 — 1 — — — — — 1 — — — —_ - — — — — — — — 1
225.0-249.9 2 0.3 — 2 0.4 — 1 — — — — — — — 1 — — — — — — — — — — —
250.0-274.9 3 05 — 3 05 — 2 - - = = = = = = = = = 1l — - - = = = =
275.0-299.9 2 0.3 — 2 0.4 — 2 — — — — — — — — — - = — — — — — —_ — —
Sub-total 10 17 — 10 18— 6 - - - — - 1 — 1 - - - R 1
300.0-324.9 3 0.5 — 3 0.5 — 1 — — — — — — — — — — 1 — — — 1 — — — —
325.0-349.9 3 0.5 — 3 0.5 — 1 — — — — — — — 1 — — 1 — — — N — — — —
Not Reported 3 05 — 3 05 — - — - = 1 - = = = = = 1 - - = = 1 = = =

TOTAL 588 1000 21 567 1000 23 70 40 37 16 14 22 24 12 26 13 25 53 39 33 16 15 21 24 21 23




You are viewing an archived copy from the New Jersey State Library

TABLE 4-13

DISTRIBUTION OF NEW JERSEY SCHOOL DISTRICTS HAVING DEBT
IN EXCESS OF THEIR DEBT LIMITS AS OF
JUNE 30, 1970%

Debt as a

Regular Regional Regional

Percent of Total Percent of School School High School
Debt Limit Districts Districts Districts
100.0-124.9 ... 58 10.4 51 1 6
125.0-149.9 ... ... 22 4.0 18 1 3
150.0-174.9 ... ... 21 3.8 19 — 2
175.0-199.9 . ... 11 2.0 11 — —
Sub-total .......... ... 112 20.2 99 2 11
200.0-224.9 ... 7 1.2 6 — 1
225.0-249.9 ... 2 0.4 2 — —
250.0-274.9 ... — — — — —
275.0-299.9 ... 1 0.2 1 — —
Sub-total ............................. 10 1.8 9 — —
300.0-324.9 ... 1 0.2 1 — —
325.0-3499 ... ... 2 0.4 1 — 1
350.0-374.9 ... —_ — — — —
375.0-399.9 ... ... — — — — —
Sub-total ............................. 3 0.5 2 — —
400.0-424.9 ... — — — - -
425.0-449.9 ... 1 0.2 — 1 —
TOTAL ... . 126 22.7 110 3 13
Total Districts in 20 Counties .. 551 100.0 495 — 56 ——

* Table does not include any districts in Union County.

The Debt to Property Ratio

Debt limits have also been criticized for an outdated
reliance upon taxable valuations as the measure of local
debt paying capability. The Advisory Commission on
Intergovernmental Relations has recommended that
there be a shift in the basis of debt limits away from
property valuations by local governments. On the
other hand, the most recent Model Bond Law of the
National Municipal League recommends a continuation
with the use of assessed valuations.!® The 1968 Pennsyl-
vania Constitution established tax receipts as the base
for the debt limit of the Commonwealth and mandated
the establishment of a new debt limit for local govern-
ments which is also to be based upon revenues over
a period of years.

The recommendations of the Commission and the
action in Pennsylvania are largely based upon the
assumption that with the substantial change in the base
for locally generated revenues there is a decreasing
degree of reliance upon the property tax which makes
the property tax a less suitable measure of capacity to
support debt. Similarly, the massive reduction in the

25

property tax burden proposed by the Committee in
this report (Part II) requires a reexamination of alter-
native measures. To this end, it is useful to reconsider
what it is debt limits are intended to limit.

What is Debt Limit to Limit?

Of course, the more or less standard answer is that
the debt limit is intended to establish the degree to
which one may pledge anticipated future revenues
through their capitalization at any given time.

But, the amount of a bond issue does not constitute
a correct reflection of the amount of future revenue
being capitalized. It represents the present worth of the
amount being capitalized.

To illustrate, the following table has been developed.
The function of this table is to illustrate several items in
respect to two $2,500,000 bond issues sold in entirely
different markets.

9 Advisory Commission on Intergovernmental Relations, State

Constitutional and Statutory Restrictions on Local Government
Debt, (1961) pp. 75.

10National Municipal League, Model Municipal General
Obligation Bond Law, (1970) p. 7.
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SCHOOL DEBT AS A FACTOR IN EXCESS DEBT OF 60 MUNICIPALITIES
WITH NET DEBT IN EXCES§ OF DEBT LIMIT AS OF DECEMBER 31, 1970

School Net Debt Charged

Municipal Net Debt

Municipal Net Debt _t0 Municipal Debt Limit Excluding School Net Debt  Rpeduction in

County Municipal Municipal as a Percent of Percent of Percent of Percentage

Municipality Debt Net Debt Limit Amount Municipal Amount Municipal Points

Limit Debt (2) = (1) Debt Limit Debt Limit 2 — (7
(1) (2) (3) (4) (5) (6) o)) (8)

Atlantic

Sommers Point 1,508 1,585 105.1 449 23.3 1,136 75.3 —
Bergen

Closter B. 2,994 8,059 269.1 — — 8,059 269.1 —

Harrington Park B. ... 1,580 4,715 298.4 — — 4,715 298.4 —

Hillsdale B. 3,437 4,294 124.9 — — 4,294 124.9 —

Hohokus B. ... 2,111 3,688 174.7 — — 3,688 174.9 —

Midland Park B. . . . 2,243 3,600 160.5 — — 3,600 160.5 —

Montvale B. ... ... 2,813 7,635 271.5 — — 7,635 271.5 —

Northvale B. . T 1,798 4,081 226.9 — — 4,081 226.9 —

Norwood B. ..... R, 1,467 4,420 301.9 — — 4,420 301.9 —

Park Ridge B. .. ... 2,488 6,839 275.0 — — 6,839 275.0 —

Waldwick B. ...................... 2,945 5,396 183.2 39 0.7 5,357 181.9 1.3

Washington T. ... 3,048 10,280 337.2 R — 10,280 337.2 —

Woodcliffe B. ... . 2,134 4,344 203.5 — — 4,344 203.5 —
Burlington

Burlington T. ... ... 2,440 4,410 180.8 1,749 39.7 2,661 109.1 71.7

Edgewater Park T. 1,246 1,442 115.7 1,043 73.3 399 32.0 73.5

Maple Shade T. ... ... 2,283 3, 1472 152.1 2,869 82.6 603 26.4 125.7
Camden

CamdenC. ... .. .. .. 10,866 15,064 138.7 11,440 75.9 3,604 33.1 105.6
Cape May

Cape May C. R 1,134 1,622 143.0 — — 1,622 143.0 —

SealsleC. . ... ... 1,137 1,230 108.1 — — 1,230 108.1 —

W. Wildwood B. ... . 146 150 103.1 — —_ 150 103.1 —

Woodbine B. ... ... 153 290 189.0 — — 290 189.3 —
Cumberland

Downe T. ... ... 252 380 150.7 — — 380 150.7 —
Essex

Caldwell B. .............. .. 2,196 2,238 101.9 R — 2,238 101.9 —

N. Caldwell B. 1,925 2,442 123.9 — — 2,442 123.9 —
Gloucester

Deptford T. ... ... 3,182 6,773 212.9 445 6.7 6,328 198.9 13.0

Harrison B. ... 567 732 129.1 — — 732 129.1 —

W. Deptford T. ... ... 3,701 6,082 164.3 937 15.4 5,145 144.5 19.8
Hudson

Jersey City 33,063 39,154 118.4 — 39,154 118.4 —
Hunterdon

Bethlehem ... ... 473 673 136.6 — — 673 136.6 —

Clinton Town . 515 1,674 325.2 — — 1,674 325.2 —

Milford B. R 480 1,118 232.8 — — 1,118 232.8 —
Mercer
Middlesex

N. Brunswick T. . . 6,745 10,784 159.9 5,786 53.7 4,998 74.1 85.8

Piscataway T. ... ... 9,233 15,686 169.9 147 — 15,542 168.3 0.3

S. Plainfield B. .. 5,820 7,672 131.8 — —- 7,672 131.8 —

Woodbridge ....... 25,810 31,787 119.3 — — 31,787 119.3 —
Monmouth

Asbury Park C. 2,022 5,495 181.8 — — 5,495 181.8 —

Holmdell T. . A 3,820 7,265 190.2 7,020 96.6 263 6.9 183.3

Keansburg B. ... 1,339 1,374 102.6 390 — 984 73.5 29.1

Loch Arbour V. ... .. 120 123 102.4 R R 123 102.4 —

Marlboro T. 2,416 2,694 115.4 1,887 70.0 807 334 82.0

Neptune T. ... ... ... 5,455 9,816 1115 — — 9,816 111.5 -

New Shrewsburg B. 1,731 5,613 324.2 R R 5,613 324.2 —

Rumson B. ... .. 3,356 5,763 171.7 — — 5,763 171.7 —

Sea Bright B. 590 1,999 338.8 — — 1,999 338.8 —
Morris

Butler B. 1,633 2,168 132.8 940 43.4 1,228 75.2 67.6

Chatham T. 3,202 4,835 150.9 259 5.4 4,576 1429 8.0

Mendham T. 1,582 2,230 140.1 1,080 48.4 1,150 72.7 67.4

Morris T. 4,777 5,935 124.1 — — 5,935 124.1 —

Mt. Olive T. L 2,483 3,890 156.6 1,884 48.4 2,006 80.8 75.8

Roxburg T. ... 4 396 11,067 251.7 6,108 55.2 4,959 112.8 158.9
Sussex
Ocean

Lakehurst B. 218 354 122.3 223 63.0 131 60.1 62.2

Lakewood T. 4,656 5,110 109.8 2,584 50.6 2,072 44.5 65.3
Passaic

Halledon B. 1,601 2,483 155.1 — — 2,483 155.1 —

Wanaque B. 1,894 2,212 116.8 1,929 87.2 283 14.9 101.9
Salem

Salem C. 890 2,872 322.4 2,416 84.1 456 51.2 271.2
Somerset

Green Brook T. .. .. 1,476 1,947 131.9 1,404 72.1 543 36.8 95.1

S. Bound Brook B. .. ... 3,218 4,245 131.9 — — 4,245 131.9 —
Union
Warren

Alpha B. 381 961 252.4 53 5.5 908 238.3 14.1

Haskettown T. 1,707 2,801 164.1 159 5.7 2,312 135.4 28.7

Phillipsburg 2,390 3,812 159.5 2,257 59.2 1,555 65.1 94.4

R = Regional School District.
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Issue B is assumed to be sold in a market similar to
that now prevailing. The reoffering yields are patterned
largely upon one recent New Jersey local government
bond issue.

Issue A is a theoretical issue in which the reoffering
yield rates are approximately the rates used in relation
to Issue B. Let us assume that hopefully such a market
will return in due course, along with a minimal degree
of inflation.

The relative amounts of future revenue being capital-
ized by the two issues to secure cash in hand of $2,-
500,000 (excluding allowance for dealer’s profit and
other expense) may be stated as follows (in $000):

Allocation of Present Worth

Amounts Payable As: of $2,500,000 to:

Principal Interest Total Principal Interest Total
Debt
Service
Issue B
Amount 2,500 2,044 4,544 1,358 1,142 2,500
Percent 55.0 45.0 100.0 45.7 54.3 100.0
Issue A
Amount 2,500 1,024 3,524 1,718 782 2,500
Percent 70.9 29.1 100.0 68.7 31.3  100.0

It is thus clear that Issue B involves the pledging of
$4,544,000 in future revenues in order to secure
$2,500,000 in hand. On the other hand, Issue A involves
the pledging of only $3,524,000 to secure the same
amount in hand. In other words, the pledge involved in
Issue B represents a pledge of future revenues that is
$1,020,000 greater than in respect to Issue A—an in-
crease of approximately 29 percent more in dollars.

Therefore, if the intent of the debt limit is to place
a ceiling upon the extent to which future revenues
should be allowed to be anticipated through borrowing,
the debt limit might be more appropriately expressed
as the aggregate amounts of future debt service that
can be due at any given time.

To put the matter in still another perspective, the
amount of money that could be borrowed by the pledg-
ing of $3,524,000 of future revenue would be $2,-
500,000 under the market represented in respect to
Issue A; however, if the market were equivalent to
that shown by Issue B, the amount of cash in hand
that could be secured by the pledging of $3,524,000
in revenue would be only $1,939,000.

In many respects these two illustrations represent the
difference that is present in revenue financing and in
general obligation bond financing. In the case of
revenue financing, the question is basically one which
commences with the estimate of the amounts available
for capitalization of expected future net revenue. In the
case of general obligation financing, the process starts
from the amount to be borrowed and relatively little
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attention is given to the extent to which future revenues
are being capitalized.

Conclusions and Recommendations

The Committee concludes—

1. Existing debt limits on local governments have
had a neutral effect for the great majority of counties,
municipalities and school districts, since the limits in
relation to the needs of these units are high enough
to avoid any meaningful impact on the credit of the
borrower.

2. The present distinction in the treatment of debt
limits of regional school districts as compared with
Type I and Type II districts (relating the transfer of
excess debt over the district limit to the municipality)
is undesirable so long as the present system of limita-
tions is retained.

3. New Jersey already has a large measure of ad-
ministrative rather than statutory debt limits, and they
make the specific percentage of net debt set forth in
the Local Bond Law and Educational Law of less real
significance in local finance.

4. Proposals to abolish all formal statutory limits,
and to substitute a pure administrative limit can find
support in experience and economic analysis, but such
a step is likely to be misunderstood, and its benefits
would be outweighed by the concern it might cause
taxpayers and bond investors alike.

5. The present provisions for “extensions of credit”
are intended and operated as a constructive influence
on municipal finance; but they present a needless source
of market confusion or uncertainty in the very label
and process; and these shortcomings can be corrected.

6. Is is timely, with the proposed major revision of
the property tax and massive increase in State aids to
local governments, to accomplish revision in the measure
of debt limitations.

