
M I N U T E S  O F  T H E  M E E T I N G  OF T H E  F E D E R A L  ADVISORY COUNCIL

September 14, 1959

The third statutory meeting of the Federal Advisory Council for 1959 was convened 
in Room 928 of the Mayflower Hotel, Washington, D.C. on September 14, 1959, at 
9:30 A .M .

On motion duly made and seconded, the mimeographed notes of the meeting of the 
Council held on April 27-28, 1959, copies of which had been sent previously to the members 
of the Council, were approved.

A complete list of the items on the agenda for the meeting and the conclusions of the 
Council are to be found in the Confidential Memorandum to the Board of Governors from the 
Federal Advisory Council, which follows on pages 24 and 25 of these minutes.

The meeting adjourned at 12:00.

Present:

Lloyd D . Brace 

John J. McCloy 

Casimir A. Sienkiewicz 

Reuben B. Hays 

John S. A1 friend 

John A. Sibley 

Homer J. Livingston 

W illiam  A. McDonnell 

Gordon Murray 

R. Otis McClintock 

Walter B. Jacobs 

Charles F. Frankland 

Herbert V. Prochnow 

W illiam  J. Korsvik

Secretary 

Assistant Secretary

District No. 1

District No. 2

District No. 3

District No. 4

District No. 5

District No. 6

District No. 7

District No. 8 

District No. 9

District No. 10

District No. 11

District No. 12

HERBERT V. PROCHNOW
Secretary

WILLIAM J. KORSVIK
Assistant Secretary
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M I N U T E S  O F  T H E  M E E T I N G  O F  T H E  F E D E R A L  A D V I S O R Y  C O U N C I L

September 14, 1959

At 2:30 P.M ., the Federal Advisory Council convened in the Board Room  of the 
Federal Reserve Building, Washington, D .C.

Present: Mr. Homer J. Livingston, President; Messrs. Lloyd D . Brace, John J. 
McCloy, Casimir A. Sienkiewicz, Reuben B. Hays, John S. Alfriend, John A. Sibley, 
William A. McDonnell, Gordon Murray, R . Otis McClintock, W alter B. Jacobs, Charles 
F. Frankland, Herbert V. Prochnow, Secretary, and W illiam  J. Korsvik, Assistant 
Secretary.

Dr. Woodlief Thomas, Economic Adviser to the Board of Governors of the Federal 
Reserve System, assisted by certain members of the Board staff, discussed the Treasury- 
Federal Reserve Study of The Government Securities Market. There was distributed to 
the members of the Federal Advisory Council a copy of a reprint of the jo in t statement 
relating to the Treasury-Federal Reserve study of the Government Securities M arket by 
Robert B. Anderson, Secretary of the Treasury, and W illiam  McChesney M artin , Jr., 
Chairman of the Board of Governors of the Federal Reserve System (presented for the 
record in connection with Secretary Anderson’s appearance before the Jo in t Economic 
Committee, July 24, 1959).

HERBERT V. PROCHNOW

Secretary

WILLIAM J. KORSVIK

Assistant Secretary
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M I N U T E S  O F  T H E  M E E T I N G  O F  T H E  F E D E R A L  ADVISORY COUN C I L

September 14, 1959

At 8:00 P .M ., the Federal Advisory Council reconvened in Room 928 of the May
flower Hotel, Washington, D .C .

Present: M r. Homer J. Livingston, President; Messrs. Lloyd D. Brace, John J. 
McCloy, Casimir A. Sienkiewicz, Reuben B. Hays, John S. Alfriend, John A. Sibley, 
W illiam  A. McDonnell, Gordon Murray, R . Otis McClintock, Walter B. Jacobs, Charles 
F. Frankland, Herbert V. Prochnow, Secretary, and William J. Korsvik, Assistant 
Secretary.

The Council reviewed its conclusions regarding the items on the agenda and sent to 
the office of the Secretary of the Board of Governors the Confidential Memorandum to the 
Board of Governors from  the Federal Advisory Council, which follows on pages 24 and 25, 
listing the agenda items w ith the conclusions reached by the Council. The Memorandum 
was delivered to the Federal Reserve Building at 10:10 P.M . on September 14, 1959.

The meeting adjourned at 9:30 P .M .

HERBERT V. PROCHNOW
Secretary

WILLIAM J. KORSVIK
Assistant Secretary
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CONFIDENTIAL

M EM ORANDUM  TO THE BOARD OF GOVERN ORS FRO M  T H E  F E D E R A L  

ADVISORY COUNCIL RELATIVE TO THE A G EN DA  FO R  T H E  

JO INT  M EET IN G  ON SEPTEM BER 15, 1959

1. The Board would appreciate receiving the views of the Council regarding the 
current business situation and the prospects for business activity during approxi
mately the next six months, along with reports from the individual members of 
the Council regarding current or prospective developments in their districts 
having special significance to the total picture for the country as a whole.

The economy is currently operating at a high level, and it is probable that business 
will continue to be good during the next six months. However, conditions are not uniformly 
good in all industries. Agricultural income in some districts is down. Residential con
struction seems to be leveling off and may decline. Labor surplus areas persist in a few 
sections of the country. There is some uneasiness regarding the outcome of the steel 
strike and the possible inflationary repercussions which the economy may ultimately 
experience as the result of the strike. Foreign products are becoming increasingly com
petitive with American goods, both from the standpoint of quality and price. There 
likewise is concern among some businessmen regarding the impact of a gradually tighten
ing money market and rising interest rates on business and on the debt management 
problems of the Treasury.

2. The Board would appreciate the Council’s views on the strength of the current 
demand for credit and the prospective demand for bank loans during the re
mainder of this year.

All members of the Council report a strong demand for credit with the expectation 
that the demand for bank loans is likely to increase more than seasonally during the 
remainder of the year. The increase in loan demand is reflected in all categories of loans 
including term credits. The larger city banks report that they are receiving an increasing 
number of requests from correspondent banks for participations in their loans.

3. The Board would be glad to have the views of the Council regarding appropriate 
credit policy between now and the next meeting of the Council.

The Council believes that appropriate credit policy between now and the next meeting 
with the Board would be to maintain the present degree of credit restraint. In  the absence 
of events which the Council can not now foresee, it does not believe further tightening of 
credit would be desirable. However, the character of the settlement of the steel strike 
may have significant consequences on public psychology and business expectations that 
may require modifications in credit policy.
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W ith the money market already tight, the banking system is confronted with an 
increasing seasonal demand for loans by business and the financing requirements of the 
Treasury. In these circumstances, the banks may (1) further liquidate their U. S. Govern
ment bond portfolios at substantial losses; (2) borrow from the Federal Reserve Banks; 
or (3) decline to finance the Treasury and the credit requirements of business. In this 
situation, access to the discount window is essential. Inability to borrow from the System 
would accentuate the present difficulties in the government bond market and would 
seriously affect the entire economy.

4. The Council is familiar with the current status of proposed legislation relating to 
interest rate ceilings on Treasury bonds and United States Savings Bonds. The 
Board would be interested in any views that the Council may have regarding 
this matter.

The Council is pleased to note that the Congress has approved an increase in the 
interest rate on U. S. Savings Bonds and the President’s request for nonrecognition of 
loss or gain on prior refundings. However, the Council very much regrets that the Congress 
did not remove the interest rate ceiling on Treasury bonds. The 4%  per cent coupon 
lim itation on Government bonds not only increases the difficulties of managing the 
federal debt but also complicates the administration of monetary policy.

5. The Board has received communications from numerous bankers in various parts 
of the country either for or against a change in the maximum permissible interest 
rates on time and/or time and savings deposits. Would the Council care to 
express any views on this subject?

The Council does not favor an increase in the maximum permissible interest rate on 
domestic time or savings deposits. However, the members of the Council believe that the 
maximum permissible interest rates on the time deposits of foreign central or private 
banks and of foreign government agencies should be increased. If American banks are to 
continue to attract and hold these foreign time deposits, the banks must be in a position 
to offer competitive rates in the world money markets.

6. The Board would be glad to receive any expressions that the Council might 
care to make with regard to problems arising under Regulation U as amended 
June 15, 1959.

The Council believes that the amendments to Regulation U which became effective 
on June 15, 1959, are obscure and the resulting situation unsatisfactory. The wording of 
the amendments in some instances makes it virtually impossible to determine when the 
Regulation is being violated, thereby unreasonably exposing those subject to its provisions 
to criminal prosecution.
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M I N U T E S  O F  JOINT C O N F E R E N C E  O F  T H E  F E D E R A L  A D V I S O R Y  C O U N C I L
A N D  T H E  B O A R D  O F  G O V E R N O R S  O F  T H E  F E D E R A L  R E S E R V E  S Y S T E M

September 15, 1959

At 10:30 A .M ., a joint conference of the Federal Advisory Council and the Board of 
Governors of the Federal Reserve System was held in the Board Room of the Federal 
Reserve Building, Washington, D .C .

Present: Members of the Board of Governors of the Federal Reserve System:

Chairman W m. McC. M artin, Jr.; Vice Chairman C. Canby Balderston; Governors 
M . S. Szymczak, A. L. Mills, Jr., J. L. Robertson, Chas. N . Shepardson, and G. H . King, 
Jr. ; also M r. Merritt Sherman, Secretary, and Mr. Richard S. Landry, assistant to the 
Secretary of the Board of Governors.

Present: Members of the Federal Advisory Council:

M r. Homer J. Livingston, President; Messrs. Lloyd D . Brace, John J. McCloy, 
Casimir A. Sienkiewicz, Reuben B. Hays, John S. Alfriend, John A. Sibley, W illiam  A. 
McDonnell, Gordon Murray, R . Otis McClintock, Walter B. Jacobs, Charles F. 
Frankland, Herbert V. Prochnow, Secretary, and W illiam  J. Korsvik, Assistant Secretary.

President Livingston read the first and second items on the Agenda and the con
clusions of the Council as given in the Confidential M emorandum to the Board of Governors 
from  the Federal Advisory Council as printed on pages 24 and 25 of these minutes.

The President then read the third item on the Agenda, and the conclusions of the 
Council as expressed in the attached Confidential M emorandum. During the extended 
discussion which followed, Chairman M artin asked Governor M ills to discuss Regulation 
A. Governor M ills noted that one of the principles of the Regulation was that the use of 
the discount window was a privilege accorded member banks rather than a right and that 
the discretionary use of the window was a direct responsibility attaching to operations of 
the regional Federal Reserve banks. Chairman M artin added that it was a cardinal 
principle of the Board that money should be available at all time, but that administration 
of the discount window was a difficult matter.

President Livingston read the fourth item on the Agenda, and the conclusions of the 
Council. Chairman M artin outlined the efforts of the Secretary of the Treasury to per
suade the Congress to remove the 4 )4  per cent coupon lim itation on government bonds. 
He urged that all members of the Council actively support the proposal.

