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MEMORANDUM 233,
TO: Executive Committee of the Federal November 5, 195k
Open Market Committee T
FROM: Mr, Solomon Subject: "Approval and Ratificationn

of Open Market Transactions Already
Carried Out.

At the meeting of the executive committee of the Federal
Open Market Committee on October 20, 1954, there was discussion of the
question whether "approval and ratification" of open market transactions
since the preceding meeting, one of the items on the agenda for such
meetings, was necessary or desirable, and Counsel was requested to con-
sider this matter.

Since the full Federal Open Market Committee similarly "approves
and ratifies" open market transactions as well as actions of the execu-
tive committee that take place between meetings of the full Committee,
this memorandum treats these matters together.

Discussion

History of "Approval and Ratification"

The draft minutes of the October 20, 1954 meeting of the Ex-
ecutive committee, in terms which are identical (except for the period
covered) with those of other recent meetings of the executive committee
and full Committee, state that:

", « « upon motion duly made and seconded, and by

unanimous vote, the open market transactions during the

period October 5-19, 1954, were approved, ratified, and
confirmed,"
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The minutes of the executive Committee and the full Committee
have been reviewed since early 1936, when the Federal Open Market Com-
mittee, as now organized, began operations.

It appears that there was some slight variation in the pro-
cedure and terminology et the first few meetings. However, at cach of
those early meetings where there was a report of open market transactions,
there was some resolution "approving® or "ratifying" them. Furthermore,
within the first year of operation the practice was adopted of "epproving,
ratifying, and confirming" such transactions as well as the actions of the
executive committee; and that practice has since been followed continuously.

Effect of Transactions Being "Approved, Ratified, and Confirmed".

When the transactions in the System account are "approved,
retified,and confirmed" the result, in legal terms, is a "ratification"
of the transactions. BSuch & "ratification" has certain legal con-
sequences under the principles of the law of agency. Accordingly, it
is convenient to discuss them in terms of those principles.

Vhen a principal "ratifies" the contract of his agent, the
effect, in general, is to provide (or perfect) zuthorization from the
principal to the agent for the action which the agent has already taken.
In legal contemplation, the authorization resulting from the ratification
relates back to the time when the action was taken. It binds the prin-
cipal as to both (1) the party with whom the contract was made, and (<)
the sgent who made it.

If the action of the agent was within suthority previously

granted him, the principal is already fully bound even without a
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"ratification® and, of course, cannot legally repudiate the transaction.
In such a case a "ratification" is, of course, legally superfluous;

but it can do no harm.

Questions as 1o Legal Necessity. - To apply these principles
to a transaction in the System account, suppose there has been a particular
purchase of Covermnment securities which is made for the System account
by the Federal Reserve Bank of New York, and then ratified by the execu-
tive committee and the full Committee.

If the transaction was within the scope of the authority
granted, the System account (i.e., the 12 Reserve Banks) would be bound
by the transaction even without the ratifications. If there were by some
chance any doubt as to whether the transaction was within the authority,
and therefore as to whether the System account was bound, the ratifica-
tions would remove any such doubts. It would remove them both (1) as to
the right of the seller to recuire the System account to carry out and
abide by the contract, and (2) as to the right of the New York Reserve
Bank to make the contract and be protected in carrying it out.

In so far as the rights of the seller are concerned, it is most
unlikely that there would be any appreciable doubt to be removed. Since
it is a principle of the law of agency that the agent warrants his
authority, the seller could reouire the New York Reserve Bank to carry
out the contract if the System account refused to accept it. Thus he
wouldrarely if ever find it necessary to assert his rights against the

System account.
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If the seller should proceed against the System account, it
is likely that, except in a most extraordinary case, a court would hold
that the transaction was within the authority expressly granted in the
relevant directives, Even if the court by some chance concluded that such
express authority was not sufficient to cover the particular transaction,
it would most probably find that at least for the purposes of the seller
adequate authority had been conferred in some other fashion, such as by
implication, by a holding out, by estoppel, or by an implied ratification.
For example, a court might very well hold that the purchase for the System
account had been ratified even without a formal motion of ratification.

As stated in Restatement of the Law of Agency:

"An affirmance of an unauthorized transaction may be
inferred from a failure to repudiate it." [sec, 94]

“Ordinarily, the receipt by a purported principal who
knows the facts, of things to which he would not be entitled
unless the transaction were ratified and to which he makes no
claim independently of the act of the purported agent, in-
dicates his consent to become a party to the transaction as
it was made." [sec. 98, Comment]
Thus, the formal ratification probably has little legal effect
of any consequence in so far as the rights of the person selling to the
account are concerned.
with réspect to the rights of the New York Reserve Bank or the
executive committee, there is perhaps slightly more chance that a ratifi-
cation might have some practical legal effect. For example, some forms of
authority, such as by holding out or estoppel, are recognized more for the
protection of innocent third parties than of agents. However, as indicated
above, the transaction would probably be held to have been authorized by
the relevant directives, or ratified by implication. Accordingly, even here,

it is highly unlikely that any substantial rights or liabilities would

depend upon whether or not a formal motion of ratification is adopted.
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Questions as to Desirability. - However, such a motion of

ratification may be desirable notwithstanding the fact that its legal
effect would probably be quite limited. It is often desirable to take
certain actions as a precautionary measure even though the risk against
which they insure may be slight, Such action may be desirable in the
case of transactions in the System account, since the directives under
which they are carried out are necessarily general in terms.

The nature of these directives, as well as the heavy re~
sponsibilities resting upon the Open Market Committee, the executive
committee, and the New York Reserve Bank, require close cooperation and
collaboration between principal and agent. In such a difficult and
responsible relationship, it can often be important that all parties con-
cerned not only carry out their responsibilities diligently but that
they also maintain a suitable record that will reflect, so far as
practicable, the full extent of their diligence, A formal motion of
ratification can help to serve the purpose of maintaining such a record,
since it gives at least some indication that the principal has speci-
fically considered the acts of the agent and that the acts have been
found satisfactory,

Such a motion of ratification could, therefore, be helpful
not merely before a court but; perhaps of more moment, before the bar
of public opinion, This would appear to be particularly true in the
case of open market operations, since they have such an important
relation to the public interest and can so easily be the subject of

later discussion or criticism. If the principal or agent for some
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reason should later be called vpon to explain or justify their
stewardship, it might possiltly prove regrettable for both if such an
explicit ratification had been omitted.

It is probably for such reasons that it is customary for a
corporate board of directors to ratify the acts of its executive con-

mittee, As stated in Fletcher on Corporations, sec. 9028:

"ihere the corporation has an actively functioning
executive committee, to which the management of the cor-
poration is intrusted between meetings of the directors,
the meetings of the directors may be very few and far
between, particularly if the board is a large one, the
members of which are widely scattered as to location,
ose In such case the meetings, even when held, are apt
to be formal in their nature, the principal business being
the ratification of the acts of the executive committee."

Wren a member of the executive committee or full Committee
votes to "approve" or "ratify" open market treznsactions, it could
perhaps be argued that he approves the directives under which they
were carried out, It is believed, however, that this would not
necessarily be the case, and that it clearly would not be the case
if he indicated that he merely intended to accept the trausactions as
being in accord with the directives, or if there was a resolution or

understanding by the members that such was the effect of such a vote,

Form of Motion

As indicated above, some form of motion ratifying the trans-
actions seems desirable, and such a motion can take various forms,
It is not imperative that it use the terminology of "approving, ratify-
ing, and confirming", which has customarily been used by the executive
committee and the full Committee. Actually, the three words have

similar meanings in the present context, and any one of them probably
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would be sufficient, However, the present fom of motion seems to be
satisfactory to accomplish the purpose; and since it has become
customary to use it, any change might be misunderstood in the absence
of some persuasive reason for making the change.

If some different phraseology were desired, it probably
would serve the purpose to adopt a motion to the effect that the trans-
actions "as carried out were within the authority previously granted",
or that the transactions are "adopted as transactions authorized" by
the Feder:zl Open Market Committee (or the executive committee), or
that they are "accepted" as transactions so authorized., However, as
already indicated, the present motion would also seem to serve the
purpose an’ would not necessarily need to be changed.

