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Proposed Report of the Treasury-Federal
Reserve Committee on Financing Procedures
I. B8hould rights be elimlnated?

Pros

(1) Rights narrow the market for refunding issues. When
rights are glven to holders of maturlng securitles,
the Treasury cannot sell a refunding lssue directly
%o the whole market, but can operate only through the
holders of the rights. This 1s particularly object-
tionable when, as 1ls often the case, the rights are
held predominantly by commerclal banks who desire a
short securlity, while the Treasury wants to offer a
long security which 1lg desired principally by non-
banking investors.

(2) When rights are given to the refunding portion of a
Joint cash and refunding lssue, 1t increases the
amount of "free riding" on the cash portion. This 1is
because the rights provide a quoted market in the new
securlty while the cash subscription books are still
open, thereby practically assuring "free riders" of
their sought-for profit. Thils 1s particularly ob-
Jectlonable when the refunding is only a small portion

of the total issue as in the case of the 2-1/2's of
1967-72.
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(7) Rights distort the market by causing short maturities
to sell at negative ylelds. This in practice closes
the market for short United States securities to pure
investors and leaves 1t exclusively to those persons
and institutlions who are willing to speculate in rights
values,

(4) The existence of rights makes 1t necessary to hold new
issues open longer than would be necessary for cash
subscriptions only. This 1s a not lnconslderable dis-
advantage in these days of rapldly changing news.

Cons

(1) The Treasury is able, other things being equal, to
reduce the interest rate on new lssues somewhat because
of the fact that the market may anticlpate some rights
value from the very beglinning of the 1life of a security.
Such savings are probably very small, however, except
In the case of securities with an original maturity of
flve years or less.

(2) The market is thoroughly accustomed to rights and would
be upset should they be eliminated. With so many un-
certalnties over-hanging the market, thls 1s a poor time

to rock the boat further.
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(3) If rights should be abolished without notice, it would
cause severe losses to many holders of short securities.
This would be unfair and could be avclded only by glving
adequate notice -- at leat one year., Such a notlce
would commit Treasury policy rather far ahead for these
troublous times.

(4) Rights are one of the ways in which banks make a living.
It would be unfortunate to abollsh them in these times
when banks are performing a great deal of free service
for the Government and are finding 1t increasingly dif-
ficult to make adequate earnlngs.

(5) Excesslve rights values could be avoided 1f new money
and refunding were separated in future flnanclngs as
hereafter suggested.,

Conclusion

If the past twenty years could be retraced, the rights
system should probably never have been allowed to
develop. At the worst, however, rights are an evil

of very limited proportions, and thls seems a poor

time to eliminate them.
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II. Should new money and refunding be
separated in future financings?

If new money and refunding were seperated, new securi-
ties would not be quoted, in effect, through the medium
of rights before the closing of cash subscription books,
This would be of substantial help in reducing padding of
subscriptionse

If new money and refunding were separated, it would be
possible to ralse new money by means of long bond 1ssues,
wvhile refunding maturing securities (already held
predominantly by banks) into long notes or short bonds.
This would minimize secondary distribution and (since
short securities could be priced more closely) would
also hold rights to more moderate values than those

recently experienced,

Separating new money and refunding would somewhat increase
the total number of flnancings and also the total number
of outstanding issuese

To the extent that it was desired to refund maturing
securities into long-term bonds, the second of the pros

set forth above could not be reallzed,



Conclusion

It 1s recommended that new money and refunding be separ—

ated in future financingse

III. Should the "down payment" be increased
on cash subscriptions?

Pros

(1) It would discourage the padding of subscriptions and so
reduce the problem of policing new lssues.

(2) It would diminish the amount of "distress" sgelling in
the event of the fallure of an lssue or of unexpectedly

large allotmentss

con

(1) The 10 percent cash payment alrcady required really
amounts to more than 100 percent when the allotments
themselves are less than 10 percents In the case of
the 2-1/2's of 1967~72, where the allotments were
12-1/2 percent, the 10 percent down payment on sub-
geriptions actually amounted to &0 percent of allot~

ment g,

Conc¢lusion

It 1s recommended that the requlred down payment be

raised experimentally to, say, 20 percent.
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IV, Should the Secretary anrnnounce that he
regserves the right to acocept oversub-
goriptions on new lsgsues to a greater
amount than the 10 percent limit which
h&as hitherto been customary?

Pros

(1) Such an announcement would tend to make "“free riders'
more wary, and so reduce the protlem of policing,
(2) It would permit the Treasury to obtain needed addi-

tional money when the occasion seemed opportune,

Con

(1) It would increase the elements of uncertainty attending
each issue and make it more difficult for subscribers
to calculate the amount of thelr probable allotments,
This might frighten some otherwise bona fide subscribers

out of the market,

Conclusion

It is recommended that the Secretary reserve the right
to accept oversubscriptions on new issues to a limited

amount, say, not in excess of 25 percent.
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V. 8hould preferential allotment on
new money 1ssues be given to
special classes of investors?

Pros

(1) Preferential allotment would permit the Treasury to
place securities, in the first instance, in the hands
of those whom it desired to hold them finally and so
reduce secondary distribution.

(2) It would save the ultimate purchasers from paying an
unnecessary "underwriting commission® in the form of
a premium to persons who had held the securities for
only a short perilod.

(3) Many bona fide investors are unable or unwilling to
pad their subscriptions in order to secure a desired
allotment. This 1s particularly true of trustees and
places them at a great dlisadvantage in securing Govern-
ment securlties on original allotment in competition

wlth other investors.