The Committee recommends:

1. Require all county, municipal, school and local
or regional public authority bond issues to be re-
viewed and approved by the Division of Local Fi-
nance, except as provided in 2 below;

2. Establish a ratio of total projected debt service
of the issuer to the equalized valuation of its taxable
property, as the debt guideline; and provide that any
general obligation issue which falls within the guide-
line shall be deemed approved for purposes of para-
graph 1 above,

3. Fix the guidelines at approximately two times
the present net debt percentages in order to allow for
the inclusion of projected interest payments in the
measure of debt burden.

#
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Chapter 'V

Limitations on Temporary Borrowing

Three types of short-term financing are permitted for
municipalities and counties under New Jersey law:

A. Revenue anticipation notes—with tax anticipa-
tion or utility anticipation notes;

B. Emergency notes; and

C. Bond anticipation notes.

Neither revenue anticipation notes nor emergency
notes have presented any substantial issues of policy.
Bond anticipation notes, however, have become a source
of continuing concern.

Trends in Short-Term Debt

The only trend data concerning the use of short-term
debt by the State and local governments in New Jersey
are the annual estimates prepared by the Governments
Division of the Bureau of the Census, U.S. Department
of Commerce. Table 4-15 sets forth the estimates of
fiscal year-end amounts outstanding for the years 1962
to 1968-69 for New Jersey and the remainder of the
states.! From Table 4-15 it is apparent that the amount
of local government short term debt in New Jersey has
increased from $128.4 million in 1962 to $482.0 million
in 1968-69—or by 275.4 percent. In the same period,
as shown in Table 4-15, local governments short term
debt in other states increased by only 107.6 percent.
It appears that the short term debt was equal to about
one fourth of the outstanding long term debt of local
governments in New Jersey.

Table 4-16 shows the trend in short term debt for
local governments in New Jersey for the period 1962
to 1968-69. This table shows an increase in local
government short-term debt (including public housing

11'This would be the fiscal year ending December 31, 1968
for those governments on a calendar year fiscal period and for
the year ending June 30, 1969, for the governments on July 1-
June 30 fiscal period. The data as published includes the debt
of the Delaware Port Authority as a local government of New
Jersey. Therefore, the short-term debt of that Authority is in-
cluded in Table 4-15. The table does, however, include the
short term debt of intrastate authorities and of the South Jersey
Port Commission. It also includes the short term debt of public
housing authorities. Table 4-16 has been developed to exclude
the short-term debt of the Delaware River Port Authority. The
Delaware River and Bay Authority is allocated to Delaware,
the Delaware Joint Toll Bridge Commission is allocated to
Pennsylvania, and the Port of New York Authority is allocated
to New York.
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authorities) from $128.4 million in 1962 to $482.0 in
1968-69—an increase of 275.4 percent.

Table 4-17 presents information from the U.S.
Bureau of the Census for 1962 and 1966-67 as shown
in the Census of Governments in those years. It is
noted that in 1966-67, the short term debt (generally
of December 31, 1966) was as follows:

1966-67 1968-69*
Counties $21 $38
Municipalities 124 181
Townships 39 33
School districts 80 119
Special districts 83 112%*
TOTAL $347 $483

In the long term debt field in 1966-67, local housing
authorities accounted for something over 40 percent
of the special district debt; however, no data were
available on housing authority short term debt.

From Table 4-18 it is apparent that per capita State
and local short-term debt in New Jersey has risen by
309.2 percent while such per capita debt in all State
and local governments (including New Jersey) has in-
creased by only 146.7 percent per capita.

In brief, the per capita State and local govern-
ment short-term debt in New Jersey has risen at a
rate that is more than twice the national average.
When measured as a percent of revenue, it is found

in Table 4-19 that the short term debt at the State level
in New Jersey has been and is significantly below the
rates in the other 49 states—despite the sharp increase
in State government short term debt in 1968-69.

At the local level, the short term debt in New Jersey
was equal to 8.64 percent of the total of general and
utility revenues in 1962. This was slightly above the
average of 8.09 percent for the other 49 states com-
bined. More significant is the fact that local govern-
ment short term debt in New Jersey as a percent of
current revenue increased from 8.64 to 20.28 from

*Letter from Francis W. Twiss, Chief, Finance Bonds,

Governments division, Bureau of the Census, dated February
26, 1971.

** Excludes short-term debt of Delaware River Port Author-
ity.
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1962 to 1968-69—an increase of 134.72 percent. This The Committee finds:

may be contrasted with a rise of only 13.35 percent That New Jersey local governments have been
in the 49 states. Therefore, whereas short term debt in using temporary debt at a very significantly higher
the 49 states in 1968-69 was less than 10 percent of rate, in recent years, than local government in the

total local government revenue, it is found that in New
Jersey this was above 20 percent of current revenue
from all sources. '

other 49 states.

TABLE 4-15
TRENDS IN SHORT-TERM DEBT OUTSTANDING
FOR NEW JERSEY AND OTHER STATES
1962—1968-69
(in millions of dollars)

NEW JERSEY OTHER 49 STATES and DISTRICT OF COLUMBIA
Amount Percent Increase over 1962 Amount Percent Increase over 1962
YEAR State Local Total Local Total State & Local State Local Total Local  Total State & Local
1962 0.2 128.4 128.7 — — 410.7 3320.2 3631.0 — —
1963 0.2 1519 152.1 18.2 18.2 423.9 3724.2 4148.1 12.2 14.2
1963-64 0.2 169.8 170.0 32.1 32.1 640.4 3885.0 4525.4 17.0 24.6
1964-65 0.2 240.2 240.5 86.9 86.9 799.7 4268.7 5068.3 28.6 39.6
1965-66 1.2 2954 296.6 129.9 130.5 1059.1 4695.3 5754.3 41.4 58.5
1966-67 1.3 347.8 349.0 170.7 171.2 1285.5 5358.2 6643.0 61.4 82.9

1967-68 7.1 394.7 401.8 207.2 212.2 2037.6 5987.7 8025.3 80.3 121.0
1968-69 50.1 542.0 592.1 321.8 360.1 2596.8 6893.5 9490.3 107.6 161.4

Source: Bureau of the Census, U. S. Department of Commerce, Governmental Finance, 1962, pp. 37-39, pp. 40-42; 1963, pp. 40-42; 1963-64,
pp. 40-42; 1964-65, pp. 40-42; 1965-66, pp. 40-42; 1966-67, pp. 40-42; 1967-68, pp. 40-42; 1968-69, pp. 40-42.

NOTE: Data for 1962 refers to fiscal year-end situation for fiscal years ending in the calendar years 1962 and 1963; data for the other years
relate to fiscal year-end situation for fiscal years ending in the period July 1 to June 30 of the years indicated.

TABLE 4-16
TRENDS IN SHORT-TERM DEBT IN NEW JERSEY*

Percent Increase of Local Short-Term

Amount Deht Over 1962
Year State Local Total State Local Total

1962 0.2 128.4* 128.6 —

1963 0.2 151.9 152.1 — 18.3 18.3
1963-64 0.2 169.8 170.0 — 32.2 32.2
1964-65 0.2 202.7 202.9 —_— 57.9 57.8
1965-66 1.2 257.9 259.1 500.0 100.9 101.5
1966-67 1.3 310.3 311.6 550.0 141.7 142.3
1967-68 7.1 357.2 364.3 3,450.0 178.2 183.3
1968-69 50.1 482.0 532.1 — 275.4 313.8

* Excludes short-term debt of Delaware River Port Authority.

Source: Table 11I-B, less debt of Delaware River Port Authority.
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TABLE 4-17

OUTSTANDING LONG-TERM AND SHORT-TERM DEBT OF NEW JERSEY GOVERNMENTS
BY TYPE IN 1962 AND 1966-67*

(in millions)
LOCAL GOVERNMENTS
Special Districts TOTAL
STATE Housing LOCAL
GOVERN- Munici-  Town-  School Author- TOTAL AND
MENT  Counties palities  ships Districts ities  Other**  Total LOCAL  STATE
1962
Short-Term Debt ... ... .. 0.2 59 49.8 8.0 93 NA NA 709 1439 1442
Long-Term Debt
Full Faith and Credit 489.6 1439 4533 779 5625 NA NA 1.1 12387 17283
Non-guaranteed .. 4334 — 14.6 8.5 — NA NA 4625 485.6 919.0
SUB-TOTAL . 923.0 1439 4679 86.4 5625 NA NA 463.6 17243 26473
TOTAL . ... 9232 1498 517.7 944 5768 NA NA 534.6 1868.3 2791.5
Short-term debt as a
percent of total debt . . . — 39 9.6 8.5 1.6 13.2 1.7 5.0
1966-67
Short-Term Debt . . 13 214 1242 38.6 80.3 NA NA 826 347.1 3484
Long-Term Debt
Full Faith and Credit .. 5583 1817 457.7 1303 7381 NA NA 52 1513.0 20713 ’,
Non-Guaranteed . ... 6339 — 43.6 12.8 — 261.8 3780 639.8 6962 1330.1
SUB-TOTAL 1192.1  181.7 501.3 1431 7381 NA NA 645.1 2209.2 3401.3 |
TOTAL o N 11934 203.1 6255 181.8 8184 NA NA 727.7 2556.5 3749.9 ;
\

Short-term debt as a
percent of total debt . — 10.5 19.9 21.3 9.8 11.4 13.6 10.0

* Data for 1962 for state government is for fiscal year ending June 30, 1961; for counties, municipalities and townships for calendar 1962; for
special districts as of close of fiscal year ending in calendar 1962. For 1967, data for state government is for fiscal year ending June 30,
1967, for all other governments for fiscal year ending July 1, 1966, and June 30, 1967,

** Excludes debt of Delaware River Port Authority.

'Source: éensus of Governments 1962, VII, No. 30, pp. 26-27; Census of Governments 1967, VI, No. 30, pp. 30-31, 68, adjusted for debt of
Delaware River Port Authority as reported in annual financial statements of that authority.

TABLE 4-18

TRENDS IN PER CAPITA SHORT-TERM DEBT OUTSTANDING
1962 TO 1968-69

NEW JERSEY* ALL STATES**
New Jersey Rate of Increase
Per Capita as a Percent of
Percent Increase Percent Increase the Rate of Increase Per
YEAR Amount over 1962 Amount over 1962 Capita for All States
1962 20.24 — 20.24 — 100.0
1963 23.20 14.6 22.80 12.6 115.9
1963-64 25.45 25.7 24.54 21.24 121.0
1964-65 35.49 75.3 27.39 35.3 213.3
1965-66 43.00 112.5 30.89 52.6 213.9
1966-67 49.84 146.2 35.34 74.6 196.0
1967-68 56.77 180.5 42.16 108.3 166.5 |
1968-69 82.83 309.2 49.93 146.7 310.8

Source: Bureau of the Census, U.S. Department of Commerce, Governmental Finance, 1962, p. 45; 1963, p. 48; 1963-64, p. 48; 1964-65, p. 48;
1965-66, p. 48; 1966-67, p. 48, 1967-68, p. 48; 1968-69, p. 48.

* Includes all local governments (including Delaware River Port Authority)
** Including District of Columbia
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TABLE 4-19
SHORT-TERM DEBT OUTSTANDING AT YEAR-END

AS A PERCENT OF TOTAL OF GENERAL REVENUE RECEIPTS AND
OF REVENUES OF LOCALLY OPERATED UTILITIES

NEW JERSEY OTHER 49 STATES**
YEAR State Local* Total State Local Total
1962 ko 8.64 6.50 1.35 8.09 6.01
1962-63 ok 9.64 7.14 1.25 8.44 6.36
1963-64 wE 10.31 7.59 1.74 8.26 6.39
1964-65 e 13.24 9.84 2.00 8.43 6.63
1965-66 0.12 14.95 10.98 2.32 8.34 6.74
1966-67 0.10 16.18 11.46 2.53 8.63 7.06
1967-68 0.46 17.11 11.79 3.54 9.00 7.75
1968-69 2.72 20.28 15.09 3.98 9.17 8.17
PERCENT INCREASE
1962 to 1968-69 — 134.72 132.15 194.81 13.35 35.9

* All local governments (including Delaware River Port Authority)
** Includes District of Columbia
*** |ess than 1/20th of 1 percent

Source: Developed from data contained in Bureau of the Census, U.S. Department of Commerce, Governmental Finance, 1962, pp. 28-30,
39-41; 1963, pp. 31-32, 40-42, 44; 1963-64, pp. 31-33, 40-42, 44; 1964-65, pp. 31-33, 40-42, 44; 1965-66, pp. 31-33, 40-42, 44; 1966-67, pp.
31-33, 40-42, 44; 1967-68, pp. 31-33, 40-42, 44; 1968-69, pp. 31-33, 40-42, 44.

Bond Anticipation Notes

Section 40A:2-8 permits the issuance of bond antici-
pation notes. Minor amounts of capital notes (the lesser
of $40,000, or one-half of 1 percent of the equalized
valuation basis) are authorized.

Apparently, the only limit as to the amount of bond
anticipation notes that may be outstanding is provided
by the amount of authorized but unissued bonds. The
only modification is a requirement that not later than
the first day of the fifth month following the close of
the third fiscal year after the issue of such original
notes that there shall be a payment of not less than the
first legal installment that would have been payable
had bonds been issued. This is an effort to provide for
at least one installment payment of the debt; however,
representatives of the Division of Local Finance have
stated relatively minor payments are made under this
provision.

Prior to 1968 the maximum life for the bond antici-

pation notes was three years; this was extended in
1968 to five years.

Amounts of Bond Anticipation Notes

Representatives of the Division of Local Finance
provided the committee with working papers derived
from an analysis of bond anticipation notes outstanding
as of December 31, 1968, for the municipalities with
names beginning M through Z. A tabulation of these
data was made and the results appear in Table 4-20.

From this table, it may be seen that the total outstand-
ing loans in anticipation of issuance of bonds for the
293 municipal governments amounted to $114.9 mil-
lion. If the remaining municipalities had a similar
record, this would have brought the total to about $225
million.

