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‘SECURTTIES AND EXCHANGE COMMISSION STAFF REPQRT ON
TRANSACTIONS IN SECURITIES OF THE CITY OF NEW YORK

INTRODUCTICN AND SUMMARY

The last offer of securities by the City of New York to the general
public was made in March, 1975. Since that time, the public debt_market
has been closed to the City. On November 15, 1975, the New York State
Legislature enacted the Moratorium Act, which suspended the enforcement of
the City's short—term debt, because the City was unable tc meet its matur-
ing obligations. Thousands of small investors had purchased' a substantial
pact of thé appréximately $4 billion of short-term securities sold during
the six months preceding Mareh 31, 1975. On November 5, 1975, ten days
before the passage of the Moratorium Act, certain short-term notes actopally

traded at a 35 percent discount from their principal face amount. On
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December 31, 1875, after the Moratorium Act was passed, but before it was

declared unconstitutional, prices af certain short-term notes had declined
to a 45 percent discount ffm their principal face amu.i'it.

The Investigaticn.
In Jancary, 1976, the Comission commenced an investigation into trans-

actiona in securities of the City. The staff's ingquiry principally focused
on the period from October 1, 1974, to March 31, 1975 — the period during
which the City's reliance on short-term borrowing increased deamatically
over prior comparable pecriods, and the period during which the City issued
substantial amounts of certain debt instruments to the investing public
that remzined outstanding at the time of the passage of the Moratorium Act.
During its 19-month investigation, the staff obtained over 250,000

documents and compiled over 12,000 pages of investigative testimony.
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The staff's Report is a distillation, analysis and evaluation of the

evidence that has been obtained te date. The investigatlon, which is a

continuing ¢ne, is in no sense an adjudicatory proceeding. Nor is the

investigation or this Report a determination of the rights or liabilities

of any person.

Background

its gperations.

For a nunber Of years, the City was incurring increasing deficits in

with the legal requirement that it balamce its operating budget, the City,

among other things, increasingly resorted to the sale ef "short-term" debt

securities. 1/

On March 31, 1975, the City had outstanding debt in exgess of

214 billion, a=z follows:

l,lﬂzrﬂﬂﬂ;ﬂﬂﬂ ThNS
1,767,655,000 BANS
3,185,000,000 RANS
107,810,000 Other short-term debt
$14,049,998,170 TOTAL 2/

In ordar to finance these deficits, and to appear to comply

by

The "short-term" debt securities offered by the City, with stated
maturities of one year or less, included: Tax Anticipation Notes
{“TaNs"), issued by the City in anticipation of the collection of real
estate taxes: Revenue Anticipation Hotes ["RANs"), issued in anticipa-
tion of the collection of estimated taxes {other than real estate
taxes), monies that were estimated to be received from the New York
State and federal governments and certain other kinds of cevenue:

and Bordd Anticipation Notes ["BANs"}., issued in the antiripaticn of
revenues EFrom subsequent sales of bonds.

Office of the Comptroiler, City of New York. "annual Report of the
Comptroller of the City of New York for the Flscal Year 1974-1975,"

October 31, 1975, parts 6—& and &~C.
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The City employed budgetary, accounting and financing practices which
it knew distorted its true financial -:nrndition.-' These practices enabled
the City to issue about $4 billion of short—terim securities during the
six-menth period p:ecediﬁg its pr'eclusinri Erom the Nation's securities
markets. 1/ This record amount of securities was issved at the very
time the City was on the brink of financial collapse.

In fact, the City dramatically increased its short-term debt sixz-
| fold — From $747 million to $4.5 billion — in the six years from 1969 to
June 30, 1975. The Mew York State Charter Revision Commission primarily
attributed this “enormous increase” in the City's debt to:

. . -the City’'s refusal to soundly finance its expense
budget. Since 197~71, every expense budget has been
balanced with an array of gimnjcks—revenuce accrnalsg,
capitalization of expenses, raiding teserves, appro-
»  priation of illusory furkl balances, suspension of
payments, carry-forward of deficits and questionable

receivables, and finally, the creation of a public
benefit corporation whose purpose iz to borrow funds

to bail out the expense budget. 2/
These practices, it was conclided, did not "produce any cash in themselwves;
they 'simply enable(d] the City to borrow to pay cur:.rent' expenses." 31/
Tha Jmeliﬁ}, 1975 defiéit, as later adjusted by the City, exceeded
$3 blilien. Reliable financial information was-mavailahle, and the adjusted
ﬂeficit could only be estimated because, among other things, the City's
internal accounting control system had been deficient in material respects.