A related aspect of this matter is the way in which the item
"approval and ratification" is listed on the agenda of the meetings,

It would seem preferable, especially since the question has been raised,
that the subject should be listed in a manner which does not seem to
suggest or anticipate the conclusion which may be reached at the

meeting,
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Chairman Martin Reconmendations of I, B, A,
Woodlief Thomas Committes on Treasury Financing,

The exscutive comuittes of the Govermsent Bond Commitiee of
the I,B.A, today made recomsendstions to the Treasury with respect to
(1) near-term finamsing, and (2) policing of subscriptions for new
money issues of long-term sscurities,

With respect to the finanoing, three alternative programs
wore suggested, The first included a long~term bond and a Juns tax
certificate; the second, to be used in cess no long-term bonds were
offered, included the Juns tax eertificate and a& note of about 1957;
and the third was for all monsy to be raised through s mediumtern
note ismue,

T™a proposals ware based on the assumption that something
like $5 billion would be nseded and that all of that might be obtained
in Marsh, The committes definitely favored the first of these pro-
posals with only one member, Mr, Pattberg, believing that s long bond
would not be appropriste st this time, It felt that tha long-term
bonds should be offered in an amourt of $1-1/2 to $2 billion, sold on
a formula basts, With respect to the rate, they presented three
alternatives, Tha first choice was for a 3 per cent bond at par with
& maturity that might extend as far as 35 years, In case ths market
did not justify that high s coupon with maturity of not over 35 years,
then the second choics would be a 3 per cent bond of shorter msturity
to be offered at a premium, The third cholice was for a 2-7/8 per cent
bond &t par, which they thought might be of about 25-year maturity.

They believe that $1-1/2 to $2 billion of long=-term funds
could be raised at this time although they recognise that it would
require some switching, The amount of switching could be reduced by
providing for deferred payments and for foarmula allotments, I,
Pattbergts chief cbjection to the long-term bond at this time was
that since the recent issus of $11 billion of 1961 bonds the
possibility for institutional investors to shift intermsdiste
holdings to banks was much more limited, The members of the com—
mittes seemed to believe that pension funds and trust funds wamted
and noeded the long-term Treasury bomis, Thare was some diszcussion
of the possibility of a Series K bond serving the purpose but ap—
parently there are teohnical disadvantages to that bond for trust
acoounts, The committee had o concern about the possible effects
on the economic situstion of a long~term bond offering at this time,

They indic T, be an
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To: Chairsan Martin - p,. 2

adjustment, they bellavod, was called for and wight astusally halp
distribution of the lswue,

The reason for suggesiing a Junw tax ceriifisate is primarily
the heavy domend for ligmidity reasons Yoesuse of the Mills Plan opare~
tion snd particularly becsase of the $11 billion of shart-Lerz Lssues
that have just besn shifted ims medima-korm bomds, & refe of not over
1=1/8 per cemt was considared to be spprowiste for the certificats
mmmmiummmmummm

One argument advanced in faver of the coubinstion of a lomg-
tern bond and a June tax certifisats was that 1t wewid result in s
maximum of nonbank buyimg snd reduss Lbe Federal Reserve peoblea of
supplying reserves, Thors was no discussion of ths guestion as to
whother this sbowld be considered as & problom to be avoidod, Tt was
sald, however, that my sort of spectaculsr offering reqguiring con-
siderabls amount of Fedsral heserve action sight be imterpreted as
indioating fear abowt the wonomic situstion and result in a reverse
effeot on business confidense,

#r, Burgeas ssied abowt the poswidility of iasuing sax bills
instesd of tax certificates but the meaders of the committes definitely
preferred certificates, The indlcated advantages were that bill
bidding is likely %0 give s more artificial rate and that bills would
attract less im the way of country bamk and oorporstion fumds directly
into the new issue, The distribution would bawe to be acoowpiished
through eity bHearis,

pend as mach ar §5 billion in March and gould raiws somé of (¢ a3 lats
a3 June., Thay expressed nome desire to keop the Troxsury talance {rom
bscouing unnecossarily largs, The discussion of this poimt Wwrought
farth a pessible fourth alternative which spparestly had boen zon-
sidaroed by the comuitiee but not recowsended, namely, the aoffering of
a longp-tern bond and a swmll amount of June tax notes in Margh and
iater in the spring the of fering of seew 32 Blllion of 3=yoar notes,

¥ith regard to the quastion of policing, s special subcom~
mittes has warked out detailed propesals for an allotment forwals
which 1t believed would tend to reduse oversubacriptions and alse
avoid penalising the mace desirable type of subscribers, i memorancum
on this sabject 1s being propared and will bs semt to the Treammry and
to Wr, fouse, The latter will take it up with the Sywten Comities
operating on this subject, I the Board wants wore information oo the
propossls befare tLhoes mamorenda are prepared, I shall be glad to
transait swch detalls as I hawe on my notes, or wo could shtein mors
inforuetion from Hr, Rma.
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To: Chairman Martin

Addendum to Memorandun on Recommandations
of I,B.4, Comuittee on Treaswry Financing

In private conversation, the banker members of the commitiee
meemed to feel very strongly that ths Pederal Reserve policy has been
responsible for undue lowering of interest rates, They were particu~
larly oritical of operations since December,

,4
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Chairman Nartin

Woodllef Thomas

The other day Newell Childs, accompanied by James Day, President
of the Midwest Stock Exchange, came in to inform us about developments
with respact to plans for formation of a futures market in Covernment se~
curities, They said that they particularly wanted to keep you informed
about the plans and progress, Recent publicity with respect to them was
premature, they said,

Apparently the Midwest Stock Exchange, which is a consolidation
of ths Chieago Exchange and exchanges in other cities in the midwest, is
interested in promoting the idea and is trying to work out something to
be carried out on their exchanges, They have a committee of Chicago and
presumably some other midwest business and financial leaders whe are
working with them, The only name I recognized was that of John Femnslly
of Olore Forgan, They want to have a study made of the problem by scme
academic person or group in Chicago and reported that one is already
being undertaken by the Harvard Business Scheol and anocther is being con-
sidered by somsone in Princeton,

We did not endeavor to discuss to any great extemt the merits
of the proposal, Apparently the principal questions that have been raised
about the posaibility of operating such an exchange concern the difficulty
of finding buyers for the future contracts, They can ses how there might
well be a number of sellers-~-corporations and others wanting to have money
on a particular dsy. The principal potential buyers are insurance
companias and pension funds, They mentioned also corporations that may be
floating a blg issue on a certain day; specifically the American Telephone
Company had expressed an interest,

Mr, Childs indicated that he wanted to keep the Board informed
and know whether there was any cbjection from the Federal Reserve to such
a scheme, I indicated that the Systemt!s intersst was primarily in the
short-term market, He thought that perhaps a futures market in bonds
might be used by some short-term investors., The effect, therefore, might
tend to bring short-term and long=ternm rates close together., Tt should,
however, tend to increase rather than to decrease the total amount of
funds invested in (Govermment securities,

I did not mention it to them, but T believe that to locate the
operation of the market in Chicago rather than in New York would be a great
handicap to ita success, if on other grounds it were decided that sush a
market were feasible,
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Office Correspondence _ Date_November 10, 1ps3,
To___ Chairman Martin S Subject:_ ) v’
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curities, \ They said thét they partlcularly wanted to keep you informed

about the plsus and-Progress, Recent publicity with respect to them was
premature, they said,

Apparently the Midwest Stock Exchange, which is a consolidation
of the Chicago Exchange and exchanges in other cities in the midwest, is
interested in promoting the idea and is trying to work out something to
be carried out on their exchanges, They have a committee of Chicago and
presumably some other midwest business and financial leaders who are
working with them, The only name I recognized was that of John Fennelly
of Glore Forgan, They want to have a study made of the problem by some
academic person or group in Chicago and reported that one is already
being undertaken by the Harvard Business School and another is being con-
sidered by someone in Princeton,

