CONFI DENTIAL Decerber 1, 1936

TREASURY FINANCING

(This memorandum has been prepared at
Chairman Eccles'! request, and in view
of its important bearing on the Board's
nroblems, he has asked me to furnish a
copy to each of the Governors.

E. A, G.)
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CONFIDENTIAL
To: Board of Governors Decerber 1, 1936
FProm: L. M. Piser Subject: Treasury financing

Surmary.——- It is believed that about $400, 000,000 of cash should be
raised between December and March. Instead of including this in the Dece~ber
financéing, it-would be preferable to raise the cash by the sale of bills, of
which $200,000,000 would mature on March 16, $100,000,000 on March 17, and
$100,000,000 on March 18. These maturities would maintain greater stability
in the money market. They would also give riore flexibility to the financing,
since the issues could either be refunded or repaid, depending on the cash
position of the Treasury on March 15.

It is suggested that the amount of securities issued on December 15
provide for refunding of the December and February note maturities and the
Decerber 15 hill maturities, a total of $1,200,000,000. This could be
handled entirely by a new bond issue.

It is not recomended that holders of the maturing notes be civen a
<:: choice of refunding into notes as well as into the new bond issue, because
the demand for notes would probably be neglizible; this is indicated by the
experience in the March and June financinz and by the probability that,
since the market is not expecting notes, holders of maturing issues may
already have largely completed arrangements for exchanging them in the
market for other notes or medium—-term bonds already outstanding.

It is sugrested that the December financin~ consist of new 2 5/8 percent
Treasury bonds of 1957-1960. On the basis of Monday's closing bid prices
this issue would sell at a premium of about 18/32 points.

A2 5/8 nercent bond is preferred to a 2 3/H rercent bond, since even a
30-year bond with the latter coupon would probably sell at over 102. It is
preferred to a 2 1/2 percent bon?d, partly because maturities are already
fairly lersze for the period where a 2 1/2 percent bond might be sold,
Furthermore, unless the market continues to advance, it might later be
necessary to issue a 2 5/8 percent bond. It would seem more orderly to use
the 2 5/8 percent coupon before instead of after the 2 1/2 nercent counon.

It is suggested that the renaining System Account maturities be
replaced by new bonds.
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TPreasury requirements.-~- The following table summarizes Treasury cash

requirements from November 1, 1936, to June 30, 1937.
(In millions of dollars)

Refunding Cash Total

Funds required:
Cash expenditures, excluding statutory
debt retirement and issuance of
securities to veterans and to old
age reserve acCoUnbecssecessscccacecasse - 4,590 4,590
Redemnption of matured debt obligations
and veterans! bonds and reduction of
checking accounts of Governmental
azencies, less sales of U., S. Savings

DONABessssssascsssonsssnsssssssssssspes v—— 320 320
Public debt maturities: g

C December 15 - Treasury NoteSeceesceceess 790 1/ - 790
December 15 — Treasury billSeececcascces 400 - 400
April 15 - Treasury note€Seevecescce. cue 500 - 500

June 15 ~« no maturityeececcovscovsscose —— - -

Vovember 1 to June 30 - regular
weekly Treasury billBeessswsseseessne. 1y {50 - 1,750
Total funds requireds.oessss._ 3,440 4,910 8,350

Proposed funds:
Receipts, general and svecial accounts... —— 4, 260 4, 260
New public debt issues:
December 15 - new note or bond issue,

or both--o-u-.-..-ocoo-.o--.-c.-o-o.o 1,190 . 1,190
March 15 - new note or bond issue to
refund April 15 maturityesecccceccces 500 - 500
Ju.ne 15—1’10 new issueS-....-......-... . —— -
November 1 to June 30 - regular
meexly Treasury blllBssiscvisnvensssy 13750 - 1,150
Working balance, October 31, 1936sc.v..... e e 1,290 1,290
Total proposed fundSeee.ss... 3,440 5,550 8,990
C Working balance, June 30, 1937ceccsccsen b — o40 640

1/ Including February 15, 1937, maturity of $430,00C,000.
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From the table it would aopear that if the Treasury does not raise any
additional new cash before the end of the fiscal year the working balance
at that time will be at a lower level than has recently been customary. In
addition, there are a number of uncertainties as regards the accuracy of
these figures. Receipts include the expected revenues from a number of new
taxes —— the tax on undistributed earnings, the tax on unjust enrichment,
taxes on carriers and their employees, and social security taxes —- which
agegregate nearly $900,000,000., In addition to the question of the accuracy
of the estimates of yield of new taxes, there is the further possibility
that collection of the taxes may be withheld by injunction and even that

-
the taxes may be invalidated by Supreme Court decision. There is also the
possibility that relief expenditures may exceed the $500,000,000 additional
amount mentioned in the September budget statement and included in the above
figures, TFor these reasons it would apvear that the Treasury should keep
a relatively strong cash position until these uncertainties are removed.

