
BOARD OF GOVERNORS
DF THE

FEDERAL RESERVE SYSTEM

Office Correspondence Date December 11

To Chairman Eccles Subject! Attached Memoranda

Frnm Thomas Lee Smith , A

The two attached memoranda concerning Series C Savings
Notes were not discussed at the meeting of the Open Market Committee.

A longer memorandum prepared at the time of your request of
a month ago proved too long, and then was held up because of the
developing pressure on your time of work in connection with the short-
term reserve plan and your testimony before Congress*

Attachments
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November 19, 1914.7
Mr* Rouse

Current status of Treasury
k* H* Willis savings notes

Treasury Savings Notes Series nCn, in i t i a l ly designated as Tax

Savings Notes, were originally offered early in the war and were intended

for the accuinulation of tax reserves and for the temporary or short-term

investment of idle cash balances. Subsequently, minor changes were made in

terms of this issue with respect to redemption notice, denominations, etc*,

in order to increase their appeal* This instrument served a valuable purpose

during the war as a source of fUnds to the Treasury and as an outlet for the

investment of short-term funds on the part of corporations and others, with

the result that the amount outstanding increased fairly steadily unt i l the

early part of l$hh$ when a leveling off occurred* In I9J+5 &&<* 19W>, however,

redemptions ran ahead of sales and the amount outstanding declined* In the

f i rs t ten months of this year sales have fallen slightly short of redemptions

so that the amount outstanding recently has shewn l i t t l e material change

although this experience has probably been influenced to some extent by large

purchases of Savings Notes in June by the State of I l l inois (which was pre-

cluded from buying obligations selling at a premium) with fends raised through

the sale of i t s cwn securities*

The increased disparity between rates on short-term market issues

of Treasury obligations and United States Tax Savings Notes which has come

about chiefly since July IShl &s a result of the short-term rate policy of

the Treasury and the Federal Reserve System, now raises the question of whether

or not some ftirther revision in the terms of Tax Savings Notes should be

made looking toward a restoration of their former status in relation to market

issues* A further, more basic, question also arises as to whether or not
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there is a continuing need for this instrument on the part of the public and

the Treasury Department. The role of Tax Savings Notes as a recent source

of new funds to the Treasury and the degree to v/hich taxpayers have tendered

them to meet tax l iabil i t ies, has, however, not been altogether reassuring

when considered in terms of the Treasury1 s original purpose in introducing

this issue.

From the standpoint of debt management and credit policy, i t is

well to keep in mind that we are now in a period of substantial budgetary

surplus and are continuing a program involving substnatial increases in

short-term rates. The development of a broader short-term market, especially

for Treasury b i l l s , is one of the collateral objectives of current policy*

The chief appeal of the Tax Savings Note lies in the freedom from market

risk and the wide choice of monthly maturities which i t provides. With

0.94 per cent as the going rate for a three-months1 Treasury bil l and a

1 1/8 per cent rate a near-term prospect for a one-year certificate, i t

would seem that taxpayers and investors with short-term funds to invest

have available ample supplies of short-term instruments at attractive rates

adequate for their purpose, particularly as the increase in the three-inonthsf

rate has been proportionately greater than in the case of the one-year rate .

There seems to be no offsetting advantage to the Treasury in catering at

this time to short-term investors on the grounds of freedom from risk and

special maturities. A three months* Treasury b i l l now offers a return

almost equal to that on a Savings Note held for two years and i t is question-

able whether the case for reviving a lagging response to the notes is en-

tirely clear. The validity of this view, however, depends on the degree to

which a broader demand for Treasury bills would be met by sales from System

Account since utilization of cash balances for Savings Note redemptions would
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limit funds available to the Treasury for retirement of debt held by the

Federal Reserve System. There appears, however, to be a better basis for

continuing the sale of Tax Savings Notes either on current or slightly more

favorable terms as a means of tax anticipation. The Treasury Department,

under these circumstances, obtains the use of tax money before tax payment

dates at a slight cost, with the result that tax receipts tend to be more

evenly distributed throughout the year. The United States Government security

market, on the other hand, is spared those adjustments which might be occasioned

by sales of securities bought in substitution for Tax Savings Notes while

some money market distortions which might otherwise add to the supply of

short Treasury obligations at or near tax dates could also be avoided*

Purely as a means of tax anticipation, there is a continuing place for the

Series !tCft Savings Note with advantage to both the Treasury and the Federal

Reserve System in facilitating the handling of fiscal and credit policy and

debt management operations*

In conclusion, it may be said that the role of the Treasury Savings

Notes is less important in the current situation and we might continue their

sale with terms unchanged until the upper limit of rate policy is more clearly

indicated, regardless of what happens to the amount outstanding. Later, in

the light of that experience consideration might be given to improving the

terms relative to market rates, at least to the extent that the notes are

used in payment of taxes.

ARW:fd
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tt/tWTREASURY SAVBIGS MOTES SERIES "C

(In millions of do l l a r s )

Calendar Years

19U3

19W1-

19^5

19U6

Months

19U7
Jan.