The function of bond anticipation notes is to give
the local government the option of issuing long term
debt in advance of capital requirements or of accruing
the obligations in anticipation of the issuance of such
long term debt through the use of bond anticipation
notes.

Under existing practices a public structure can be
designed, constructed and available for use within two
years or less. Under present legislation, it can be occu-
pied for a full three years (or more) before long term
financing is arranged. This could prove to be an un-
sound practice, in that:

1. It permits an extension of the total time over
which facilities may be financed beyond those
stipulated by statute.

2. It permits present office holders to authorize and
complete projects while simultaneously avoiding
the kind of public political accounting for the
debt service they have incurred—merely by de-
ferment of the effective date of long term fi-
nancing.

3. It can be costly, if used to outguess the trend of
the bond market, although it could result in
savings in a falling interest market.

/
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The Committee recommends:

1. Major capital financing should be transferred
to the permanent capital markets promptly, and
should not be permitted to preempt a significant
portion of short term funds available in the market;

2. A local government issuer should be required
to appropriate a full year’s interest on each bond
anticipation note in the current or next succeeding
budget.

3. A local government issuer should be required
to appropriate and pay off within each year not less

than that fraction of each bond anticipation note
equal to one divided by the period of probable use-
fulness prescribed by law for the purpose for which
the bonds are authorized.

4. A local government issuer, including an au-
thority, shall have no power to borrow any portion
of required amortization or interest, except interest
during construction required by a public authority.

5. The period of probable usefulness under the
statute (N.J.S. 40A:2-22) should begin to run not
later than one year after the capital improvement
being financed becomes operational and is first used.

TABLE 4-20

BOND ANTICIPATION NOTES OUTSTANDING
293 NEW JERSEY MUNICIPALITIES*
DECEMBER 31, 1968

Amount of Aggregate Aggregate Amount
Bond Anticipation Amount of Per Municipality
Notes Outstanding Number of Debt for Group in Group

(000) Municipalities (000) (000)
0 138 0 0
1-100 59
100-199 26
200-299 10
300-399 4
400-499 14
Sub-total 1-499 113 $ 17,743 $ 157
500-599 6
600-699 6
700-799 3
800-899 1
900-999 3
Sub-total 500-999 19 11,857 624
1,000-1,499 6 7,245 1,208
1,500-1,999 5 8,206 1,641
2,000-2,999 3 7,359 2,453
3,000-3,999 3 10,527 3,509
4,000-4,999 3 14,014 4,671
5,000-9,999 1 6,310 6,310
10,000-14,999 1 11,263 11,263
15,000-19,999 — —_—
20,000-24,999 1 20,362 20,362
23
Sub-total 1-24,999 155 114,886 741
TOTAL 293 $114,886 $ 392

Source: N.J. Division of Local Finance.

* Data is for municipal governments with names beginning with letters M through W.

32




You are viewing an archived copy from the New Jersey State Library

Chapter VI

Revenue Bonds Versus General Obligations

In New Jersey, all direct debt of local governments
must be issued as general obligation, i.e., full-faith-and-
credit debt with unlimited pledge of ad valorem taxa-
tion to support the debt. Only when a local authority
device is used may debt payable solely from project
revenues be issued. This raises two broad issues:

1. Should municipalities be authorized to issue pure
revenue bonds?

2. Are public authorities over used because of their
revenue bond feature or otherwise?

Table 4-21 sets forth a comparative picture of New
Jersey outstanding local government debt as of Decem-
ber 31, 1965, and 1969. It shows that in 1965 total
outstanding self-liquidating debt (direct and by use of
municipal and county authorities) amounted to $430.7
million (line 13) and by 1969 it amounted to $658.

I million—a growth of 52.8 percent. In contrast, the
amount of tax supported outstanding debt increased
during the same four years by 34.7 percent (line 12).
During this four year period, the amount of authority
debt rose at the rate of 50.6 percent and the self sup-
porting debt carrying the general obligation pledge
increased by 56.0 percent.

The significance of these rates of growth in so short
a period of time suggests strongly that public officials,
and presumably the citizens, are increasingly relying
upon self supporting debt, even though it accounted
for only 23.8 percent of total outstanding debt of local
governments at the end of 1969.

It is recognized that a period of four years is a short
period for establishing a dependable trend; however,
Table 4-22 provides information for a ten year period

TABLE 4-21

OUTSTANDING DEBT OF NEW JERSEY LOCAL GOVERNMENTS
DECEMBER 31, 1965 AND 1969
(in millions of dollars)

1965 1969 PERCENT INCREASE 1965-1969
General Rev- Percent  General Rev- Percent General  Rev-
LINE Obligation enue Total of Total Obligation enue Total of Total Ohligation enue Total
Counties
1 Direct Tax-supported ... ... 228.6* 2286 115 4282 — 4282 155 87.3 — 87.3
2 Authority ... 77.8 71.8 39 — 1348 134.8 49 73.3 733
3 TOTAL . 228.6* 77.8 3064 154 4282 1348 563.0 20.4 87.3 73.3 83.7
Municipalities & School Districts
Direct Tax-Supported
4 Schools ... 958.5 9585 48.2 1196.2 1196.2 43.3 24.8 — 24.8
5 Municipal .. ... 3725 3725 187 477.0 477.0 173 28.1 — 28.1
6 SUB-TOTAL . .. . ... 1331.0 1331.0 66.9 1673.2 1673.2 60.6 25.7 25.7
7 Self-liquidating .. .. . 174.3 174.3 8.8 272.0 272.0 9.9 56.1 56.1
8 SUB-TOTAL ... 1505.3 15053 75.6 1945.2 19452 705 29.2 29.2
9 Authority . ... ... . 1786 178.6 9.0 251.3 2513 9.1 40.7 40.7
10 TOTAL .. 1505.3 178.6 16839 84.6 1945.2 2513 2196.5 79.6 29.2 40.7 30.4
11 GRAND TOTAL ... 17339 256.4 1990.3 100.0 2373.4 386.1 2759.5 100.0 36.9 50.6 38.6
Exhibit:
12 Total tax-supported (1+6) ... 1559.6 1559.6 784 21014 21014 762 34.7 347
13 Total self-liquidating (2+7+9) 1743 256.4 430.7 21.6 2720 386.1 658.1 238 56.0 50.6 52.8
14 FOTAL - 17339 256.4 1990.3 100.0 23734 386.1 2759.5 100.0 36.9 50.6 38.6

* Data for county direct debt is gross amount as data for outstanding debt was not reported.
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and this also suggests increased reliance upor‘i'what the
Bureau of the Census classifies as “special district”
debt. The Bureau of the Census found that while gen-
eral obligation debt accounted for 75 percent of the
long term outstanding debt of local governments in New
Jersey in 1957, by 1966-67, this had decreased to 68.5
percent.

National Trends

Three different organizations in the United States

The classifications used by the three sources are
somewhat different. Each of them recognizes a general
obligation classification; however, in the matter of the
security pledged, The Investment Bankers Association
(IBA) provides a more detailed classification ‘than do
the other two sources. The categories used by the three
groups are shown in Tables 4-22, 4-23 and 4-24.

Trends in Outstanding Debt
Table 4-22 shows the trend in the outstanding long

term debt for state governments and local govern-
ments by classes. It also sets forth the percentage of the
debt which carries a full-faith-and-credit pledge. Unfor-
tunately, reporting by some New Jersey local govern-
ments has apparently been incorrect inasmuch as a
considerable portion of municipal and township debt
and is shown as being other than a general obligation debt
C. The Bond Buyer, a trade magazine. —which is not in accordance with New Jersey law.

regularly collect statistics concerning the amount of
debt that is issued by state and local governments:

A. The Bureau of the Census of the U.S. Depart-
ment of Commerce;

B. The Investment Bankers Association of America;

TABLE 4-22

OUTSTANDING LONG-TERM DEBT
OF STATE AND LOCAL GOVERNMENTS IN THE UNITED STATES
1957, 1962, AND 1966-67
(in millions of dollars)

AMOUNT PERCENTAGE FULL FAITH AND CREDIT
1957 1962 1966-67 1957 1962 1966-67
Municipalities ................... United States 18,183 25,099 32,057 68.2 66.8 59.9
New Jersey 456 468 501 85.5 96.8 91.4
Townships ... United States 942 1,303 1,647 84.3 93.6 91.3
New Jersey 60 86 143 83.3 90.6 90.1
Counties ......................... United States 3,368 5,208 7,515 85.7 91.6 86.0
New Jersey 144 144 182 90.3 100.0 100.0
School Districts .............. United States 8,851 13,656 18,249 100.0 100.0 100.0
New Jersey 307 563 738 100.0 100.0 100.0
Special Districts .......... ... United States 5,977 10,189 15,993 19.4 14.6 17.9
New Jersey 203 463 645 0.2 0.2 0.8
Total Local Government .... United States 37,323 55,455 75,462 69.9 68.3 63.9
New Jersey 1,172 1,868 2,209 75.0 66.3 68.5
State Governments .......... United States 13,522 21,612 31,185 48.0 47.7 43.5
New Jersey 896 923 1,192 42.6 53.0 46.8

Grand Total State and
Local Governments . ... United States 50,844 77,067 106,649 64.1 61.2 58.0
New Jersey 2,067 2,647 3,401 61.1 65.3 60.9

Note: Debt of Delaware River Port Authority is excluded from New Jersey data for special districts and from total for local governments
and grand total.

Sources: U.S. Department of Commerce, Bureau of the Census, Census of Governments, 1957, Ill, No. 5, pp. 67, 125; Census of Governments,
1962, 1V, No. 4, p. 36; Census of Governments, 1967, IV, p. 35.
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TABLE 4-23

STATE AND LOCAL GOVERNMENT BOND SALES
AS REPORTED BY THE BOND BUYER
1960-1970
(in millions of dollars)

GENERAL OBLIGATION REVENUE TOTAL Percent of
New Money ~ New Money W
Financing as
New Re- Public Re- Public Re- Percent of all
YEAR Money  funding Total General Housing funding  Total Housing General funding  Total New Money Bonds
1960 5,000 35 5,035 1,794 383 18 2,195 383 6,794 53 7,230 26.4
1961 5,736 26 5,762 2,381 189 28 2,598 189 8,117 54 8,360 29.3
1962 5,833 89 5,922 2,112 382 172 2,666 382 7,945 261 8,588 26.6
1963 5,846 223 6,069 2,730 254 1,053 4,037 254 8,576 1,277 10,107 31.8
1964 6,726 161 6,887 2,525 636 497 3,658 636 9,251 657 10,544 27.3
1965 7,194 251 7,445 2,637 464 538 3,639 464 9,831 789 11,084 26.8
1966 6,969 43 7,012 3,459 440 177 4,076 440 10,428 221 11,089 33.2
1967 9,132 60 9,192 4,505 478 113 5,096 478 13,637 173 14,288 33.1
1968 9,542 75 9,617 6,175 525 63 6,763 525 15,717 138 16,375 39.3
1969 8,015 32 8,047 2,996 398 19 3,413 398 11,011 51 11,460 27.3
1970 11,767 30 11,797 5,790 131 27 5,948 131 17,557 56 17,744 33.0
Percent
Increase of
1970 over 1960 135.3 222.7 158.4

NB: Includes Puerto Rico and Virgin Islands.

Source: The Weekly Bond Buyer, V. 179, No. 1 (February 2, 1970), p. 14; V. 182, No. 3 (February 22, 1971), p. 18.

The data shows that in New Jersey the special district
debt has been almost exclusively of the non-guaranteed
variety, i.e., debt other than general obligation debt.

Trends in Amount of Debt Issued

Table 4-23 presents the trends during the 1960-1970
decade as measured by The Bond Buyer in its tabula-
tions of the issuance of new bonds in the general obli-
gation and revenue categories. From this table, it is
seen that “new money” (i.e., total bond issues less
refunding issues) general obligation debt sold in the
year rose from $5.0 billion in 1960 to $11.8 billion in
1970—at a more or less regular rate, except for the
decreases during 1966 and 1969 tight money periods.

The amount of general “new money” revenue debt
(i.e., revenue debt other than that relating to federally
financed public housing) increased much more dra-
matically, up by more than 222 percent in the decade
—from $1.8 billion to $5.8 billion. During the years
1965-1968, much of the “new money” revenue debt
was in the form of industrial aid bonds. This helps to
account for the unusually high peak in 1968.

During the decade, the “new money” general revenue
debt as a percentage of total general “new money” debt
was in the range of 26.4 percent (1960) to 39.3 per-
cent (1968) of total general “new money” debt as
tabulated by The Bond Buyer.

Table 4-24 presents data on the new money issues
during the period 1960-1969, as tabulated by the In-
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vestment Bankers Association of America.l? It also
shows the amount of new money debt issued by states
and by various types of local governments.

From Table 4-24, it appears that the role of the
statutory authorities in the issuance of new money debt
has increased very significantly during the decade—at a
substantially higher rate than the issuance of new debt
by local governments but at a lesser rate of increase than
by the state governments. In the final two columns of
this table, new issue debt by state and local government
in New Jersey is shown. It is noted that this has in-
creased from 2.86 percent of the U.S. total in 1960 to
5.97 percent of the total in 1969.

Table 4-25 presents information concerning the
type of pledge of security lying behind the total of new
bond issues tabulated by /BA. This tabulation includes
refunding bonds issued; however, the “industrial aid”
bonds (so popular in many states in the 1965-1968
period) have been netted out in order to provide a
more meaningful trend in the degree of reliance upon
revenue debt for regular governmental purposes.