Or more importance is the question of the timing of rcceipts., Most
of the large increase in receipts for the current fiscal year will occur on
and after March 15. The distribution of Treasury cash requirements by
financing periods is estimated as follows:

(In millions of dollars)

Cash Working balance
requirements at end of period
DBEOLEY 5, v uie caminisam Esginies sa'ess s —— 1,290
November 1 to December 14.,...... 500 790
C December 15 to March 14......... , 500 290
March 15 t0 June 30ececeecereceses -350 olo
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The working balance will fall to about $800,000,000 on December 1U,
just nrior to the quarterly income tax receipts, and to $300, 000,000 on
March 14, even if collection of new tames during this period reaches the
expected amount. If none of the new taxes should be collected the balance
would be practically eliminated by March 14, 1In view of this situation, it
is believed that some new cash should be raised between December and March.

A figure of $400,000,000 is suggested. This would bring the total of
cash raised during the fiscal year through public debt issues, including
U« S. Savings bonds, to $1,220,000,000, as compared with the September

C estimate of $1,250,000,000. It would leave the working balance at the end
of the vear at about $1,000,000,000, assuming the new taxes are accurately
estimateds It would raise the March 14 working balance to $700,000, 000,
which would probably be sufficient in view of the heavy tax receipts on
March 15. If any additional cash should be nceded before the end of the
fiscal year because of an overestimate of receipts or an underestimate of
exnpenditures it could be raised by new issues between March and June.

Instead of including the suggested $)-I-O0,000,000 in the December
financing, it would be preferable to raise the cash by the sale of bills,
of which $200, 000,000 would mature on March 16, $100,000,000 on March 7470
and $100,000,000 on March 1€. These maturities would maintain greater
stability in the money market and would increase the flexibility of

C Treasury financing. At present there are no maturities on March 15.
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It is estimated that the unusually large tax collections around that date
will result in the payment of about $500,000,000 to the Treasury. Unless
- there are maturities around that date, excess reserves would decline by
$500, 000,000, Should $400,000,000 of bills mature around March 15,
however, this decline in excess reserves would be largely climinated.
Another advantage of issuing bills over issuing longer~term securities is
that the bills c¢ould be refunded or repaid depending on the cash position
of the Treasury on March 15.
It is suggested that the amount of securitics issued on December 15
C provide for refunding of the Decerber ani February note maturities and the
Decerber 15 bill maturities, a total of $1,200,000,000, This could be
handled entirely by a new bond issue, Such 2 program would be well within
the magnitude of transactions to which the -arket has been accustored.

It is not recommended that holders of the maturing notes be given a
choice of refunding into notes as well as into the new bond issue. The
argunents in favor of such an option are that a large portion of the
maturing notes are held by banks and by the System Open Market Account.

In view of the aversion of banks to increasing further their portfolio

of long-term Government's and the difficulty of replacing maturities by

purchasing notes in the marlket, there would be some advantaze to giving

holders of the maturing notes the ontion of refunding into other notes.
C‘ This mizht be an a’ditional issue of the Junc 1941 notes at 10l. The
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arguments in favor of such an issue appear to be overbalanced, hovever, by
a probable negligible demand, based on experience in the March and June
financing. The demand might be even smaller than was the case in these
earlier periods, since the market is not expecting notes, and holders of
maturing issues may already have largely commpleted arrangements for
exchanzing them in the market for other notes or medium—-term bonds already
outstanding. It would not seen desirable, therefore, to include an

additional issue of notes in the new financing.

