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Developments Since your Departure

(1) At the Executive Committee leeting of May 2, the Committee
repeated its previous proposal for bill retirement of 600 million dollars
during Mey and also recommended retirement of 200 million dollars of bills
maturing June 5. The recommendation for liay retirement has since been
carried out; the recommendation for the June 5 retirement was changed in
accordance with our discussion last Wednesday,

At the same meeting lir, Sproul reported on his preceding discussions
with Mr. wWigginse 1In respect to the Committee's three point program sube
mitted before your departure, Mr, Viggins indicated that the first two points
(interest charge on Federal Reserve notes and direct exchenge of maturing
Federal Reserve held bills) were acceptable, but that the Treasury wanted to
think about proocedural aspects regarding the discontinuation of the buying
rate.

(2) The same day lir. Sproul and the Board members of the Executive
Committee lunched with llr, VWiggins. I understand that lMr. Sproul reported
to you in a memorandum on this discussion. Also, Mr, VWiggins! proposals are
disoussed in my memorandum to you dated ley 13. (Copy attached)

Very briefly, lir. Wiggins argued (a) that sction on bills if pos-
sible should be gradual; (b) that the progrem should be handled, if possible,
so as to avoid any direct announcemeni ol discontinuation of the buying rate;
and (o) that changes in bill policy now should be sdapted to facilitate hand-
ling of the certificate problem later. With respect to the certificate pro-
blem, his mein concern appears to be thet with an increase in rates, the
price of outstanding certificates might fall below par end that this might
destroy confidence in the public debt.

No specific solution was proposed by ilre Wiggins but he wondered
whether the need for ennouncing discontinuation of the buying rate might be
avoided by issuance of a 6-months or 9-months bill which would replace the
4-months bill and which would not be subjeot to option. Also he wondered
whether replacing bills and certificates with a 9-months discount seourity
might not solve the problem of avoiding a decline in price below par if
end when the ocertifiocate rate should be raised.

Mr., biggins requested the Conmittee to corment on these suggestions
but' as far as I know, no formael reply was made.
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Our reaction to the two points is as follows: (a) The issuence
of a 6-months bill would not avoid the need for announcing discontinuation
of the option because it would have to be made olsar at the time of issue
that such 6-months bills would not becoms subject to option after three
months; (b) Issuance of a 9-months discount seourity would solve the pro=
blem of preventing a decline in certificate prices below par in oase the
certificate rate is unfrozen. However, this would be so only after all
certificates have been refunded and this would take time. IMr. Rouse argues
that the market would feel very hesitent to accept a discount security in
place of the present certificate end that, therefore, this approach is ob-
jectionable; Dave Kennedy, on the other hend, feels that the market would
be pleased to have a discount security and that this epproach would be feas-
ibleg (o) As to the principle that "certificate prices must not fall below
par", little can be said in its favor. If temporarily the price of wvery short
certificates was permitted to go to & slight discount, this certainly would
not reflect on the determination of authorities to maintain bond prices above
par., Also, the effect of & slight rise in the certificate rate to 1 1/8 or
even 1 l/h.would not be such as to lower the price of outstanding bonds and
notes below par. The principle of'not below par" as applied to certificates
seems to be a red herring. However, llr. Wiggins places great emphasis on
it.

My impression is that there is no strong Treasury opposition to
action on bills as such but that they wish to view the matter in relation
to the certifioate problem and that there is considerable opposition to
reising the certificate rate.

(3) I understend from ir. Rouse that he has had repeated disoussions
with Treasury people on the restrioted long-term issue end that the Treasury
(including Iir. Wiggins) appeared to favor it up to & point, when some ob~
jeotion arose. This was discussed in my memorandum of ey 26, (Copy attached).
However, chances for fairly prompt action on & restricted tap issue, sold on
a limited quote basis should seem fairly good. My impression is that in-
stitutional investors would be pleased to take it after they realize that
no marketable issue will be available. Also, & limited amount of, say, 1 billion
should be sufficient to meet the main pressure.

Financing Outlook

The attached Table I shows the Treasury fineancing pioture as we
now see it. The expenditure figures are on the optimistic side since we
have assumed & 2,5 billion dollar reduction in the budget figure for fiscal
1948, The receipt figures allow for income tax reduction as provided for
in the Senate bills, If the bill does not become law, receipts in the second
helf of calendar 1947 will be 1.3 billion higher end receipts in the first
half of 1948 will be 2.2 billion higher.

