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Report To The Chairman, Subcommittee On 
Ec&omic Stabilization, Committee On - 
Banking, Finance And Urban Affairs 
House Of Representatives 

Trends And Changes In The Municipal Bond 
Market As They Relate To Financing State 
And Local Public infrastructure 

Changes in the structure of the municipal , 
bond market over the past decade have 
contributed to increased borrowing costs for 
State and local governments. The key struc- 
tural changes include 

--the sharp increase in the volume of 
municipal bonds sold since 1979 and 

--a shift in the type of investor in munici- 
pal bonds from institutional buyers to 
household buyers. 

These increased borrowing costs have con- 
tributed to reduced investment in public 
infrastructure. GAO found that $3.9 billion 
in planned bond sales were cancelled or 
postponed in 1982 because of changing 
interest rates. GAO estimates that of this 
total $1.9 billion in delayed or terminated 
financings adversely affected the progress 
of infrastructure projects. These cancel- 
tions and postponements represented 
about 5 percent of issues actually marketed 
to finance public capital facilities. 
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The Honorable John J. LaFalce 
Chairman, Subcommittee on Economic 

Stabilization 
Committee on Banking, Finance 

and Urban Affairs 
House of Representatives 

Dear Mr. Chairman: 

This report was requested by the former 
Subcommittee on Economic Stabilization. The 
trends and changes that have occurred in the 
bond market since 1970 and examines the role 

chairman of the 
report reviews the 
long-term municipal 
of municipal bonds 

in financing State and local public infrastructure. It identi- 
fies several factors that contribute to higher interest costs 
notwithstanding cyclical changes in the economy. 

As requested by his staff, we did not obtain agency com- 
ments. Copies of this report are being sent to cognizant 
committees and the Secretary of the Treasury. 

Sincerely yours, 

Arthur J. Corazzini 
Acting Director 
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Tax-exempt municipal bond interest rates 
reached an historic high of 12.84 percent in 
January 1982, primarily because of prevailing 
general economic conditions. However, since 
that time, interest rates in general have 
declined while municipal bond interest rates 
have remained relatively hiqh. Changes in the 
structure of the market have contributed to 
the persistance of high real rates, and the 
hiqh rates may continue to adversely affect 
State and local investment in infrastructure. 

This report was prepared at the request of the 
Subcommittee on Economic Stabilization of the 
House Committee on Bankinq, Finance and Urban 
Affairs. It describes the significant struc- 
tural changes that have occurred in the muni- 
cipal bond market since 1970, relates them to 
the rise in interest rates, and analyzes the 
effects higher interest rates have on the fi- 
nancinq of State and local infrastructure. To 
identify the most significant changes, GAO in- 
terviewed nearly 100 market observers and par- 
ticipants, including State and local bond 
issuers, credit analysts, bankers, under- 
writers, and experts. GAO's analysis of the 
effects of increased interest rates is based 
on data provided by the Federal Reserve and 
the Public Securities Association. 

Municipal bonds are State and local debt obli- 
gations. Until fairly recently, they have 
been used primarily to finance State and local 
public infrastructure, such as roads, bridges, 
schools, and sewer and water systems. In 
1982, a record $77.3 billion in long-term 
bonds were sold in the municipal bond market. 

The importance of the municipal bond market as 
a source of finance for State and local infra- 
structure varies, depending in part on the 
availability of other funding sources, such as 
Federal aid and current local revenues. Dur- 
ing the 197Os, Federal aid doubled as a source 
of infrastructure finance. However, recent 
cutbacks in Federal grants for infrastructure 
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and the deterioration of State and local fis- 
cal conditions have increased the importance 
of the municipal bond market as a source of 
infrastructure finance. The current municipal 
market, however, is quite different from the 
way it was in the early 197Os, and some ana- 
lysts are concerned that the structural 
changes that have occurred in the market may 
contribute to a continuation of higher inter- 
est rates and delays in needed State and local 
infrastructure projects. 

The two most significant structural changes 
have been the increase in the demand for loan- 
able funds (supply of municipal bonds) and the 
decrease in the supply of loanable funds (de- 
mand for municipal bonds) by institutional 
investors. While GAO examines the causes of 
these shifts in supply and demand it does not 
attempt to measure precisely the extent to 
which these structural changes affected inter- 
est costs because.of the complex interaction 
between them and changes in the general 
economy. 

