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STATEMENT OF VIEWS OF ALLAN SPROUL

(Edited by R. G. Rouse)

The reasons advanced, heretofore, suggesting the desirability of an
increase in rates on Treasury certificates of indebtedness and of introducing
some flexibility into the short-term rate structure, become more compelling in
the face of the refunding problem facing the Treasury during the fiscal year,
1947-/8. Present estimates indicate that during the first six months of the
fiscal year, surplus cash will not permit substantial debt retirement other
than the unexchanged portion of maturing debt. Ileanwhile, the tendency of banks
to reach for longer term securities, and the downward pressure on long-term
interest rates, which are the inevitable consequences of maintaining the wartime
pattern of short-term rates, continue. The former is obscured in the figures by
caanges in maturities with the passage of time, but it is apparent in market trans-
actions. (Based on the increase of over $350 million in holdings of Treasury
bonds by reporting banks in 101 cities since 4pril 9, 1947, it is estimated that
holdings of Treasury bonds by all banks increezsed between $500 and $600 million
during that period.) The latter, that is, the dovmward pressure on long-term
interest rates, has been obscured by Treasury sales, but the sale of more than
&750 million 2 1/2 per cent restricted issues and $170 million bank eligible is-
sues since April 10th has served to move prices down only 1/2 to 1 point for the
restricted issues and less for the bank eligible issues. The action of the market
indicates that this loss would be quickly recovered if sales diminish or cease.

Because the Treasury will have to refund a substantial amount of notes

and bonds during the fiscal year now beginning, it is faced with tine necessity
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of deciding whether to perpetuate this undesirable situwation, with its encourage-

ment to debt monetization, for a further extended period. A refunding issue of
notes or intermediate bonds priced on the present rate pattern would freeze that
pattern into the rate structure for another term of years, probably expressing
itself through an excessive and unwanted premium on the new issues. Similar re-
funding issues priced on the present market which, in terms of yield, is below
the rate pattern, would actually impose & reduction in that pattern. Refunding
of maturing notes and bonds with certificates, at present rates, would intensify

existing undesirable pressures. It seems to me almost imperative, therefore, to

narrow the spread between short and long-term rates and to introduce some flexibility

and uncertainty into the rate structure if the refunding program is to be geared to

a sound policy of debt management and credit policy. The way to proceed, it seems

to me, is immediately to adopt a program which will consolidate outstanding issues

of certificates into four or six issues, with a gradual increase in the rate. With

such a program, refunding into certificates should be possible, at least until a

better rate structure has developed.
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The Market Situation

The present situation in the security market is one of growing latent
pressure on the long-term yield and there is an inereased tendenoy for banks
to shift into longer-term issues. A deoline in yields has been avoided dur-
ing the last few months meinly because the Federsl Reserve has sold for Treas-
ury Account a substantial amount of bonds totaling one billion dollaers end
including 800 million dollars of restricted issues, (See Table I). Sales of
bonds for System Account were negligible. With this source of sdditional
supply, yields of restricted bonds are now just slightly sbove the end of
Februery level, (See Table II). While the sales program was oarried out,
benk holdings of bonds have been expanded. During the last three months
holdings increased by en estimated total of 525 million dollers, including
200 million dollars during the last six weeks. (See Table III).

The market outlook is for an incressed demand for securities from
both bank and nonbenk sources and a continued deoline in the supply of longer
issues, as outstanding issues move closer to meturity. Unless proper steps
are taken and in the gbsence of a suPply of new issues from other sources,

e decline in the long-term yield and ificréased debt monetization ars IH Pros-
pect.

Debt Refundigg-

Any remedial action will heve to be closely related to the Treasury
refunding progrem. Total maturities of certifiocates, notes and bonds from
August 1 to December 31 will amount to 16 billion dollers inoluding L.l
billion of notes maturing September 15, The budget outlook is such that all
or nearly all of thefie maturing issues will have to be refunded. Aveil-
able cssh will be gﬁggafﬁfficient to pay for voluntery cash redemptions if
full exchange offers are made. The kind of refunding which is underteken
will be a orucial faotor in yield developments,

Issuance of Marketable Bonds or Notes Undesirable

The argument is being made that the problem should be met by having
the Treasury issue new marketable bonds and notes in connection with the fall
refunding, This would be a mistake, for several reasons:

(1) 1f additional supplies of msrketable long-term issues are made
available, they will tend to be refleoted in an inoreased supply of bank
eligible issues being made available to banks. Thereby the process of debt
monetization would be enowraged rather than checked, The recent program
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of sales for Treasury Account has been equivalent to the issusnce of new

marketeble long-term bonds., It has contributed to further debt mo, etizatlpn

and hes beey an entlreiy ;atisfacto:x.stop gag&mﬂ¢»cn_. Al e g b - e
e A g A i}ulf\ A et o i L @‘M"’

(2) Issugnce of new marketable long—term band?’ of intermediate
term securities at this time would coreate qﬁ?ious pricing difficulties. This
is due to the fact thet the present pattern of merket yields is out of line
with a long-term coupon rate of 2 1/2 per ocents If the new issues were given
a2 l/é per cent coupon an undesirable premium would result, If on the other
hand, the new issues were given a coupon rate and terms which are in line with
the present yield curve, this would mesn lower coupon rates snd thereb 5 b
official departure from the 2 1/2 per cent policy. Also, it might—wexl ergot
obstacles in the way of possible later upward adaustmen#iyagbeggﬁgg rates on
certifiocates or other issues because such rate increases might then depress
the price of the recent issues below par,

A Two-fold Progrem

These diffioculties can be avoided by adopting the following progrem
which deals with the situstion of both institutional investors and commercial
beanks, and which will serve to check a further decline in the long-term yield
as well as disccurage further debt monetization,

(1) An edditional supply of nonm%;%g&&k&égégzggzérm issues of the
general G bond type should be made available ,to ins al investors. Such
an issue would meet their legitimate investméht requirements and reduce pressure
on the long-term yield earising from these quarters. The issue would be placed
on tep but proper precautionary measures would be taken to prevent its being
purchased out of funds obtained by the sale of other issues to commercial benks.
The danger of roll over into commercial banks would thus be considerably less
then with a marketable issue. Finally, the restricted issue would not raise
the prieing difficulties enoountered in the case of a marketable issue.