An examination of the final column in this table
shows that although there were significant variations

12The fact that these data differ from those presented by The
Bond Buyer is explainable in part by the differences in sources
of information and in part by the fact that The Bond Buyer
cumulates its data on the basis of the date of sale whereas the
IBA cumulates its data on the basis of the date of delivery of
the bonds.
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4

during the decade in the degree of reliance upon revenue Because school debt has loomed very large in New
debt, the percentage for 1969 was not significantly Jersey State and local government debt, Table 4-26
different from that characterizing the early years of the has been developed. From this table, it can be seen
decade. that on the basis of the IBA tabulations, one-half of
TABLE 4-24
AMOUNT OF NEW BOND ISSUES SOLD
BY STATE AND LOCAL GOVERNMENTS IN UNITED STATES*
1960-1969
(in millions)
LOCAL GOVERNMENTS o
Total Local as Percent
Govern- of U.S.
State ment Purposes  Total Excluding
Govern- Munici- School Special Excluding  Statutory Industrial Other Than  New Industrial
Year ments  Counties  palities Townships Districts  Districts Authorities Authorities  Total Aid  Industrial  Jersey Aid Bond
1960 1,004 499 2,114 30 1,454 662 4,759 1,301 7,064 NA 7,065 202 2.86
1961 1,827 582 2,405 25 1,407 445 4,864 1,623 8,315 NA 8,315 235 2.83
1962 1,293 593 2,478 37 1,556 523 5,187 1,907 8,387 84 8,303 329 3.96
1963 1,307 542 2,766 40 1,427 745 5,520 2,076 8,903 133 8,770 293 3.34
1964 1,443 548 2,889 31 1,598 647 5713 2,826 9,981 192 9,789 201 2.05
1965 2,272 680 2,305 23 1,709 830 5,547 2,463 10,284 212 10,072 225 2.63
1966 2,330 731 2,316 44 1,575 768 5,434 3,322 11,087 500 10,587 343 3.24
1967 2,676 1,199 3,661 55 1,991 865 7,771 3,748 14,195 1,391 12,804 348 272
1968 2,658 1,742 3,672 94 2,278 1,298 9,089 4,491 16,177 1,596 14,581 472 3.23
1969 3,253 1,091 2,264 32 1,474 556 5,417 2,974 11,643 48 11,595 692 5.97
% Increase
1960-1969  224.0 118.6 7.1 — 14 — 13.8 128.6 64.8 — 64.1 242.6 108.7
* Includes data on sales by District of Columbia, Puerto Rico, and Virgin Islands; excludes refunding issues.
Source: Investment Bankers Association of America, Municipal Statistical Bulletin, Fourth Quarter Issues, 1960-1969.
TABLE 4-25
SECURITY PLEDGED FOR DEBT ISSUED BY
STATE AND LOCAL GOVERNMENTS IN THE UNITED STATES ‘
1960-1969
(Data in millions of dollars)
Sub-total, |
Excluding |
Industrial |
F‘:il?egltll ;ie::;‘a:élg Revenue '
GENERAL OBLIGATION REVENUE Financeg Housing Bonds as
Unlimited  Limited Quasi-  Special Rental Total Housing  Authority Percent of
YEAR Tax Tax Total Utility Utility Tax Revenue Revenue Bonds Bonds Total Sub-total
1960 4,362 274 4,636 964 832 79 195 2,070 6,706 403 7,109 30.9 i
1961 5,393 322 5,715 855 1,163 57 310 2,385 8,100 315 8,415 29.4 ;
1962 5,240 335 5,558* 839 1,308 100 330* 2,577* 8,135 437 8,572 31.7 (
1963 5,483 372 5,825* 1,883 1,512 43 638* 4,076* 9,901 254 10,155 41.2
1964 6,035 368 6,354* 1,440 1,634 94 269* 3,437* 9,791 163 9,954 35.1
1965 6,730 429 7,145* 1,144 1,542 205 430* 3,321* 10,466 464 10,930 317
1966 6,280 507 6,768* 828 2,088 205 221* 3,342* 10,110 440 10,550 331
1967 8,368 537 8,756* 918 1,882 189 705* 3,694* 12,450 478 12,928 29.7
1968 8,650 604 9,122* 1,527 1,269 172 2,076* 5,044* 14,166 528 14,166 35.6
1969 7,303 425 7,716* 930 1,356 87 1,146* 3,519* 11,235 402 11,637 313
% Increase
1960-1969 67.4 55.1 66.4 (5.5) 63.0 10.1 487.7 70.0 67.5 — 63.7 —

* Excludes industrial aid bonds.
Source: Investment Bankers Association of America, Municipal Statistical Bulletin, Fourth Quarter, 1960-1970.
NB: This table includes both new money and refunding bonds issued.
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the total amount of new bonded debt issued in New
Jersey in 1960 and 1961 was accounted for by issues
to finance elementary and secondary schools. This
decreased significantly during the decade, and dropped
very dramatically in 1969. However, it is to be re-
membered that this tabulation is concerned with new
bonded debt issued. It does not reflect the substantial
amounts of increase in short term debt that was ac-
cumulated toward the end of the decade in anticipation
of long term debt. If reliable trend data were available
on this point, it is possible that the percentages would
be fairly close to the 1960-1969 picture.

However, it should be noted that the second part of
Table 4-26 shows that, on the basis of the amount of
the bond issues sold in the United States, the percent-
age devoted to public school purposes has decreased
from 36 percent to 20 percent of total issued in the
period under consideration.

Given the declines in all measures of the numbers
and rates of birth, there is reason to believe that at

least for the next decade, additional school construction
will require a substantially smaller part of the total
capital projects to be financed than during the 1950-
1970 period, and all school bonds are general obliga-
tions.

The Value of the General Obligation Pledge

What is the real significance of the general obligation
pledge in respect to local debt? Generally, it is construed
as pledging the full faith and credit of the issuing gov-
ernment and at the local level is ordinarily associated
with the right to collect an unlimited ad valorem tax
to the extent required to meet the debt service charges.

For many years, it has been thought by some stu-
dents of public finance that the general obligation
pledge constituted the best security that could be offered
by the local government issuer and, therefore, would
command the best position in the market insofar as
interest costs were concerned. In most situations, this
doubtless is still true. However, several conditions tend

TABLE 4-26

SALE OF LONG-TERM DEBT
NEW JERSEY AND ALL STATES FOR

1960-1969
(in millions)
Elementary and Secondary Percent for Elementary and
Education Other Total Secondary Schools
YEAR No. of Sales Amount No. of Sales Amount No. of Sales Amount No. of Sales Amount
NEW JERSEY
1960 93 $ 104 131 $ 98 224 $ 202 41.5 51.5
1961 108 118 162 117 270 235 40.0 50.2
1962 99 100 148 229 247 329 40.0 30.4
1963 97 107 143 186 240 293 40.4 36.5
1964 79 83 165 118 244 201 324 41.2
1965 81 84 178 181 259 265 31.3 31.7
1966 NA 48 NA 295 186 343 NA 14.0
1967 NA 108 NA 240 271 348 NA 31.0
1968 NA 130 NA 342 223 472 NA 27.5
1969 NA 65 NA 627 118 692 NA 9.3
ALL STATE AND LOCAL GOVERNMENTS

1960 2,564 $2,183 3,826 $ 3,896 6,390 $ 6,079 40.1 35.9
1961 2,524 2,543 4,147 5,786 6,671 8,332 37.8 30.5
1962 2,524 2,446 4,099 6,056 6,623 8,502 38.1 28.8
1963 2,229 2,382 4,567 7,806 6,796 10,188 32.8 23.4
1964 2,129 2,631 4,390 7,988 6,499 10,619 48.1 24.8
1965 2,036 2,703 4,154 8,266 6,190 10,969 32.9 24.6
1966 1,945 2,358 2,782 8,591 4,727 10,949 41.1 21.5
1967 1,962 2,371 3,311 11,824 5,273 14,195 37.2 16.7
1968 1,934 3,351 3,441 12,826 5,375 16,177 36.8 20.7
1969 1,378 2,359 2,389 9,284 3,767 11,643 35.8 20.3

Source: Investment Bankers Association of America, Municipal Statistical Bulletin, Fourth Quarter, 1960-1969.
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to show that the general obligation ple(ige may not
consistently offer the best basis for pledge of credit in
support of debt:

A. During the Great Depression of the 19307, it
was observable that in some communities rev-
enue debt, especially water revenue debt, proved
to be more viable than did general obligation
debt supported by the tax levy. It became ap-
parent that in times of major economic stress,
the threat (or actuality) of turning off the water
resulted in current payment of water bills while
real property taxes remained delinquent. This en-
abled many water bonds to maintain a better
position in the market than the general obligation
bonds of some governments.

B. The concept of bondholders looking solely to the
general property tax is tending to give way to a
broader view as many local governments expand
their tax and revenue base.!?

C. Taking note of the matter of improved market
acceptability of well supported revenue bonds
(that first became apparent in the 1930’s) the
rating agencies sometimes accord a higher rating
to one or more of the revenue bond issues of a
local government (supported by the general ob-
ligation pledge) than they do the general obliga-
tion pledge of the same government. Even more
frequent is the situation in which the ratings
accorded well secured revenue bonds are equal
to those accorded to general obligation bonds.
This is not to deprecate the importance of the full-
faith-and-credit pledge. In the case of non-revenue pro-
ducing activities (e.g., public education, protection of
life and property, and public health and welfare) it is
obvious that the general obligation pledge is the best
way to secure long term debt. On the other hand, in
the case of governmental enterprise operations (whether
state or local) the importance of the general obligation
pledge is (or may be) significantly reduced.
The relative importance of the general obligation
pledge vis-a-vis the revenue pledge depends upon a
number of considerations, including:

A. The basic economic characteristics of the com-
munity;

B. The revenue structure of the government;

C. The degree to which the general obligation pledge
has already been extended in relation to the gen-
eral capacity of the community to support debt;
and

13]n this respect, one is reminded of the fact that just after
the turn of the present century, state government borrowing
was largely tied to state general property taxes. Gradually as
the states moved from that field, the market became willing to
accept a general obligation bond of a state government that
had no relationship to state general property taxation.
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D. The inherent strength or weakness of the net rev-
enue potential for the governmental enterprise
activities.

The Impact Upon the Credit Analyst

Of course, each credit analyst—whether employed
by a rating agency, an institutional investor, or other-
wise—has his own standards for judging the risk in-
volved in relation to each government studied. To
exclude revenue bonds from the gross debt obviously
would appeal to those who are concerned with the
gross rather than net debt ratio.

Some take a view that inasmuch as all local debt to
be amortized from locally generated revenues must
eventually rest upon the economy of the community,
they make little or no adjustments for differentiation
in the amounts of debt that are self-supporting. Others
take the view that a reduction in the amount of gen-
eral obligation debt through use of revenue debt acts
significantly to improve the quality of the debt sup-
ported by the full-faith-and-credit pledge.

Let us consider two communities with very similar
economic characteristics, each with an equalized valua-
tion of $100 million and a gross debt of $12.5 million,
composed of $5.0 million of self-sustaining debt and
$7.5 million of tax supported debt. If all of the debt
of Municipality “A” is general obligation debt, its gen-
eral obligation debt ratio is 12.5 percent while that of
Municipality “B” is only 7.5 percent, if the self-sup-
porting debt is in the form of revenue debt. Clearly, it
would appear that the general obligation debt of “B”
is entitled to a superior position to that of “A” and
should be able to obtain a better market for its bonds.

On the other hand, the position of the revenue debt
of “B” will depend in large measure upon the anticipa-
tion of the production of net revenue adequate not only
to meet debt service requirements, but also to provide
ample excess coverage to provide for a margin of safety.

Marketing Considerations

Despite the foregoing considerations, there are also
marketing factors to be considered. If only small
amounts of self-sustaining debt are involved, it may
prove advantageous to combine tax supported and self-
supported debt and issue all of the debt as general
obligations in order to make bond issues sufficient in size
to attract a suitable degree of competition at bond sales.

On the other hand, if large amounts of debt are in-
volved, it may prove advantageous to offer both general
obligation bonds and revenue bonds in order to attract
investors interested in both types of debt. Large mu-
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nicipalities, especially older large population centers,
may find a livelier interest in their revenue bonds than
their general obligation bonds because of the hesitancy
of some investors to purchase debt that rests upon the
already overburdened taxing capacity of these govern-
ments. This is especially true where the indenture ade-
quately protects the bondholder through the use of the
terms that have become traditional in revenue debt con-
tracts. Generally, the main market factor, however,
appears in the form of higher interest costs for most
revenue bond issues. This is common experience.

Caution

The use of revenue debt can result in higher costs
for interest, legal fees, financial consultant fees, etc.
Therefore, the foregoing should not be construed as
advocacy of unfettered use of revenue debt—whether
directly by municipalities and counties or through the
authority device. Only when it appears that a net ad-
vantage is to be gained by use of a combination of
general obligation bonds and revenue debt is it de-
fensible to depart from the use of general obligation
debt.

Dual Pledge

Before concluding this discussion, it is appropriate to
mention the possibility of an alternative under which
revenue debt is secured by a dual pledge of net rev-
enues and the full faith and credit of the issuer.

From time to time one encounters debt of local gov-

ernments which is issued as debt secured by the dual

pledge. The best known illustration of this is some of
the bonds issued two or three decades ago by the Los
Angeles Department of Water and Power. In that case
the bonds issued were full revenue bonds but were also
supported by general obligation pledge. The effect of
the dual pledge in such circumstances is to improve
the quality of the debt instrument in the market where
there is a good history and good prospects of ample
net earnings to meet debt service and coverage require-
ments. It elevated this type of bond to a position superior
to the general obligation bonds of that City. During
recent years, the Los Angeles Department of Water and
Power has generally issued all of its debt as straight rev-
enue debt without the general obligation pledge.

Under recent Pennsylvania legislation some types of
municipalities have the right to issue debt with the dual
pledge. Under the existing New Jersey statutes it would
be a simple matter to permit the same.

Although the dual pledge produces a superior posi-
tion for such debt, this course of action gives little, if
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any, relief to the general obligation pledge itself with
the consequent possible adverse effects on the cost of
general obligation borrowing.

