THE UNDER SECRETARY OF THE TREASURY

WASHINGTON

February 15, 1941

Dear Marriner:

For your information I am enclosing
herewith a copy of a memorandum prepared by
George Haas which outlines two new savings
bonds and a modification of the existing
savings bond., This will be discussed at our
preliminary meeting on Monday, which I have

c:: agked Piser tc attend,

Very truly yours,

D~

Honorable Marriner S. Eccles,
Chairman, Board of Governors
of the Federal Reserve System,
Washington, D, C.

C
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Seoretary Morgenthau

Mr. Haag
Subject: Proposed New Forms of United States Savings Bonds

I. en of 0] tion

From the point of view of the Treasury probably the
prineipal problem relised by United States savings bonds 1o
that these securities may be redeemed at time &t the
option of the holders. Thus, the Treasury ez the pos-
sibllity of demande for redemption on & large seale. The
magnitude of this problem, of course, will grov ag the
volume of saviage bonds outstending inereases.

Demands for redemption may arise elther im conseguence
of rising interest rates which lead investors to seck more
remunerative investments, or of incressed expenditures for
consumption by the holders.

The risk of demands ococasioned by rising interest rates
can be mitigated, but 1t cannot be avolided entirely. The
prineipal means of reducing this risk is to make the ylelds
on savings bonds low during the earlier portion of their term
relative to their yleld if held to maturity. The return =o
withheld dur the earlier period iz then automatically added
to that still be received in the later period. This makers
the bond a more and more attractive instrument E hold as 1t
approaches maturity, and so discourages redemption.

This hag been done to a moderate degree under the present
savings bond plan. Thus, the yield to maturity of United
States s bonds 1s 2.90 percent, while the yield Aif the
bonds are d only five years is but 2.28 percent, and the

eld for the remaining five years if held to maturity is
.52 percent. It would be possible, however, to increase the

om::f—nt given to the holders to retain their bonde for
the ten-year period by withholding a portion of

the ultimate yield than is now the case 41 the latter
portion of the ten-year term. All of the plans deseribed in
the second section of this memorandum -:1'! this principle
to a greater degree than does the present p.
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Seeretary Morgenthau - 2

The risk of premature redemption due %o rising interest
rotes would attain importance if the level of interest rates
in the bond market should riee above the yield for the re-
mainder of their period to maturity of &« considerable poriien
of the outstanding savings bonds. The holders of these sav-

bonds would then heve a peouniary insentive for switeh-
ing from them into market obligations priced to yield a higher
return. Ag this conditiocn has never existed since the issuance
of savingas bonds sommenced in 1935, the redempiion experience
of the presant bonds is a poor gulde to what might be expected
under higher interast rates.

Although the sxistence of outstanding demand obligations
exposes the Trsasury to the risk of large-seale redeaptions if
intersst rates rise, it should be noted thet there would be
compensating disadventagee attached to the issuance of term
securities designed to attract funds from the same sources.
Suoh securities would fall to & substantial discount if inter-
est retes inoreaged. The Liberty bonds which were issued dur-
ing the World War were securitles of the latter e. These
bonds fell conaiderably below par shorily after end of the
War, osusing great populsr digsatiefsction. (The 4-L/L percent
Segond Libe bonds, for exemple, fell to a low of &2 on
May 20, 1920.

Demands for redemption for the purpose of lanorecsing eon-
sumpiion expenditures might oeour eiilier in periods of de-
preasion and unemployment or in periods of full employment.

In periods of unemployment, there would be no objection to
sati ng sueh demands freely end reising the necessary funds
froz other sources, including the sele of securitiees to banks.
In periods of full employment, on the other hand, 1t would be
best to redeem guch gecurities, ae far as pn-aliu. from tax
revenues. To the extent that this should not be possible, it
woulé be necesgary to refund them inte higher rate securities
g0ld %0 resl ecavers.

A widespreed demand for refemptiion of United States save
ings bonde, whether for congumption purposes or because of in-
ereased interest rates, would undoubtedly lupose & burden on
the Trea . Ae alvready pointed out, term securities, such
ae Liberty bonds, Af outstanding under similar olircumstances,
would suffer subetential deprecistion in market value, theredy

a sorresponding dburden on thelr holders. The real
question, therefore, 1z merely whether the burden should be
borae by the Tremsury or by the individual holders of the bonds.
On balance, it would appear more sesially dssirable that the
Treasury should bear the burden than the individusl holders.
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Secretary Morgenthau - 3

The refunding of Govermment securities through the Treasury
would undoubtedly prove lese demoralizing than widespread
market liquidation, such as ocourred after the World War.