It is evident from our figures that the retirement program is about
over., Assuming retirement of 1 billion dollers of certificates maturing on
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June 1 and no additional bill retirement during Juns, the belance at the end
of the fiscal year will be about 2,5 billion including 1 billion of free
gold, 900 million of war loen deposits and 600 million of cash deposits with
the Federal Reserve,

Te expeot budget defiocits in July and August and some surplus in
September, Assuming that 500 million dollars of certificates are retired
on July 1 and allowing for only voluntary cash redemptions on August and
September maturities, the balance by the end of September will be 1.8 billion,
Also, we estimate that there will be a budget deficit during the last three
months of the year. Allowing for changes in nonmerketable debt and again
assuming some voluntery cash redemptions of maturing issues, it will be nec-
essary during this quarter to reise approximately 1.5 billion dollers in the
market if the Treasury balance is not to fall below 1.7 billion dollars.,
(Since This ineludes 1 billion dollars of free gold, it is about as low as
the balance can fall unless the gold is monetized), The outlook for the first
quarter of 1948 is better, as a surplus of ebout li billion is anticipated.
For the first half of the calendar year 1948 redemptions of about % billion
(including ebout l.5 billion voluntary cash redemption will be possible.

Thus, there will be no cash retirements but probebly new financing

in the second helf of this calendar year, A% the seme time there will be
L.l billion of note maturities on September 15, (See Table II). Also, there
will be 700 million dollars of bond maturities each on October 15 and Degcember
15. This raises the question whether we want to continue to refund maturing
notes and bonds into certificates as has been done since the beginning of
1915, or whether we want to bring out some new medium or longer term issuse.

It is evident that refunding volicies will have to depend closely on what

is done along the other lines, for instance:

(1) If o nonmarketable restrioted issue is brought out, more cash
will be available to retire some of the bank held maturing debt and some of
the pressure on the long rate will be relieved.

(2) If the certificate rate is permitted to rise, the need for re-
nlaocing the maturing longer term issues held by banks in order to maintain
their earnings will be less serious than it if the certificate rate remains
unchanged.

liarket Developments

The Federal Reserve Bank of New York, since the beginning of April
has sold for ireasury end System Account 1,18 million dollars of bonds in the
open market, comprising 255 million of restricted bonds and 163 million of
bank eligible bonds., (See our memorendum of ey 20, copy attached)s This
sales program has been a factor in holding down prices but nevertheless some
price advence has been resumed., (Table III) At the beginning of the program
of sales for Treasury Account, the market was very sensitive to a small show
of bonds, as it had been made cautious by the cash redemption of bills out
of war loan balences and by the Treasury-Federal Reserve discussions on
changes in credit polioy. Since April 30, sales for Treasury Account have
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increased greatly in momentum. The effectiveness of the sales program has
beaen lessened, however, but without the additvional supply of bonds, prices
would have risen substantially.

lioderate outright purcheses by savings banks and shifting out of
eligible issues sufficed to exert a strong pressure on prices of restricted
2 l/é per cent bonds because of the complete absence of a market supply.
There is, however, a growing underlying demend based on berk shifting end
there is reason to expact that the price rise may be accemtuated in the near
future. Banks under pressureof reduced earnings have begun to carry out their
buying program, they are beginning to feel that with ean impending recession
no rise in short rates will be effected in the next six months end that bond
prices will not faell signifiocently even if & slight rise in short rates should
be permitted.

The supply of bonds from System Account is strictly limited and
there is no way of determining how much additional long=-tern bonds will be
mede aveilable for sale by the Treasury. (Totel holdings of 2 1/2 per cent
bonds in trust accounts auount to 5 billion dollars.)

War loan deposits are rapidly approaching e minimum working level
so that war loan calls whioh exerted the mein pressure on reserves are nearing
their end. In short, indications are that bank shifting into longer term
securities which has not been a wry strong factor since spring of 1946 now
gives indication to becoms of real importance.