Public Authorities

The growing use and proliferation of public authori-
ties of all kinds has been indicated in the tables show-
ing marked increases in the amount of debt of such
public bodies. It is not apparent that in all or even a
majority of the cases the motivation for the use of a
public authority is to avoid the general obligation re-
quirement of financing by a county or municipality.
Under New Jersey law, it is possible to create a variety
of public authorities, illustrated by the following list:

1. Parking Authorities (N.J.S.A. 40:11A)

2. Sewerage Authorities (N.J.S.A. 40:14A)

3. Municipal Utilities Authorities (N.J.S.A. 40:14B)
4, County Sewerage Authorities (N.J.S.A. 40:36A)
S

County Improvement Authorities (N.J.S.A.
40:37A)

6. Port Authorities (other than interstate authori-
ties) (N.J.S.A. 40:68A)

7. Local Housing Authorities (N.J.S.A. 55:14A)

Recreation Facility Authorities (N.J.S.A.
40:37B1)

9. Solid Waste Management Authorities (N.J.S.A.
40-66:35)

There are advantages and disadvantages to the use
of authorities. In New Jersey, until the enactment of
Laws of 1969, Chapter 288, public authorities were not
subject to any State supervision. The 1969 Law ex-
tended the jurisdiction of the Division of Local Finance
over the accounting, auditing and financial administra-
tion policies of county and municipal authorities. The
authorities’ laws generally provide for a semi-indepen-
dent governing body, full revenue borrowing power
limited only by what the market will take, no restrictions
as to the manner in which bonds of the authority shall
be marketed, and no recourse to taxation to pay any of
the bonds.

The 1970 Report of the Division of Local Finance
list 126 different public authorities, and the list does
not purport to be complete. Most commonly, there are
parking authorities, sewerage authorities and municipal
utilities authorities. The borrowing costs of these au-
thorities is not reported, but it may be assumed, in the
light of experience elsewhere, that their interest costs
are substantially greater than the general obligations of
the municipalities in which they operate.

£
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The Committee recommends: *
1. The present statutory provisions requiring coun-
ties and municipalities to pledge their full faith and
credit to bonds issued for revenue producing projects
should be continued, but the statute should be
amended to permit the issuing municipality to make
a binding pledge, in addition, of the revenues of the
project as further security for the bonds; for the
purpose of possibly reducing borrowing costs.

2. The use of authorities for specific intermunici-
pal purposes should be continued but their financing
should receive the approval of the Division of Local
Finance.

3. Authority obligations, when issued, should be
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offered at public sale under regulations similar to
statutes applicable to municipal bonds.

4. The use of intra-municipal Authorities should
be prohibited unless the municipality receives the
approval of the Division of Local Finance for the
creation of the specific Authority being established
and upon a showing that the financing of the pro-
posed Authority can and will:

(a) Be by revenue bonds only—without munici-
pal guarantee;

(b) Use bonds offered at public sale upon com-
petitive bids; and

(c) Be of a kind and amount which will not im-
pair the credit of the creating municipality.

e



% 7.0

6.5

6.0

5.5

5.0

4.5

4.0

3.5

You are viewing an archived copy from the New Jersey State Library

Chapter VII
The Market for Municipals

The municipal bond market—and this includes the
market for state, county, municipal, school and public
authority obligations—is a market of financial special-
ists. It operates under practices established by custom
and usage and distributes securities within a relatively
narrow group of purchasers. Table 4-27 shows that
nationally the bulk of the bonds is bought by commer-
cial banks, with individuals aggregating the second
largest group of holders, but a large part of their pur-
chases is also made through the trust departments of
commercial banks.

The rating services are a key element in the market-
ability of an issue and in the price it will command. The

system is conveniently explained in a recent Special
Bulletin of the Municipal Finance Officers Association
of the United States and Canada. The bulletin, authored
by Joseph F. Clark, points out that the private rating
services consider certain basic criteria such as popula-
tion, taxable valuations and debt ratios; the present and
forseeable economy of the community; the characteris-
tics of its population and government; and an analysis
of its indebtedness. The Bulletin states:

“To sustain the payment of debt service on issues
of municipal securities held by investors, both actual
and potential, is, of course, of the highest importance
both to the investor and the issuer.

Source: Federal Reserve Bulletin
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$18 | Billions of
Dollars
16 Millions
of Dollars
Annual Average Interest Rates New State and Municipal Bonds
On State and Municipal Bonds 14 Offered for Sale in the U.S. $700
(Moody's Rating)
12 600
U.S. Total
RATED BAA 10 (left side scale) 500
RATED AAA N.J. Total
(right side scale)
8 400
RATED AA and A
6 300
4 200
2 100
T‘ 1 Il 1 1 1 1 1 I | O 1 1 1 . ] ! 1 1 L 1
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Source: Statistical Abstract of U.S.; Report: Part |V, Table 4-27
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The professional private rating agencies’ are sensi-
tive to this and are both alert and scrupulous in as-
signing credit ratings. Of necessity, these ratings have
to be related to the tax revenue sources accessible to
the municipal jurisdictions affected, even if such local
financial resources are by no means the whole pic-
ture.”

The bond ratings, and their designation, of the two
principal rating agencies are described in the Bulletin
as follows:

1971 Standard & Poor’s Municipal Bond Ratings

Standard & Poor’s Municipal Bond Ratings cover
obligations of all states or subdivisions. In addition to
general obligations, ratings are assigned to bonds pay-
able in whole or in part from special revenues.

AAA-Prime—These are obligations of the highest
quality. They have the lowest probability of default.
In a period of economic stress the issuers will suffer
the smallest declines in income and will be least sus-
ceptible to autonomous decline. Debt burden is not
inordinately high. Revenue structure appears adequate
to meet future expenditure needs. Quality of manage-
ment would not appear to endanger repayment of prin-
cipal and interest.

AA-High Grade—The investment characteristics of
bonds in this group are only slightly less marked than
those of the prime quality issues. Bonds rated AA have
the second lowest probability of default.

A-Upper Medium Grade—Principal and interest on
bonds in this category are regarded as safe. This: rating
describes the third lowest probability of default. It dif-
fers from the two higher ratings because there is some
weakness: (1) either in the local economic base, (2)
in debt burden, (3) in the balance between revenues
and expenditures, or (4) in quality of management.
Under certain adverse circumstances, any one such
weakness might impair the ability of the issuer to meet
debt obligations at some future date.

BBB-Medium Grade—This is the lowest investment
grade security rating. Under certain adverse conditions,
several of the above factors could contribute to a higher
default probability. The difference between A and BBB
ratings is that the latter shows more than one funda-
mental weakness, whereas the former shows only one
deficiency among the factors considered.

BB-Lower Medium Grade—Bonds in this group
have some investment characteristics, but they no longer

TABLE 4-27

OWNERSHIP OF STATE AND MUNICIPAL SECURITIES
U.S. TREASURY DEPARTMENT ESTIMATES AS OF JUNE 30, 1959 THROUGH 1969
(in millions of dollars) ?

1969 1968 1967 1966 1965 1964 1963 1962 1961 1960 1959

Total Amount
QOutstanding ...
Held By—
Individuals (includes
partnerships and
personal trust

$132,500 $121,400 $113,300 $104,800 $99,200 $91,300 $85,900 $80,131 $71,730 $66,425 $61,985

accounts) ... 41,800 39,200 39,800 38,200 36,000 33,700 31,700 30,700 28,300 27,200 24,600
Commercial Banks . 58,500 52,800 45,600 40,300 36,600 31,500 27,900 23,200 18,800 16,800 17,000
Insurance Companies 17,300 16,500 15,500 14,400 15,200 15,000 14,500 13,700 12,600 11,100 9,500
State and Local

Funds* 4,600 4,500 4,200 4,600 5,000 5,600 6,400 7,200 7,400 7,100 6,800
Corporationt ... 6,200 5,000 4,800 4,100 3,300 2,700 2,600 2,400 1,900 1,700 1,700
Miscellaneous

Investorstt ... 2,500 2,000 2,100 2,000 1,900 1,800 1,800 1,800 1,600 1,500 1,300
Mutual Savings

Banks ... 200 200 300 300 400 400 500 600 700 700 700
U.S. Government ‘

Investment {

Accounts ... 1,400 1,200 1,000 900 800 600 600 500 400 300 300 |

* Comprises trust, sinking and investment funds of State and local governments, Territories and possessions.
t Exclusive of banks and insurance companies.

11 Includes savings and loan associations, non-profit associations, corporate pension trust funds, dealers and brokers, and investments of foreign bal-
ances and international accounts in this country.
Figures are rounded and do not necessarily add up to the totals. !
Information furnished by the Treasury Department. i
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predominate. For the most part this rating indicates a
speculative, non-investment grade obligation.

B-Low Grade—Investment characteristics are vir-
tually nonexistent and default could be imminent.

D-Defaults—Interest and/or principal in arrears.

1971 Moody’s Bond Ratings

Aaa—DBonds which are rated Aaa are judged to be
of the best quality. They carry the smallest degree of
investment risk and are generally referred to as “gilt
edge.” Interest payments are protected by a large or by
an exceptionally stable margin and principal is secure.
While the various protective elements are likely to
change, such changes as can be visualized are most
likely not to impair the fundamentally strong position of
such issues.

Aa—DBonds which are rated Aa are judged to be of
high grade quality by all standards. Together with the
Aaa group they comprise what are generally known as
high grade bonds. They are rated lower than the best
bonds because margins of protection may not be as large
as in the Aaa securities or fluctuation of protective
elements may be of greater amplitude or there may be
other elements present which make the long term risks
appear somewhat larger than in Aaa securities.

A—DBonds which are rated A possess many favorable
investment attributes and are to be considered as higher
medium grade obligations. Factors giving security to
principal and interest are considered adequate but ele-
ments may be present which suggest a susceptibility to
impairment sometime in the future.

Baa—Bonds which are rated Baa are considered as
lower medium grade obligations, i.e., they are neither
highly protected nor poorly secured. Interest payments
and principal security appear adequate for the present
but certain protective elements may be lacking or may
be characteristically unreliable over any great length of
time. Such bonds lack outstanding investment charac-
teristics and in fact have speculative characteristics as
well.

Ba—Bonds which are rated Ba are judged to have
speculative elements; their future cannot be considered
as well assured. Ofen the protection of interest and
principal payments may be very moderate and thereby
not well safeguarded during both good and bad times
over the future. Uncertainty of position characterizes
bonds in this class.

B—Bonds which are rated B generally lack charac-
teristics of the desirable investment. Assurance of inter-
est and principal payments or of maintenance of other
terms of the contract over any long period of time may
be small.

Caa—Bonds which are rated Caa are of poor stand-
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ing. Such issues may be in default or there may be pres-
ent clements of danger with respect to principal or in-
terest.

Ca—Bonds which are rated Ca represent obligations
which are speculative in a high degree. Such issues are
often in default or have other marked shortcomings.

C—Bonds which are rated C are the lowest rated
class of bonds and issues so rated can be regarded as
having extremely poor prospects of ever attaining any
real investment standing.

NOTE: Bonds within “A” or “Baa” categories

are further refined by the use of the number “1”

after the letter to delineate the higher quality within
the respective rating.

How New Jersey Bonds are Rated

General Obligations of the State are rated Aaa.
There is no school or municipal bond in New Jersey
rated higher than Aa. There are forty-one New Jersey
bonds rated Ba, and none in New York, Connecticut,
Massachusetts, New Hampshire, Maryland, Ohio, Dela-
ware, Illinois or Michigan, to name only a few. There
is no rating below an A in Connecticut or Delaware,
and only about 5% Baa in Massachusetts.

According to the National Center for Educational
Statistics, over the past six fiscal years, there were
$500 million rated bonds sold for school programs in
New Jersey: 64% were rated under an A.

Aa $ 39 million 8%
A $142 million 28%
Baa $258 million 52%
Ba $ 61 million 12%

$500 million 100%

While New Jersey’s school bond sales for 1969-1970
fiscal year represented 5.3% of sales reported from all
fifty states, 38% of those bonds rated Ba were from
New Jersey.

These ratings are in spite of the fact that there have
been no defaults since the early 30’s. In addition, New
Jersey school bonds are specially secured by four
statutory remedies which assure prompt payment of
principal and interest, that is, a prior claim on munici-
pal tax collections, a first lien on the district’s school
building and capital reserve fund in the hands of the
State Treasurer, a special state fund (now $30 million)
which, in effect, guarantees payment of school bond
debt service, and a statutory lien upon all the real
property in the school district.* In a February 18, 1971
Wall Street Journal article about Chapter 177 Addi-
tional State School Aid Bonds, however, a Standard
& Poor’s analyst is quoted as saying: “We still haven’t
decided how much weight to assign the State’s backing.”

4 These are described in greater detail, at 'page 46, infra.
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The Necessity of a Moody’s or
Standard & Poor’s Rating

As long as bank examiners are required to use na-
tional ratings, ratings cannot be avoided. The majority
of New Jersey’s local bonds are sold to New Jersey
commercial banks, primarily for portfolio and trust
purposes. Half of New Jersey bank assets— or over $5
billion—are now included in New Jersey bank holding
companies. As the New Jersey market becomes more
concentrated, it can be expected that demand for
tax-exempt bonds will be for larger blocks of nationally
marketable bonds, for reliable liquidity purposes.

It is unlikely that any significant change in rating
policy can be expected from the two rating companies.

Possible Savings

In March 1971, the City of Newark refused to sell
an issue of $18.7 million Chapter 177 Additional State
School Aid Bonds at the interest cost that would have
resulted from the Baa-1/BBB ratings awarded. After
the Legislature amended the method of paying the Aid,
a Aa rating was awarded. The Daily Bond Buyer of
May 22, 1971 carried the article that estimated a 634 %
interest rate on the Baa-1/BBB rating versus the 5¥8 %
rate actually received, an estimated saving on that issue
alone of $3.6 million. According to State Treasurer
Joseph McCrane, the rating change for all future Chap-
ter 177 bond sales will save $35 million over the life
of the program.

Director Ehret also noted that the Division of Local
Finance, through a concerted effort to convince the in-
vestment community of the merits of New Jersey bonds,
was able to raise the ratings of some 30 local govern-
ments and aided in the retention of better ratings for
7 others. The resulting savings have been estimated at
$4 million.