II. in

At the present m;. i:‘ nulg m:a: ::. be particularly
autmbh to mouqo o 8 tes savings bonds
for the full nml:‘ and at the saze time NM
a8 large a ion &8s possible of future increases u the
public debt in tlu hands of bona fide savers. To attain the
firet of these objestives, 1t is recommended that 2 new series
of savings bonds be issued similar o the present bonds, with
a maturity yield of 2.90 nmn. but with reduced intermedi-
ate yields, the limit oa individuzl purchagee of sush bonds to
be £3,000 in any one calendar year.

In order to attract a large volume of savings without in-
creasing unnecessarily the interest charge on the publie debt,
it is recommended thai there algo be issued two new series of
bonde with both maturity and intermediate yields lower than
those on the bonds proposed &bove, the limit om individual
purcheses to be substentielly mtcr than the {10,000 per-
-um: s"::‘m pnn:t ‘:cr:t:.h These :::‘Du:s vould bc nu..
exeep one woul ° appres on
cther would oerry a current interest return. R.i ugu
that by thus offering two types of investment nours.tr &
brosder market would be tapped than by the offering of an
appreciation bond alone.

Gecurities of these threec types are described below:

(a) B¢ :.s,; _ iuced intel late ylelde. The present
plan of issuar ' 0 née 1s compared
with that pro onl u m- ubuoun !'uhh I and in

« It will De geen that unéer the proposed plan
8 r of the totel apprecietion in velue iz withheld
until the final years of the period. In consetquence, under
the proposed plan the inoresse in yleléd with the period held

behind that of ouuumng Euhd dtates uvh‘a bonds

::gr t i
nou- are, m““h&or than M'mu;‘:::u-

able on market iseues of Treasury bonds for ev regular
gemiannuel redemption date. il -~

The size of the bonus offered under the proposed plan for
holding savings bonds until final maturity is indicated in
Chart II. This chart shows the ylelds 1f held to maturity
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Seeretary Morgenthau - 4

from any intermedisate date. Under the present plan providing
a 2.90 percent over-all yleld, this figure reaches a maximum
of only 4.31 pereent at the end of the fourteenth semiannual
period, and thereafter falls back graduslly to 4.08 percent
at the end of the nineteenth semiannual period. In the pro-
posed plan, on the other hand, this r&sn rises continuously

t the whole life of the bend & level slightly
over ‘0.90 percent 2t the end of the nineteenth semiannual
period.

There would seem to be speecial Jjustification for thus re-
au‘::! the return on savinge bonds Aif not held until final
ma ty. The digparity between the rate of return on sav-
ings bonds and that on open market obligations is greater for
intermediate periods than for the full ten years. Further-
more, it may be argued that intermediate redemption ghould be
considered as & special privilege, which should be sccorded
to the holders of the bonds only at some sacrifice below the
standard rate of return to maturity. If such & reduction of
intermediate redemption values should make savings bonds
somewhat less attractive to persons who contemplate holding
them only for temporary investment, this would seem t0 be &
positive advantage.

It is aleo proposed that purchases by any individual dur-
ing a given year be limited to §3,000. Subseriptions to this
series would be limited to ntlni persons, as is the case
under the present plan. This reduction from the present limit
of $10,000 would not materially impair the ity of the
bonds to the lower income classes. It might be pertinent to
observe in this connection that the maximum amount of Pogtal

s deposits tted to be held by any one person
me is only $2,500. Thus, it would be poseible with a
3,000 r for an individual to acquire
gate holdings of s s bonds (at maturity value) twelve
times as great as the maximum Postal Savings deposits.

The low limit on annual purchases should in some degree
reenforece the tendency of reduced intermediate ylelds to miti-
g:o the problem of demand obligations referred to abovs.
his limit would tend to make bonde relatively more ate
tractive to those persons of moderate means whose investment
policlies do not tend to change in response to variations in
the market rate of ianterest. These persons would be less
likely to switeh out of savings bonds into other issues in
the event of a future rise of interest rates than would those
with larger total means.

(b) Bond ih_reduced yield to maturity. It is proposed

g

‘ , an issue of sav-
ings bonds bearing a maturity pércent be oéom.
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Secretary Morgenthau - §

The proposed plan is compared with the vresent plan in
fable 1II and in Charte IXI end IV.

This plan is based on the underlying thought that the
cumulative return for the period held should be equal to
0.20 percent for each year held, working out $to an even
2.00 percent yield if held for the full ten-year period.
This ideal has had to be departed from glightly, due to round-
ing. Thus, the issue price as worked out lg $82.00 and the
yield, if held to maturity, is 1.99 percent.