We did not endeavor to discuss to any great extent the merits
of the proposal. Apparently the principal questions that have been raised
about the possibility of operating such an exchange concern the difficulty
of finding buyers for the future contracts, They can see how there might
well be a number of sellers==corporations and others wanting to have money
on a particular day., The principal potential buyers are insurance
companies and pension funds, They mentioned also corporations that may be
floating a big issue on a certain day; specifically the American Telephone
Company had expressed an interest,

Mr, Childs indicated that he wanted to keep the Board informed
and know whether there was any objection from the Federal Reserve to such
a scheme, T indicated that the Systemts interest was primarily in the
short-term market, He thought that perhaps a futures market in bonds
might be used by some short-term investors, The effect, therefore, might
tend to bring short=-term and long=term rates close together., It should,
however, tend to increase rather than to decrease the total amount of
funds invested in Government securities,

I did not mention it to them, but I believe that to locate the
operation of the market in Chicago rather than in New York would be a great
handicap to its success, if on other grounds it were decided that\such a

market were feasible, o f
qy\.- J LY "‘{ /’
cc: Messrs, Riefler and Youngdahl
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FEDERAL RESERVE BANK 0503 11962
OF NEW YORK 36 5

NEW YORK 45, N. Y.

September 9, 1953

Mr. Woodlief Thomas

Economic Adviver to the

Board of Governors of the Federal Reserve System
Washington 25, D. C.

Dear Mr. Thomas,

In accordance with your request to Tilford Gaines, I
am forwarding a copy of Mr. Treiber's seminar paper on "Open
Market Operations of the Federal Reserve System".

Very best regards,

Sincerely,
onn A

Charles A. Coombs,
Manager, Research Department

Enclosure
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Not for publication

FEDERAL RESERVE BANK OF NEW YORK

February 2, 1953

Open Market Operations
of the
Federal Reserve System

(This material has been prepared in connection
with a discussion of open market operations at
the central banking seminar of the Federal
Reserve Bank of New York on February 17, 1953,
by William F. Treiber, First Vice President,
Federal Reserve Bank of New York.)

SIZE AND NATURE OF PUBLIC DEBT

U. S. Government debt is one of the most significant features of
American economic life.

Size of U. S. Government debt

Roughly $267 billion (12/31/52).

Almost as large as total personal income for 1952. Monthly
Federal Reserve Chart Book, p. 52.

Over three-fourths of gross national product for 1952. Monthly
Federal Reserve Chart Book, p. 48,

Over twice the market value of all stocks on New York Stock
Exchange.

$1,688 per capita.

NOT FOR PUBLICATION
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Growth of U. S. Government debt

(Growth of Government debt in last three
decades shown in chart on page 57 of

. Federal Reserve Chart Book, Historical
Supplement, September 1952)

1916 & v v v e e e e e e e e e e e e e e e e e e e e e $ 1Dbillion
Dec. 1919 v v o v v s e e e e e e e e e e e e e e e e 26 billion
1930 v 0 v e e e e e e e e e e e e e e e e e e e e e 16 billion
Jan. 1940 . . 4 v e 4 v e e e s e e s e e e e e e e e 42 billion
Feb. 1946 (all-time high) . . « « + v ¢« « + « o « o « . 279 billion
Dec. 31, 1951 . + & o = o o« s o 5 o« s s o « s o & o s « 259 billion
Dec. 31, 1952 . . v v & o « 4 o « ¢ o« 4 s+ s o 4 « « « . 267 billion

Public and private debt

(Growth of public and private debt in last
three decades shown in chart on page 56
of Federal Reserve Chart Book, Historical
Supplement, September 1952)

1916 U. S. Government debt 1% of total debt
1929 10%
1952 almost 50%

Short comment on U. S. Government debt

Principal investment medium for most financial institutions
and individuals.
Yields on Government securities most influential factor in

money market and long-term capital market.
Ability to carry debt depends less on size than on:

Composition
Distribution
Cost in terms of annual interest
charges in relation to national income

S5ize of debt has direct effect on:

Annual interest cost

Tax policy

Credit policy and interest rates
Volume of bank deposits.
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Composition of interest-bearing debt

More than half marketable.

Amount

12/31/52

Non-marketable:

U. S. Savings Bonds $ 57.9 billion
Treasury Savings Notes 5.8 "
Depositary Bonds A4 "
Treas. Bonds-Invest. Series 13.5 "

$ T7.6 billion

Special Issues to

Govt. Trust Funds 39.1 "
Marketable: 148.6 "
Total interest-bearing securities %265.3 billion

In this seminar we are interested in the marketable debt (

Per cent

15
56
100

$149 bil-

lion)-~in the Government securities market which deals with such debt.

Desire of public to buy (and hold) non-marketable debt is

affected

by developments in the Government securities market, but this is beyond the

scope of present discussion.

Types of marketable issues

(Tatal amount of various types of issues
in last decade shown in chart on page 30
of monthly Federal Reserve Chart Book)

Treasury bills

Non-interest-bearing obligations issued by Treasury on
discount basis, payable at par; usually issued with

maturities of 91 days; 13 issues with one maturing each
week, each issue currently between $1.2 billion and
$l.5 billion in amount; public submits tenders every
Monday for issue to be paid for by purchasers on
Thursday, which is same day Treasury must pay maturing

bills. The 13 regular issues outstanding on December 31,

1952 totaled about $17.2 billion. In October and November

1951, and again in October and November 1952, the Treasury
sold special issues of Treasury tax anticipation bills

3
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maturing in March and June, respectively. The issues
due March 18 and June 19, 1953, totaling $4.5 billion,

remain outstanding.

Certificates of indebtedness

Maturity of 1 year or less when issued; customarily

issued at par by Treasury; entire interest payable at
maturity. As of December 31, 1952, three issues out-
standing totaled $16.7 billion. The largest of these

($8.9 billion) matures February 15, 1953.

Maturity more than 1 year but not more than 5 years when
issued; customarily issued at par by Treasury; interest
payable semi-annually (except when maturity close to one
year, in which case interest payable at maturity as in
case of certificates of indebtedness). Eight issues now
outstanding--$30.3 billion.
Bonds

Maturity ordinarily more than 5 years when issued; cus-
tomarily issued at par by Treasury; usually callable by
Treasury at an option date a few years before maturity;
option date generally mentioned in name of issue--e.g.,

2 1/2 per cent Treasury Bonds of Dec. 15, 1967-72.
Twenty-six issues now outstanding, totaling $79.8 billion.

Partially tax-exempt bonds

Government bonds issued before 1941 partially exempt from
Federal income taxes; supply, of course, diminishing; all
P.T.E. (partially tax-exempt) bonds eligible for purchase
by commercial banks. Interest on P.T.E. bonds exempt from

Federal normal tax. TFor most large corporations, normal
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tax is 30 per cent and surtax is 22 per cent. P.T.E. bonds
exempt from 30 per cent normal tax, In the case of individ-
vals, interest on P.T.E. bonds exempt from normal tax and
also from surtax to extent holdings do not exceed $5,000
principal amount. Because of advantage of tax exemption,
P.T.E. bond customarily sells at higher price than taxable
bond of comparable maturity and coupon. All Treasury bills,
certificates of indebtedness and Treasury notes now outstand-
ing have been issued since 1941 and hence all such securities
fully taxable., Six P.T.E. issues now outstanding, totaling

$7.4 billion.

Bank-eligible taxable bonds

Fully taxable bonds eligible for purchase by commercial banks
can be divided into three maturity groups. Five issues total-
ing $24.5 billion mature in 5 years. Seven issues mature

between 5 and 10 years:

2 1/2s 56-58 .... $ 1,449 million
2 1/2s 56-59 .... 3,822 "
2 3/8s 57-59 ... 926 "
2 3/8s 1958 .... 4,245 "
2 1/4s (J.& D.) 59-62 .... 8,752 "
2 1/2s 62-67 .... 2,118 "

Only two issues mature in more than 10 years:

2 1/2s 63-68 .... $2,830 million
2 1/2s Sept. 67-72 .... 2,716 "

$5,546 million

All bank-eligible taxable bonds involve fourteen issues,
totaling $51.3 billion.