—

1/ 1.

2/ Preliminary Recommendations of the State Charter Revision Commisgion
for Mew York City, p. 33.

¥ 1.
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'™he estimates of recéivables, which formed the basis for the huge
amount of RANs and TANs uffefed in the October, 1974 - March, 1975 period,
were overstated by the accrual of revenues, including federal and Mew York

State aid recaivables and real estate ard other local taxes which were

unearnad, uncullectible or non-exiatent. For example, on October 1, 1974,

a consultant to City Cooptroller Goldin prepared an internal memscandum,

stating {n part:

To balance the expense bhudget, the City employs a
series of unsound budgeting and accounting prac-
tices including carrying forward bogqus receivables,

levying taxes on City-owned property. . . [and]
overestimation of revepues. . . . The total amount
of bad receivahles which may have been mlled over

exceed $500 million. 1/

Subsequent reports of New York State and City officials disclosed yet addi-
tional, significant areas in which the City's actual financial condition
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during the October, 1974 - March, 1975 period was vastly different Erom

that claimed by the City and its ¢fficials.
During this period, the City continued to issue debt securities to

investors throughout the United States and in foreign countries.

1/ Graphic evidence of these practices was confirmed by two audit reports
on New York City prepared by the New York State Comptroller in July and
Augqust 1975, Thus, for example, he estimated that “the §502 million
of real estate taxes receivable ¢n the City's books at June 30, 1975
[waa] overstated by approximately $408 million. . . ." Similarly, the
State Comptroller alse found that receivables from New York State and
the federal government, which formed a basis for the issuance of RANs,
were 'grossly overstated." In an examination of 5373.3 milliocn out of
$434.2 million of such receivables, the Comptroller "found them to be
overstated by $324.6 million." Audit Reports Nos. NYC-3-76 and WYC-26-76.
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as the City's financial plight worsened, it reduced the minimm face amount
of the instruments it issued from 525,000 to 510,000, in order to penetrate
the individual investor market more effectively, City securities wege also
placed with the City's pension funds arxl with a bond sinking fund -- funds
under the management of City officials, who were acting in fiduciacy
capacities on behalf of the beneficiaries of such funds,

The critical importance of adequate disclosure to public investors
ducing this period is illustrated by a letter of Apcil 1, 1975 written by
counsel involved in the distributiun of the City's securities:

In view of the rapidity with which events are develop-

ing in connection with the City's finances, we feel it

is appropriate to summarize for the Banks our views on

what has core to be known as the guestion of "disclosure."

You will recall that an attempt was made to address the

preblen in the Form of the City's Report of Essential

Facts dated March 13, 1975. thile it may be possible by

updating ard supplementing that Report to satisfy the

appliceble legal requirements with respect to future

underwritten offerings, we understand fram our discus-

sions with the banks that the adverse information which

would be required in such a report, would in all likeli=

hood render the City Securities unsaleable. 1/

In a May 4, 1975, speech, 2/ the City's Camptroller, Harrison J,.
Goldin, sought "to describe some of the comditions which existed, with
respect to accounting and budgeting at the start of the City's fiscal

crisis®™ a5 follows:

1/ Letter of White & Casa.

2/ Bddrass of New York City Comptroller Harrisen J. Goldin, at the Amnual
Conference of Municipal Finance Officers Association of the United
States and Canada, San Francisco, California, May 4, 1576.
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The City could not be sure of the amount of valid State
and Federal receivables because agencies conmducted their
own negotiations on Federal and State grants, provided
their own budgetary input on the amounts expected,
spent the money long before the grants were received
{if, indeed, they were ever received} and clung to a

touching faith in the valldity of receivables long after
they had proved as unreliable as a politician's promise.