Under this plan, 1t may be seen, the yield during period
held riges much more slowly in the early part of the period
than i1t does under the present ﬂW), and that in
consequence the yleld during the er of the ten-year
period, if held to maturity, builde up more rapidly (Chart IV).

The propoeal to introduce this type of savings bond and
the type with a ocurrent return described in (o) below, in ad-
dition to modifying the sohedule of redemption values of sav-
inge bonds issued under the present plan accords with the
sound merchandising ple of offering each type of investor
the security best ted to his own individual needs, so far
as this can be done without escrifiece of the interest of the
Treasury. It also makes it possible in some degree to separ-
ate the fiscal aspects of the savinge bonéd scheme from its
other :ﬂntc. and thus to obtain & la volume of savings
from individual savere with & minimum of figeal dlseconomy.

The bonds recoamended in thisg subgeetion, with both re-
duced intermedlate and maturity ylelde, would provide an
investment outlet for those who will very largely be barred
from the regular seriee by the 43,000 limit. These persons
congtitute, for the most part, a group with relatively large
individual resources whoee prineipsl investment need is a
gecurity carrying no risk of market depreciation. These are
not the persons whose thrift it was t to encourage by
the issuance of savings bonds., It is ikely that thelr
purchages would be materially diminished by & redustion in
the maturity yield.

It should be possible by the issuance of the two types
of savings bonde described im thie and the preceding sub-
section to ene ¢ the investament of small savinge in

foree s Droportion a6 posstble of future indreasce in the
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Seoretary Morgenthau - 6

publioc debt in the hands of private investors without paying
an uanseessary bonus in the form of excessive interest charges

to attain this end. In this connection, it is suggested that
th- limit on annual uburxpuon to this series be consider-
nlr larger than the §10,000 s ermitted under present savings

regulations -- possibly $50,000 a year. Subsoriptions

vonlt be acoepted from all classes of subsoribers, except ecom-
mereial banks. The purpose of & limit is %o prevent, as far
es possible, switehing from market issues of Government securi-
ties, 2nd to protect the Treasury Irom the effects of dlspari-
ties in the attractivenese of savinge bonds and other Treasury
securities such aeg are ilkely to arise when one security ie
offered for continuous sale. It should, of course, be
pendent of that imposed upon purchases of the savings bonds
yielding 2.90 percent.

{e) Bon Ltk 241 rent re jurn. It is further proposed
that & mo T pe issued with the same
yield to maturity as tht Jnt umln& but with a regular
ourrent interest payment.

m nev “{p of savings bond would have an issue
ice of P d mature at the cloge of ten years at
100.00. It ma pay & ourrent return of 75 cents each semi-

annual period over its entire life, thue giving 2 uniform
’:S:" of 1357 percent on the 1:«0 "i:;; Its re- ;
ue woul esnts upon payment o
each of the first si W ﬁuu-t paynents of 75 cente
each, reaching a low of £92.50 at the end of the sixth gemi-
annual period. The mwma value would mrutw
by 25 cente each semiannusl period until it again
ort nal huo ;ﬂu of €95.50 at the end of the eighteenth
at which s 1% would remain until final

MM n 00. The yield for the entire pe-
riod would be .oo peresnt, compounded semiannually.

The proposed plan is compared in Table III with the pre-
viously proposed plan without current return, but with approxi-
mately the same maturity yield, im the three respects of
(1) yield auring period held, (2) yield 14 during remsinder of
tn-rm if held %o utmtr and (3) yield if held one

sdditioned period. Ghect yshove the 7ield aurine period neld

and with the yielde on Treasury bonds and ntu on
’nmry 6, 1941, compares the two plans with each
other and vuh the plan on the basis of yleld during
remainder of ten-year period Af held to maturity.
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Seeretary Norgenthau - 7

This type of savingse bond is recommended for the purpose
of meeting an important segment of investor demand -- the
demand for a security which combines protection from market
depreciation and a regular income. s demand, it should be
noted, is most insistent in the very seotor of the market
where savings bonds oould be placed with best advantage --
m:l&. with investors whose prineipal is sufficiently large
::n - { v sed .t”:h oones :‘1:::?1:: gcr

nor so posses of other sources o) tb
m:gcuu, income for ten years while await an
appreciation of « The » ty of this demand is well
attested by the ingenuity which has been devoted investment
counsellors to the construction of mnn ¢ designed to
rxc the present series of savings yield & regular
neome.