The fifth item on the Agenda and the Council’s conclusions were then read by 
President Livingston. An extended discussion followed in which members of the Board 
and Council participated.
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President Livingston read the sixth item and the conclusions of the Council. Chairman
Martin stated that the Board was still studying the problem.

The meeting adjourned at 12:10 P .M .

HERBERT V. PROCHNOW

Secretary -

WILLIAM J. KORSVIK

Assistant Secretary
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NOTE: This transcript of the Secretary*s notes is not to be regarded 
as complete or necessarily entirely accurate. The transcript is for 
the sole use of the members of the Federal Advisory Council. The con
cise official minutes for the entire year are printed and distributed 
later.

E.V.P.
W.J.K.

The Secretary's notes of the meeting of the Federal Advisory Council on 
September 141 1959, at 9:30 A.M., in Room 928 of the Mayflower Hotel, 
Washington, D. C. All members of the Council were present.

The Council approved the Secretary's notes for the meeting of April 27-28,
1959.

ITEM I

THE BOARD WOULD APPRECIATE RECEIVING THE VIEWS OF THE COUNCIL REGARDING THE 
CURRENT BUSINESS SITUATION AND THE PROSPECTS FOR BUSINESS ACTIVITY DURING 
APPROXIMATELY THE NEXT SIX MONTHS, ALONG WITH REPORTS FROM THE INDIVIDUAL 
MEMBERS OF THE COUNCIL REGARDING CURRENT OR PROSPECTIVE DEVELOPMENTS IN THEIR 
DISTRICTS HAVING SPECIAL SIGNIFICANCE TO THE TOTAL PICTURE FOR THE COUNTRY AS 
A WHOLE.

Livingston read Item I and asked the individual members of the Council to 
comment.

There was fairly unanimous agreement among the members of the Council that 
the current business situation is very satisfactory and that prospects for business 
activity during approximately the next six months are good. However, a number of 
members of the Council pointed out that uniformly good conditions do not prevail 
in all industries. Agricultural income is down in some districts. Several members 
reported that residential construction had leveled off and was likely to decline.
A few cited labor surplus areas in their districts. Certain members of the Council 
said that there is some uneasiness regarding the outcome of the steel strike and 
the possible inflationary consequences. The competition of foreign-made goods 
also concerns some businessmen. Several members of the Council said that business
men are disturbed about the impact on business and the debt management problems of 
the Treasury, of a tightening money market, and rising interest rate levels.

ITEM II

THE BOARD WOULD APPRECIATE THE COUNCIL'S VIEWS ON THE STRENGTH OF THE CURRENT 
DEMAND FOR CREDIT AND THE PROSPECTIVE DEMAND FOR BAM LOANS DURING THE REMAINDER
OF THIS YEAR.________ ____________

Livingston read Item II and added that there appears to be a strong current 
demand for credit and an expectation that demand for bank loans will rise as it 
customarily does during the remainder of the year.

In the brief discussion which followed, it was reported that the larger city 
banks are receiving an increasing number of requests from correspondent banks for 
Participation in their loans. It was added that in some instances these requests
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ĥ d been precipitated by the comments of the local Federal Reserve Bank to a 
particular country bank that it had been borrowing too steadily from the central 
v,qnk. It waS decided to discuss this matter with the Board of Governors.

ITEM III

THE BOARD WOULD BE GLAD TO HAVE THE VIEWS OF THE COUNCIL REGARDING APPROPRIATE 
CREDIT POLICY BETWEEN NOW AND THE NEXT MEETING OF THE COUNCIL. _________

Livingston read Item III. He suggested that the Council's reply indicate that 
the present degree of restraint seems appropriate but that the seasonal credit 
demands of business, as well as the financial requirements of the Treasury, make 
i t  necessary that the member banks have continued access to the discount window.
He urged that the Council include this comment in its reply.

An extended discussion followed in which it was pointed out that it might 
be necessary to modify credit policy if the settlement of the steel strike brought 
about a resurgence of inflationary pressures. It was agreed to emphasize the 
necessity of keeping the discount window open.

ITEM IV

THE COUNCIL IS FAMILIAR WITH THE CURRENT STATUS OF PROPOSED LEGISLATION RELATING 
TO INTEREST RATE CEILINGS ON TREASURY BONDS AND UNITED STATES SAVINGS BONDS.
THE BOARD WOULD BE INTERESTED IN ANY VIEWS THAT THE COUNCIL MAY HAVE REGARDING 
THIS MATTER.

Livingston read Item IV, and briefly reviewed the legislative history of 
President Eisenhower’s proposals to the Congress. It was agreed that the Council 
would applaud the action of the Congress in raising the interest rate ceiling on 
U. S. Savings Bonds and the so-called "leap frog provision" covering the exchange 
of government securities without recognition of gain or loss for income tax pur
poses. The Council also decided to indicate its disappointment that the Congress 
did not remove the interest rate ceiling on Treasury bonds.

ITEM V

THE BOARD HAS RECEIVED COMMUNICATIONS FROM NUMEROUS BANKERS IN VARIOUS PARTS 
OF THE COUNTRY EITHER FOR OR AGAINST A CHANGE IN THE MAXIMUM PERMISSIBLE 
INTEREST RATES ON TIME AND/OR TIME AND SAVINGS DEPOSITS. WOULD TEE COUNCIL 
CARE TO EXPRESS ANY VIEWS ON THIS SUBJECT? ______________________________

Livingston read Item V and noted that in his judgment bankers overwhelmingly 
opposed an increase in the maximum permissible interest rate on savings deposits, 
-e added, however, that the volume of the time deposits of foreign central and 
private banks tends to decline when alternative investments offer more attractive 
rates. Under these circumstances it might be desirable to consider raising the 
maximum permissible rate on these time deposits. He cautioned, however, that 
increasing one and not the other might have certain undesirable political conse
quences and be poor public relations.

McCloy reported at length on the behavior of foreign time deposits.
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3.

A fte r  some further discussion, it was decided that the Council would indicate 
its opposition to raising the maximum permissible rate on savings deposits but 
would favor an increase in the maximum permissible rate on time deposits o f  foreign 
central or private banks and of foreign government agencies.

ITEM VI

THE BOARD WOULD BE GLAD TO RECEIVE ANY EXPRESSIONS THAT THE COUNCIL MIGHT CARE
TO MAKE WITH REGARD TO PROBLEMS ARISING UNDER REGULATION U AS AMENDED
JUNE 15. 1959._____________________ ____________________________________________

Livingston read Item VI, and briefly reviewed the amendments to Regulation U, 
which became effective on June 15. It was decided that the Council would point 
out th a t  the amendments are obscure and the resulting situation unsatisfactory. 
Furtherm ore, the wording of the amendments in some instances makes it impossible 
to determine when the Regulation is being violated thereby exposing those subject 
to its provisions to criminal prosecution.

The meeting adjourned at 12:00.
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THE COUNCIL CONVENED IN THE BOARD ROOM OF THE FEDERAL RESERVE BUILDING, 
WASHINGTON, D. C., AT 2:30 P.M., ON SEPTEMBER 14, 1959. ALL MEMBERS 
OF THE COUNCIL WERE PRESENT.

Dr. Woodlief Thomas, Economic Adviser to the Board of Governors, assisted by- 
certain members of the Board staff, discussed the Treasury-Federal Reserve Study 
of The Government Securities Market. There is included with these minutes a re
print of the joint statement relating to the Treasury-Federal Reserve study of the 
Government Securities Market by Robert B. Anderson, Secretary of the Treasury, 
and William McChesney Martin, Jr., Chairman of the Board of Governors of the 
Federal Reserve System (presented for the record in connection with Secretary 
Anderson's appearance before the Joint Economic Committee, 10 a.m., EDT,
July 24, 1959).

* * * * * * * *

THE COUNCIL CONVENED AT 8:00 P.M. ON SEPTEMBER 14, 1959, IN ROOM 928 
OF THE MAYFLOWER HOTEL. ALL MEMBERS OF THE COUNCIL WERE PRESENT.

The Council prepared and approved the attached Confidential Memorandum to be 
sent to the Board of Governors relative to the Agenda for the joint meeting 
of the Council and the Board on September 15, 1959. The Memorandum was delivered 
to the Federal Reserve Building at 10:10 P.M. on September 14, 1959*

The meeting adjourned at 900 P.M.
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CONFIDENTIAL

MEMORANDUM TO TIE BOARD OF GOVERNORS 
FROM THE 

FEDERAL ADVISORY COUNCIL 
RELATIVE TO THE AGENDA FOR THE JOINT l'EETING 

ON SEPTEMBER 15, 1959

1, The Board would appreciate receiving the views of the 
Council regarding the current business situation and 
the prospects for business activity during approximately 
the next six months, along with reports from the 
individual members of the Council regarding current or 
prospective developments in their districts having 
special significance to the total picture for the coun
try as a whole.

The economy is currently operating at a high level, and it is 
probable that business will continue to be good during the next six months. 
However, conditions are not uniformly good in all industries. Agricultural 
income in some districts is down. Residential construction seems to be 
leveling off and may decline. Labor surplus areas persist in a few sections 
of the country. There is some uneasiness regarding the outcome of the 
steel strike and the possible inflationary repercussions which the economy 
may ultimately experience as the result of the strike. Foreign products 
are becoming increasingly competitive with American goods, both from the 
standpoint of quality and price. There likewise is concern among some 
businessmen regarding the impact of a gradually tightening money market 
and rising interest rates on business and on the debt management problems 
of the Treasury,

2, The Board would appreciate the Council*s views on 
the strength of the current demand for credit and 
the prospective demand for bank loans during the re
mainder of this year.

All members of the Council report a strong demand for credit with 
the expectation that the demand for bank loans is likely to increase more 
than seasonally during the remainder of the year. The increase in loan 
demand is reflected in all categories of loans including term credits.
The larger city banks report that they are receiving an increasing number 
of requests from correspondent banks for participations in their loans,

3, The Board would be glad to have the views of the Council 
regarding appropriate credit policy between now and the 
next meeting of the Council.

The Council believes that appropriate credit policy between now 
and the next meeting with the Board would be to maintain the present de
gree of credit restraint. In the absence of events which the Council 
can not now foresee, it does not believe further tightening of credit
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-2-

would be desirable„ However, the character of the settlement of the steel 
strike may have significant consequences on public psychology and business 
expectations that may require modifications in credit policy*

With the money market already tight, the banking system is con
fronted with an increasing seasonal demand for loans by business and the 
financing requirements of the Treasury, In these circumstances, the banks 
may (1) further liquidate their U» S. Government bond portfolios at sub
stantial losses; (2) borrow from the Federal Reserve Banks; or (3) decline 
to finance the Treasury and the credit requirements of business, In 
this situation, access to the discount window is essential. Inability to 
borrow from the System would accentuate the present difficulties in the 
government bond market and would seriously affect the entire economy,

4* The Council is familiar with the current status of pro
posed legislation relating to interest rate ceilings on 
Treasury bonds and United States Savings Bonds3 The 
Board would be interested in any views that the Council 
may have regarding this matter.