In a recent study published by the Investment Bank-
ers Association, the positive effects of ratings on bor-
rowing costs are substantiated. The study, The Effects
of Changes in Credit Ratings on Municipal Borrowing
Costs (1970) by Gerald R. Jantscher, comes to these
conclusions (among others):

“In general, communities’ costs of borrowing were
strongly affected by the changes made in their ratings.
Aa-rated communities that were downgraded to A
and Baa-rated communities that were improved to
A both wound up with costs about midway between
those of the highest-quality and lowest-quality A-
rated communities. If these revisions had been made
in 1958 or 1959, costs would have increased or de-
creased by nearly thirty basis points. Toward the
middle of the 1960s the effects of the same changes
must have become smaller.”

“It was also of interest to us to learn how speedily
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a community’s cost of borrowing changed in response
to a change in rating. Was the adjustment completed
without delay, or did costs continue to change for
months afterward? In order to answer this question
we conducted tests to detect any continuing increases
or decreases in communities’ costs of borrowing dur-
ing the months that followed their rating change.
(The tests are described in detail in Appendix 1).
The results suggest that costs continued to increase
for a time after the downgrading of a community’s
credit rating, but that there was scarcely any tendency
for costs to continue falling after a community’s up-
grading. Indeed, the results were not inconsistent
with the hypothesis that the decrease in borrowing
costs that occurred after the announcement of a com-
munity’s upgrading was immediate and final. The
evidence supporting these conclusions is particularly
strong among communities that were moved between
the Baa and A rating classes and between the A and
Aa classes.”

The Committee concludes:

The tax savings to many local governments that
could result from improved credit ratings would
justify major new State facilities and programs de-
signed for this purpose.

Are New Jersey Local Government Bonds Generally
Sold at Higher Interest Costs Than Those of
Municipalities of New York State?

Before examining possible approaches to the reduc-
tion of interest costs, it is helpful to examine the con-
tention sometimes advanced that New Jersey municipal
bonds do not sell as well as those of municipalities of
New York State. This is not borne out by an analysis
of the data published by the National Center for Edu-
cational Statistics, of the United States Department of
Health, Education and Welfare. Thus in the fiscal year
1968-1969, a comparison of the interest costs on school
bonds issued results as follows:

State Maturities
and Total Average Under 15 15-24 25 Years
Issues Interest Costs Years Years and Up
% % % %

New Jersey
45 issues—
$104 million 4.67 4.13 4.67 4.72
New York
51 issues—
$208 million 4.68 391 4,93 4.96

For the following year, 1969-1970, the bond sales
reported by the same source were too few to be reliable.
Thus in the case of bonds issued by municipalities, a
total of $39 million was reported for New Jersey, of
which $34 million was sold by Newark and Jersey City.
Except for these issues, the comparative results as be-
tween New York and New Jersey were similar.

As shown in Table 4-28, a detailed analysis of the re-
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offering yields of New Jersey municipal bonds as com-
pared with New York municipals during the period
March 15th through July 2, 1971, showed insignificant
differences in the average reoffering yield between the
municipals of both states, and for the sales during the
months of March and April, the reoffering yields of the
53 New Jersey issues were actually under those of
New York.

It is clear that whatever differences may exist, if any,
as between New York and New Jersey municipals in
cost to the borrower, the factors that make for any
difference are subtle, complex and not readily general-
ized. The average maturity and the rating of the issue
are the principal factors, but market acceptance and the
timing of the issue obviously plays a part in determining
the interest costs.

The Committee concludes:

The average municipal bond issue, including school
bonds of New Jersey local governments, probably

sells just as well as the average issue of New York
local governments; but the big cities of New Jersey,
such as Newark and Jersey City, and the little known
and small municipalities from the viewpoint of re-
sources, are not described by the averages. Moreover,
State action to strengthen the credit standing of local
governments generally can reduce the borrowing cost
of those who have immediate need for such assistance
but also of those municipalities that are now borrow-
ing at average cost.

Present Borrowing Powers of State and Local
Governments in New Jersey
New Jersey already has a sophisticated set of statu-
tory and administrative controls on public borrowing,
which primarily regulate counties, municipalities and
school districts. The State government itself is subject
to no limits on the amount of debt it may incur, so long
as the debt is authorized at a referendum. It may incur
debt for any purpose, and on any terms acceptable to

TABLE 4-28

New Jersey Tax Policy Committee
COMPARISON OF REOFFERING YIELDS IN 53 NEW JERSEY
AND 66 NEW YORK LOCAL GOVERNMENT BOND ISSUES

SALES
March 15-July 2, 1971

New Jersey over or

Week Ending Number of Sales 10th Year Maturities 20th Year Maturities* (under) New York
Line 1971 ‘Nl NY. LT T A NJ. NY. 10th Yr. 20th Yr.
(1 2 ()] ) 5 () m (8)
1 July 2 ... -3 4 5.410 5.250 6.580 6.263 .160 317
2 June 25 ... 3 3 5.483 5.400 6.170 6.283 .083 (.103)
3 June 18 ... 3 3 5.260 5.000 5.983 6.383 .260 (.783)
4 June 11 ... 4 3 5.400 5.350 6.200 6.167 .150 .033
5 Juned ... 3 1 5.230 5.100 6.117 5.950 .130 167
6 May 28 ... 4 1 5.388 5.400 6.250 6.200 .002 .050
7 May 22 ... 2 5 5.100 4.940 6.450 6.150 .160 .300
8 May 14 ... 0 5 — 5.300 — 6.230 NC NC
9 May 7 ... 2 3 5.725 4913 6.575 6.063 .280 even
10 Aprit30 ................ 4 6 4.988 4.708 6.050 6.050 .280 .025
11 April 23 ............... — 3 — 4.450 — 5.900 NC NC
12 Apritl6 ... 1 5 4.500 4.538 5.850 5.543 (.038) 307
13 April9 ... 8 7 4.325 4.493 5.590 5.620 (.168) (.030)
14 April2 ... 3 8 4.150 4.333 5.250 5.531 (.183) (.281)
15 March 26 ............. 9 6 4.106 4.200 5.295 5.333 (.094) (.038)
16 March 19 .............. 4 3 4.175 4.317 5.580 5.430 (.142) .150
17 53 66 69.240 77.692 83.940 95.116 .880 114
18 + 14 + 16 + 14 + 16 +14 +14
10 4.946 4.856 5.996 5.945 .062 .008

* Where actual reoffering yields were available, these were used and averaged; where actual reoffering yields were not available due to
bond issue being for less than 20 years, an estimate was made in each case for the 20th year in the light of the reoffering yield curve.
All local government issues reported in The Bond Buyer for the period indicated were used, except for one reported sale of the City of New

York.
Differential Col. 7 + Col. 4 line 19 = .062 + 4.856 = .01277
Differential Col. 8 + Col. 6 line 19 = .008 + 5.945 = 00135
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the financial market, so long as the debt"{s for a public
purpose. Local governments, however, are subject to
detailed statutory and administrative regulations.

Counties and municipalities are subject to the Local
Bond Law, Local Budget Law and Local Fiscal Affairs
Law (all of which appear in Title 40A of New Jersey
Statutes). With respect to borrowing, these statutes
delegate broad powers to the counties and municipali-
ties, and establish the director of the Division of Local
Finance and the Local Finance Board in the Depart-
ment of Community Affairs.

The Local Budget Law and its antecedents repre-
sents one of the first State efforts to introduce a measure
of administrative supervision over local finance. The
present law was adopted in 1936 and establishes what
is known as a cash-basis budget requirement for all
county and municipal governments. This law also regu-
lates tax anticipation borrowing, and temporary bor-
rowing to finance emergency appropriations.

The Local Bond Law provides the basic authority
of counties and municipalities to borrow money and
issue obligations. The same statute specifically limits
the amount of indebtedness which may be incurred by
any county or municipality, and requires a “down pay-
ment” from current appropriations or monies on hand
before bonds may be issued for capital purposes. Short
term financing, by the issuance of bond anticipation
notes, is permitted and regulated by the act.

The same act fixes the maximum maturity of any
bond issue according to its “period of probable use-
fulness”. The law also requires that serial bonds be
used, regulates the form of obligations and their sale,
and provides in various ways for protecting the market-
ability of New Jersey municipal bonds.

School bonds are authorized and regulated under an
entirely different statutory system, that is Title 18A of
the New Jersey Statutes, which is generally the Educa-
tion Law of the State. Chapter 24 of that Title provides
for the authorization of school bond issues, and imposes
limitations on the principal amount of bonds which may
be issued, and governs form, execution, and sale of
bonds. The chapter covers bonds issued by what are
known as Type I districts, which are normally the city
school districts where the Board of Education is ap-
pointed by the Mayor and Type II districts, which are
normally the school districts in other municipalities,
where the Board of Education is elected by the voters.
Except for this complication, the School Law is much
less detailed than the Local Bond Law in its regulation
of borrowing by school districts.

The security behind county, municipal and school
district bonds is primarily the taxing power of the is-
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suing body. The school bonds, however, have four
additional elements of security, as follows:

1. The municipality has a mandatory duty to pay
over to the custodian of school monies of Type II dis-
tricts the taxes required for school purposes, regard-
less of whether or not the municipality has actually
collected such taxes (R.S. 54:4-75), and is required
to borrow money if necessary to pay such taxes.
(R.S. 54:4-76);

2. Under the School Building Aid Law, the State
Treasurer is required to establish a school building
aid capital reserve fund for each school district. The
State Treasurer is required to use this fund to pay
debt service on school bonds whenever a school dis-
trict or municipality is unable to meet the payments
of principal or interest on any such bonds when due.
(N.J.S. 18A:58-25);

3. A special State fund, the Fund for the Support
of Free Public Schools, which now has assets of
about $30 million, is dedicated to the prevention of
any possible defaults on the payment of principal or
interest of school bonds. (N.J.S.A. 18A:56-16); and

4. A little-known provision of the School Law
makes the obligations of a Type II school district a
lien upon all of the.real estate situated in the district,
including the personal estates of the inhabitants of
the district and the property of the district. (N. J. S.
18A:24-56).

This system of legislative and administrative controls
over local borrowing has developed over the years, but
until recently it has had some notable gaps. In particu-
lar, these include the lack of any supervision by the
Division of Local Finance over the indebtedness of
public authorities, ineffective capital budgeting at the
local level, and lack of facilities to assist local govern-
ments with their debt management problems. All three
of these areas have now been strengthened in varying
degrees. About a year ago, the Local Finance Board
issued a Capital Improvement Program Manual to be
used by local governments, the authority of the Divi-
sion of Local Finance was extended to cover public
authorities, and a program of technical assistance of
various kinds, including debt management, was in-
augurated in the Department of Community Affairs in
recent years.

It is notable that there have been no defaults on any
New Jersey municipal securities, county, municipal,
school or public authority, since the great Depression
of the 1930’s when some defaults were experienced in
a number of states. Since that time, moreover, the
State has adopted and administered an excellent set of
laws and practices designed to achieve the highest
standards of local finance.

The Committee’s program of state funding of
schools and massive reduction in property taxes
should also strengthen the credit and borrowing
powers of local governments.
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Chapter VIII

A Central Municipal Credit Agency

The Committee’s studies have developed three ways
of reducing the interest costs of local government bor-
rowing:

(a) The issuance and sale of all municipal bonds

through a centralized State agency, such as in North
Carolina;

(b) A loan guarantee fund, such as was proposed
in the Congress by Senator Proxmire and Repre-
sentative Patman a few years ago patterned after
the F.D.I.C. (S. 398 and HR 2112, 91st Congress,
Ist Session), and more recently has been offered by
a private surety company known as AMBAC; and

(c) A State municipal bond bank, such as is now
in operation in Vermont and has been introduced in
the New Jersey Legislature as Senate No. 858 of
1970.

Administrative Supervision

The role of the State in supervising municipal finance
is already well-established in New Jersey. A debt man-
agement advisory service can readily be developed as
part of the municipal credit agency, in cooperation with
the existing authority and facilities of the Department
of Community Affairs. An adequate appropriation and
highly skilled personnel will be required. The cost may
well be recovered out of the fees and earnings of the
agency. Once properly funded and staffed, the debt
management advisory service could be of important
assistance to local governments in the preparation and
technical specifications of their bond issues, with a view
toward minimizing interest costs of issuance.

The principal benefit of the North Carolina type of
state activity is that it places a qualified state agency in
a position to serve as financial advisor to the munici-
palities seeking credit. Small and large municipalities
and school districts alike have access to the expertise
of the agency which is specialized, and thus acquires a
knowledge and experience that any single municipal
or school district borrower is unlikely to have available.
New Jersey has a successful record of State administra-
tive assistance in local government debt management,
through an advisory service offered by the Department
of Community Affairs. The Committee believes that an
expansion of such service, as compared with the central-
ization of the entire borrowing process, would be much
more in accord with the traditions and capabilities of
.state and local government in New Jersey.
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The Committee recommends:

That the debt management advisory services pro-
vided by the Department of Community Affairs be
converted into a major function by appropriate in-
creases in appropriation and personnel, to provide
the kind of financial advisory service that will be
capable of meeting the needs of local government,

Loan Guarantee Fund. A loan guarantee fund as
proposed in the Proximire Bill was modeled after the
FDIC program of bank deposit insurance. Other prece-
dents include the mortgage guarantee feature of the
State industrial finance authorities in New England and
the recently announced AMBAC (American Municipal
Bond Assurance Corporation) enterprise. For a pre-
mium charge of 1% % of the combined principal and
interest payments to be incurred under the bond issue,
the latter assures the purchaser of the bonds that annual
debt service payments will be promptly made when due.