Restricted bonds

Some bonds, when issued, have stated date before which

commercial banks cannot purchase, e.g., 2 l/2s Dec. 67-72
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(the last issue of restricted bonds) eligible for com-
mercial bank ownership 12/15/620 During 1952, four
issues of restricted bonds became bank-eligible. 8Six
issues of restricted bonds are currently outstanding,
totaling $21 billion.

Original issue of Government securities

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

Treasury bills are sold at a discount on a competitive basis for
cash. Other securities--certificates of indebtedness, notes and bonds--are
generally sold at par (sometimes plus accrued interest if not paid for on
date on face of security) for cash or in exchange for maturing securities
other than Treasury bills.

Treasury bills

Fach week, generally on Thursday, the Treasury invites tenders for
8 specified amount of Treasury bilis to be dated and issued the following
Thursday. Tenders may be submitted to any Reserve Bank or branch at or
before 2 o'clock p.m., Eastern time, Monday. As bids are received by a
Reserve Bank, they are placed in & locked tin box. At closing time, the box
is sealed with a time stamp on the seal. The box is opened by a specially
designated operating officer in the presence of the General Auditor. Tenders
are sorted as to competitive and non-competitive. A tabulation of details
regarding the tenders is furnished the Treasury immediately by telephone, and
subsequently confirmed by telegram, followed by a detailed typewritten tabu-
lation of all tenders. Late cn Monday, the Treasury determines the extent
to which tenders are accepted; gives the press a statement announcing the
results-~-showing total bills applied for, total accepted, average price, high

bid, low bid accepted, and percentage of low bid accepted--for publication
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Tuesday morning. Non-competitive bids up to $200,000 are automatically
awarded at average price of accepted competitive bids; this arrangement is
very helpful to country banks and others who do not keep in constant contact
with the market.

Other issues

The last offering of marketable securities for cash, other than
Treasury bills, was the 2 3/8% Treasury Bonds of June 15, 1958, issued on
July 1, 1952. Since 1945, all other marketable certificates of indebtedness,
notes and bonds have been issued in exchange for maturing securities (certif-
icates, notes or bonds) on a par-for-par basis, with adjustments to the extent
necessary on account of accrued interest. (Except that holders of the non-
marketable 2 3/4% bonds of 1975-80 are able to convert to marketable 1 1/2%
five-year notes.)

Maturity distribution of marketable debt

Maturity distribution of marketable debt has important bearing on
Treasury borrowing problem. Also affects directly rates of interest and
ownership stability of different segments of marketable debt. Average ma-
turity relatively short. Heavy concentration of debt due or callable in
five years ($104.4 billion - 70 per cent). Floating debt (Treasury bills,
certificates, notes, and bonds due or callable in one year) also large,
amounting to $74.2 billion (50 per cent). Provides some idea of the magnitude

of the Treasury's immediate refunding problem.

Amount
Due or first callable lé[i;li@ Per cent

Within 1 year $ 74.2 billion 50

1 - 5 years 30.2 " 20

5 - 10 years 17.5 " 12

10 - 15 years 26.6 " 18
Over 15 years == ==
Total $148.6 billion 100
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Rates

At the present writing 11/26/53)9 market yields range from 1.90 per
cent (bid) for three-month Treasury bills and 1.94 per cent (bid) for eight-
month certificates of indebtedness to 2.80 per cent for longest term Treasury
bond (19 years, 11 months to maturity). Rates ascend as maturity increases,
forming a well-defined and fairly smooth curve of yields--the level and slope
of which are subject to constant change, depending on the influences at work
at any given time.

Classes of investors and ownership distribution

(Ownership of Government securities in
last three decades shown in chart on

page 58 of Federal Reserve Chart Book,
Historical Supplement, September 1952)

Breakdown of marketable debt by types of issue and by groups of
holders is significant with respect to debt management problem. Major groups
of investors are:

Commercial banks
Mutual savings banks
Insurance companies, and
"All other", a miscellaneous group
including corporations, individuals,
trust funds, securities houses, etc.
Also--not "investors", but very important holders:
Federal agencies and trust funds
Federal Reserve Banks
{Ownership of Government marketable
securities by class of security and
by earliest callable or due date,
in last decade shown in charts on

pages 32 and 33 of monthly Federal
Reserve Chart Book)
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Wide variations in types of securities held by various types of
investors; different investors have different nreeds:

Commercial banks - ideal investment; safety, market sta-

bility, ready convertibility into cash, collateral
(loan at Federal Reserve Bank), diversity of maturity
schedule.

Hold 27 per cent of marketable debt;

83 per cent of holdings due or callable
within 5 years.,

Mutual savings banks, insurance companies, and pension

and other trust funds {(institutional investors) -

minimum risk for income, and limited supply of other
securities.

Business corporation - temporary funds (tax accruals, funds

accrued for dividend disbursements, proceeds of new
financing until used for capital outlays, etc.) Treasury
bills quite important.

Mutual savings banks - hold 5 per cent of marketable debt;

62 per cent of their holdings are due or callable in
10-20 years.,

Insurance companies - hold 8 per cent of marketable debt

(12 per cent three years ago); 53 per cent of their
holdings are due or callable in 10-20 years.

"All others" (excludes Federal Reserve System and Treasury) -
hold 31 per cent of marketablie debt; 66 per cent of their

holdings are due or callable in 5 years.

* * *
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Investment needs of various groups influence Treasury in financing
operations. One group may constitute most important factor in one segment
of market, and another group in another segment; commercial banks histori-
cally most important re Treasury bills and certificates of indebtedness;
but recently corporations have assumed incressing importance in markets for
these issues.

ORGANIZATION AND OPERATION
OF GOVERNMENT SECURITIES MARKET

Over~the-counter market

Purchases and sales of marketable United States Government securi-
ties are generally effected in the "over«the-counter" market. The over=-the-
counter market is that broad market in securities which takes place outside
of the organized securities exchanges; it is a trading market maintained by
several thousand securities houses throughout the United States. It is the
principal market for many types of securities. This market has no organized
meeting place or tangible center such as the New York Stock Exchange.

Within the overethe-counter market are various specialized markets,

of which the Government securities market is one of the most important.*

The Government securities market exists and is given substance through the
operations of a relatively small group of securities dealers specilalizing
in Government securities.

For many years United States Government bonds have been listed on
the New York Stock Exchange but, at least in recent years, the trading in
such bonds on the Exchange has been negligible. Shorter term Government
securities (Treasury bills, certificates of indebtedness and notes) are not

listed or traded on any securities exchange.

* Another large and important specializédvmarket is the municipal sec¢urities
market.
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The over-the-counter market is a negotlated market; a certeain
amount of negotiation is necessary between buyer and seller before a sale
can be effected. In the organized markets (the exchanges), the auction
principle is used; securitles are purchased by the highest bidders and sold
by the lowest offerors.

Location of market

The principal market for Government securities 1s located in
New York City and a smaller one in Chicago. The market 1s centered in the
business of a relatively small number of Government securities dealers who
have their principal offices in either city. The other principal cities of
the country are served directly through the branch offices of the large
Government securities dealers; direct wire connections maintained by these
deslers bring the larger cities into direct contact with the New York market.
Other areas are served directly by these dealers through the use of tele-
phone and teletype contact with the main offices or branches.

In addition, dealers in other types of securities and brokers
operate in most of the larger citles, and indeed in any cilty where the
volume of business available makes possible thelr profitable operations;
they satisfy theilr customers' wants with respect to Government securities
by dealing with the large Government securities dealers and thelr customers
pay them for their services. Many banks throughout the country also have
trading depertments that in turn deal with the Government securities dealers.
Many other banks encourage their correspondent banks and other customers to
place orders through them. Except for orders usually small in size, which
are matched off by banks and securitles firms in local markets, the trading
is done ultimately with or through the offices or branches of the Government

securities dealers in New York City and Chicago.
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An "over-the-telephone" market

Most business in Government securities is done over the telephone;
indeed a more correct name for the market might be an "over-the-telephone"
marke%. The dealer has elaborate telephone connections involving private
wires with other dealers and also with important customers. There is sctive
communication by dealers with other dealers and with customers. The tele-
phone is a primary factor in the operation of the Government securities
market.