The Council is pleased to note that the Congress has approved an 
increase in the interest rate on U. S, Savings Bonds and the President's 
request for nonrecognition of loss or gain on prior refundings. However, 
the Council very much regrets that the Congress did not remove the 
interest rate ceiling on Treasury bonds. The 4-1A  per cent coupon 
limitation on Government bonds not only increases the difficulties of 
managing the federal debt but also complicates the administration of mone
tary policy,

5# The Board has received communications from numerous 
bankers in various parts of the country either for or 
against a change in the maximum permissible interest 
rates on time and/or time and savings deposits.
Would the Council care to express any views on this 
subject?

The Council does not favor an increase in the maximum permissible 
interest rate on domestic time or savings deposits. However, the members 
of the Council believe that the maximum permissible interest rates on the 
time deposits of foreign central or private banks and of foreign govern
ment agencies should be increased. If American banks are to continue to 
attract and hold these foreign time deposits, the banks must be in a posi
tion to offer competitive rates in the world money markets,

6* The Board would be glad to receive any expressions that 
the Council might care to make with regard to problems 
arising under Regulation U as amended June 15, 1959.

The Council believes that the amendments to Regulation U which be
came effective on June 15, 1959, are obscure and the resulting situation 
unsatisfactory. The wording of the amendments in some instances makes it 
virtually impossible to determine when the Regulation is being violated, 
thereby unreasonably exposing those subject to its provision to criminal 
prosecution.Digitized for FRASER 
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ON SEPTEMBER 15, 1959, AT 10:30 A.M., THE FEDERAL ADVISORY COUNCIL HELD 
A JOINT MEETING WITH THE BOARD OF GOVERNORS OF THE FEDERAL RESERVE 
SYSTEM IN THE FEDERAL RESERVE BUILDING, WASHINGTON, D.C. ALL MEMBERS 
OF THE COUNCIL WERE PRESENT.

THE FOLLOWING MEMBERS OF THE BOARD OF GOVERNORS WERE PRESENT: CHAIRMAN 
MARTIN, VICE CHAIRMAN BALDERSTON, GOVERNORS SZYMCZAK, MILLS, ROBERTSON, 
SHEPARD SON AND KING. MR. SHERMAN, SECRETARY, AND MR. LANDRY, OF THE 
STAFF OF THE BOARD OF GOVERNORS, ALSO WERE PRESENT.

The minutes of the joint meeting are being prepared in the office of the 
Secretary of the Board of Governors of the Federal Reserve System. Their content 
will be compared with the notes of the Secretary of the Council. Assuming they are 
in substantial agreement, they will be distributed to the members of the Council.

The meeting adjourned at 12:10 P.M.

* * * * * * * *

The next meeting of the Council w il l be held November 16-17, 1959.
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The Government Securities Market

SUMMARY OF TREASURY-FEDERAL RESERVE STUDY

(Joint Statement Relating to the Treasury-Federal Reserve Study of the Government Securities 

Market by Robert B. Anderson, Secretary of the Treasury, and William McChesney Martin, 

Jr., Chairman of the Board of Governors of the Federal Reserve System (presented for the 

record in connection with Secretary Anderson’s appearance before the Joint Economic Com

mittee. 10 a.m., EDT, July 24, 1959).)

The objectives of national financial policy 

as pursued by both the Treasury and the 

Federal Reserve System have meaning, of 

course, only as they contribute to the sound 

functioning of our nation’s economy. For 

our economy to remain healthy and growing, 

market mechanisms must perform their es

sential function of providing a meeting 

place where the forces of supply and demand 

can operate to achieve the best utilization of 

resources. One of the problems which has 

constantly confronted us as a nation has been 

how to protect freely competitive markets 

from forces which would hamper or re

strict the performance of this essential func

tion. Only as everyone concerned remains 

alert to new developments in marketing 

techniques and organization can we be as

sured that distortions and restrictive prac

tices have not crept in, to the detriment of 

healthy growth. This is, of course, just as 

important and necessary in the financial 

sector as it is in other areas of the economy.

Developments in the Government securi

ties market a year ago led the Treasury and 

the Federal Reserve System to undertake a 

joint study of current techniques and or

ganization in that market. This joint state

ment is devoted to a discussion of the prog

ress of the study thus far.

OBJECTIVES AND CONDUCT OF STUDY

The immediate background of our joint 

study was the wide and rapid price fluctua

tion in the Government securities market 

during the economic recession and revival 

of 1957-58. These market movements 

were naturally a matter of concern to the 

Treasury in view of its debt management 

responsibilities. They were of equal con

cern to the Federal Reserve because of its 

responsibilities for over-all credit and mone

tary conditions.

In undertaking the study our purposes 

were to find out how organization and tech

niques in the Government securities market 

might be improved, and by what means the 

danger of future speculative excesses in this 

market might be lessened. The first step, 

we felt, was to provide the widest possible 

basis of factual information. Accordingly, 

we undertook a detailed and analytic study 

of the underlying causes of the 1957-58 

movements. At the same time we undertook 

a broad re-examination and reconsideration 

of the market’s general organization.

While experience of the Government se

curities market during a particular recent 

period thus provided a specific occasion for 

initiating this special study, both the Treas

ury and the Federal Reserve have recognized 

for some time the need for such a study. 

The last such study, with somewhat more

PREPRINTED FROM THE FEDERAL RESERVE BULLETIN FOR AUGUST 1959
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2 THE GOVERNMENT SECURITIES MARKET

restricted objectives, was made in 1952 
under the auspices of the Federal Reserve’s 
Open Market Committee. The Treasury 
did not participate in that study since it was 
primarily concerned with the interrelation
ship of the market and Federal Reserve 
operations. Since that time there have been 
many new developments in the market’s 
machinery and practices, and both the Treas
ury and the Federal Reserve felt that these 
developments needed careful evaluation.

The published version of our study will 
consist of three parts. Part I, which is being 
made available for public release next Mon
day, consists, first, of a summary of informal 
consultations—some conducted in person 
and some through written communication— 
held with informed observers of the Govern
ment securities market and important par
ticipants in that market. Part I also includes 
a special technical study of the possibilities 
of an organized exchange, or auction mar
ket, to take care of the major part of the 
huge volume of Government securities trans
actions. These are handled at present, as 
you know, in the over-the-counter or dealer 
market, where more than $ 1 billion of trans
actions are handled in a typical trading day.

The informal consultations represented 
one of the major phases of our study pro
gram. These consultations had three ob
jectives: first, to obtain informed impressions 
and judgments on basic causes of last year’s 
market experience, especially toward mid
year and after; second, to find out how mar
ket observers and participants viewed and 
appraised existing market processes and 
mechanisms; and third, to get the benefit of 
whatever suggestions might be made for 
improving and strengthening the market. 
While our consultations were limited by the 
special purposes of the study to those who 
were thoroughly acquainted with market

practices, our aim throughout was to seek 
out the means whereby the Government se
curities market could function best in the 
public interest. In our inquiry the needs 
of the small buyers and sellers were con
sidered carefully, along with those of the 
Government and of institutional and other 
large investors.

Consultants included various officials of 
large commercial banks, of insurance com
panies and savings banks, and of investment 
banking firms; primary dealers and inter
mediary brokers in the Government securi
ties market; financial officers of several large 
nonfinancial corporations; a number of 
members and officials of the New York 
Stock Exchange; a group of financial econ
omists; and a group of academic economists. 
In all, approximately 75 persons partici
pated in individual or group consultation 
and about 30 others provided written com
ments. The individual and group consulta
tions were held in Washington, D. C. and 
in New York City, and each lasted from an 
hour to a full day. The discussions with 
financial and academic economists were on 
a panel basis, but the remaining consulta
tions were held separately on an informal 
basis with one or more individuals from a 
single organization.

Part II of our study is a factual analysis 
of the performance of the Government 
securities market from late 1957 to late 
1958. Rapidly changing market conditions 
in this period presented an unusually wide 
range of problems. To obtain the most com
plete information possible on the market 
forces at work, special questionnaire sur
veys were addressed to all major lenders and 
participants in the market. On the basis of 
the answers received, we were able to com
pile much new data relating especially to
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market developments from spring through 

early fall of 1958.

Concerning this second part of the study, 

it is gratifying to report that the responses 

to our detailed requests for new statistical 

information were exceptionally good—  

indeed, virtually 100 per cent.

Part III of the joint project consists of 

four supplementary and technical studies 

stowing out of the suggestions and findings 

of the first two parts. We comment later 

on their particular focus and scope. Neither 

Part II nor Part I I I  has been printed as 

yet, but both are being made available in 

preliminary form also for release Monday 

morning.

Before turning to the substance of the 

entire study itself, a word should be added 

about how the project was staffed. Both 

the Treasury and the Federal Reserve 

System assigned to the study senior person

nel experienced in the observation and 

analysis of the Government securities mar

ket. In addition, the Treasury retained the 

services of a former staff official, having 

both debt management experience in the 

Treasury and practical experience in the 

market, as technical consultant on the 

study. Federal Reserve personnel were 

drawn mainly from staffs of the Board of 

Governors and the New York Federal Re

serve Bank, but selected personnel from 

other Reserve Banks also shared in the 

work. A central Treasury-Federal Reserve 

staff group was given full responsibility for 

carrying out the project, and since early 

spring the members of this group have 

devoted a major share of their time to it.

INTERPRETATION OF THE 1957-58 MARKET 
EXPERIENCE

As noted earlier, our study of the Govern

ment securities market was focused on the 

wide swings in market prices and yields of 

Government securities from late 1957 

through the fall of 1958, with special atten

tion paid to the mid-1958 market ex

perience. Through systematic re-examina- 

tion of available data and the development 

of new data, we endeavored to find out what 

lessons could be derived from this ex

perience which would be of benefit to in

vestors generally as well as to those who 

are responsible for fiscal policy, debt man

agement policy, and monetary policy.

We have not had sufficient time as yet to 

make a complete evaluation of all the data 

which have been brought to light by the joint 

study. Four general observations relating 

to private investment and credit extension, 

fiscal policy, debt management, and mone

tary policy, however, are pointed out by the 

staff group, as follows:

First, for purchasers of marketable Gov

ernment securities and for lenders, the risks 

of speculation on anticipated cyclical price 

movements of fixed-income Government 

securities, and particularly of speculation on 

slim margin, credit-financed holdings, have 

been widely learned.