Conclusions

l, Consideration of the financing outlook, especially in conjunction
with the growing pressure in the market, make a strong oase for vetoing the
tax bill,

2+ The market has probably by now discounted the effeats of un-
freesing the bill rate, if unaccompeanied by action on certificates.

% The argumsnt that bill action must necessarily preceed action
on certificates has some merit but is frequently over-done.

L, Therefore, if no early certificate action is anticipated, there
is no excessive hurry about completing discontinuation of the option account.
That is, we might consider the Treasury approach of doing awey with the option
more gradually.

5 Vithmespect to the certificate rate: As sn anti-inflation de-
vice, it is rather late in the day for letting the certificate rate rise.
As a measure of meeting bank earning needs and preventing shifting and further
monetization it may or may not be effective. The result will depend in part
on whether the rate will have to be re-frozen at a higher level (in which
case the effect will be slight) or whether somo flexibility and thereby in=-
creased uncerteinly (which will make longer issues less attractive) can be
maintained.
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Whet bothers me most about permitting the certificate to rise in
order to "offer the benks & bribe", is that the first bribe may well lesd
to & second and so forth without accomplishing much. Same other spproach
is needed; or, &t least, the banks must be told effectively that the game
can not develop into a spiral.

6. There is & good case for bringing out a long bond on a restricted
basis. But to the extent that the mein pressure comes from the banks this
will teke care of only e small part of the problem,
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STRICO CONFIDENTIAL Tﬂ ! I May 29, 19[()

ESTIMATED TREASURY CASH B
(In billions of dollars~/)

Ilscal year 1947 1947 1940 riscal yrs.

July- Jan.- Jano- Apr [ 2d
Dec.'L 1 June '/,7|June |July|Aug.|Sept.|Oct.|Nov. |Dec. |Mar. !June 1947 |19L8
Treasury cash balance, start of period 1.0 el | 3.51 2.5] 1.7] 1.6 | 18] 2.6 2eh] 17 | 3.7 | 14.0] 245
Net rec::eipts 18,5 21160 | LeT | 2eli] 263 Lel | 260] 261] 31]12.2 | 840 | L12s5]36.5
Expenditures 2/ 18.9 22,6 | Bal| 346 26| 3y | 247 2e3| 3e5| 842 | 941 | L1a5|35.4
Surplus or defiecit - 014 + ll}. - o—Ll- -1.21- .3 + 07 bt 07 - 2= ol +L;..0 'l.l 4+ 1,0 "’1.1
Change in nonmarketable debt + 2,7 _3_/+ 566 [# oli|+ o9+ o3| == [+ ol{# ol]= oli# ofj | == |+ 843]|41.7
Retirement of marketable debt L_L/ P =1340 e ToT7 1=1e0|= o5|= oli= o5 [+lalij= el|= o5 «2li |= o5 [=20e7]|=342
Net change: General fund balance _5_/ . =10.7 = o7 |=leOf= oB= eli# o2 [+ sBl= 2= o7 [4240 =1a60 [=1lgli|= i1
Cash balance i -10-9 - 06 -1.0 - .8 - ol + .2 + .8 - .2 - .7 "’2’0 -1.6 -11. - .)4
Treasury cash balance, end of period 6/ 54l Ceb | o5 | 1Tl 146 1e8 | 2601 Z2oli] LaT | 581 | 2ol 2¢5| 261

* Actual.

}/ Estimates are based on certain assumptions with regard to expenditures, tax legislation, and retirement policies;
(1) expenditures for fiscal 1948 are assumed reduced by 2,5 billion dollars from the Presidentts Budget, (2) per-
sonal income tax rates are assumed reduced by 20 per cent begiming July 1, 1947.

_2_/ Including net expenditures in trust accounts.

é/ Including 1.7 billion dollars of securities held by the International Monetary Fund and 600 million by the
International Banke

}i’/ For the third quarter of 19L7, the reduction in marketable debt is assumed to equal 500 million of cash retire-
ment of July 1 certificates plus voluntary cash redemptions in August and September, notwithstanding full exchange
offerings for maturing issuess For the fourth quarter of 19,7 the increase allows for some new financing which
will be offset by assumed cash retirements in the following quarter.

5/ The Treasury's surplus or deficit plus changes in debt may not necessarily add to changes in the cash balance
~ due largely to estimated or actual differences in timing of receipts and expenditures.