General function of dealer

Broadly speaking, dealers in Government securities bring buyers
and sellers together; they facilitate ownership change. A dealer {as the
name indicates) buys from A and sells to B. A dealer makes a market by
establishing bid and offer prices at which he 1s willing to buy or sell as
principal; he normally keeps a substantial investment in a variety of issues
(his portfolio). Sometimes a dealer may act as the agent of a buyer in
dealing with a seller, or as the agent of a seller in dealing with a buyer;
in such a case the dealer is acting as a broker.

Dealer's legal form

As to legal form, a Government securities dealer may be an in-
dividual, a partnership or a corporation (including a bank). The most
frequent form 1s that of partnership or corporation. If a dealer is a bank,
it is frequently referred to as a "dealer bank”.

Dealer's capital

The capital funds which a nonbank dealer has 1n the business are
actually small in relation to the portfolio of securities generally carried
by the dealer. It is customary to borrow extensively from commercial banks

and others at rates that are lower than those on other types of loans.
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The dealer banks are very large member banks of the Federal Reserve
System with large capital funds, and with general banking powers including
the power to create deposits.

Sources of dealer's income

A dealer makes his principal income by selling at higher prices
then he buys; he frequently makes 1/32nd or 1/64th, which is $312.50 or
$156.25 respectively, per $1 million par value of longer-term securities.

On short-term securities he may make $100 per $1 million, or less. The
dealer also receives some income from interest on his portfeolio in excess of
carrying charges. He may have capital gains or losses in connection with
the sale of securities carried in his portfolio. When a dealer acts as a
broker his compensation 1s a commission.

Customers

The customers of the Government securities dealers are chiefly
business corporations, institutional investors (such as savings banks, life
insurance companies, pension and retirement funds and charitable foundations)
and commercial banks and securities houses acting for their own account or
for account of customers. As a rule, individuals do not deal directly with
a Government securities dealer; individuals generally arrange their trans-
actions through banks or securities houses. Thus the customers of Government
securities dealers generally are informed and experienced in business matters;
indeed, many of them are informed and experienced investors but some, e.g.,
small country banks, have only occasional contact with the Government
securities market.

Quotations
There is no published report of purchases and sales in the over-

the-counter market. There iB no ticker, nor are there daily reports of
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sales and quotations such as are published with respect to transactions on
national securities exchanges. The large dealers, however, do issue quota-
tion sheets at the close of business each day,* and they make gquotations,
upon request, throughout the day. The dealers mail their quotation sheets
to a broad list of customers and business prospects. The closing quota-
tions of the principal dealers are printed in the metropolitan newspapers.

Form of guotations

Longer-term securities

Under present practices Treasury notes maturing in more than one
year and bonds*¥ are quoted in terms of price--in 1/32nds, sometimes 1/64ths.
For example, a quotation of 100.2-100.6 with respect to a particular bond
means that $100 and 2/32nds ($100.0625) is bid by the dealer for each $100
par value of the bond, and $100 and 6/32nds ($100.1875) is asked by the
dealer.¥**¥¥ The dealer is willing to buy the bond at the "bid price", and he
is willing to sell the bond at the "asked price”. Payment is made in this

amount plus the amount of interest accrued to the date of delivery.

* The spread between the bid and offer (i.e., the difference between the
bid price and the offering price) shown in the quotation sheets is an
"outside market spread”" which is generally greater than the actual spread
at which the dealer is willing to make quotations and do business during
business hours.

*% Quotation practices with respect to short-term bonds have not always
been uniform. Although currently all bonds are quoted on a price basis,
at times in the past bonds maturing or callable within one year have
been quoted on a yield basis (which will be described shortly in the
text).

*¥%¥ Tn the pricing of securities which do not mature and are not callable
within one year, it is customary to use the decimal system indicated
in the text. The digits appearing after the decimal point are custom-
arily 32nds; when these 32nds are translated into dollars and cents
(an infrequent occurrence) a dollar sign is placed in front of the
guotation, or there is some other special indication that the figure
is in terms of dollars and cents.

If, in the example given in the text, the dealer were bidding
100-5/64ths, the bid would be expressed: 100.2+

14
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‘Short-term sécurities

Treasury bills are traded at & discount from par; they are quoted
in terms of & rate of discount, e.g., 1.60%-1.53%, or 1.60-1.53. This means
that the deamler is willing to pay an amount less than the face amount of the
bill so that the income return on the purchase pri¢e (assuming the bill is
held to maturity, at which time it is paid at par) brings a return at the
rate of 1.60 per cent per ennum. Similarly, the dealer is willing to sell
on & basis which would provide a return to the purchaser of 1.53 per cent
until maturity. Before payment is actually made, it is of course necessary
to convert the yield at which the trade is made into & price expressed in
dollars and cents. As the yield goes down the price goes up, and as the
yield goes up the price goes down.

Certificates of indebtedness and notes maturing within one year
are customarily quoted on a yield basis, e.g., 1.72%-1.65%, or 1.72-1.65.
This means that the dealer is willing to pay an amount which will produce a
yield of 1.72 per cent per annum on the investment if it were held to ma-
turity. He 1is willing to sell at a yield of 1.65 per cent.*

When securities are quoted on a yleld basis, the unit is called a
"basis point"--l/lOOth of 1 per cent. If the bid and asked guotations are
1.72%~1.65%, the spreed is seven basis points. The value in dollars of a

basis point declines as the security approaches maturity.**

*  As in the case of Treasury bills, in determining the amount of‘ money
to be paid by the purchaser it 1s necessary to convert the yield at
which the trade is made into dollers and cents. The price (of short-
term securities other than bills) thus determined is customarily
expressed as so many dollars and cents (in respect of principal) plus
accrued interest (which, in turn, is so many dollars and cents).

*¥% For example, a basis point with respect to a certificate of indebtedness
maturing in six months amounts to $50 per $1 million par value; a basis
point with respect to a certificate maturing in fifteen days amounts to
$4 per $1 million par value.

15

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



Reproduced from the Unclassified / Declassified Holdings of the National Archives DECLASSIFIEbrm

Authority E 4. 050 /

"When lssued" securities

Quotetions may be made, and purchases and sales may be effected,
with respect to securities which have been offered by the Treasury for sub-
scription but have not yet been actually issued by the Treasury. Whenever
the Treasury offers a new security for subscription, either for cash or in
exchange for a maturing security, it is customary for the dealers to trade
in the nevw security on a "when issued" basis. Such trading may commence the
day the subscription books open, in the case of an exchange offering, and
the day after the subscription books close, in the case of a cash offering,
even though the security is to be issued some time in the future, normally
within a couple of weeks. BSometimes "when issued" quotations are referred
to by the abbreviation "W.I.” on quotation sheets.

Size of trade and duration of guotation

In the absence of an agreement to the contrary, 1t 1is generally
understood that when a dealer mekes a gquotation to a customer regarding a
particular security, he is ready and willing to buy or sell & minimum amount
of the security at the bid or asked price quoted by him; the amount depends
upon the type of issue, the condition of the market for that i1ssue and the
character of the customer relationship. Generally a primary dealer would
be willing to make an immediate commitment "over the wire" for upward of
$100,000 par value of longer maturity taxable Treasury bonds,* and $1,000,000
or more in shorter maturities such as Treasury bllls and certificates of
indebtedness. It 1s, however, difficult to generalize ahout the size and
reality of desler markets. They vary not only between different dealers at
s given time, but alsc for the same dealer at different times in accordance

with the trend of prices, the volume of trading, Federal Reserve open market

* This would include the various issues of restricted bonds which, pursuant
to the Treasury offering circulars describing the respective issues, may
not be purchased by commerclal banks.
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policy, the dealer's position and a variety of other considerations. No
really meaningful statement can be made about the size of a dealer's quoted
market except with reference to a specific set of conditions.