The Government security market.-- The Government security market has

-

< ‘ been exceptionally strong since the first of November, and the yields on
Treasury securities have reached new low levels. As compared with the
levels of early November the largest declines in yields have occurred in

the mediun-term bonds. The yields on Treasury bonds callable in 5 to 10

years are down on the average about 0,27 percent. Treasury notes are
down about 0.20 percent. Treasury bonds maturing and callable within §
vears and Treasury bonds callable in 10 to 15 years are down 0.17 percent,
and Treasury bonds callable in more than 15 years are down 0.11 percent.

The buying has been widely distributed and has included commercial banks
both in and out of New York, savings banks, insurance corpanies, and individ-
uals, Purchases have been largest for cormercial banks. As is indicated by
the Jecl:.ne in yields, the largest demand has been for medium~term bonds.

C Offerings have continued relatively small, particularly for medium—~term
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bonds. Holdings of New York City banks have shown irregular movements in
connection with switching operations.

Government security dealers, after increasing their net position to
about $220,000,000 at the time of the September financing, reduced their
position early this ~nonth to $110,000,000, the lowest level since Auguste.
More recently the dealers' position has increased slichtly as they have
purchased the "rights™, but hold‘ sof "rights" are relatively small for a
date as near the financing as the present

In view of the strensth of the Government security market, the con-

tinued purchases by banks and other investors, and the substantial amount

<::' of funds still available for investment, there is no question as to the
ability of the market to absorb a long-term Treasury bond, provided, of

course, it were attractively priced. Such an issue would aid the Treasury
in its future refinancinz by the zreater sprealing of maturities and the
consequent lessening of the refunding problem. The market, although
preferrin; a medium—~term bond issue, is expecting a long-term issue..

Financing recormendations.-~ It is sucgested that the December

financing consist of new 2 5/8 percent Treasury bonds of 1957 -1960. A

2 5/8 percent bond is preferred to a 2 3/& percent bond, since even a
30-year bond with the latter coupon would probably sell at over 102. It

is preferred to a 2 1/2 percent bond, partly because maturities are already
fairly large for the period where a 2 1/2 percent bond might be sold.

C This would be about 1911\9. There is a steady stream of issues beedrmin-
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callable from 1943 to 1949 and a large amount of maturities from 1945 to
1949, Under such circumstances it would seem desirable to leave this
period open against a time in the future when it may be desirable to
seli a short-term issue. For example, it may not be possible to refund ~"°
all of the large maturities up to 1949 into leng-term securities as they
come due and consequently it may be of considerable help to the Treasury
to have available an open period around 1949 which could be used for
refunding these maturities into short—-term issues.

Furthermore, if a 2 1/2 percent issue were floated on Decerber 15 and

<:: the market remained at present levels, it might be necessary in subsequent

financing to raise the coupon rate in fillinz the open periods of later

before
years. It would seem more orderly to use the 2 5/8 percent coupon/instead
of after the 2 1/2 percent coupon, A call period of three years is
suggested for the new issue, since that would be accordance with previous
practice as regards an issue of this size.

From the yields on outstandinz securities based on Monday's closing
bid prices, there is calculated in the following table the estimated yield
and price on the suggested issue and also on other possible issues, It
will be noted that on the basis of the current market an issue callable
in 1957 would sell to yield avpproximately 2.59 percent. If this issue

were given a coupon rate of 2 5/8 percent it would sell at a premium of

C sbout 18/32 points.
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Estimated Coupon Estimated
yield rate price
Notes maturing December 15,
B i s nadanbsmabanss o 1.05 11/4 100 31/32
Bonds callable December 15,
I & 5o 4o aisi 8% 58 5.8 8 + vin 2.4%0 2 1/2 101 4/32
I o h i aiis 6 v b s Bsw & 2.55 2 5/8 101 3/32
R s s an g 4 A0 BAS RS A6 2.57 2 5/8 100 26/%2
B N esndsopsvatiisonntsdon 2.58 2 5/8 100 22/3%2
7 SRR BRSO 2.59 2 5/8 100 18/3%2
B inrats shasnsprnsaneserons 2.59 2 5/8 100 19/32
1 PRRCRPPIN IR S e e 2.62 2 3/4 102 16/32