Second, in the area of fiscal policy, there 

is the problem that recession deficits often 

run to very large size and are delayed 

beyond the turn in the economy; as a result 

they provide stiff financing competition 

when growing demands for the financing of 

recovery must be satisfied from a more 

slowly growing savings supply, and this 

competition for savings funds may have sig

nificant, but largely unavoidable, effects on 

securities prices and interest rates.

Third, in the area of debt management, 

there is the problem as to whether, in periods 

when easy credit conditions lend investor
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4 THE GOVERNMENT SECURITIES MARKET

favor to longer term, higher yielding issues, 
a large and rapid shift in the maturity struc
ture of the debt may result in supply and 
demand distortions, which may later have 
upsetting and disruptive effects on the 
market.

Fourth, in the area of monetary policy, 
there is the problem as to whether easy 
credit conditions and accelerating monetary 
expansion for counter-cyclical objectives 
may be carried to the point where banks 
and other lenders respond too actively to 
speculative demands for credit, so that 
lenders, in their zeal to keep their funds 
employed to fullest advantage, may too 
easily relax the credit standards which long 
experience has taught to be sound.

These broad conclusions arising out of 
our study point up a major financial 
dilemma which is faced in coping with re
cession in a free enterprise, market econ
omy.

We all agree that reduction of economic 
instability is one of our major objectives. 
National financial policy—which refers to 
fiscal policy, debt management policy, and 
monetary policy in combination—is the 
primary means available to the Federal 
Government for cushioning recession and 
stimulating recovery.

Yet, the vigorous use of financial policy 
to promote economic stability runs the risk 
of being accompanied by instability in the 
financial markets, where flexible movement 
is an essential part of market mechanism. 
This appears to be a risk which we must 
take, while doing everything we can to 
minimize the incidence of instability in these 
markets.

We know, of course, that many difficulties 
arise in the effective use of fiscal policy in 
recession. Deficits in recession are incurred 
either automatically because of reduced tax

receipts and increased social insurance pay- 
ments or because of specific public policy 
actions taken to combat recession. These 
in turn have a direct impact on the prices of 
Government securities.

The additional burden of increasing debt 
in such periods—particularly when pre
ceded by inadequate budget surpluses for 
debt reduction during the preceding rise 
in the economy—may also have a psycho
logical effect on investors. This may be 
expected because of the fact that investors 
are concerned about future budgetary poli
cies as well as the size of the particular 
financing needs of the moment.

There are other perplexing dilemmas in 
periods of general economic instability 
which arise from the very flexibility of our 
market mechanisms. Investors, for example, 
are faced in recessionary periods with either 
keeping their funds highly liquid (with low 
earnings) or attempting to obtain higher 
yields available only on longer term invest
ments and thus sacrificing liquidity. Con
centration on liquidity would, of course, 
accentuate recession tendencies, while em
phasis on higher yields would help to 
counteract such tendencies.

The Treasury faces difficult choices 
during a recession. The orthodox theory of 
debt management emphasizes short-term 
financing when resources are not fully em
ployed. At such times, however, the long
term market is receptive to offerings—per
haps for the first time since the middle part 
of the previous upswing in the business 
cycle. When the Treasury enters such a 

period with a large and growing floating 
debt, it would seem advantageous to re
finance some part of this deht at longer 
term. Such a course is also desirable to pro
vide greater leeway in choosing financing 

alternatives when the recession-induced
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deficit is sooner or later encountered. And 

since a recession deficit when it occurs must 

be financed within a relatively short period 

of time, the Treasury must look forward to 

making heavy calls on available savings 

during the deficit financing period. In  the 

second half of 1958, for instance— a re

covery period, but one coinciding with 

heavy deficit financing requirements— the 

Treasury was obliged to absorb the equiva

lent of a third or more of the total new 

savings funds then available. The Treasury’s 

problem of maintaining a debt structure 

adaptable to changing circumstances with

out itself contributing to instability of the 

economy is a formidable one.

Monetary policies, if they are to con

tribute to resolving our problems of general 

economic instability, must be deliberately 

and appropriately adjusted to combating 

recession and they must be shifted when 

an upturn is evident. The timing and ex

tent of monetary actions— like those in the 

fiscal field— must surely be determined by 

other considerations in addition to their 

impact upon interest rates and the prices of 

securities. Again, however, such effects are 

not to be ignored.

SOME FINDINGS ABOUT MARKET 
FUNCTIONING

While the study indicated certain broad 

lessons from the 1957-58 experience for 

both investors and national financial policy, 

and also highlighted some of the funda

mental and conflicting dilemmas inherent in 

such a period, it focused on the functional 

and mechanical aspects of the Government 

securities market in a setting of recession 

and recovery. A  specific interest was the 

speculative and credit excesses that de

veloped. Our objective in studying these

developments was to arrive at possible 

adaptations of public policy and also of 

market institutions which might lessen the 

market’s exposure to such excesses in the 

future.

The excesses which occurred last year 

were associated with the build-up in the 

Government securities market prior to the 

Treasury’s offering in late May 1958 of a 

2 5A  per cent, seven-year bond as one 

option available in its June 15 refinancing 

of $9.5 billion of maturing obligations held 

by the public. The other option was a 

one-year 1 lA  per cent certificate. Altogether 

the holders of about $7.5 billion of the 

maturing issues preferred the 2 5/s per cent 

bonds— a figure which was more than 

double what had been estimated by the 

financial community or by Government 

agencies as true investor demand. This 

was a surprise to the market and suggested 

that a sizable amount of the newly acquired 

securities were speculatively held. Never

theless, there was general market agreement 

after the announcement was made that the 

market would be able to absorb the excess 

supply over a period of time.

About this same time, however, market 

observers were beginning to realize that the 

Federal deficit in the year ahead would be 

the largest since World War II, and that 

most of it would have to be financed in the 

second half of 1958, coinciding with the 

period of heavy Treasury seasonal borrow

ing. At least part of the flow of economic 

information in the first half of June had been 

mildly encouraging; but it was not until 

around mid-June that market observers 

took into account that economic recovery 

might already have begun and that con

ditions of active ease in credit markets might 

be coming to an end. In this setting, liquida

tion of temporary holdings of 2 5/s per cent
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6 THE GOVERNMENT SECURITIES MARKET

bonds began and gathered rapid momentum, 
with an accompanying sharp decline in 
market prices of Government securities and 
an associated sharp rise in security yields. 
As you know, the opportunity for either 
profits or losses on the price behavior of 
a longer term bond is much greater than on 
short-term securities for a given change in 
interest rates.

This liquidation period, you may recall, 
occasioned intervention in the market, first 
by the Treasury in late June and early July 
to relieve the market of some of the excess 
supply of 2% per cent bonds issued at mid- 
June, and second by the Federal Reserve 
later in July to correct a disorderly con
dition which developed around the time of 
the international crisis in the Middle East 
and a Treasury financing.

Many observers have placed principal 
blame for this upsetting market episode 
on excessive speculation in the June re
fundings, financed by the use of credit ex
tended on unduly thin margins. Our study 
shows that there was indeed a substantial 
volume of credit-financed participation in 
the June refunding—about $1.2 billion. 
Considering that $7.5 billion of the 2 5/s per 
cent bonds were issued, it is obvious that at 
least four-fifths of the subscriptions repre
sented outright holdings. A significant 
share of these were probably also temporary 
holdings purchased in the hope of specula
tive gain. The outright holdings largely 
represented subscriptions on the part of 
commercial banks and business corpora
tions.

In retrospect, one key to this widespread 
speculation may have been the absence of 
adequate information about current tenden
cies in the Government securities market 
itself, which is, of course, the pivotal market 
in this economy’s financial organization.

Much more important, however, is the fact 
that too many speculatively motivated ex
changes into the 2 5/s  per cent bonds were 
apparently based on investor judgments that 
recession would continue for some time, 
and that long-term interest yields would 
decline further.

Speculation financed by credit created 
a particular problem in this instance be
cause there were large blocks of holdings 
acquired by newcomers to the market who 
bought or made commitments to buy Gov
ernment securities on very thin margin—or 
in many cases on no margin at all. Several 
Stock Exchange houses made large com
mitments themselves and acted between 
lenders and speculators. Some commercial 
banks and business corporations, actively 
seeking higher yielding outlets for funds 
than were provided by Treasury bills and 
other short-dated securities, directly or 
indirectly helped to finance these operations.

The activities of one Stock Exchange 
member specializing in money brokerage 
facilitated the financing of a substantial 
volume of the June rights. These operations 

were found to be in violation of Stock Ex
change rules. The enforced unwinding of 

these very large positions came at a par
ticularly sensitive stage of the market de
cline and, combined with other liquidation 
of speculative holdings, put the market 
under severe supply pressure. The New 
York Stock Exchange has,since modified its 
rules so as to prevent a repetition of this 
kind of speculative financing activity in the 
future.

While positions financed on credit were 
not the largest speculative element in the 
market at the time of the June refunding, 

they were certainly important in initiating 
and accentuating the June-July decline in 
market prices which accompanied the eco-
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nomic upturn. Once liquidation of the new 

Treasury bonds was under way and prices 

were declining sharply, it was inevitable that 

some margin calls and related selling to 

protect lenders’ positions would occur. At 

the same time, there was substantial liqui

dation by holders w'ho had done no borrow

ing at all as they realized that profits were 

not in prospect and sought to minimize or 

avoid losses by selling out. The develop

ment of the Lebanon crisis in mid-July and 

the growing awareness of the prospects of 

large Treasury deficit financing in a period 

of rising private demand for loan funds and 

accompanying expectations of tightening 

credit conditions, based in part on rumors 

of a shift in Federal Reserve policy, height

ened market uncertainties during this period 

of liquidation. There also was considerable 

uneasiness due to fears that the large budget

ary deficit would induce renewed inflation

ary pressures.

Over this entire period of rapid market 

change, the figures compiled for the study 

indicate that dealers operated chiefly in their 

normal primary function as intermediaries. 

As the June financing approached, dealers 

were called upon to absorb large amounts 

of short-term issues that were being sold to 

meet corporate liquidity needs over dividend 

dates and the June tax period. As a result, 

dealers’ holdings of Government securities 

increased substantially. The enlargement 

occurred mainly in Treasury bills and in 

June “rights” (maturing issues eligible for 

the exchange), and these rights were largely 

exchanged for the 2 5/s per cent bonds.

To make matters more difficult over the 

period covered by the June financing, 

dealers had to meet large maturities of re

purchase agreements which they had made 

with nonfinancial business corporations. 

Under these agreements, corporations ac

cumulating funds in earlier months in

vested a large portion of them by arrange

ments to buy Government securities and, at 

the same time, agreeing to resell the securi

ties to dealers on a fixed date in June— again 

to cover cash needs related to dividend and 

income tax disbursements at that time. The 

short-term securities underlying these 

arrangements had to be refinanced in June 

through placement by dealers with banks 

or other lenders.