Frequently a dealer will meke his quotations in such a way as to
indicate that they are for information purposes only and that he does not
wish to trade at such quotations. He may say, "The market seems to be
100.24 bid 100.28 asked, but I prefer mot to buy at that level."

There is frequent checking of guotations by telephone all dwring
the day by customers and other dealers. Bids and offers given over the
telephone are good "over the wire"; they are firm bids or offers only while
the telephone conversation is going on, unless the dealer expressly agrees
that the bid or offer will remain good for a specified period of time,
e.g., ten minutes.

Contracts

Purchases and sales are customarily made by oral agreement over
the telephone, a written confirmation being dispatched by hand delivery or
by mail later in the day.

Delivery and payment

Purchases and sales in the Government securities market are cuse
tomarily made for delivery "regular way"--that is, delivery and payment on
the pext full business day following the day of the contract.* In the case

of a transaction for "cash", delivery and payment'are made on the day of

* A similar rule is applicable to transactions in Government securities
on the New York Stock Exchange. Rule 110(b) of Board of Goverhors of
New York Stock Exchange, N.Y.5.E. Directory and Gulde, p. E-23. 1In the
case,. however, of other securities sold on the New York Stock Exchange,
transactions "regular way" call for delivery on the fourth full business
day following the day of the contract; the rule was changed to the fourth
full business day from the third full business day, effective March 3,
1952. Rules 109(b), 111(b) and 112(b), id., pp. E-22 - E«23. Trans-
actions "regular way" in non-Government securities s0ld in the overethe-
counter market call for delivery on the fourth full business day following
the date of the contract. NASD Manual.
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the contract. Occasionally a transaction may involve deferred or delayed
delivery; in such cese delivery and payment are postponed longer than in
the case of delivery regular way. In the case of a transaction on a "when
issued" basis, delivery and payment are made on the day the security is
issued by the Treasury.

Delivery and payment usually take place in the city in which the
dealer's head office is located--that is, New York City.* Sometimes it may
occur at other places. Prices, however, are customarily based on New York
delivery,‘and if delivery is made elsewhere there may be an adjustment in the
date of delivery or in the price, or both. Payment of the contract price plus
accrued interest (except with respect to Treasury bills which are sold on a

discount basis) to the day of delivery may be made in "clearing house funds"**

*  Government securities may be transferred by wire between Federal Reserve
Banks and Branches in order to assist in the consummation of the sale of
the securities. Thus if a person in Dallas wishes to sell a security to
be delivered to a purchaser in New York, the seller may deliver the
security to the Federal Reserve Bank of Dallas, and the Federal Reserve
Bank of New York will deliver an equivalent amount of the same security
to the designated person in New York. A small charge is made by the
United States Treasury for this wire transfer service with respect to
Treasury bonds where transactions with the Federal Reserve Banks are not
involved; no charge is made with respect to Treasury billls, certificates
of indebtedness and notes. F.R.B. Memo No. 554 (First Revision dated
June 19, 1950, and First Amendment dated September 22, 1950) from
Treasury Department.

*% "Clearing house funds" are normally evidenced by & check on a member of
the clearing house--the New York Clearing House. Thecheck is collected
by presentation by or on behalf of the collecting bank to the drawee
bank through the clearing house. The net credit or debit balance of
each clearing house bank resulting from the total clearings of the day
is settled by an appropriste entry in the reserve account of such bank
on the booké of the Federal Reserve Bank of New York. Thus, in effect,
the treserve balance of the drawee bank is reduced by the amount of the
check and the reserve balance of the collecting bank is Increased by the
amount of the check. ©Since the latest clearing on any day is et
10:00 a.m., & check received by a ccllecting bank on one dsy is normally nat
cleared until the following business day; therefore, the collecting bank
does not get credit for the check until the business day following
receipt of the check by it.
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or in "Federal funds'".% When the Federal Reserve Bank is a buyer or seller,
payment is made in Féderal funds; and when delivery is made through the
Federal Reserve wire transfer facilities, payment is made in Federal funds.
In the case of transactions not involving the Reserve Bank, the use of
clearing house funds has been decreasing in favor of Federal funds. Commer~
cial banks frequently enter into transactions calling for payment in Federal
funds since many of their transactions are for the purpose of effecting
adjustments in thelr reserve balances at the Federal Reserve Bank; in this
wvay the adjustment of reserves can be made one day earlier. Some corporate
sellers also seek payment in Federal funds either because they can sell
such funds profitably or because payment in this medium ensbles the seller
to reinvest a day earlier.

Msking and maintenance of market

A dealer makes a market when he is prepared both to buy and sell
at his quoted price in reasonable amounts. A dealer maintains a market when
he continues over a period of time to state prices at which he is ready and
willing to buy and sell. He generally owns a substantial quantity of a
variety of issues (his portfolio or his position) and normally stands ready
to buy and sell in size. He may freely sell a particular 1issue even though
he may have none of the issue in his portfolio; he makes a "short sale™ and

borrows the security from someone who has it in order to make delivery to

¥ TFederal funds" are normally evidenced by a check or other demand order
on a8 Federal Reserve Bank. Upon presentation of the check to the Reserve
Bank by a member bank, the member bank may obtain immediate credit to its
reserve account. Speclal arrangements are often made between a dealer and
his customer (especially if the customer is a bank) for settlement in
Federal funds, but since such funds are themselves traded in a negotiated
morket at a price an additional charge is normally made for the Fedéral
funds.

See article on "Federal Funds" at pp. 13-16 of FRBNY publication

entitled "Money Market Essays", March 1952.
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the purchaser.* The size of the transactions into which he is willing to
enter is determined by many factors, including his total position, the condi-
tion of the market, the issue in question, his capital and borrowing capacity,
and the customers involved.

Desler positions are not rigidly maintained in periods of changing
prices. At any given time, & dealer is generally long certain issues and
short certain others; in other words, he owns certain issues and he has sold
other issues without owning them at the time of sale. In the latter case he
will have to buy an eguivalent amount of the securities sometime in the
future to replace those he has borrowed in order to make delivery pursuant
to his contract of sale. In maintaining such long position and short posi-
tion the dealer obtains some protection against changes in the general
average of Government securities prices.** Usually the long position and
the short position are not equal; the dealer may purchase securities, or
sell securities short, in order tc satisfy the demands of a customer without
the dealer's undertaking to "hedge" his position by entering into an off-
setting sale or purchase. The dealer is generally content to be either net
long or net short, depending on his judgment of the future course of the
market. In the case of day-to-day market fluctuations (as distinct from
more sustained basic changes in rates and prices) dealers, in varying de-
gree, accumulate securities on declining markets and dispose of securities

on rising merkets.

* The lender generally charges a fixed rate, e.g., 1/2 per cent per annum,
for the period the securities are loaned, and the borrower pledges cash
or other securities as collateral to his obligation to replace the
securities he has borrowed.

*¥%¥ TIf the securities owned decline in market value, the securities sold
short are also likely to decline in market value, and the dealer will be
able to "cover" his short position by buying the securities at a lower
price than that at which he sold them; thus the book loss on the long
side 1is offset, at least in part, by the book profit on the short side.
The converse occurs when there is a general rise in the market value of
Government securities.
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Ordinerily, the creation and maintenance of a market is a delicate
task and can be done profitably only by constant contact: with investors,
other dealers and other segments of the market, and by close study and care-
ful estimates of current and prospective Federal Reserve credit policy and

other Government policies. As a general rule, the market trend is not deter-

mined by one dealer but by all dealers, who reflect thelr appraisal of

demand and supply by the markets they make (their bid and offered quotations)
and constantly refine thelr quotations through telephone calls from dealer
to dealer.

In the case of extraordinary market conditions, such as those which
night be precipitated by war, economic crisis, or sbrupt and basic changes
in Treasury debt wmanagement policy and Federal Reserve credit policy, the
dealer is not likely to function in the manner outlined in the three pre~
ceding paragraphs; he tends to act merely as a broker, bringing buyers and
sellers together without taking a substantial position of his own in the
securities. Under extraordinary market conditions he may operate as a
dealer on a limited basis within a wide and sharply fluctuating range of
prices, but his willingness and ability to do so generally vary in the light
of his Jjudgment of prevailing conditions.