" : ] ] ' &
The City could never count on :ecéivirrg the full amount
of real estate taxes budyeted in any particular year,
because it insisted on budgeting 100 percent of the

tax levy even though it was the invariable experience

in New York - even in better times - that collections
would run less than 35 percent of the tax levy. The
difference in the case of tax levy of over three billion
would obwicusly be samewhere around $200 million.

® * * ' "
There was a broad feeling, I believe, that even though
the City's accounting and budgeting had been revealed
as a kind of Rube Goldberg conception — a system which
defied understanding or control - it was better to leave
it alone as long as it churned out enough money to meet
the bills and pay the debts.

The functioning of the process by which City securities were brought
to the market place depended not only upon the issuer, but also upon the
principal underwriters, bond counsel and rating agencies. As is evident
from the facts set forth in this Report, in varying degrees, they also
failed to meet their responsibilities. Thus, public investors were
denied the protections to which they were entitled.

The Report

This Report consists of seven chapters, Chapter One of the Report, the

Chronology, describes the principal financizl events during the critical '

period. It sets forth the meetings and other events participated in by
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city officials, bond counsel, the underwriters of the City's securities,
rating service officials and certain other persons. The C&amlmg, and
the underlying evidence cn which it was prepaced, set forth, in large part,
the factual basis for the succeeding Chapters which examine the roles of
thé various participants in the offer armd sale of the City's securities
ko the investing public.

Chapter Twe discesses certain of the Clty's unsound acerounting and
reporting practices, and the system of internal accounting control on which
financial data of the Ciﬁy was based. These practices successfully obscured
the City's real revennes, costs and financia) position, substmtiai weak-
nesses In the City's system of internal accounting control caused its
Einancial information to be inherently unreliable. Many of the City's
accounting practices were specifically designed te assist the City in its
budget-balancing exercises by prematurely recognizing revenues and post-
poning expenses to unrelated future perinds. The increase in revenus
recognition was ac:cmplisrm-d by the accrual of revenues, incluging federal
and New York State aic¢ receivables and real estate and other local taxes
which were wearned, uncollectible or nonexistent. The esgentially cash-
basig accounting for City expenditures failed to recognize significant
costs iIhc;.]rIEd but unpaid during the year, including millions of dollars
annually in pensicn costs, which were calculated based on outdated actuarial
assumptions and paid two years later. These were significant factors which
contributed to the City's financial difficulties and enabled it to borrow
funds from the public which could not be supported by its sources nf.

ievenue,
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Chapter Three describes the role of the City and its officials in the
events sucrounding the City's fiscal crigis. It concludes that:

{1) City officials were aware that there was an wer-qmwmq
disparity between revenues and expenses:

{2) City official=s employed certain unsound budgetary, accounting
and financial reporting practices which created the appearance
that revenues amnd expenses were in balance; _

{3) City officials prepared and published various reports which did

not, individuaily or in the aggregate, ¢learly amd accurately
describe such practices or reveal the City's troe financial

condition; and

{4) The Mayor and the Camptroller made numercus reassuring publie
statements concerning the City's financial condition and the
safety of investments in the City's debt securities, which
statements facilitated the sale aof the City's securitles,
arnd which did not provide adequate disclosure of the facts.

In sum, the Mayor and the Comptroller misled public investers in the offer,
sale and distribution of billicns of dollars of the City's mitmicipal
securities from October, 1974, through at least March, 1975.

Chapter Four focuses upan the key role played by the underwriters in

the distribution c;f the City's securities. It discusses the underwriters:

knowledge of the financial crisis and the City's related problems, the
inadequacies of their disclosure of materially adverse information regacding
the budgetary and financial problems of the City, and their failure to ful-
£ill their responsibilities to the investing public. It also discusses the
tealization of these underwriters, and their failure to disclose, that their
capacity to distribute substantial additional quantities of securities
Successfully was significantly impaired because of the City's financial
crisis and that the market had become saturated with City securities, ﬁs

the City's fiscal crizis further deteriorated, the public was subjected

Are:qrT prog " pressn wog Adeaciory



® @
-9 - B

Lo a ::Jnfusj.:ﬁ and contradictory financlal picture, with the result that
public investors were misled. | '