When the June exchanges were completed 

dealers undertook to accomplish a distribu

tion of their underwriting holdings of the 

new 25/s per cent bonds. Such under

writing can result in losses as well as profits 

to dealers because of the market risks 

assumed by them. These risks proved to be 

real in the June financing. Normally, the dis

tribution of the securities acquired in under

writing would have proceeded throughout 

the remainder of June and July. In view of 

the then-existing market uncertainties, 

dealers intensified their distribution efforts 

and cut back on their total positions gen

erally. These acivities also contributed to 

supply pressures in the market.

Once market decline had set in, investors, 

speculators, and dealers were obliged to 

make market judgments in the light of their 

own portfolio and speculative situations and 

their individual appraisal of current and 

future uncertainties. There were times in 

this period, we were told by market par

ticipants, when dealers in order to protect 

their own capital positions would accept 

large-size orders to sell only on an agency 

basis, promising to make the best effort 

possible to carry out the customers’ re

quests. The volume of Government security 

transactions by the dealer market, however, 

continued large throughout the decline.

The question still to be answered from our
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8 THE GOVERNMENT SECURITIES MARKET

examination of the 1957-58 market ex

perience is just what specific findings and 

interpretations may be drawn about market 

excesses and mechanisms. W hile any spe

cific conclusions at this stage are subject to 

later modifications or supplement, the fo l

lowing are the m ain ones drawn by the 

study group in the prelim inary version of 

Part I I  of the study (Chapter V I I I ) .

“ (1 )  Investor and speculator judgments 

in the late spring period preceding the June 

refunding were made largely in the light of 

information pertaining to an economic situa

tion of one to two months earlier. This lag 

in the flow of economic information was a 

factor of basic import in conditioning ex

pectations in this critical period of market 

development. The role of changing market 

expectations as to the economic outlook in 

this period of 1958 clearly emphasizes the 

need for an adequate supply of current in 

formation about trends in the economy 

generally to facilitate the orderly function

ing of financial markets.

“ (2 )  Underlying the late spring specu

lative positioning of Government securities 

was a very low absolute level of short-term 

market interest rates, as well as an unusually 

wide spread between short- and long-term 

market yields. This low short-term rate 

level, together with the prevailing yield 

structure, vitally influenced the shaping of 

market expectations of further increases in  

Government bond prices. It  further pro

vided the incentives that led to unusual 

adaptations of customary credit instru

ments and terms, which facilitated a rapid 

swelling in the market’s use of credit. This 

development made the market vulnerable to 

liquidation pressures.

“ (3 )  These conditions in the market, 

along with investor expectations of still 

higher prices of Government bonds, re

sulted in a situation whereby market par

ticipants in  the June refunding were en

couraged to convert an undue amount of 

short-term issues into longer term issues, 

thus oversupplying the longer term area of 

the market and at the same time sharply 

reducing the m arket supply of short-term 

instruments. Pressure on earnings created 

by the low level o f short-term yields led 

m any banks and some corporations to 

reach out for the higher yields available in 

the June financing in an effort to protect 

their earnings.

“ (4 )  Speculative positioning of ‘rights’ 

to the June refunding on the part of out

right owners, together w ith the conversion 

into 2 5A  per cent bonds of a disproportion

ate am ount o f their investment holdings of 

the m aturing issues, was of greater volume 

than speculative positioning by investors 

who financed by credit. A  large number of 

banks and business corporations partici

pated in this outright speculative position

ing.

“ (5 )  A lthough  speculation on an out

right basis in  the June  financing was larger 

than credit-financed speculation, the latter 

was excessive considering the size of the 

refunding operation. Moreover, liquidation 

of credit-financed positions appeared almost 

immediately upon the settlement date for 

the refunding for various reasons and both 

triggered and accentuated the declining 

phase of the market.

“ (6 )  The equity margins put up in this 

period by credit speculators were, in too 

many instances, either nonexistent or too 

thin. Despite the low  margins, the losses 

suffered on credit-financed transactions 

were incurred chiefly by the borrowers 

rather than the lenders.

“ (7 )  In  the speculative market build

up, the use of the repurchase form of
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credit financing as a vehicle to carry the 

speculative positions of nonprofessional and 

unsophisticated participants proved to be 

unsound. Use of this particular type of 

financing instrument, in effect, resulted in 

lenders' advancing credit to unknown 

borrowers of unknown credit standing or 

capacity.

“(8) Even among known borrowers of 

professional standing, the use of the re

purchase agreement device was stretched in 

terms of the types of the security which it 

covered. In the past, this instrument was 

employed in the dealer market mainly to 

finance securities of the shortest term. In  

its 1958 market usage, the instrument was 

extended in numerous instances to longer 

term securities where the maturity bore little 

or no relationship to the date of termination 

of the agreement.

“(9) Where used in the mid-1958 period 

to finance holdings of longer term securities, 

the repurchase agreement, technique in some 

cases provided a convenient means to cir

cumvent owners’ equity requirements that 

would have been applicable on loans, 

through margins required by lenders.

“(10) The use of forward delivery con

tracts in the pre-June market build-up in

volving ‘rights’ to the June exchange offer

ings, though of lesser magnitude than re

purchase financing, nevertheless facilitated 

an excessive amount of speculative position

ing in this issue without any commitment 

of purchaser funds.

“(11) In the pre-June market build-up, 

dealers and brokers were not always aware 

that their credit standing was in effect used 

by others to underwrite speculation with no 

equity. The preponderance of June ‘rights’ 

among the forward delivery contracts would 

suggest a strong preference for ‘new’

Treasury issues as the mechanism for this 

speculation.

“ (12) The total number of commercial 

banks outside New York City and also the 

total number of nonfinancial corporations 

drawn into the credit financing of the mid- 

1958 speculative build-up was relatively 

small, and the major portion of the credit 

extended was from only a few banks and 

business corporations.

“ (13) In the late spring market build-up, 

some lending by New York City banks, 

collateralled by Government securities, was 

at rates and margins that, under the pre

vailing market psychology and the then- 

existing conditions, were conducive to the 

financing of speculative positions.

“ (14) The sizable increase in dealer 

positions prior to the Treasury’s June 1958 

financing was partly associated with the 

heavy volume of market trading in that 

period. Although largely concentrated in 

short-term securities, the expanded dealer 

positions did provide a market for these 

issues which facilitated the lengthening of 

portfolios and speculative positioning by 

many investors during the period, particu

larly banks.

“ (15) Even though dealer positions at 

the time of the June refunding were heaviest 

in the short-term maturities in the market, 

liquidation of these positions in the follow

ing three months, though largely necessary 

to protect dealer capital positions, did add 

significantly to the supply pressures other

wise present in the market during this 

liquidation phase.

“ (16) The extensive use of the repur

chase instrument for financing all types of 

Government securities in late spring of 1958 

resulted in very large repurchase maturities 

in mid-June coincident with other churning 

in the money market in connection with
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10 THE GOVERNMENT SECURITIES MARKET

settlement for the Treasury refunding. The 

necessity of refinancing the securities under

lying these repurchase transactions put the 

Government securities market under heavy 

internal strain at that time.

“ (17 ) The absence of a Treasury tax 

anticipation security maturing at mid-June 

led to much corporate interest in the June 

maturities as corporations made use of these 

issues to invest accumulating funds to meet 

their June tax and dividend needs. This 

accounted for a considerable part of the 

market churning at the time of the refunding.

“ (18 ) The availability o f regularly 

issued statistical information about the 

market itself m ight have succeeded to some 

extent in  forewarning market participants 

and interested public agencies of potential 

speculative dangers around mid-1958. The 

fact of the matter, however, is that no such 

objective information was available to 

either group to gauge the extent of the 

speculative forces that were present in the 

market.

“ (19 ) In  the closing months of 1958, 

when many commercial banks were ex

periencing seasonal credit demands, study 

data show a movement of funds from  the 

Government securities market to the banks 

effected through the vehicle of the repur

chase agreement. In  other words, some 

dealers were functioning as money brokers, 

acting as principals in obtaining funds from 

business corporations under repurchase 

arrangement and in turn supplying funds to 

banks under a reverse repurchase arrange

ment (resale agreement) with them. Ques

tion can be raised regarding the appropriate

ness of a money brokerage function as part 

of the dealer operation.

“ (20 ) Most of the decline in market 

interest rates on Government securities, fo l

lowing confirmation in the late fall of 1957

that economic recession had set in, was 

effected w ithin a short time span— less than 

four months. The sharp rise in market rates 

on Treasury issues, fo llow ing confirmation 

after m id-1958 that econom ic recovery had 

begun, was likewise effected in a short time 

span— about four months. Although 

liqu idation  of Governm ent security posi

tions, bu ilt up in  hopes of speculative gains 

in the June refunding, played a central role 

in  accentuating the rise in  market interest 

rates after m id-195 8, it does not necessarily 

follow  that the upw ard interest rate move

ment of the entire recovery period would 

have been smaller if the earlier speculative 

distortions had  been avoided. Upward 

pressures on interest rates from  cyclical 

Federal deficit financing in  combination 

w ith expanding private demands for financ

ing, given the savings supply over these 

months, w ould still have resulted in a sub

stantial, if not identical, rise in market 

interest rates.”

AN ORGANIZED EXCHANGE OR A 
DEALER MARKET?

A t the hearing of the Jo in t Econom ic Com

mittee earlier this year on the President’s 

Econom ic Report, there was some dis

cussion of the function ing  of the Govern

ment securities market. The question was 

raised whether the m arket m ight not be 

more effective if it were a formally organ

ized exchange or auction-type market, with 

m ax im um  current public ity  on transactions, 

rather than an in form al over-the-counter 

dealer market, subject to more limited 

public observation.

As part o f this current study of the Gov

ernment securities market, accordingly, we 

not only raised this question w ith market 

participants but asked our study group to
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provide a special technical evaluation of 

the suggestion. The New York Stock Ex

change also gave very careful consideration 

to the question and reported its conclusions 

to us.
A specialized market tends to develop 

in a particular form as the individual par

ticipants compete to serve more efficiently 

and economically the needs of buyers and 

sellers of the kind of security or commodity 

traded. The present market mechanism for 

Government securities has grown as a 

specialized market ever since World War I. 

Transactions in Treasury issues in the 1920’s 

were carried out both on the New York 

Stock Exchange and through the over-the- 

counter dealer market. Even during the 

early 1920’s, however, a steady decline in 

transactions on the auction market repre

sented by the Exchange and a steady rise in 

the volume handled on dealer markets was 

taking place. By the mid-1920’s, the dealer 

market was dominant and agency trans

actions of the Federal Reserve Bank of New 

York for the account of the Treasury were 

moved to the dealer market.