6/ Beginning with February 1947, consisting of deposits with the Federal Reserve Banks eand in wer loan deposits
~ as shown on Table II, and 1,0 billion of free gold of which 832 million gold transferred to the cash balance

as a result of payments to the International Monetary Mund.
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Table IIIX

BID FRICES OF SELECTED ISSUES

OF TREASURY BONDS

(Dollar premium above par of $100)

Unrestricted, taxable

December September
1952-5L 1956-59
3407 515
2.29 5.06
2420 5.08
3.02 510

Restricted

June December
1959-62 1967-72

2426 3.16
2.15 3.0l
2419 3408
2425 3410



)

Period

April 3 - April 30
May 1 - May 28

Total

-
N

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

Table IVi

NET SALES OF TREASURY BONDS FOR
TREASURY AND SYSTEM ACCOUNTS

(In millions of dollars)

Restricted Bank Eligible
L1.1 3842
214.,0 125.2
255.1 163.1

Total

7943
3392
41845
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i Detailed Table 12
STRIONLY CONFIDENTIAL DEBT RETIREMENT FOR 1947 AND JaNUARY - JUNE 1948 May 23, 1947
PUBLIC MARKETABLE SECURITIES OTHER THAN TREASURY BILLS )
(In millions of dollars)

! Held by Total 1| Redeemed for cash Amount
Issue i Commercial; F, Re | Nonbank outstand- ° " Commercial| F. R. Nonbank exchanged
) ! banks Banks |investors ing Total banks Banks |investors
19L7: Jane. 1, /8% certificated 1, /89 101 1,10 2,330 196 105 — o1 3,120
Febs 1, 7/8% certificateq 1,721 1,685 1,518 L,95L 1,007 350 303 354 1 3,947
Mar. 1, 7/8% certiﬁcates; 1,L29 5,7 1,157 3,133 991 L52 153 386 | 2,142
Mar. 15, 1 1/L% notes 885 93 970 Lolg 11,918 885 93 970 --
Apr. 1, 7/8% certificated Bb f 817 1,017 2,820 1,199 52l L2s 550 1,321
June 1, 7/8% certificate 773 2L3 1,759 2,775 , 1,000 279 88 | 633 1,775
July 1, 7/8% certificatej' 1,116 665 | 1,135 2,916 | |
luge 1, 7/8% certificate 527 | 260 L36 1,223 |
Sept.1, 7/8% certificates 655 | 87 88 2,31
Sept.15, 1 1/2% notes l 1,818 ! L6 813 2,707
Sept.15, 1 1/1% notes ! 733 | 10 oLy 1,687 ! !
Octe 1, 7/8% certificates 600 | 233 607 1,440 f
Oct. 15, L4 1/L% bonds 367 l 12 380 759 !
Nov. 1, 7/8% certificates €99 333 73 1,775 C
Decs 1, 7/8% certificated 67, | 209 | 2,398 3,281 _%
Dec. 15, 2% bonds 540 - 161 701
1948: Jan. 1, 78% certificated 1,512 637 985 3,134
Feb. 1, 7/B% certificated 1,240 1,523 1,184 3,947
Mar; 1, 7/8% certificated * 977 351 | » 81, 2,12
Mar, 15, 2% bonds ° 766 Lo 309 1,115
Mar, 15 2 3/4% bonds ! 860 101 262 1,223
Apre 1, 7/8% certificateg * L62 320 | * 539 1,321
June 1, 7/8% certificated * L9, #155 | %1,126 *1,775
June 15, 1 3/L% bonds 2,179 25 858 3,062
Total: 19,7 - Jan.-Jdund 7,583 3,786 | 7,501 18,960
July-Decd 7,759 | 2,846 8,425 18,830
1948 - Jan.-Junq *8,4,90 45,152 | *6,077 *17,719 |

* BEstimated,

Note: Holdings of commercial banks are tuken from Treasury Survey of Ownership of U. S. Government Securities for
February 26, 1947. Holdings of Federal Reserve Banks are as of april 30, 1947. Cash redemptions of commercial
banks are estimsted. GOVERNMENT FINLNCE SECTION, BOARD OF GOVERNORS
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