Chepter Five discusses the rola of the rating agencies. These agencies
rate the creditworthiness of municipal obligations., Their ratings have a
significant impact upﬁn investent decisione and access by mmicipalities to
the capital markets. The agencies appear to have failed, in a number of
respects, to make either diligent inquiry into data which called for farther
investigation, or to adjust their ratings of the City's securities based on
known data in a manner consistent with standards upon which prior ratings
had been hased. | -

Chapter Six examines the role of bond counsel. During October, 1974,
thromgh March, 1975, four f£irms izeued opinions on the validity of the
issnance of New York City securities. The Report examines the engagement
of the firmms and the procedures they used in providing thelr opinions. The
Report also explores bond counsel's awareness of circumstances relating to
the City's £iscal prubians that affected matters basic to bond counsel's
oplnions. In addition, the Report examines the knowledge of bond cams«_el
of other matters that should have been, but were not, &isclnaed. to investars.
The Report concludes that bond counsel, when on notice of circumstances that
called inte question matters basic te their opinions, should have conducted
additional investigation. It also concludes that bond counsel, whn.cc:ntinqed
with their engagement having knowledge of information material to investors,
should, in view of the particular circmstmces,- have taken reascnable steps

to satisfy themselves that such material facts were disclosed to the public.
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Chapter Seven contains analyses of the responses received from ques-
ticnnaires sent to individual investors, syndicate members and managing
mderwr iters. The individual investor responses irdicate that the
majority had never invested in municipal securities hefore, and 90 percent
responded that & factor in their investment was their belief that an invest-
ment in City securities was "safe and secure.” The survey also found that,

at the time they made thelr investments:

-— T8 percent of the investors believed the City's bookkeepirg
and accounting practices to be excellent or good; and

— 79 percent of the investors believed that the City was in
good or excellent financial condition.

Mﬂltmnal comnents volunteered by a number of these individual investors
concerning their experiences with these imvestments were t::t*uﬂtal:whne11::1:'u'|'gl§,fr
negative, and indicated quite clearly that, in their purchase of City
securities, they had been "misled." ' '
Epllogue

The Comnission's mandate is to assure that investors in securities,
whether issued by municipalities or others, receive the protections afforded
by the federal securities laws. Thia Report conclukles that inwestors in the
securities of New York City did not receive those protections.

On a number of occasions, the key participants had a clear ﬁppn:tunity

to prevent further serious damage to public bnwestore. However, they did

not do s&. A% the City's financial condition deteriorated, additional steps

ware taken to sell its notes to individual investors, thus unfairly and

improperly shifting the inherent risks. At a minimum, before such a shift-

ing of risk was attempted, the key participants had the duty fo assure
adequate disclosure upon which investment decisions could be'predicated.
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Deprlving investors of their ¢learly defined rights cannot be justified
by the need to provide vital services to Rew York's-citizens. Rather than
serving the salutary goals the City sought to effect, the failure to
make meaningful disclosure prolonged the agony of the City's fiscal crisis,
and delayed major necessary corcective e_ffurts. This failure caused undue
risks and substantial injury to inwestors in the City's securities. It
alsg impaired the ligquldity of a number of the City's major banks, which
are leading financial institutions in the United States, and cast a pall on
the capacity of mumnicipalities generally to utilize the Mation's securities
markéts to fund their essential uperatic;ns.

It 1ls imperative that pergons with responsibilities in the marketing
" of mmnicipal securities resssess their roles to assure that, when required,
they will meet the demands of such ccrasiona. It 1s hoped that this Report
will be studied by the various participants in mnicipal financing, and
that they will cammence a critical review of the facts as the Eirst step in
the development nfl a program designed to place into effect at the earliest
possible tima the necsssary remedial measﬁres, not only to prevent a recur-
rence of what took place in Wew York City, but also to install a system
that will assure municipalities vital access to the Nation's securities

markets and the protection of those who invest in mmicipal securities.
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