Only marketable Treasury bonds are 

listed on the New York Stock Exchange and 

this has been true throughout its history. 

Therefore, the introduction of the Treasury 

bill in 1929 and its subsequent development 

as the primary liquidity instrument of the 

money market— a development accelerated 

by war and postwar financial trends—  

further added to the importance of the over- 

the-counter dealer market. The growth in 

the Federal debt in the 1930’s and during 

the war years, together with the broader par

ticipation of large financial institutions in 

the market, greatly increased the size of 

typical market transactions in Governments. 

Large transactions are more efficiently man

aged in a dealer-type market, and con

sequently the number of transactions that 

could be effectively handled through the 

auction mechanism of the Exchange con

tinued to decline. By 1958 trading in Gov

ernment bonds on the Exchange had 

dwindled to an insignificant volume in com

parison with trading in such securities in the 

over-the-counter dealer market.

The standards of performance to be 

applied in evaluating the present dealer 

market are, of course, related to the specific 

job which the market has to do as well 

as to the public interest in a well-function

ing market economy. The job to be done 

first of all is the matching up of purchases 

and sales by investors and traders. But it 

also involves the Treasury as issuer of 

new securities and the Federal Reserve 

through the execution of its monetary 

policies. It is the conclusion of our joint 

study to date that both the broad public 

interest and the special interests of the 

Treasury and the Federal Reserve— which 

are, of course, designed only to serve the 

public interest— are being effectively served 

through the present market. Those who par

ticipated in our study, including a broad 

range of investors as well as dealers and 

brokers, were virtually unanimous in the 

view that the present type of over-the- 

counter dealer market in Government se

curities is preferable to an exchange, 

auction-type market. Even if confined to 

bonds, and therefore excluding bills, certi

ficates and notes, the exchange-type market 

was regarded as an unsatisfactory alterna

tive.

Probably the most important standard of 

performance required of the Government 

securities market in serving existing interests 

is its ability to handle without disruptive 

price effects the typically large transactions 

that arise as large institutional holders
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adjust their liquidity and investment posi

tions. These individual transactions— by 

commercial banks in adjusting their reserve 

and portfolio positions, by corporations in 

adjusting to their cash flow needs around 

dividend and tax dates, or by savings insti

tutions or other institutional investors in 

making portfolio changes— often run to 

many millions of dollars, particularly in 

short-term issues. I f  these holders were un 

able to purchase and sell readily in  such 

large amounts, their interest in Treasury 

issues would decline.

The dealers in  Government securities 

appear to have developed better facilities 

and techniques for handling large trans

actions promptly and w ithout excessive price 

effects than would be possible in  an organ

ized exchange. They do this by purchasing 

and selling for their own account; by m a in 

taining substantial inventories of securities 

in  different maturity categories; by a chain 

of transactions with other dealers— pur

chases, sales, and exchanges or swaps; and 

by keeping themselves informed, through 

their nationwide organizations or corre

spondent networks, of major sources of 

supply and demand for Government secu

rities throughout the country. In  its opera

tions, the dealer market acts as a buffer 

to equalize hourly and daily movements in  

supply and demand, and to absorb the im 

pact of large individual transactions that 

m ight otherwise result in  abrupt price effects 

or undue delays in execution of orders.

The specialized dealer market provides 

a number of other services that institutional 

customers consider to be valuable. The cost 

of a transaction in this market is very small 

because of the large volume of business, be

cause of keen competition among dealers, 

and because dealer profits do not depend 

solely on trading margins. A  significant part

of dealers’ earnings is derived from manag

ing their own portfolios and from  supplying, 

through repurchase agreements, investment 

instruments which have the exact maturity 

date needed by customers. Such operations 

also, of course, involve risk of loss.

The dealer m arket is effectively organ

ized to serve customers throughout the 

country even though its organization is 

inform al. Transactions are completed 

prom ptly by telephone and customers know 

the price or price range when the order is 

placed for execution. Moreover, through 

their intim ate experience w ith the highly 

technical aspects of each Treasury issue as 

well as the ways in  which the Treasury, the 

Federal Reserve, and the money market 

operate generally, dealers provide special

ized market advice that customers value. 

The prim ary dealers further provide im 

portant services in  the secondary distribu

tion of new Treasury issues. They also pro

vide a convenient po in t o f contact for Fed

eral Reserve open market operations in 

short-term Governm ent securities.

The m ajor defects attributed by some 

critics to the dealer m arket in  U . S. Govern

ment securities reflect three features: first, 

the market is concentrated in  a relatively 

small group o f prim ary dealers and there

fore m ay not be as competitive as an organ

ized exchange market; second, there is little 

inform ation about its operations, without 

supervision or form al rules governing its 

practices, despite its special public interest; 

and third, the m arket is not geared to han

dling small and odd-lot transactions nor is 

it especially interested in them.

As to competition, there is no question 

that the primary dealer market is very highly 

competitive, even though it comprises only 

twelve nonbank firms and five bank dealers, 

most of whom  have central offices in New

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



t h e  g o v e r n m e n t  s e c u r it ie s  m a r k e t 13

York City. There is necessarily spirited 

competition between the dealers for the 

available volume of trading business. Any 

offers to sell at a price even slightly be

low the market usually are quickly taken 

advantage of, as are offers to buy at any

thing above whatever the price may be at 

the moment. In  volume, the Government 

securities market is by far the largest 

financial market in the country. It handles 

each year a dollar volume of transactions 

approximating $200 billion, or more than 

five times as much as the dollar volume 

of transactions in all corporate stocks as 

well as bonds on the New York Stock 

Exchange.

The dealers are principally wholesalers 

and their customers consist of several 

hundred nonfinancial corporations, several 

thousand commercial banks who submit 

orders both for their own account and for 

customers, other security brokers and deal

ers handling transactions for customers, 

hundreds of insurance companies, mutual 

savings banks, pension funds, and savings 

and loan associations throughout the coun

try, the special funds of State and local gov

ernments, personal trust accounts, and some 

individual investors of substantial means. 

These investors and traders who use the 

market to buy or sell are generally them

selves expertly informed and experienced in 

investment matters: each is seeking the best 

return on the funds he places in Government 

securities; each is continuously comparing 

these returns with those on alternative in

vestment opportunities; and each of the 

larger investors, who regularly use the serv

ices of several dealers, is constantly com

paring the relative performance of the deal

ers with whom he is in contact.

In this type of highly competitive market, 

the dealer who succeeds must execute the

buy or sell orders of these numerous and 

varied investors promptly and efficiently and 

the business must be handled in accordance 

with high ethical standards. Moreover, if 

he is to obtain future business, such invest

ment advisory services as the dealer renders 

his customers must stand the test of time.

Each of the primary dealers, through one 

means or another, operates throughout the 

country because broad coverage is essential 

to the maintenance of a sufficient volume of 

business for profitable operations. This is 

probably a major reason why there are not 

more dealer firms active in the market. 

Another reason, according to information 

received in this study, is that the number of 

qualified and experienced personnel avail

able to staff new firms is relatively small.

Regarding the criticism of market me

chanics, it is true that the dealer market 

makes available to the public practically no 

information on its operations other than 

market bid and offer quotations. There is 

no requirement for making available either 

to the public or to a duly constituted au

thority the records of dealer net positions 

in securities or amounts borrowed, such as 

are required of members of the New York 

Stock Exchange.

The lack of formal rules, supervision, and 

adequate information leaves the market 

open on occasion to suspicion that it may 

not always be operating in the public in

terest. It has been suggested that in in

stances dealers’ interests may conflict with 

those of customers, that dealer operations 

may unduly accentuate swings in securities 

prices, and that dealer advice may not be 

entirely accurate. There was, however, little 

or no evidence gathered in the study that 

such problems are common in the dealer 

market. All of the market customers con

sulted in the present study expressed their
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14 THE GOVERNMENT SECURITIES MARKET

full confidence in the Government securities 

dealers, individually and as a group, and 

testified to their high standards of integrity 

and business practice.

Concerning small transactions in the 

market, consultants to the study have ind i

cated that they generally go through other 

brokers and dealers and commercial banks, 

and that when they reach the market they 

are handled promptly by dealers at a rela

tively low cost that is in part subsidized by 

the large transaction. As the dealers are 

organized primarily to handle large trans

actions, it is understandable that they view 

the small deals as an accommodation, and 

do not actively encourage them. It  seems 

clear that if facilities designed more spe

cifically to serve small investors’ interests in 

marketable bonds are to be established, 

there would have to be some additional 

incentive provided.

The New York Stock Exchange, 

prompted by our study, reviewed the po

tentialities for re-establishing a vigorous 

auction-type market in Government secu

rities on the Exchange. After extended con

sideration of the matter, however, Exchange 

officials concluded that, even though such 

a development was theoretically possible, 

problems raised by the suggestion would be 

insurmountable unless both the Government 

and the Exchange shifted a number of fun 

damental policies.

One specific problem to be resolved is 

the difficulty under existing conditions of 

encouraging Exchange specialists to take the 

financial risk of making a market in Gov

ernment securities. The specialist would 

be in competition with established Govern

ment securities dealers. In  addition, they 

might on many occasions need to build up 

very large positions in Government secur

ities, since this is a heavy volume market

and, when sharp price movements occur, 

quotations on maturities throughout the 

list tend to move together m uch more so 

than in the market for specific corporate 

stocks or bonds. F inally , because of the 

public nature of transactions at Exchange 

trading posts, specialists taking positions to 

make orderly and continuous markets would 

be unduly exposed to possible raids by non

member dealers and other large traders.

There is also the problem  of developing 

an adequate incentive for hand ling  Govern

ment securities on the Exchange through a 

commission schedule that w ould  be com

petitive w ith narrow spreads prevailing in 

the dealer market.

Other conditions set by the Exchange for 

an effective auction market under its 

auspices would be:

(a )  A  larger supply o f long-term Gov

ernment bonds in the market, especially of 

bonds attractive to ind iv idua l investors 

through tax exemption or other special 

features since these investors now find only 

lim ited interest in  Governments other than 

savings bonds.

(b )  The placing on the Exchange of all 

Federal Reserve agency transactions in 

bonds, possibly plus official support of the 

Exchange market; and

(c ) A  potential requirement for the 

execution of all transactions of member 

firms in Governm ent bonds on the Ex

change, except for some “off-floor” trades 

in special circumstances.

(d ) Some protection o f the position of 

member firms who are acting as Govern

ment security dealers.

The Exchange d id  not suggest that its 

facilities could be adaptable at all to trading 

in Treasury bills, certificates of indebted

ness, or notes, which together constitute 

more than ha lf of the outstanding market-
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able Federal debt and are also the issues in 

which the overwhelming volume of market 

transactions takes place.

These conditions make it clear to us that 

it would be difficult to develop an auction- 

type market for Government securities on a 

broad scale under the existing organized 

exchange mechanism.