Four principles appeared paramount in devis! & plan for
savings bonds of the type here contemplated. The first tvo of
them appeared desirable in order to maximise the attraction of
the security to the investor, and the last two seemed neces-
sary in order to safeguard the intereste of the Government.
These prineiples are as follows:

(1) The current return of the bonds should be as
large as possible consistent with the total
retura owed over the whole temn-year period.

{(2) The ourrent return should, if possible, begin
a:ﬂ an“ and be level over the whole ten-year
P .

(3) The:total return during the first few years
d not greatly exceed that available on
rarket securities or on the concurreantly of-
fered apprroiation series of savings bonds.
This 18 ustoacury in order that the securities
shouléd wmtg{ & be attractive to investors
contenplating then for a short time

(4) The *yield during remainder of ten-year period
Af held to maturity® should be built up as
rapidly as possible in order to saf rd the
Government against premature redemption of the
bonds in the event of a rige in intereest rates.
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Seeretary Morgenthau - &

The proposed plan conforms to these oriteria reasonably
well., It offers:

(1) A current return of 1.57 perceat on the issue
price. This is over threes-quarters of the
total maturity yleld of 2.00 perscent.

(2) The curreat return begins immedlately and is
level over the entire period.

(3) The "yield during period held" does not rise
above 0.53 percent until after the end of the
third year. This compares with a yield of
0.57 peroent at the end of the same period on
the proposed appreciation series, and with a
return of about 0.45 percent (plus an unknown
amount of "rights" value) on Tressury notes
of three years maturity.

(&) “yleld during remainder of ten-year period
ir h 4 to ma ty" builds up from 2.00 per-
cent at umnn to 2.91 percent at the end of
five years. This safeguarde the Treasury
againet a rise in interest rates of nearly
1 perecent during the next five years.

These various advan n ¢an only be obtained by some
reduction in redemption e during the first few years.
The alternative is a sharp musn in ocurrent retura during
the early years. The security is meant to appeal, however,
pﬂmuy to investors who want & generous income return on

ime basis., If they have to withdraw prematurely,

rill receive & fair return on their money for the period
uvnm In proportion, however, as they are worried over
the immediate redemption value, they are not bona fide
term investors and thelr mhuu of the bonds would prove
more & source of embarrassment than of profit to the Tresasury.

It is proposed that the limit on purchases by a single
subgoriber of the 2,00 percent appreciation series be applied
to this series slgo, the subseriber be permitted to dis-

tribute his ses within that limit between the two series
308 of the pirontas-of the . serics, so Shers Touls Lps

] series, 80 re
h“’b: no reason 1 .:h seme classes Of investors l‘g:‘

be permitted to seribe to each series and to divide their
subscriptions between the two series as they desire.

Attachments
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Comparison of Present Plan with Plan for Reduced Intermediate Yields

Tavlie I

United States Savings Bonds

Yield during remainder

Number of Redemntion value Yield during period held of 10-vear period
semi~ Plan for Plan for Plan for
annual Present reduced Present reduced Present reduced

periods plan intermedizte plan intermediate plan intermediate

held yields yields yields

0 $75.00 $75.00 .00% .00% 2.97% 2.90%
1 75.00 75.00 .00 .00 3.05 3.05
2 76.00 75.50 1.33 .67 3.07 3.15
i 77.00 76.00 1.76 .88 3.10 3.25
78.00 76.50 1.97 .99 3.13 3.38
5 79.00 77.00 2.09 1.06 3.17 3.52
6 80.00 78.00 2.16 p 7% | 3.21 3.58
7 81.00 79.00 2.21 1.49 3.27 3.66
8 82.00 80.N0 2.24 1.62 3.34 3.75
9 83.00 81.00 2.26 1.72 3.42 3.87
10 84.00 82.00 2.28 1.79 3.52 4.0
11 85.00 83.00 2.29 1.85 3.64 4.18
12 86.00 g4.00 2.29 1.90 3.81 4.4
13 87.00 85.00 2.30 1.93 4.02 4.70
14 88.00 86.00 2.30 1.96 4.31 5.09
15 90.00 87.50 2.45 2.07 4.26 5.41
16 92.00 89.00 2.57 2.15 4.21 5.91
17 94.00 91.00 2.67 2.29 4.17 6.39
18 96.00 93.00 2.76 2.40 412 7-39
19 98.00 95.00 2.84 2.50 4.08 10.53
20 100.00 100.00 2.90 2.90 - -

Treasury Department, Division of Research and Statistics.
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Table II

United States Savings Bonds
Comparison of Present Plan with Proposed 2 Percent Plan

R o Redemption value | Tield during period held| Tigad,Jurine remainder
az:‘;aé Present 2 Percent Present 2 Percent Present 2 Percent
phelg b plan plan plan plan plan plan