An illustration of the effect of the guarantee was very
recently developed when the Township of Washington,
in Bergen County, sold $3,450,000. of sewer bonds on
December 29, 1971. The AMBAC policy resulted in
a Standard & Poor’s rating of AA and the bonds sold
at an interest rate of 4.85% plus a $2,000. premium,
whereas the bonds would have been rated BAA by
Moody’s without the AMBAC policy and one of the
bids at 5.20% was made on that basis. It thus appears
that the Township saved 35 basis points, resulting in
a dollar saving of approximately $138,285. over the
life of the loan. The Township paid a premium for the
insurance policy of $40,231., thus resulting in a net
saving in interest cost of approximately $98,054., with-
out giving effect to the compound value of the premium
payment or the present value of the annual savings of
future interest. This was one of the first sales of munici-
pal bonds in the United States to carry the insurance
feature, and it illustrates the potential savings and in-
terest costs and local tax burden which such a plan
implies.

The actual risk of loss to any investor in bonds sold
by local governments in New Jersey is almost non-
existent, judging from the record of no defaults since
the great depression of the 1930’s. At that time, no
more than 2% of the outstanding bonds were defaulted

i
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as to principal or interest, but those that wete, received
considerable notoriety. Moreover the lessons of that
historical period were the basis of major improvements
in the State’s system of controls over municipal finances.
As previously noted, the local bond law and the local
budget laws were adopted during the 1930’s, and they
provide an excellent system of controls over long term
and short term borrowing by counties and municipali-
ties. In addition, Laws of 1947, Chapter 151 (The
Fiscal Supervision Act) provides for the imposition of
special restraints upon municipalities in, or in danger
of falling into, unsound financial conditions—a piece of
legislation which in itself provides a form of insurance
against actual defaults. As noted above, bonds issued
by school districts in New Jersey as well as bonds
issued by municipalities for school purposes carry four
different, but specific, types of assurance of prompt pay-
ment of principal and interest.

The Committee concludes:

New Jersey already has many of the elements of
a municipal bond guarantee system, but its local
governments do not seem to be receiving the bene-
fits in lower interest costs that such a system would
seem to warrant. What is needed is a fresh organiza-
tion of the bond guarantee resources in such a way
as to emphasize to the investment community the
nature of the security provided.

A Municipal Bond Bank

The Problems of Small Issues—The proposal for an
agency created by the Legislature to facilitate the
marketing of bonds of some (or all) New Jersey munic-
ipalities arises from the belief that many of the munici-
palities do not have adequate access to the credit
market on terms deemed adequate by the officers of
such municipalities.!?

Among the important elements of fact relating to
the issue are the size and number of municipal bond
issues being sold. Table 4-29 contains a tabulation of
the number and size of 636 New Jersey municipal
government bond issues reported by The Bond Buyer
as having been sold between July 1, 1967, and June 30,
1971. Table 4-30 presents a tabulation for the same
number of bond issues showing the number and dollar
amounts of sales above and below $975,000.16

From Table 4-29, it may be seen that during the

15The term “municipality” as used in this memorandum is
intended to comprehend all types of units of local government
within the state—cities, towns, townships, boroughs, school dis-
tricts, counties, and local authorities.

16 The $975,000 amount is used in order that the sales ad-
vertised as $1,000,000. but bid at slightly below that amount
under New Jersey practice will be included in the $1,000,000.
and over sales.
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four periods studied, one-third of all sales were for less
than $500,000. Another 19.3 percent were for amounts
in the $500,000-$999,000 range.

In the aggregate, more than half the sales (52.4
percent) were in amounts of less than $1,000,000.

For the remainder of the sales, 39.0 percent were
in the $1,000,000-$4,999,999 range; 5.0 percent were
in the $5,000,000-$9,999,999 range; and 3.6 percent
were in amounts of $10,000,000 or more.

Table 4-30 shows the distribution of 652! bond
sales by local governments in New Jersey occurring in
the period July 1, 1967, to June 30, 1971, on the basis
of number and amount involved, using the amount of
$975,000 as the dividing line between a “smaller” and
“larger” issue. (This table should be read in concert
with Table 4-29.) These 652 sales accounted for a
total dollar volume of $1,300,600,000.

The data in Table 4-30 can be summarized in a
number of ways. In terms of the total number of sales
and the amounts of sales, the data show:

PERCENT OF TOTAL

..~ School . Local
Municipalities yjgiricts Counties Aythorities Total

As to number

Under $975,000 33.0 19.2 0.2 0.2 52.5
Over $975,000 18.3 22.5 39 2.8 47.5
As to total dollar

amount
Under $975,000 5.9 4.7 .05 .05 108
Over $975,000 35.1 28.0 13.08 13.07 89.2

It is therefore apparent that, whereas more than
half the total sales were under $975,000, they accounted
for only 10.8 percent of the total dollar volume in-
volved. In fact, the total dollar volume of the sales
under $975,000 accounted for only $140.2 million, or
an average of $35 million per year.

On the other hand, sales involving more than $975,-
000 per sale accounted for $1.16 billion, or almost
$300 million per year.

With respect to the dollar value per sale, it is noted
that:

For sales under $975,000, the average was
$410,000 per sale

For sales over $975,000, the average was
$3,743,000 per sale
If it be assumed that the sales involving more than
$975,000—ordinarily advertised as sales of $1 million
or more—attract a considerable degree of competition,
then concern may be largely focused upon the large

17The difference between the number of 636 in Table 4-29
and 652 in Table 4-30 is largely accounted for by the fact that
the results reported in the Weekly Bond Buyer of July 12,
1971, were not available when Table 4-29 was prepared. Some
minor tabulation discrepancies may also be involved.
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number of smaller sales. However, it is appropriate to
note that the number of sales involving less than
$975,000 has decreased from 68.2 percent of the total
number of sales in the last half of 1967 to 44.2 percent
in the first half of 1971. Although the pattern of de-
crease in the number as a percent of the total has been
at a somewhat irregular rate, the trend is clear.

On the other hand, the very substantial increase in
total sales during the first half of 1971 caused the
absolute number of the smaller sales to be almost half
again the number in the last half of 1968, the last
period of a somewhat “normal” market.

Access of Smaller Bond Issues to Market.

Although no comprehensive study of the question
has been undertaken, it appears from a review of New
Jersey local government bond sales that the general

pattern in recent months has been as follows:

1. In the case of issues where the amount is less
than $1 million, local banks or individual investment
banking firms are purchasing the bonds, ordinarily
without reoffering them publicly.

2. In the case of bond issues involving more than
$1 million, there is active competitive bidding.

A summary review of recent New Jersey local govern-
ment sales indicates that (a) the term for the smaller
issues (under $1 million) is typically in the 10-15 year
range for the final maturity, and (b) the term for the
issues of more than $975,000 is typically in the 20-25
year range. The reported average net interest cost on
the shorter issues was generally below that of the
longer issues; however, this does not tell the full story
because of the high degree of rise in the reoffering
yields in the market from the first maturity through the

TABLE 4-29

DISTRIBUTION OF 636 BOND SALES BY NEW JERSEY LOCAL GOVERNMENTS
BY SIZE OF ISSUE, JULY 1, 1967—JUNE 30, 1971

School County Local Total
Size of Issue Municipalities Districts Governments Authorities Number Percent
($000)

Under 100 ............................. 35 6 — — 41 6.4
100-199 . ... 41 15 — — 56 8.8
200-299 25 9 — -— 34 5.3
300-399 ... 29 22 — — 51 8.0
400-499 ... 17 11 — — 28 4.4
Sub-total ... ... 147 63 — — 210 33.0
500-599 ... 21 15 — 1 37 5.8
600-699 . ... 18 9 — — 27 4.2
700-799 ... 17 10 1 — 28 4.4
800-899 .. ... 4 11 — — 15 2.4
900-999 . ... 7 9 — — 16 2.5
Sub-total ... 67 54 1 1 123 19.3
Under 1,000 ..................... 214 117 1 1 333 52.4

1,000-1,999 ... 53 66 — 1 120 18.9

2,000-2,999 ... 20 42 6 — 68 10.7

3,000-3,999 .. ... 12 28 3 2 45 7.8

4,000-4,999 ... 5 4 3 3 15 2.4
Sub-total ... 90 140 12 6 248 39.0

5,000-5,999 ... 6 6 3 2 17 2.7

6,000-6,999 . ... ... 3 3 1 2 9 14

7,000-7,999 ... 1 — — — 1 0.2

8,000-8,999 ... 1 — 1 — 2 0.3

9,000-9,999 .. ... 1 — — 2 3 0.5
Sub-total ... 12 9 5 6 32 5.0

Over $10,000 ....................... 12 — 7 4 23 3.6
TOTAL . . 328 266 25 17 636 100.0
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TABLE 4-30

DISTRIBUTION OF 652 NEW JERSEY LOCAL GOVERNMENT SALES REPORTED BY
THE BOND BUYER, JULY 1, 1967—JUNE 30, 1971, BY SIZE AS TO NUMBER AND AMOUNTS
(dollar amounts in columns in millions)

@ 1968 1969 1970 19l Percent of
7/1- 1/1- 7/1- 1/1- 7/1- 1/1- 1/1- 1/1- Total Grand Total
12/31 6/30 12/31 6/30 12/31 6/30 12/31 6/30 Number Amount
Municipalities
Number—Under $975,000 45 24 35 8 21 19 28 35 215 33.0
Over $975,000 19 14 9 3 12 8 13 1 119 183
64 38 44 11 33 27 41 76 334 51.2
Amount—Under $975,000 $153 $ 76 $117 $ 31 $ 49 $ 63 $11.7 $166 $ 773 5.9
Over $975000 648 462 350 96 50.7 514 393 1593 4563 35.1
$8.1 $538 $467 $127 $556 $57.7 $51.0 $1759 $ 533.6 410
School Districts
Number—Under $975,000 13 11 18 14 6 3 12 48 125 19.2
Over $975000 5 9 19 5 10 10 25 54 147 22.5
18 20 37 19 16 13 37 102 272 41.7
Amount—Under $975000 § 70 $ 51 $ 66 $ 58 $ 24 $ 11 $ 73 $261 § 616 4.7
Over $975000 127 164 704 130 262 276 682 1298  364.1 28.0
$197 $215 $770 $188 $286 $287 $ 755 $1559 § 4257 327
Counties
Number—Under $975,000 — — — — 1 — — — 1 0.2
Over $975,000 1 2 4 2 2 — 8 7 26 3.9
1 2 4 2 3 — 8 7 27 4.1
Amount—Under $975,000 $ — $— $— $— $ 07 $— $— $— $ 07 0.05
Over $975,000 2.0 52 245 285 115 — 511 472 1700 13.08
$ 20 $ 52 $245 $285 $122 $— $511 $47.2 $ 170.7 1313
Local Authorities
Number—Under $975,000 — — — — — — 1 — 1 0.2
Over $975000 2 — 1 5 2 3 2 3 18 2.8
2 — 1 5 2 3 3 3 19 3.0
Amount—Under $975000 $ — $— $— $— $— $— $ 06 $— $ 06 0.05
Over $975,000 93 — 31 273 76 615 151 462 1700 13.07
$ 93 $— $ 31 $273 $ 76 $615 $ 160 $ 462 $ 170.6 1312
Total
Number—Under $975,000 58 35 53 22 28 22 M 83 342 52.5
Over $975,000 27 25 43 15 26 21 48 105 310 41.5
85 60 9% 37 54 43 89 188 652 100.0
Amount—Under $975,000 $ 224 $ 127 $183 $ 9.0 $ 80 $ 74 $197 $427 $ 1402 10.8
Over $975000 888 67.8 1329 784 959 140.4 1737 3825 1,160.4 89.2
$111.2 $ 805 $151.2 § 87.4 $1039 $147.8 $193.4 $4252 $1,300.6 100.0
Percentages
Number—Under $975,000 682 503 552 595 519 512 461 442 52.5
Over $975,000 31.8 417 448 405 482 488 539 558 475
Amount—Under $975,000 20.1 158 121  10.3 7.7 50 102 100 10.8
Over $975000 798 842 8.9 897 923 950 898  90.0 89.2
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20th and sometimes through the 25th or even 30th
year maturity.

Use of State Agencies.

The use of State agencies for issuance of bonds to
finance local public improvements is not an altogether
new phenomenon in the United States and Canada. It
appears that the principal experience to date has been
in the following States and Canadian provinces:

Pennsylvania—Pennsylvania State Public School
Building Authority (1947)

Georgia—Georgia Education Authority (formerly
called the Georgia State School Building Auth-
ority.) (1951)

Maine—Maine School Building Authority (1951)

Alberta—Alberta Municipal Finance Corporation
(1956)

Virginia—Virginia Public School Building Au-
thority (1962)

Newfoundland—Newfoundland Municipal Financ-
ing Corporation (1964)

Saskatchewan—Saskatchewan Finance Corpora-
tion (1969)

Vermont—Vermont Municipal Bond Bank (1969)

British Columbia—The Municipal Finance Au-
thority of British Columbia (1970)

Three other related programs include the issuance by
the State government of bonds for financing local
programs in Michigan, Minnesota, and Florida.

A brief description of the more significant of these
programs is set forth below.!®

Pennsylvania. The earliest and by far the largest
program in which the State (or a provincial) govern-
ment has been involved in the furnishing of money to
finance public improvements-up to that time largely
financed by local governments is the Pennsylvania State
Public School Building Authority, (PSPSBA) estab-
lished in 1947. The local school districts execute
contracts with the PSPSBA under which the Authority
constructs local school buildings and rents them to the
local school districts for a rental generally equal to
120 percent of the anticipated debt service on the
bonds issued by PSPSBA to finance the projects.

Until the late 1950’s these rentals were the sole
security for the debt of the Authority. In that year the
Pennsylvania Legislature adopted legislation under
which the Authority has the right, in case of default
of a payment by a local school district, to certify the
amount of the default to the State Treasurer, and the

18This description has drawn heavily upon the excellent pres-
entation of E. Carlton Heeseler of the firm of Shearson, Ham-
mill & Co., Inc., which is reprinted in The Bond Buyer, Special
Conference Issue No. 2, June 21, 1971, pp. 27-28; 45-48. The
address was to the Annual Conference of the Municipal Fi-
nance Officers Association of the United States and Canada,
New York, May 30-June 4, 1971.
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Treasurer has the obligation to deduct from the next
payment of funds by the State to the local school district
the amount of such defaulted payment and remit it
directly to the Authority.