Dealers' participation in primary and
secondary distribution of Government securities

While the first function of the dealers is the maintenance of an
effective market for outstanding Government securities, the dealers are of
substantial importance from time to time in the primary and secondary dis-
tribution of new Treasury issues. They explain the market position and
relative attractiveness of new issues of Government securities to their
customers, and, before World War II, acquired large amounts of new securlties
on original issue in anticipation of selling the securities to their cus-
tomers. The new securities may be acquired for cash paid to the Treasury
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or in exchange for maturing securities surrendered to the Treasury, depending
on the nature of the Treasury offering. The dealers assist in the secondary
distribution by promptly making a market for the new issue.

When the Treasury offers a new 1ssue in exchange for a maturing
issue, the dealers assist in the making of the exchange and the redistribu-
tion of the new issue. If the holder of a maturing security does not wish
to make the exchange (perhaps because the maturity of the new issue is not
suited to the holder's investment needs), a dealer will buy the maturing
securlity* and sell it to a person who would like to acquire the new security;
or the dealer may sell the new security on a "when issued” basis, meanwhile
tendering the old security in exchange for the new security which the dealer
will deliver to the buyer.

Purchases and sales of new securities on a '"when issued"” basis as-
sist in the distribution of the new security among investors.

Dealers' advice to customers

The dealers also function to an important degree as a clearing
house for information related to Treasury securities and policy and they
furnish their customers with an extensive amount of statistical material
and investment advice.

The dealers -have men whose business it is to be familiar with their
customers' portfolios and to maintain frequent contact, by telephone and
otherwise, with customers. These men are referred to sometimes as "salesmen",
"contact men", "account advisers'", and the like. A dealer's staff generally
includes one or more statisticians who are continually analyzing the com-
parative yields, tax data and other features of various Treasury issues.
They pass this information along to the contact men, and the latter use it

in conjunction with their knowledge of a particular customer's situation

* The maturing securities are frequently referred to as "rights" because
they entitle the holder to get the new securities.
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and the conditions in the market. Thus the contact men are in a position
to, and do, give advice to customers.

The dealers are an important factor in the shaping of public
opinion regarding the management of the public debt and related matters.

Credit risk not a factor

In certain respects the problems of the Government securities
market are simpler than those of the over-the-counter market in other se-
curities. The Government securities market concerns the issues of only one
obligor. This obligor has a varilety of issues of varying maturities and
interest rates. Differences in the various securities result from different
maturities, different interest rates, different degrees of taxability and
different rules as to eligibility for commercial bank investment. The credit
risk which differs so greatly with respect to issues in the corporate and
municipal markets is not a factor in the Government securities market.

Advantages of over-the-counter
market over exchange market

Historically, the over-the-counter market for Government securities
grew in competition with the market for Government securities on the New York
Stock Exchange. The fact that the former has displaced the Exchange as a
market mechanism seems to indicate that the over-the-counter market was
better adapted to handle the volume and type of business which has developed
in Government securities over the past three decades. BSome of the advantages
which have led to this development are as follows:

(1) In trading in the over-the-counter market, the buyer

or seller does not have to disclose his "hand", as 1s necessary
in the case of an auction on the Exchange; consequently large
blocks of Government securities are generally salable at better
terms through the private negotiatlons which characterize the

over-the-counter market.
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(2) Since orders to buy and sell on an exchange must
be executed in order of receipt, a small order would take
precedence over a large order, and at times might materially
affect the price of the large block.

(3) The over-the-counter market provides the means
for a quicker and simpler transaction--generally it in-
volves only a telephone call. Since a dealer generally
acts as principal and "makes a market", he immediately
furnishes the customer with quotations. The customer

"

may execute many of his trades at the quoted prices "on
the wire", frequently on the first call depending on the
size of the transaction and the issue involved.*

(4) The concentration of marketable Government se-
curities in the hands of large investors narrows the market
in a numerical sense and affords the dealer closer contact
with investors.

(5) Since the carrying of a portfolio facilitates a
dealer's service, the dealer has the opportunity to make
a profit over and above the trading profit whenever the
money needed to cover the cost of the securities is ob-
tainable at interest rates lower than the coupon rates
on the securities held.

(6) Dealers assume risks, thereby reducing the pos-

sibility of a trade going uncompleted, provided the

Digitized for FRASER
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This 1s especially important in the shorter term issues such as Treasury
tills, certificates of indebtedness and notes, which are the principal
medium for adjustment of bank reserves; the larger commerical banks
frequently find it desirable to sell or buy on very short notice to
maintain their reserve: positions or to keep as fully invested as possible.
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investor does not require execution at a specific price
or prices which the dealer will not meet.

Supervision of Government securities market

Unlike the stock market, the Government securities market is not
generally subject to detailed supervision by a Governmental body.

The Securities Act of 1933 is generally applicable to the issuance
and distribution of securities, and the Securities Exchange Act of 1934 is
generally applicable to transactions in securities on national securities
exchanges and in the over-the-counter market. Under both Acts, however,
United States Government securities are classified as "exempted securities",
and the general rules under those Acts do not apply to such securities.

Nevertheless, most Government securities dealers are subject to
supervision or regulation in varying degrees. The dealer banks are, of
course, subjJect to general supervision by the bank supervisory authorities.
Some of the nonbank dealers are members of the New York Stock Exchange, and
some are umembers of the National Association of Securities Dealers, Inc.
(sometimes referred to as NASD)*. Dealers who are members of the Exchange
are subJject to some supervision and disciplinary actlon by the Exchange,
even with respect to transactions involving Government securities. Many of
the nonbank dealers are also registered with the Securities and Exchange
Commission under section 15(b} of tha BecuritiesrExchange Act of 1934. 1In
additlon, some of the provisions of the Securities Act of 1933 and of the

Securities Exchange Act of 1934--e.g., those prohibiting fraud--are

*# The NASD is reglstered as a national securities association pursuant to
subsection (b) of Section 15A of the Securities Exchange Act of 1934.
Said section, popularly known as the Maloney Act, which became effective
in 1938, was adopted primarily to provide for cooperative regulation of
the over-the~-counter securitles merket by placing the burden of such
regulation upon representative orgenizations with the Government (through
the Securities and Exchange Commission) exercising supervisory powers.
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applicable to transactions by dealers even though "exempted securities"
are involved. Since some of the nonbeank dealers also 4o business in non-
exempted securities, they are subject to supervisdon in respect of such

business and this 1s a general restralning influence upon thelr activities.
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FEDERAL RESERVE PARTICIPATION
IN GOVERNMENT SECURITIES MARKET

Resume

Purchases and sales of Government securities by the Federal Reserve
Banks are effected in the Government securities market by the Federal Reserve
Bank of New York (hereinafter sometimes referred to as the New York Bank).
Such transactions are referred to as "open market operations", and are con-
ducted under the direction of the Federal Open Market Committee. The securi-
ties acquired pursuant to such operations are held in a "System Open Market
Account" in which the twelve Federal Reserve Banks participate.

Although conceivably the New York Bank might deal with practically
any person wishing to buy or sell Government securities, as a matter of
policy and practice established by the Federal Open Market Committee the
Bank deals only with a limited number of Government securities dealers. The

Reserve Bank maintains a trading room which has direct telephone connections

with such dealers located in New York City. It is through these dealers

that primary contact with the Government securities market is maintained.

The Bank deals only with the market, ioe.,hwith dealers. The satis-
faction of normal buying and selling desires of investors is carried out by
the dealers who endeavor to match off buyers and sellers at prices determined
by the balance of supply and demand, but who are prepared to increase or
reduce their own portfolios when necessary to balance what appear to be tem-
porary excesses of demand or supply.

By confining System dealings to the market, the volume of System
Account transactions is minimized while their effects on the market are
magnified.