SHARP RISE IN VOLUME OF MUNICIPAL BONDS 

The annual volume of long-term municipal bonds 
has risen sharply over the past 4 years, from 
$43.3 billion in 1979 to $77.3 billion in 
1982. This has occurred despite record high 
interest rates. The most important factor 
contributing to this increase has been the 
rapid growth in the use of tax-exempt bonds 
for non-traditional purposes. 

In 1970, over 95 percent of the $18.1 billion 
in municipal bond issues was used to finance 
traditional public infrastructure. By 1982, 
such use dropped to only 48 percent of new 
issues. In the past decade, the tax-exempt 
market was increasingly used to finance non- 
traditional endeavors, such as multiple and 
single family housing, industrial development, 
private hospitals, acquisition of pollution 
control equipment by private industry, and 
student loans. In 1982, an estimated $43.4 
billion in new bonds were sold to finance 
these activities. 

Other changes in the market directly related 
to the increase in the volume of municipal 
bonds include 
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--changes in the types of governmental units 
issuing bonds, 

--a shift in the type of bonds being sold from 
general obligation to revenue bonds, and 

--a shift from the use of competitive bids by 
issuers to market their bonds to the use of 
negotiated sales. 

Combined, these changes are believed to have 
contributed to higher interest rates. 

THE TYPE OF INVESTOR IN 
MUNICIPAL BONDS IS CHANGING 

Buying patterns in the municipal bond market 
have shifted from institutional to individual 
investors. Much of this shift is attributed 
to changes in investment priorities and 
changes in the tax code, which are claimed to 
have resulted in reduced attractiveness of 
bonds to institutional investors. These 
changes are believed to have contributed to 
higher interest rates because to successfully 
market bond offerings without heavy institu- 
tional interest, individual investors with 
relatively low marginal tax brackets must be 
attracted. 

The major attraction of the market is the 
tax-exempt feature of its securities. Tradi- 
tionally, property and casualty insurance com- 
panies, commercial banks, and individual 
households have dominated the municipal bond 
market. The biggest buyers of municipal bonds 
since the mid-1960s were banks. In 1970, they 
held 49 percent of outstanding municipal 
bonds. However, in recent years, commercial 
banks have reduced their purchases of munici- 
pal bonds because of decreased profits, the 
development of alternative investment oppor- 
tunities, and changes in Federal tax policies 
that reduce some of the relative investment 
advantages of tax-exempt securities. In 1982, 
banks held 34 percent of outstanding bonds. 
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The decline in the role of commercial banks in 
the new-issue market has been offset by in- 
creased participation by individual investors. 
In 1982 households purchased about 87 percent 
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of new issues. A market dominated by house- 
hold investors is typically more volatile than 
an institutional market because household in- 
vestment is influenced by the need to attract 
investors in varying, but generally lower, 
marginal tax brackets. 

RESULT OF INTEREST RATE INCREASES 

Long-term changes in the supply and demand of 
municipal bonds, in combination with recent 
economic conditions, have resulted in higher 
interest rates. These higher interest rates 
have adversely affected the abilities of 
States and localities to bring both tradition- 
al and non-traditional new bond issues to the 
market. This, in turn, has contributed to 
reduced levels of investment in planned State 
and local construction and other endeavors. 

GAO's analysis of the, increased volume of de- 
layed and cancelled proposed bond sales shows 
it to be directly related to rising interest 
rates. In 1981, $7.2 billion in planned bond 
sales were cancelled or delayed. This was 
equivalent to 15 percent of long-term bonds 
actually sold. As rates began to drop in 1982, 
the volume of cancelled or delayed bonds 
dropped to $4.0 billion of long-term sales. 

In addition to increased delays or cancella- 
tions of planned bond sales, increased interest 
rates have taken a bigger bite of borrowed 
funds. In 1970, 21 percent of debt service 
was dedicated to interest repayment. By 1981, 
this increased to 33 percent. Increased inter- 
est costs reduce the amount of borrowed funds 
available for new capital construction bonds. 

CONCLUSIONS 

While current economic conditions have in- 
creased interest rates throughout the economy, 
interest rates in the tax-exempt bond market 
have remained high in relation to the taxable 
bond market. Structural changes in the market 
over the past decade have contributed to these 
relatively higher rates. Higher interest 
rates have, in turn, contributed to a greater 
number of delayed or cancelled bond sales. In 
addition, hiqher interest rates have resulted 
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in a larger share of State and local debt ser- 
vice being dedicated to the payment of interest 
instead of principal. Increased delays, can- 
cellations, and interest costs have combined to 
contribute to lower investment in general, in- 
cluding reduced investment in State and local 
infrastructure. 
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