Georgia, Maine and Virginia. Like the Pennsylvania
Authority, these two authorities are empowered to issue
revenue bonds secured primarily by the lease rental
agreements with local school districts. They are entitled
to certain additional State funds if needed to avoid
deficits. Unlike an urban bank arrangement, the owner-
ship of the facilities being financed by the Pennsyl-
vania, Georgia, Maine and Virginia authorities does
not pass to the local district until the debt has been
fully paid.

Vermont. The Vermont Municipal Bond Bank is
the only existing State government agency with broad
powers to purchase the bonds of local governments.
The only formal guarantees behind the bonds of that
Bank are the receipts from the local governments in
payment for debt service on their bonds owned by the
Bank. The first (and to date, the only) issue by that
Bank is the $46,000,000 issue dated December 1, 1970,
and sold on December 21, 1970.

These bonds were well received by the market, and
the purchasers reoffered the 20th maturity (callable
on or after December 1, 1980, at 100% percent plus
Va of 1 percent premium for each year or fraction
thereof between the date called and the date of original
maturity for the bonds) at a yield of 5.50 percent at
par. This rate was almost identical to the then prevail-
ing market as measured by The Bond Buyer's Index
which was at 5.47 percent on December 18, 1970, and
at 5.50 percent on December 24, 1970.1?

Michigan. The State of Michigan issues general ob-
ligation bonds of the State and uses the proceeds to
make grants, loans, and advances to various local
governments for such purposes as water resources, hos-
pitals, and recreation.

Florida. There has been a long standing practice in
Florida of permitting the Florida State Board of Edu-
cation to issue bonds for local school purposes that are
guaranteed by the local districts pledging their respective
portions of the motor vehicle license revenue that is
allocated by the constitution to such districts as a part
of the State educational aid plan. Since last November,

190n the other hand, it is appropriate to note that the pur-
chasers hedged their bets somewhat by establishing a differential
in the price paid for the bonds and the price at which they were
reoffered of $23.37 per $1,000, whereas other highgrade bonds
were being sold in the region with price differentials that were
considerably less, e.g., the $75,000,000 issue of the State of
New Jersey. Of course, a portion of the differential was due to
the normal practice of providing somewhat greater differential
in the case of new market instruments.
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the Florida constitution has provided that the State
may issue general obligation bonds to acquire water
and air pollution control facilities or to lend such funds
to local governments for these purposes.

British Columbia. The province of British Columbia
adopted legislation in 1970 establishing a Municipal
Finance Authority of British Columbia. This agency
has the right to issue debentures, or other evidences of
debt, to facilitate the financing of water, sewer, and
pollution control and abatement facilities.

A guarantee provided by this agency is of very sub-
stantial dimension since the trustees of the Authority
are authorized and required to levy a tax upon all tax-
able property in the province sufficient to provide an
adequate debt service reserve.

Other States. Beyond New Jersey, legislation is being
actively considered by the legislature in Alaska. Studies
are also being conducted in Connecticut, California,
Ohio, and Florida evaluating the possibilities of the
creation of some type of State agency for the issuance
of bonds as an aid to local governments.

Arguments Pro and Con.

The arguments for the establishment of a State mu-
nicipal bond finance agency in New Jersey may be
summarized by reference to the Vermont type as the
most likely alternative:

1. Improvement of access of the smaller municipali-
ties to credit markets on more favorable terms.

2. Overcoming the limitations on the capability of
smaller municipalities in planning and marketing
their debt. To a degree not widely understood, the
technical aspects of the design of bond issues and
the specifications under which they are marketed
may have a very significant influence upon the total
debt service payable, especially in the case of callable
bonds.

3. Reductions in unit costs associated with issuance
of bonds. Aside from the matter of the basic interest,
i.e., the net rate of return provided the investor, there
are (in addition to financial advisory services dis-
cussed above) six kinds of services which are gen-
erally priced in part in relation to the size of the bond
issue, with the cost per $1,000 involved decreasing
as the size of the issue increases:

Legal costs—both local and bond counsel
Underwriting costs

Fiscal or paying agent fees

Bond printing costs

Advertising costs

Rating agency costs

Amoaw >

Whether these costs would be decreased under a
central bond agency concept would depend in large
measure upon the mechanics involved. It would be
important to so design the central state agency to
prevent duplication of these services at both local
and state levels.
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4. Provision to facilitate secondary market opera-
tions. For most investors who make up the municipal
bond market, the ability to find a ready secondary
market for bonds is a very important element in the
investment process, and affects the interest cost.

The secondary market depends upon many factors,
including the availability of current, accurate infor-
mation concerning the credit of the local government.
Through the Division of Local Finance, those inter-
ested in New Jersey have a better access to such in-
formation than in the typical state; however, this
information does not extend to current data on the
social and economic characteristics of the commu-
nity.

Another factor in maintaining an adequate secondary
market is a sufficient supply of a given type of bonds
to insure there will be a considerable number of
secondary market sales of any given issue—at least
sufficient to create fairly broad knowledge of (and
hopefully interest in) such bonds.

5. Diversity of economic base.

Given the fact that New Jersey has a large number
of relatively small municipalities, many of them
have an economic base that is largely dependent
upon a single industry and in some instances on a
single manufacturing or other economic unit.

Obviously, bonds of such a municipality appear to
(but do not necessarily) carry more risk than the
larger scale operations encompassed by a State bond
finance agency.

Moreover, as the process of urban decay tends to
take over in older centers of population, there is a
significant increase in the price at which those com-
munities may borrow money. Yet, the State has a
genuine interest in preserving such communities in
some form.

However, there are a number of arguments against
State involvement in the local borrowing process, as
follows:

1. Impairment of State credit.

Easily the most important of the arguments against
the establishment of a State agency to finance local
government debt is the potential impairment of the
credit of the State itself.

Of course, the proposal in Senate Bill 858 under-
takes to and specifically states that the credit of the
State will not be placed behind the bonds of the
proposed agency. On the other hand, the proposed
legislation contemplates (as does the Vermont legis-
lation) the making up of any deficit caused by local
default in payment of debt to the State agency (or
in respect to bonds of the local municipality held by
the State agency).

So long as this is a central element of the plan for a
State agency, those who evaluate the credit of the
State must either assume that the Legislature has
taken on an obligation in good faith and will dis-
charge the obligation should conditions at a future
date require State appropriations; or that the Legis-
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lature does not expect to honor the obligation im-
plicit in the proposed legislation. If there is an
obligation, moral or otherwise, it will support the
local credit and be weighted in the State’s credit
rating; if not, the plan would have little purpose.

Nature of the State’s Commitment. The extent to
which a guarantee fund or a bond bank can be success-
ful in achieving an Aa rating for the bonds affected
depends upon what is known as the “make-up provi-
sion” of the enabling legislation. There are various
examples of such a provision under existing State laws,
and a typical one may be found in the New Jersey
Housing Finance Agency Law, as follows:

“In order to assure the maintenance of the required
minimum capital reserve in the Housing Finance
Fund, there shall be annually appropriated and paid
to the agency for deposit in said fund, such sum, if
any, as shall be certified by the chairman of the
agency to the Governor as necessary to restore said
fund to an amount equal to the required minimum
capital reserve. The chairman shall annually, on or
before December 1, make and deliver to the Gov-
ernor his certificate stating the sum, if any, required
to restore said fund to the amount aforesaid, and the
sum or sums so certified shall be appropriated and
paid to the agency during the then current State fiscal
year” (N.J.S.A. 55:14J-21).

It is apparent that the financial community views this -

type of provision as a moral obligation of the State,
since the bonds of the agency, which are otherwise
secured only by a pledge of mortgage payments from
project sponsors, are rated Aa, only one level below the
bonds of the State itself. It is recognized that no one
can compel the legislature to appropriate the sums
indicated, but it is also strongly apparent that no legis-
lature would feel free to disregard the obligation be-
cause of its obvious effect upon the credit of the State.
Moreover, it is now established that such a moral obli-
gation does not constitute a debt within the meaning of
the State constitutional limitations on the incurring of
State debt.

It is not feasible to determine at what point of in-
debtedness, including moral obligations, the State of
New Jersey would lose its Aaa rating. One consultant
suggests that this is a matter of comparing the debt
burden of other Aaa and Aa rated States, more than it
is a matter of absolutes. The risk of a change in rating
may mean a difference in cost to the State of 25 basis
points (¥ of 1%) in interest rate on its bonds. On
the other hand, in order to bolster local credit the State
has already committed itself to the debt service on
$180 million in school bonds under L. 1971 ch. 10,
and this piecemeal approach could be more of a burden
on State finance than the systematic plans under dis-
cussion.
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The Committee recommends:

Each of the approaches to strengthening the mar-
ket for the obligations of New Jersey’s local govern-
ments has advantages and disadvantages. The condi-
tions of the market are so complex, moreover, and
change so much with time, that a program which
would permit the selection of whatever approach
would be most useful for the type of municipality and
the point in time at which it goes to market, would
provide the optimum benefit in reduced borrowing
costs for all local governments. To this end, a com-
bination of the three approaches, that is, a central-
ized debt management advisory service, a guarantee
fund, and a bond bank will be most effective.

A Proposed New Jersey Municipal Credit Agency

The Committee recommends:

A three-part program which should reduce the
borrowing costs of local governments, including
school districts, which are attributable to the small-
ness of the issue, the low credit rating of the issuer,
or the lack of adequate capability for debt manage-
ment by the issuer. The program can be implemented
as follows:

1. Corporate structure. The legislature would create
an independent public corporation with provision for a
distinguished board of directors and a business-like
management.

2. Name. New Jersey Municipal Credit Corporation.

3. Divisions. The corporation would be organized
with a qualified executive and three divisions: a bond

" bank, the guarantee fund, and the debt management

service.

4. Bond Bank Division. The bond bank division
would be structured, empowered, administered and fi-
nanced as provided in Senate No. 858 (1970). It would
be authorized to hold the bonds of counties, munici-
palities, school districts, intermunicipal and county
authorities, but not more than 10% of its portfolio may
consist of the obligations of any one issuer and not more
than 25% of any one issue of the bond bank may be for
one local issue. It should be supported by a make-up
provision, as in the N.J. Housing Finance Agency Law.

5. Guarantee Fund. The guarantee fund would be
established by the State, with its initial capital consist-
ing of a transfer of the balance in the fund for support
of Free Public Schools (N.J.S. 18A:56-16) and the
school building aid capital reserve funds (N.J.S.
18A:58-25), earmarked to continue to support capital
borrowing for school purposes as now authorized. In
addition, a State appropriation of a capital reserve to
underwrite the guarantee for municipal bonds would
be effective, according to the Committee’s information,

A
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to guarantee bonds equal to 12.5 times the amount
appropriated were there no “make-up” provision. With
a “make-up” provision, the ratio could be substantially
greater. The reserve fund would grow with earnings,
assuming no defaults.

The Committee strongly recommends a constitu-
tional amendment to permit the State School Fund to
become a general guarantee fund for municipal as well
as school issues of the future.

6. Optional Guarantee.

A. The Fund would upon request—and with suitable
supervision of the local borrowing and subject to pre-
scribed standards and limits of amounts—guarantee the
prompt payment of principal and interest on any local
issue. The issuer would pay a premium to the Fund.
Since there is no record of any municipal default since
the Great Depression, when 2% of the issues were in de-
fault, a premium charge of 1¥2% of debt service over
the life of the issue would appear to be adequate.

B. If the Bond Bank wished to dispose of any of its
holdings of municipal bonds in the secondary market,
it could make them more marketable by adding the
guarantee of the Fund.

C. It would be anticipated that municipalities with
high credit ratings would not use either the guarantee
fund or the bond bank, but these facilities, as well as
the debt management service, would be open to all local
governments.

7. Earnings of the Fund. The Fund would realize
two types of earnings: (1) a return on investment of
its assets, and (2) premium income. The earnings on
its initial capital might be reserved to limit recourse to
the make-up provision. The premium income could be
held in a second reserve to strengthen the guarantee.
After sufficient years of operation, whenever premium
earnings are sufficient, together with capital, to provide
a two times coverage of the maximum annual debt
service payable in any future year on bonds guaranteed,
the surplus could be distributed in whole or in part to
the State to repay the initial capital.

8. Guarantee of the Fund. The Fund would guaran-
tee to the holder of any bonds issued under the provi-
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sions of this act, and duly endorsed with the guarantee,
that principal and interest will be promptly paid as it
falls due. If a paying agent is not in funds 5 days before
the due date, he may notify the Fund which shall im-
mediately deposit the required amount with the paying
agent.

9. Default Options of the Fund. These would be the
same as the bond bank.

10. Municipalities in Unsound Fiscal Condition.
This law would apply for greater security of the issue.

11. Limit on Outstanding Commitment. The Fund
shall at no time accept for guarantee any issue which
together with all outstanding guaranteed issues would
exceed a stated multiple of its capital reserve. This
would enable the Legislature, through its control over
appropriations to the reserve, to control the total moral
obligation.

Advantages and Disadvantages

1. The Bond Bank will be available to serve those
public issues with inadequate access to the municipal
bond market.

2. The Guarantee Fund will provide improved
credit rating, particularly for any larger municipalities
-with Baa ratings which have used the maximum per-
mitted by the Bond Bank or to any municipality or
school district which may prefer this to the Bond
Bank.

3. Therisk of an adverse effect on the State’s credit
rating, involved in a bond bank alone, will be lessened
if not fully avoided.

4. When coupled with the planned strengthening
of State administrative supervision of local borrowing
practices, the program should result in major savings
in interest costs to local units.

5. The price of these advantages is obviously
greater interdependence of local units in financing
and greater State participation in the local borrowing
process.

6. The State would systematize its present diverse

and scattered responsibility in relation to local bond
issues.