A Mb*im(/t

(2) Quite likely a—btwmely satlsé‘actory solution to the problem of
bank investment in Government securities can not be found without some direct
control over their security holdings. In the meantime, we must do as well as
we can along other lines. Refunding policy must recognize that banks will
lose some high coupon securities in connection with the September meturities
end that they will attempt to compensate for such earning losses by shifting
into longer issues. For reasons peviously stated (i.e., difficulties of
pricing) such compensation should not be facili zaggzyndey” re nt conditions
by supplying the benks with new bank eligible 5%’ d'te met rather
by a gradual upward adjustment in the certificgte réte. This upward adjust-
moent wculd meet the bank earning problem. Also, it would narrow the spread
betg%ag%%ﬁs yield on short-term and other bank eligible issues and thereby
check monetization, Somed { ptificates rates would also tend
to strengthen the rates or ;;*ﬁj~~'-,' o&fis, A slight inorease in certificates
rates would be a more effectiée andf Je'ss costly way of dealing with the problem
than an increased supply of notes dr bonds.
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Table I

Sales for Treasury Accounts, April 3 to July 9, 1947
(In millions of dollars)

-

Restricted Unrestricted

Period Total | June and Decs] Other Callable Callable Fartially Al
erio 1967-72 after 1955 | before 1956 exempt issues
April 3"30 Z(—lol 24.4 16 o7 5el l(:).O 1701 7903
May 1-28 21347 87.6 12640 4048 3748 29.0 321.2
I‘:{a.y 29-J1me 25 273.2 123 08 149 o/q. 1706 1240 3.0 305 08
June 26-July 9  277.7 15743 12044 1249 545 — 29640
Total 80547 393.1 41245 6ok 7143 4941 10023
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Table II

Yields to Earliest Call on Selected Treasury Bonds in 1947

Issue Jan. 3 Feb, 28 March 29 April 30 May 29 June 30 July 8
(Per ocent)

2% Dece 1952-5/ (Unrestr.) 1,49 145 1.1 1.5 141 IRy Lle42

2-1/4% Sept. 1956-59 ( ") 1,47 1463 1.62 1464 1.63 1,66 1455

2-1/2% Sept. 1967-72 ( ")  2.13 2.1, 2.13 2.17 2.16 2.16 2.15

2-1/2% Dec. 1967-72 (Restr.) 2433 2.31 2.30 2430 2.30 2.33 2.33
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Table III

Net Market Purchases of U. S. Treasury Bonds by Commercial Banks

(In millions of dollars)

Reporting Member Banks Other All
New York City Banks Commercial
1947 and Other Total 2/ Banks
Chicago
April 3-30 +185 =10 +175 +25 +200
May 1-28 - 1 +52 + 51 +75 +126
May 20-July 9 +160 — a60Y 140 +200

1/ Changes since June 25 are estimated,

g/ Changes in holdings of these banks, which are largely country banks, are

estimated on the basis of very sketchy data.
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I attended today's Treasury meeting with the A.B.A. Committee
on Govermment Borrowing. The Committee's recommendations on Treasury
financing were presented,

The Committee stated that its recommendations are made
against the background of a still continued boom economy, While the
inflation pressure is primarily not a credit problem, proper checks on
the credit side are nevertheless important, Referring more specifi-
cally to the Government security market, the background is one of
continued downwerd pressure on ylelds, notwithstanding heavy sales on
Government account during rescent monthse.

Regarding quarterly versus monthly certificate finsneing,
the Commlttee felt that on the whole quarterly finaneing should be
favoreds The main advantage is greater flexibility for rate adjuste-
ments; while guarterly financing will result in larger issues, this
can be handleds However, the Committee also pointed out that some
investors like the monthly issues and in any case felt that no undue
haste in the matter was necessarye There was no reference to using the
spacing process as a device for raising the certificate rate.

With respect to the refunding of notes and bonds maturing in
September and October, the Committee recommended that two-thirds be
refunded into a l-ysar certificate at the rate of 1 per cent and one-
third into a 2«5 year issue at a correspendingly higher rates

With respect ta the coming certificate maturities, the Com-
mittee recommended that the August 1 issue be rolled over into an 1l-
months certificate at 7/8 per cent; the September 1 issue into a 13-
months note at 1 per cent and the October 1 issue into a 12-months
certificate at 1 per cente

The Committee also renewed its recommendation for a 2 1/2 per
cent bond issue, based on the principle that long-term debt should be
placed outside the banks in order to retire short-term bankheld debt.
The report pointed out that a marketable issue would be preferable btut
that a G bond type issue should be brought out if the marketable issue
was unacceptable, In the discussion it was stated that the G type issue
might bring about 1 billion dollars, although perhaps not immediately.
The Committee also recommended that the new G type issue be sold in
limited amounts to commercial banks with savings deposits.
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