In calculating the data in the preceding table the coupon rate was

<:: placeld so as to give a premium of about 1/2 to 1 1/2 points, The lower limit
is Jeternined by the price on the "rights", 101 9/32 on the December and
February issues. These quotations represent interest payable to Decewber 15
in the amount of 3/32 and 4/3%2 respectively, nlus 1 6/32 and 1 5/32, an
amount which represents the market valuation of the conversion price. Until
the first of November these issues sold at only about 3/4 of a point above a
no-yield basis, and the Septerber 1936 notes just before the Septerber
financing was announced similarly sold at about that level. It is not
necessary to place the price of a new issue at above 3/N of a point, since
some of the recent nurchases are probably of a speculative nature. If a
new issue should be put out which would sell at a price materially below

the level of 3/U of a point it would unsettle the rmarket. The lover

-
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amount in the range, 1/2 of a point, also gives the Treasury a margin of
safety for changes in the market between the time of the announcement and
the time the books are closed and gives dealers a reasonable profit for
in effect underwriting the issue. If an issue were floated at above

the upner level, 1 1/2 points, an exorbitant profit to the market would

result.

System Open Market Account.-- There is now held in the System Open
Market Account approximately $74,000,000 of the notes maturing in Decerber
and $85,000,000 of the notes maturing in February, which will be refunded

C in December, If the Treasury should offer a new bond issue in exchange for
these notes, it seems likely that the notes should be sold in the market
and should be replaced by the new bonds, raising to $495,000,000 total
holdings of bonds in the Account maturing in more than five years. This
is probably the maxirmm that shoulld be held by the System Account in view
of the possibility that the Account may to a considerable extent be
liquilated over the next few years. As an inlication of the policy of
commercial banks concerninz the distribution of their holdings of
Government securities, New York City banks hold sbout 14 percent of their
direct obligations in the form of bonds maturing before 1949 and 17 percent
after 1949, These banks hold a smaller proportion of bonds than merber
banks in any other reserve classification, in view of the fact that they

< ‘ also hold the largest proportion of demani to total deposits, 95 percent.
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The System Account should probably hold a smaller proportion of bonds than
do Wew York City banlks, since a rmch larger proportion of the Systenm
portfolio is likely to be liquidated in the future. If all of the maturing
notes should be exchanzed for a new lona-term bond, bonds maturing before
Decewber 31, 1949, would renresent 7 mercent of total holdings in the
Account and those maturing after 1949 would represent 15 percent. The
fizure of $LL95,OOO,OOO sucrested above for bonds maturing in more than
five years would leave a nargin of $105,000,000 for possible purchases of
Treasury bonds in the market in periods of temporary wealness,

C Consideration mizht also be given to the question of disnosing of the
Systen!'s holdings of some of the issues now selling on a low-yield basis
in relation to their maturit; and purchasinz issues nov sellins on a
relatively hich-yield basis. For examle, part of the $85,000,000 of
Decewber 1939 notes, which yield 0.78 percent, misht be exchanged for March
1940 notes, which yield 0.89 percent, and thec 3631,000 of Treasury bonds
of 1914'(-1952, which yield 2.02 percent, might be exchanged for bonds of
1946-1949, which yield 2.08 percent, or for bomds of 1948-1951, which
yield 2.29 percent.

A suzrestion has been made by the manaster of the Syste~ Open Market

Account that a chense should be made in the method of handling wrofits on

sales of securities. Under the npresent method the System does not exchanze

< : its maturing issues directly with the Treasury for new issues, but sells
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maturing issues and purchases new or other issues in the market. This
method results in a profit on maturing issues and the purchase of new
issues at about a point premium, which gives the System an irmediate profit
and reduces the future yield. It would appear to be sounder practice, as
suggested by the manager of the Account, to use the realized profits to
write down the book value of new securities purchased. Such a procedure
would zive the same results as would be realized by a direct exchange of

maturing issues with the Treasury and the same results as obtained prior to

enactment of the Banking Act of 1935.

C

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



O O

YIELDS ON GOVERNMENT OBLIGATIONS

PER CENT 1936

O e ESEE EREIUEREERIE: ' l 1 Shkoa | 3| | o ¥BE EE3
b | f | { { |
| { | | { ! { ! | 1 { {
- 8 SERSS8 SRnssS £ et S L IS SEELaa . ——1 - = SR + s
| | { | } { | ! |
. | | | |
5 : t , : ’ 5 % ' .
+ | : 5 - | : bt o s f
i i |
{ ]

| |
i " i |

1
i
5 YEAR TREASURY NOTES

3L s o et

wm.as,m;n i
5 - | | | |
- — o i = e b .{,.,, 3 = - b S 1 o=
L ; ; l |
: gEnaEnbeny
20- e : | | 5
A E | | | |
I | 2%7% TREASURY BONDS| |
r ’ ‘ ; | !
r i = 5 & i igESE i 55 £ 4o Do Rt o
25+ ‘ | | | |