Feb.

Mar*

April

May

June

July

Aug.

Sept.

Oct.

F i r s t 10 months 191+7

Sales

7,958

8,533

5,501+

2,789

218

209

275

nh
161+

570

231

151+

170

215

2,380

Total

3.331

7,067

6,966

5,287

370

23U

1+10

11+3

119

538

201

105

285

129

2,53U

Redemptions
For Cash

225

590

1,657

2,532

227

175

128

92

90

330

135

67

83

81

- 1,2*06

For Taxes

3,108

6,1+97

5,329

2,955

ii+3

60

285

52

29

208

68

38

202

lfi

1,131
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STRICTLY COIFIDEKTIAL BfcS 100-2536

T03 Executive Committee December 3* 19̂ 4-7

From: Thomas Lee Smith Subject* Savings Notes

As a result of the recent rise in rates on short-term marketable,
securities, Series C Treasury savings notes are now a less attractive med-
ium for the investment of corporate funds• If held six months, the yields
on these notes is currently only *6o per cent, and if held three years to
maturity, it is only lf07 per cent« The yield on new Treasury bills , in
contrast, is now #9k P

e*" cent, and on the 13-month notes just announced is
1 l/8 per cent* The recent upward adjustment in short-term market rates
has not yet had any marked effect on the sales of savings notes, but corpora-
tions may be encouraged by this development increasingly to prefer bills or
certificates over savings*

This situation poses the following questions to the Committee;

(1) Should a new issue of savings notes bearing an
interest rate in line with market rates be offered?

(2) Should the issue of the savings notes at present
rates be continued?

(3) Should the issuance of savings notes be discontinued
altogether?

Adjustment of yield with market rates would have little effect upon savings
notes sales

Sales of Series C savings notes declined rapidly from their wartime
peak of 8*5 billion dollars in 1 9 ^ to 2«8 billion in 19l+6# The main factors
in this decline were (1) reduced corporate income tax liabilities and (2)
increased corporate needs and uses for available funds» Use of savings notes
for tax payments has declined from an estimated I4.I per cent of corporate
income and profits taxes paid in 1 9 ^ to about 15 per cent of such taxes in
19U6. Also, estimated funds invested in savings notes for holding to matu-
rity have dropped from 2 billion dollars of amounts issued in 19^3* the peak
year, to less than 1 billion of sales in U6

Sales of savings notes in 19^7 have so far held up fairly well in
comparison with 19^6* Rot enough time has yet elapsed, however, to deter-
mine the full effects of current readjustments in the pattern of market in-
terest rates. Experience to date seems to indicate that sales have not been
much affected by higher rates on bills and certificates, but they might be
adversely affected at somewhat higher rates* Alignment of the rate on savings
notes with market rates would protect against such a development, but it would
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not protect against further decreases in sales resulting from the current
pressure for funds thet confronts many corporations.

ffet sales of savings notes an unimportant source of future Treasury funds

Sales of savings notes are now running about equal to redemptions•
Redemptions, however, are expected to exceed sales in the next few years
whether the yield on savings notes is increased or not* Even "with an align-
ment of the yield with market rates, net redemptions under present pressures
on corporate rates are likely to average at least .8 billion dollars over the
next three years* If the present yield is held, a reasonable expectation for
average net redemptions is possibly 1*3 billion.

Structure and ownership of Government debt little affected

The total debt and the bank-held share of the debt would be little
affected by the choice of alternatives. The total debt would be unaffected,
other things being equal, since any decrease in the nonmarketable debt be-
cause of smaller sales of savings notes would be offset by an increase in
the marketable debt. Furthermore, the bank-held debt would not change much
because any increase in marketable debt resulting from smaller debt retire-
ment would tend to be offset by additional purchases of bills and certifi*
cates by corporations*

The development of a broader short-term market, e specially for
Treasury bills, which is an objective of current policy, would receive
assistance from a shift in corporate demand away from savings notes*

On the other hand, two disadvantages may result from reduced
sales of savings notes or their elimination, both of which are of relatively
minor importance; (1) The additional corporate holdings of bills and cer-
tificates could be more easily monetized than holdings of savings notes, and
(2) sales around tax dates of securities bought in substitution for savings
notes might cause some money market distortion.

Savings notes might be continued partly as an accommodation

The savings notes might continue to be issued partly as an accom-
modation to those investors who still prefer the notes to higher yielding
securities* There ̂ ill probably continue to be a small demand for the notes
to be held against taxes and other liabilities because the notes are free
from price fluctuation and afford the investor a wide choice of monthly
maturities* It u;ould seem reasonable in case of their continued issuance
to revise the rate upward in line with changed market yields, say, to a
1 l/k or 1 1/2 yield.

Though savings notes are unimportant in the present situation,
their continued sale affords the Treasury the use of Some tax money before
tax payment dates, tending toward a more even distribution of tax receipts
during the year*
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