0 $75.00 $82.00 .00% .00% 2.90% 1.99%
1 75.00 82.00 .00 .00 3.05 2.10
2 76.00 82.20 1.33 .24 3.07 2.19
3 77.00 82.40 1.76 .32 3.10 2.29
L 78.00 82.60 1.97 .36 3.13 2.4
5 79.00 83.00 2.09 .9 3.17 2.50
6 80.00 83.40 2.16 57 3.21 2.61
7 81.00 84.00 2.21 .69 3.27 2.70
8 82.00 84.60 2.24 .78 3.34 2.81
9 gﬁ.oo 85.40 2.26 .90 342 2.89
10 .00 86.20 2.28 1.00 3.52 2.99
11 85.00 87.20 2.29 1.12 3.64 3.07
12 86.00 88.20 2.29 1.22 3.81 3.16
13 87.00 89.20 2.30 1.30 4.02 3.29
14 88.00 90.40 2.30 1.4o 4.31 3.39
15 90.00 91.80 2.45 1.51 4.26 3.45
16 92.00 93.20 2.57 1.61 .21 3.55
17 94.00 9k.60 2.67 1.69 4.17 3.74
18 96.00 96.40 2.76 1.81 4.12 3.70
19 98.00 98.20 2.84 1.91 4.08 3.67
20 100.00 100.00 2.90 1.99 - =

Treasury Department, Division of Research and Statistics.

Tields are nominal annual rates compnundeéd semiannually.
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Table III
United States Savinge Bonds

Comparison of 2 Percent Plans with and without Current Return

5l o - R [ o Plan with Current Return of
Number of Flan without Ourreny Return 75 cents each Semiannual Period
semi- . v
annual Redemp- Tield during: Redemp- i during}
e+ by Period | Remainder of | One add'l| tion Period | Remainder of One add'l
e alue held | 10-yr period | nperioa | Value held | 10-yr period | period
- i +
0 $32.00 .00% 1.99% .00% | $95.50 .00% 2.00% T .52%
1 82.00 .00 2.10 .49 92.00 .52 2.08 : .53
2 82.20 - 2.19 .49 ! 9k.50 .52 2.18 | .53
3 82.40 « 38 2.29 .49 - 94,00 .53 2.28 .53
. 82.60 .36 2.40 .97 | 93.50 .53 2.4%0 | 5
5 7 83.00 49 2.50 .96 . 93.00 .53 2.53 -5
6 | 83.k40 .57 2.61 1,40 92.50 .53 2.68 2.16
7 . 8h.00 .69 2.70 1.43 92.75 .76 2.78 2.16
3 3k, 50 .73 2.81 1.89 93.00 .93 2.77 2.1
9 85.40 .90 2.89 W 93.25 1.06 2.83 241
10 86.20 1.00 | 2.99 2.32 93.50 1.16 2.91 2.1k
11 87.20 1.12 3.07 2.2 93.75 1,05 | 2.99 2.13
12 88.20 1.22 | 3.16 2.2? 94,00 1.32 3.11 2.3
1 | 83.20 1.20 | 3.29 2.69 9k. 25 1.38 3.25 2.12
1 90.4%0 1.4%0 3.39 3.10 94,50 1.43 3.45 2.12
15 91.%0 1.51 3. 45 3.05 34.75 1.47 3.72 2.11
16 93.20 1.61 3.5 2.00 5.00 1.51 | L,13 2.11
17 9%.50 1.69 3.7 | 3.8 f g%,gb 1.54 | L.g2 2.10
18 96.40 1.81 3.70 3.73 | 95.50 1.57 | 6.21 1.57
19 98.20 | 1.91 3.67 3.67 | 95.50 1.57 | 10.99 10.99
20 100.90 1.9 | ¢ - | 100.00 2.00 ~J . J =

Division of Research and Statistics.
Yields are nominal annual rates comnounded semiannually.
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Chart I

UNITED BSTATES SAVINGS BONDS

Yield During Period Held, Present Plan and Proposed Plan
for Reduced Intermediate Yields and Yields of Treasury Bonds and Notes
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UNITED STATES BSAVINGS
Yield During Remainder of 10 Year Period if Held to Maturity,
Present Plan and Proposed Plan for Reduced Intermediate Yields
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UNITED BSTATES BSAVINGS
Yield During Period Held, Proposed 2% Plan Compared with Present Plan
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UNITED STATES SAVINGS

Chart IV

BONDS

Yield During Remainder of 10 Year Period if Held to Maturity, Present Plan and Proposed 2% Plan
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