The alternative approach of improving 

the mechanism and institutions of the pres

ent Government securities market, by care

fully studying and remedying defects in the 

dealer market as they come to light, appears 

to us to promise results that will serve the 

public interest. At the same time, the New 

York Stock Exchange should be encour

aged to develop further the auction facilities 

it now provides for transactions in Govern

ment bonds. The total market cannot be 

harmed and may indeed be improved by 

more active competition between the Ex

change market and the dealer market in 

bond trading.

AREAS FOR IMPROVING MARKET MECHAN
ISMS AND FUNCTIONING

Our study was launched, as stated earlier, 

in the hope that the suggestions advanced 

and problems revealed might indicate cer

tain improvements in the way the Govern

ment securities market operates, with par

ticular emphasis on the prevention of future 

speculative excesses in the market. In the 

light of consultants’ suggestions and of find

ings of our factual review of the 1957-58 

market experience, our study group initiated 

four supplementary studies to evaluate pos

sible means of improving the market’s 

functioning. These are in the nature of 

working papers for consideration by Treas

ury and Federal Reserve officials. As their 

preparation has just been completed in pre

liminary form, they have not yet been re

viewed. Hence, they cannot be interpreted 

as reflecting any official recommendations 

for market improvement. There may also 

be other supplementary studies undertaken 

as we re-examine market processes and 

mechanisms and we naturally intend to 

pursue this phase of our inquiry as far as 

will serve a constructive purpose.

A first area of supplementary study per

tains to the adequacy of statistical and other 

information relating to the dealer market. 

As mentioned earlier, it is commonly recog

nized that openly competitive and efficient 

markets are characterized by informed 

buyers and sellers. A  broad range of ob

jective information needs to be available to 

serve effectively the interests of all market 

participants, including the Treasury as 

issuer of securities for the market and the 

Federal Reserve as it participates in the 

market in regulating over-all credit and 

monetary conditions. In this light the pres

ent flow of information relating to the 

market is inadequate, a point that was 

agreed to by many of our study consultants.

As a result, our study group undertook 

a thorough analysis of the information that 

ought to be regularly available. We were 

encouraged in this by the excellent co

operation received from dealers and other 

market participants in supplying informa

tion for our review of market experience in 

1957-58. We believe, therefore, that a re

porting program can be worked out by the 

Federal Reserve and Treasury staffs to put 

an adequate information program into 

active operation in the not too distant future.

A  second area of supplementary study is 

the credit financing of Government secu

rities transactions. Last year’s market ex

perience has clearly indicated that at times 

an undue amount of speculation financed on
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thinly margined credit can be detrimental 
to the market and that competition of lend
ers in extending credit to prospective holders 
may result in deterioration in appropriate 
equity margin standards. This experience 
raises the question of the need for some 
action to assure that sound credit standards 
will be consistently maintained by lenders 
in credit extension backed by Government 
securities and also to keep the total volume 
of such credit from expanding unduly at 
times.

Our study has indicated that there are 
three approaches which the Government 
might consider in dealing with this problem: 
first, a statement by bank supervisors to each 
lending institution within its jurisdiction in
dicating minimum margins to be adhered 
to as standard; second, a requirement that 
each investor participating in the exchange 
of maturing Treasury issues for new issues 
state his equity position in those securities 
in compliance with Treasury standards (plus 
the continuing requirement by the Treasury 
of appropriate deposits on subscription to 
its new issues offered for cash); and third, 
the introduction of special margin regula
tion, similar to that now applicable under 
the Federal Reserve Board Regulations T 
and U to the purchasing or carrying of 
corporate securities. The latter type of regu
lation would, of course, require Con
gressional action, since present law specifi
cally exempts Government securities from 
this type of credit regulation. It must be re
emphasized here that these are merely 
possible approaches; they have not yet been 
fully appraised by either Treasury or Fed
eral Reserve officials and other alternatives 
may be developed in the light of additional 
study.

A third area for special study is the use of 
the repurchase arrangement in credit financ

ing of Government securities. This is not a 
new method of credit financing, but it is a 
method that is easy to apply to Government 
securities transactions and, because of its 
flexibility and adaptability, has become 
much more popular in recent years. Gov
ernment securities market activity last year 
brought to light certain uses of repurchases 
that were not in the public interest when 
such financing was arranged without the 
borrower putting up adequate margin. The 
study discusses various alternatives which 
might be applied to prevent future abuse.

A fourth area of special study of the 
existing mechanism of the Government 
securities market relates to its present lack 
of formal organization. In our consulta
tions, a number of market participants and 
observers suggested that the market might 
be improved and strengthened through co
operative action of primary dealers them
selves, working through a dealers’ associa
tion. Various specific functions that an asso
ciation might perform to improve the mar
ket’s functioning were indicated, including: 
(a) the adoption of standard rules to assure 
fair treatment of buyers and sellers in both 
large and small transactions; (b) the de
velopment of standard practices to help 
maintain dealer solvency; and (c) greater 
liaison between the Treasury and the dealers 
in Treasury financing operations. It was 
also suggested that a dealers’ association 
could be useful in identifying primary deal
ers in Government securities both to im
prove dealer service and to apply any mar
ket rules which may be adjudged in the 
public interest. Since the possible advan
tages of such an organization as well as its 
possible disadvantages obviously require 
careful and detailed examination, the task 
of this supplementary study has been to 
makes this much-needed evaluation,
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A question that naturally arises at this 

point is whether in the light of the present 

study there will be any occasion later for 

special legislative requests pertaining to the 

operation of the Government securities 

market. This question cannot be answered 

yet. Before it is, we must try to determine 

what can be accomplished in improving 

market processes and mechanisms without 

legislative action and then ask whether these 

improvements are enough. The fact of the 

study itself, together with educational efforts 

undertaken by the Treasury and Federal 

Reserve System, has already set in process 

a fuller appreciation on the part of market 

participants of the undesirable effects of 

certain market practices. If we find that 

desired improvement of market mechanisms 

and institutions requires new statutory au

thority, we will propose appropriate legis

lation to the Congress.

Markets are dynamic economic institu

tions. They require successive adaptation

to changing needs. From the standpoint of 

the public interest, study of these adapta

tions is never ending. Study efforts may be 

intensified from time to time, as in the case 

of the present Treasury-Federal Reserve 

study, but they are basically continuous. 

Continuing observation and study of the 

Government securities market is a responsi

bility which both the Treasury and the Fed

eral Reserve recognize.

In conclusion, we repeat that improve

ment in the processes and mechanisms of 

the Government securities market will in no 

way solve our problems of fiscal imbalance. 

Nor can they correct our problems of too 

much short-term public debt; of our need for 

continuous flexibility in our approach to 

monetary policies; of attaining a volume of 

savings which will match our expanding 

investment needs; or of the cyclical in

stability of our financial markets. These are 

basic problems. We must all work toward 

their ultimate solution in the public interest.

THE GOVERNMENT SECURITIES MARKET AND ECONOMIC GROWTH

(Statement of William McChesney Martin, Jr., Chairman, Board of Governors of the Federal 

Reserve System, before the Joint Economic Committee, July 27, 1959.)

In this opening statement, I  would like 

to comment first on one aspect of the prob

lem you are considering— the importance 

of freely competitive markets to maximum 

economic growth. In so doing, I do not wish 

to understress the importance of any other 

conditions necessary to healthy economic 

growth. Indeed, if there is one essential 

for sustained growth that stands out above 

all others, it is the maintenance of a volume 

of real saving and investment sufficient to 

support continuous renewal, adjustment, 

and expansion of our total capital resources. 

As you know, the maintenance of adequate 

saving and investment depends upon

broadly based and justified confidence in a 

reasonably stable dollar.

ROLE OF FREE MARKETS

No one here would deny that free markets 

are essential to the vital and vigorous per

formance of our economy. No one would 

urge that we encourage monopolistic prac

tices or administered pricing; and few would 

advocate Government interference with the 

market process as a general principle. On 

the contrary, nearly everyone would agree 

that such developments are injurious to the 

best use of our resources, that they distort
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the equitable distribution of final product, 
and that they interfere with economic prog
ress.

Differences of viewpoint on free markets 
arise only when the complexities of specific 
market situations make it difficult to discern 
whether markets are, in fact, functioning as 
efficiently as we might reasonably expect. 
Well-informed and well-intentioned observ
ers will disagree as to whether an appro
priate degree of competition exists in par
ticular markets and, if not, as to what 
corrective steps, if any, it is appropriate for 
Government to take.

If the policies we follow in the financial 
field are to be fully effective in promoting 
growth and stability, they must be able to 
permeate the economy through the mecha
nism of efficient markets. This generaliza
tion applies to all markets, for all types of 
goods and services. Naturally, the Treasury 
and the Federal Reserve are most immedi
ately concerned with financial markets, both 
because we have some direct responsibility 
for these markets, and because they repre
sent the main channel through which the 
Government financial policies to foster 
growth and stability must pass.

THE MARKET FOR GOVERMENT SECURITIES

We are especially concerned with the market 
for U. S. Government securities. With a 
Federal debt of $285 billion, Government 
securities are a common and important asset 
in the portfolios of businesses, financial in
stitutions, and individuals. An efficient 
market for Government securities is 
obviously needed for the functioning of our 
financial mechanism. We are fortunate in 
this country to have such a market. From 
the standpoint of the Federal Reserve, it is 
hard to conceive of the effective regulation

of the reserve position of the banking sys
tem without some such facility through 
which to conduct open market operations 
of large magnitude.

The initial results of our study of this 
market with the Treasury are encouraging in 
many ways. As was pointed out in the sum
mary of the study made available to you on 
Friday, huge transactions are carried out 
every day in an orderly fashion and at very 
small cost to ultimate investors. One cannot 
fail to be impressed by the fact that there are 
dealers who stand ready, at their own initia
tive and at their own risk, to buy or sell 
large blocks of securities. Frequently, single 
transactions run into millions of dollars. 
Despite the absence of any assurance that a 
given purchase will be followed by an off
setting sale, dealers quote bid and ask prices 
that typically have a spread of less than one- 
fourth of 1 per cent on the price of long-term 
bonds and range down to a few one- 
hundredths of 1 per cent on Treasury bill 
yields.

If you have had an opportunity to 
examine the preliminary study manuscripts, 
you are aware that they do suggest that some 
improvements in the Government securities 
market may be in order. We would hope 
that these improvements can be made within 
the framework of existing authority and 
through voluntary cooperation with various 
market participants. There is, however, a 
possibility that further authority might be 
necessary or desirable. We expect to have a 
clearer idea about how to accomplish desir
able improvements after we have had an 
opportunity to consider carefully the find
ings of the staff study just completed last 
week.