. { 1 ! ; t
| i ; 5 1 | | L 2%% 195659 |
’ ; 2% 7% TREASURY BONDS OF 1955760 ! | PN
| & b - - N~ — 7& 7 3

SEIERYE ERPEEINEN |

i i g 1 Il *
B MAR APR. MAY JUNE JULY AUG. SEPT NOV.
Digitized for FRASHNR e ov DEC

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



YIELDS ON TREASURY NOTES AND BONDS

NOV. 30, 1936

PER CENT
|

25

=

!

M6 Beuzess sorsss oawns seasi 5 -~ siaitl PEBRES BBA5EE TE5=1 oo 0s SAREY SES 01 F55E0] GEBECE 35 5] SRR TN IR SS: EESEE LN EEERE 550 T X TREASURY NOTES
» « TREASURY BONDS {
NUMBERS OPPOSITE ISSUES ;
REPRESENT LENGTH OF CALL PERIOD
0.5 CIREERERITCL
0
BILLIONS OF DOLLARS
2.5
OUTSTANDING
2.0
A

1.0

OS’JIJJ""I“II || i

Digitized for Figfsg=R937 1938 1939 1940 1941 1942 1943 1944 1945 1946 1947 1948 1949 1950 l95| 1952 1953 1954 1955 1956 1957 1958 1959 1960 1961 1962 1963
http://fraser.stlouisfed.org/

Federal Reserve Bank of St. Louis




U. S.TREASURY OBLIGATIONS OUTSTANDING

BILLIONS OF DOLLARS OCT. 31,1936 BILLIONS OF DOLLARS
4 l_..] ! EES BT ERES! =ER & | i 4
| |
| | |
2 : - 2
7 | m
‘n el
B aa999
A | U |
A | U
o LA A | U | E 0
| E ’\ !
| i | | | |
4 ESIRSsEsRE 4838800 SSESRddcciRfeREssiTECiREstRiel | ; | | s 4
. | ‘ ; ‘ ! ‘ ] : | BILLS NOTES
o Fiasmt Eaans snEeRt Sasnan T s e | fr
=l oy | , a a 1 % ;
o1 .fi 'eonos 1
o | 7N s |
=1 %: | ‘ :
2 EHE AT sasmpE TR
MHN e
ZER7 7B pagEsy | i
/, |
A | Z 1 | i :
] | ’ %
| % ] ’ b3 4 EESR34 K ! | ! |
ZBR708 g ESEEEE , |
1 N 7 ' 1 '
ZBH/H 78 : . 4
7‘ - 2 ! l - :
1 1 U : : ‘ ! !
ol U U “.i 1 1 Hiiled 1o

1936 1937 1938 1939 1940 1941 1942 1943 1944 1945 1946 1947 1948 1949 1950 1951 1952 1953 1954 1955 1956 1957 1958 1959 1960 1961 1962 1963
AMOUNT CALLABLE BY CALENDAR YEAR

Digitized for FRASER

http://fraser.stlouisfed.org/

Federal Reserve Bank of St. Louis



i B
| 1
,,,,,,,,,,,,,, Gl 4

UNITED STATES GOVERNMENT SECURITIES HELD BY FEDERAL RESERVE BANKS

MATURITY DISTRIBUTION BY PERIODS -CUMULATED

BILLIONS OF DOLLARS

S

RS

7
.

.

N
N

%

NN o

\
\

NN .

\
= ////,

DNULIMNAN

N\

L FRE LNSSETTSUL IovRTTE: i i
oesee e b - +§- A W
! A  SEDAPEDES 59QDy woss ou . V

Aug. Sept. Oct.

1936

July

by . v w . - o

//7 N

.............

N
NARINEIRRRINRNINNRR

R

20

o B

June

May

Apr.
nk of St. Louis

R
uisfed.org/

w Qo o

erve B

r.stlo

Digitized for F'ﬁﬂ\'s

http://frase
Federal R



0 o o

SYSTEM OPEN MARKET ACCOUNT
MATURITY DISTRIBUTION OF UNITED STATES GOVERNMENT SECURITIES BY YEARS
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