(4) Commercial banks, on the other hand, are the only real
market for short-term securities, yet they are forced
by the present system to pay a premium to individual
"free riders" on a substantial portion of their pur-

chases of such securities.

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



Any preference glven one class of investors implies
discrimination against other classes. Preferential
allotments, therefore, constitute an abandonment of
the principle of public offerings of Government secu-

rities with equal privileges to all.

Conclusion

It is recommended that preferred allotment be given
individuals, trustees, linsurance companies, and mutual
savings banks on new-money offerings of long-term secu-
rities. Any securities so allotted should be non-nego-
tiable for a limited period, perhaps one year. It is
suggested in this connection that 100 percent allotment
might be made to individuals and trustees on subscrip-
tions up to $1 million, upon affidavit that no money had
been borrowed, directly or indirectly, to finance the
subscription. Insurance companles might be given 100
percent allotment up to 50 percent of thelr cash and
mutual savings banks up to 20 percent of their cash.
Commercial banks might occasionally be given preferen-
tial allotment for limited amounts of short-term secus-
ties. There seems to be no need in this case that the

securities should be non-negotiable for an initial period.
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VI. 8Should one or more securities be sold
"on tap' by the Treasury?

A tap 1sgue would provide a continuous outlet for

savings not gbsorbed under the present Defense Savings
Bond Program. It would permit all classes of investors
with access to it to fill their demands at the offering
price without the necessity of paylng a premium to others.
A tap securlty would not depend for 1ts success upon
market conditlions of a few days, as 1s the case with
regular offerings.

British experience with tap securities has been

favorable.

A tap security, i1f offered to all comers, would set a
minimum interest rate for all Treasury obligations of
epproximately the same maturity class. It would not
set a maximum rate, however, and sales would dry up
in the event of an increase in interest rates.

It is difficult to maintain a market in an issue
currently available on tap. The issue would be so
much easier to obtaln from the tap than anywhere else
that a seller would be hard put to 1t to find a buyer
except at a discount. BSales at a discount, however,

would reflect unfavorably on the tap.



(3)

(4)

(5)
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A tap securlity would immediately satiate the
accunulated demand of all classes of investors who
had accees to 1t. There 1s considerable merit, how-
ever, 1n the view that investors should be kept
"hungry! as long as possible.

If a tap security, avallable only to a limited class
of investors, were substantially more attractive than
open market securities, it would be purchased, in large
part, by liquidation of such securities rather than
with new money.

The British market for Government securities 1is so
closely controlled that thelr experience with tap

issues 18 not applicable to our own.

Conclusion
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A negotiable tap security is more sulted for a con-
trolled market such as that in England than a free
market such as our own. A tap security non-negotiable
for a limited time, perhaps one year, would be more
sulted to American conditions. The time does not yet
seem ripe for a tap security even of this type, how-
ever, as long as the regular issues continue to be over-
subscribed many times. The objectives of a tap

security are, in part, the same as those of preferential
allotment, and it would seem best to defer further
consideration of a tap securlity untll some experlence

1s gained with preferential allotments.



Pros
(1)

(2)

Cons

(1)

(2)
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VII. Should a speclal type of Government
security be issued to tap 1dle
corporate and municipal funds?

There 18 a considerable volume of 1dle corporate and
municipal funds seeking short-term employment. This
18 true even after gilving effect to sales of tax notes.
These funds could be borrowed without increasing bank

deposlits.

A more effective appeal might be made to States and
municipalities to reduce thelr expenditures 1f a
sultable medium were provided for the investment of

funds thereby made 1idle.

Every speclial i1ssue tends to reduce the general market
for Government securities. Special lssues, therefore,

should be avolded as far as possible.

The rate of interest on the proposed securlities would
have to be higher than on securltlies of corresponding

maturity eligible for purchase by banks.



(3) While sales of the proposed securities would not
increase bank deposits, they would increase total
spending and so would be almost as inflationary in
the current period ag if sold to bankss

Conclusion
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It 18 recommended that a special type of security

be 1ssued to tap idle corporate and municipal funds,.

A non-negotiable registered two-year security, such
as that suggested by Chairmesn Eccles, bearing interest
at the rate of one—~quarter percent per annum for the
first 6 months, one-~half percent during the second

6 months, three—~quarters percent during the third

6 months, and one percent during the fourth 6 months
(an average of five~eighths percent for the entire
period), redeemable on any interest date on thirty

days notice, would seem to be sultable for this purpose.



VIII. Should the 1limit on purchases of
Series F and G savings bonds be
increased?

Pros

(1) A substantial addition to savings bond sales could
probably be secured in this way. The likely magni~
tude of such an increase may be inferred from the
fact that 55 percent of the total sales of Series F
and G bonds in the months May to August, inclusive,

were in the highest ($10,000) denomination.

cons

(1) A very small proportion of the increased sales due to
ralsing of the limit on purchases by individuals would
be from current savings. Very liberal assumptions
with respect to the amounts of such savings indicate
that the maximum which might be secured from this
source would be, perhaps, $15 millions & year,

(2) A large proportion of the increased sales due to the
raising of the 1limit would come from the liquidation

of outstanding securitiess
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(3) The demand sought to be met by raising the limit on
Serles F and G savings bonds could be largely met by
a system of preferential allotments such as that pre-
viously suggested, and could be met without paying a
premium rate of interest or increasing the outstanding

volume of demand obligations.

Conclusion

It 1is recommended that the existing limit on sales of

Series F and G savings bonds should be retalned.
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