There is one possible change in the organ
ization of the Government securities market 
that would not, as I view it, lead to improve-
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ment. That change would be the enforced 

conversion of the present over-the-counter 

dealer market into an organized exchange 

market. The reasons why this change would 

not be constructive or even practicable are 

set forth in the joint statement on the study’s 

findings. On the other hand, any efforts on 

the part of existing organized exchanges to 

extend or strengthen the facilities now made 

available to buyers and sellers of Govern

ment securities should certainly be en

couraged. There is no reason why better 

exchange facilities would not prove to be a 

helpful supplement to those provided by the 

present dealer market.

Another change affecting the Government 

securities market that has been suggested 

relates to Federal Reserve participation in 

it, and pertains in particular to the exten

sion to longer term maturities of Federal 

Reserve open market operations. Some dis

cussion of this suggested change is appro

priate here, for it is not a matter encom

passed by the Treasury-Federal Reserve 

study.

SYSTEM OPERATIONS IN SHORT-TERM
GOVERNMENT SECURITIES

Since the Treasury-Federal Reserve accord 

in 1951, the System’s day-to-day trading in 

Government securities has largely been in 

short-term issues. In  1953, after extensive 

re-examination of System operations in the 

open market, the Federal Open Market 

Committee formally resolved to make this 

a continuing practice.

I think that nearly everyone who has 

studied these matters would agree that the 

bulk of Federal Reserve operations must be 

conducted in short-term securities; that 

necessarily means largely in Treasury bills. 

The short-term sector of the market is where

the greater part of the volume of all trading 

occurs. Dealer positions are character

istically and understandably concentrated in 

these shorter issues. Differences of view on 

whether System trading should extend out

side the short-term area hinge upon whether 

or not some small part of our regular buying 

and selling should be done in the longer 

term area.

To appraise this difference in viewpoint, 

we need first to consider the basic economics 

of System open market operations. Federal 

Reserve operations in Government securi

ties influence prices and yields of outstand

ing securities in three fundamentally dif

ferent ways:

(1) They change the volume of reserves 

otherwise available to member banks for 

making loans and investments or paying off 

debts;

(2) They affect the volume of securities 

available for trading and investment; and

(3) They influence the expectations of 

professional traders and investors regarding 

market trends.

Of these effects, the first is by far the most 

important. Under our fractional reserve 

banking system, additions to or subtractions 

from commercial bank reserves have a 

multiple expansive or contractive effect on 

bank lending and investing power. Other 

things being equal, this means that any given 

change in System holdings of securities will 

tend to be accompanied by a change in com

mercial bank portfolios of loans and invest

ments several times as large. Unlike many 

other institutional investors, commercial 

banks maintain Government security port

folios with a wide maturity distribution 

although the largest component will be 

short-term securities. Hence, the major 

effect on market prices and interest rates will
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result from the actions subsequently taken 
by commercial banks to expand or con
tract their asset portfolios, and the impact 
will be distributed throughout the market.

With regard to the effect on the avail
ability of securities in the market, substantial 
System purchases or sales of short-term 
securities exert a minimum influence on the 
market supply. For example, most of' the 
$35 billion of bills outstanding is in the 
hands of potential traders. On the other 
hand, much the largest part of the market
able longer term issues is in the hands of 
permanent investors. Current trading in 
them is confined to a very small fraction of 
the outstanding volume. For this reason, 
the long-term area of the market shows 
greater temporary reaction than the short
term area to large purchase or sale orders.

Any attempt to use System operations 
to influence the maturity pattern of interest 
rates to help debt management would not, 
in my opinion, produce lasting benefits 
—I emphasize the word “lasting”—and 
would produce real difficulties. If an 
attempt were made to lower long-term 
interest rates by System purchases of bonds 
and to offset the effect on reserves by ac
companying sales of short-term issues, 
market holdings of participants would shift 
by a corresponding amount from long-term 
securities to short ones. This process could 
continue until the System’s portfolio con
sisted largely of long-term securities. Ac
cordingly, the System would have put itself 
into a frozen portfolio position.

The effect of thus endeavoring to lower 
long-term yields, without affecting bank 
reserves, would be to increase the over-all 
liquidity of the economy. Not only would 
the supply of short-term issues in the mar
ket be increased, but also all Government 
bonds outstanding would be made more

liquid because they could be more readily 
converted into cash. The problem of excess 
liquidity in the economy, already a serious 
one, would be intensified. The Treasury 
now, even with the present interest rate 
ceiling, would have no difficulty in reaching 
the same result. It has merely to issue 
some $20 billiori of short-term securities 
and use the proceeds to retire outstanding 
long-term debt. Fortunately, it is not con
templating any such action.

The effect of System open market opera
tions on the expectations of market profes
sionals can be of critical importance 
depending upon the market area in which 
the operations are conducted. In the longer 
term area of the market, dealers, traders, 
and portfolio managers are particularly 
sensitive to unusual changes in supply and 
demand. One important reason is that 
long-term securities are subject to wider 
price fluctuation relative to given changes 
in interest rates than are short-term issues. 
Therefore, trading or portfolio positions 
in them incur a greater price risk.

These traders and investors in long-term 
securities are aware that the System holds 
the economy’s largest single portfolio of 
Government securities. They also know 
that the System is the only investor of 
virtually unlimited means. Consequently, 
if the System regularly engaged in open 
market operations in longer term securities 
with uncertain price effects, the profes
sionals would either withdraw from active 
trading or endeavor to operate on the same 
side of the market as they believed, rightly 
or wrongly, that the System was operating.

If the professionals in the market did the 
former, the Federal Reserve would become 
in fact the price and yield administrator of 
the long-term Government securities market. 
If they did the latter, the total effect might
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be to encourage artificially bullish or bearish 

expectations as to prices and yields on long

term securities. This could lead to unsus

tainable price and yield levels which would 

not reflect basic supply and demand forces. 

The dangerous potentialities of such a 

development are illustrated by the specula

tive build-up and liquidation of mid-1958, 

described in detail in the Treasury-Federal 

Reserve study.

Either of these effects would permeate, 

and tend to be disturbing to, the whole 

capital market. Accordingly, instead of 

working as a stabilizing force for the econ

omy, such open market operations in long

term securities could have the opposite 

result. In other words, if the Federal 

Reserve were to intrude in the adjustment 

of supply and demand in order directly to 

influence prices and yields on long-term 

securities or in a way that resulted in un

sustainable prices and yields, it would impair 

the functioning of a vitally important mar

ket process.

Some public discussion of the Federal 

Reserve’s present practice of conducting 

open market operations in short-term 

securities implies, it seems to me, that the 

System has assumed an intractable and 

doctrinaire position on this matter. This 

is not a correct interpretation of what we 

have done. We adopted this practice after 

a careful study of experience and of the 

effects of our operations upon the market 

and the banking system. In  this review, 

we were naturally mindful of the specific 

tasks of the System, namely, to regulate the 

growth of the money supply in accordance 

with the economy’s needs and to help main

tain a stable value for the dollar.

The practice or technique was adopted, 

not as an iron rule, but as a general pro

cedure for the conduct of current operations.

It is subject to change at any time and is 

formally reconsidered once each year by the 

Federal Open Market Committee in the 

light of recent experience. Exceptions can 

be, and have been, authorized by the Com

mittee in situations where either Treasury 

financing needs, conditions in the money 

market, or the requirements of monetary 

policy call for such variations. The System 

at times has been a subscriber to longer 

term issues in Treasury exchange offerings 

when appropriate, and at other times has 

purchased such securities in the market.

In other words, we endeavor to apply 

this practice flexibly as we do all of our 

practices in the administration of monetary 

policy. As I have stated to this Commit

tee on other occasions, flexibility is an 

essential ingredient of our entire reserve 

banking operation. When reserve banking 

loses flexibility, it will no longer be able to 

do the job that is required of the central 

bank in the market economies of the free 

world.

MEASUREMENT OF ECONOMIC GROWTH

Before concluding my statement, I want 

to mention one entirely different matter that 

has special relevance to the broad scope of 

this Committee’s interest. That is the 

measurement of growth. As you know, one 

of the frequently used indicators of growth 

in the industrial sector has been the Board’s 

index of industrial production. One of the 

great lessons we learn from the compilation 

of this index, which we try to do as carefully 

and competently as we know how, is that the 

mere matter of measuring growth is a very 

tricky thing.

As the structure of the economy keeps 

changing, the job of combining measures 

of its many parts into a single index cannot
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be done, despite our best efforts, without 
having to make major revisions every few 
years. We again have under way a basic 
revision, the final results of which will be 
available soon. The nub of what this re
vision shows is that the growth rate in the 
sectors covered by the Board’s index has 
been materially greater over the past decade 
than has appeared from the unrevised index.

The statistical data that we have to use 
from month to month can only be cross
checked in a comprehensive way when we 
have available the results of a full census. 
Congress authorized the Department of 
Commerce to conduct one of these in 1947, 
and another as of 1954. The immense task 
of digesting and reappraising the results of 
these censuses, and then refitting all of the 
monthly data into these basic benchmarks, 
has now progressed far enough to indicate 
that the revised index, with the 1947-49 
period as the starting point at 100, will show 
a level of around 165 at mid-1959. That 
is 10 points higher than the figure shown 
by our unrevised index for June.

Some of this difference results because we 
are now able to include, with appropriate 
proportional weight alongside other items, 
more of the fuel and energy production that 
has been going on all the time without being 
represented in the index. More than half 
of the difference, however, results from 
improvements in measurement of presently 
included industries. The monthly move
ments of the revised and present indexes 
are quite similar, so that the main effect of 
the revision in the total is to tilt upward

this measure of industrial growth over the 
past decade. For example, it now appears 
that industrial output of consumer goods on 
a revised basis has risen at an average 
annual rate of 3.8 per cent as compared with 
3.2 per cent shown by the unrevised index 
for the consumer goods sector. Popula
tion growth has been at a rate of 1.7 per 
cent per year.

Industrial production, to be sure, is only 
one of the ways that growth might be 
measured, but it is a measure in real terms 
and so is free of price influences. Crude 
measurements of growth in aggregate dollar 
terms can be seriously misleading, not 
only with respect to what the economy 
has done but also in marking out guide
lines as to how we may reasonably 
expect the economy to grow in the years 
ahead. It is no achievement to have a rise 
of 10 per cent in the general price level such 
as occurred in the months after the Korean 
outbreak—even though that does puff up 
the figures on gross national product quite 
handsomely. The increase of 15 per cent 
in the current dollar value of gross national 
product from 1955 to 1957 was only half 
of what it seemed to be because it was 
inflated by a general price increase of 7 per 
cent.

Throughout its entire history, this econ
omy has grown by staggering magnitudes. 
It is because I, for one, want to do every
thing I can to keep it growing that I urge 
the maintenance of free markets and rea
sonably stable prices as primary objectives 
of public policy.
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