Federal Reserve objectives

he Federal Reserve System is primarily concerned with providing

those monetary and credit conditions which, when coupled with sound fiscal
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and other Govermmental policies, will help preserve the integrity of the
dollar and facilitate the continuance of a high level of production and
employment in the country. Preservation of the integrity of the dollar and
its purchasing power seems to the System to be the most Important and ef-
fective method of preserving confidence in Govermment securities.
Traditionally, the Federal Reserve System has sought to provide
desirable monetary and credit conditions by general and impersonal steps
affecting member bank reserves. The principal instruments of credit control
have been the diécount rate, open market operations and changes in reserve
requirements.* Open market operations constitute the most flexible and
most used instrument in the expression of Federal Reserve policy. These
operations affect not only the supply and availability of bank credit by
increasing or reducing member bank resé}ves, but also the cost of such re-
serves; such operations influence the prices and yields of Government securi-
ties and therefore the terms on which the Treasury can borrow. Their influence
is pervasive and reaches out beyond the narrower limits of the Government
securities market into the entire securities market and the mortgage market.
In addition to its primary responsibility of influencing the money
and credit supply in the light of economic conditions, the Federal Reserve
System at times undertakes to moderate extreme fluctuations in money market
conditions, such as those arising from shifts in the distribution of Treasury

balances between Federal Reserve Banks and Treasury Tax and Lecan Accounts at

* The authority to change reserve requirements, conferred upon the Board
of Governors of the Federal Reserve System by the Banking Act of 1935,
was first used in the summer of 1936.
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the commercial banks, variations in Federal Reserve float*, changes in gold
stock, seasonal demands for currency, etc.

Apart from its strictly credit functions, the System has assumed
other important responsibilities which have been subject to different de-
grees of emphasis at different times in the past. Among these are:

(1) The maintenance of orderly conditions in the Government
securities merket to (&) provide a sound background
for effective lmplementation of Federal Reserve credit
policy, and (b) encourage an atmosphere conducive to
investor confidence and interest in Government securi-
ties as an investment medium.

(2) Conditioning the market at times when the Treasury is
refunding maturing securities, or selling new securi-
ties for cash, by providing, within the limits of
Federal Reserve monetary and credit policies, (a) rate
stability which will encourage the placement of sub-
scriptions for the new securities, and (b) whatever
funds are needed to accomplish satisfactory placement
of the new securities.

For a number of years up to March 1951, the Federal Reserve also
provided rate stabllity even to the extent of outright support at times
when there was pressure on the rate structure.

Effect of open market operations
on member bank reserves

Purchases of Government securities by the Federal Reserve Banks

increase the supply of reserves available to the commercial banks, while

* Tederal Reserve "float" is one form of Federal Reserve Bank credit; it
is available for use by member banks in meeting reserve requirements.
Float arises because under certain circumstances a Reserve Bank credits
a member bank's reserve account in respect of some of the checks deposited
by the member bank with the Reserve Bank, before the Reserve Bank is able
to collect such checks. Float is the difference between the "uncollected
items" on the assets side of a Federal Reserve Bank statement and the
"deferred availability items" on the liabilities side. The amount of
float is subject to wide variation from day to day.
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sales have the opposite effect.® Stated in an oversimplified way, if the
Reserve Banks buy Government securities the check of the Reserve Bank to
the seller is deposited in some member bank, and when the member bank
presents the check to the Reserve Bank for payment the member bank gets a
credit to its reserve account, Thus open market purchases by the Reserve
Banks increase bank reserves. Conversely, if the Reserve Banks sell
Government securities, payment by the purchaser is ultimately effected by
drawing down some member bank's reserve account with the Federal Reserve
Bank.

If a member bank is the ultimate seller or purchaser of securities
which are purchased or sold by the Reserve Bank, there is no change in the
total deposits of the commercial banks of the country. The member bank's
reserves are increased or reduced, but there is no change in its liabili-
ties; the member bank has merely exchanged one type of asset for another
(securities for "cash" or "cash" for securities). But the ability of the
member bank to expand its deposits, by making loans or acquiring investments,
is effected several-fold by the change in its reserves. On the other hand,
if a person other than a bank is the ultimate seller or purchaser, funds are
deposited in or withdrawn from a member bank and the commercial bank de-
posits of the country, as well as member bank reserves, are increased or
reduced.

Speaking more precisely, this 1s how open market operations af-

fect member bank reserve balances. The Reserve Bank makes its purchase

¥  When member banks make loans or purchase investments (except loans to, and
purchases from, other banks), the deposits of the banking system are in-
creased by the amount of the loans or investments; and since, by law, every
member bank is required to keep on deposit in its Federal Reserve Bank a
certain percentage of its deposits, the required reserves of the banking
system increase as the banks make loans or purchase investments. Conversely,
as loans are repaid or investments are sold or paid, deposits contract and
the required reserves are less. Thus by influencing the amount of availa-
bility of member bank reserves the Federal Reserve System is able to influ-
ence the credit policies of the member banks.
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from, or sale to, a Government securities dealer. The Government securities
dealer maintains an account with one or more local member banks which lend
him the funds needed to finance his purchases and to carry his position.

In some cases, the bank also acts as clearing agent for his securities
transactions. In making or receiving payment for his transactions with

the System Account, the dealer arranges with his bank of account to make
debits and credits to the bank's reserve account at the Federal Reserve Bank,
For example, when a dealer delivers securities to the Federal Reserve Bank
against payment, he instructs the Reserve Bank to credit payment to the
reserve account of the member bank at which he keeps his deposit, and he re-
ceives from the Federal Reserve Bank a "certified credit advice” which he
presents to that bank. Under certain circumstances, the dealer may prefer
t0 receive payment by check on the Federal Reserve Bank in which case the
Reserve Bank issues its officer's check. When a dealer picks up securities
at the Federal Reserve Bank he must pay for them with Federal funds. To do
this he may arrange with his bank to obtain either a debit to its reserve
account or & check drawn by it on the Federal Reserve Bank. The debit to
the reserve asccount is generally in the form of a letter of authorization
to the Federal Reserve Bank from the member bank to charge its reserve
account.

Effect of management of Treasury
balances on Federal Reserve operations

The way in which the Treasury handles 1ts cash balances has a
bearing upon the money market, and upon the Government securities market,
especially upon the market for shorter-term Government securities.

The Treasury maintains working deposit balances at each Reserve
Bank and branch. It also has deposits in depositary accounts designated as
"Treasury tax and loan accounts" in more than ten thousand special deposi-
taries; such depositaries are usually commercial banks and, for purposes
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of simplicity in this memorandum, all such depositaries are considered as
being commercial banks. With limited exceptions Treasury disbursements are
made only out of deposgsits in the Reserve Banks and branches. The commercial
banks serve, in effect, as collection points in which a substantial pro-
portion of Treasury receipts is initially deposited. These tax and loan
accounts are carried on the books of the depositary in the name of the Federal
Reserve Bank as fiscal agent of the Treasury.

Tearly all such deposits are transferred from the commercial banks
to the Reserve Banks before they are spent. These transfers are made pursuant
to "calls" announced by the Treasury in advance; member bank reserve balances
on the books of the Reserve Banks are transferred to the accounts of the
Treasurer of the United States at the Reserve Banks. Thus the flow of re-
ceipts through the commercial banks into the Treasurer's working accounts
from which disbursements are to be made inevitably results in a reduction of
member bank rese ves. In addition, a substantial proportion of the Treasury's
receipts is deposited by the collectors of internal revenue directly in the
Federal Reserve Banks, and unless special arrangements are made, collection of
the items so deposited reduces member bank reserves. In the absence of offset-
ting factors, member bank reserves remain reduced until the Treasury pays out
the funds. Wihenrn the Treasury spends the money and the recipients deposii the
Treasury checks in the commercial banks, the latter collect the checks from the

Reserve Banks and member bank reserves are increased.

As member bank reserves are reduced or increased as a result of the

/

routine receipt and disbursement of Treasury funds, a corresponding tightening
or easing influence is exerted upon the money market. Since it 1s impracticable

to achieve a precise matching of the amount of Treasury receipts and disburse-

ments on any given day, Treasury transactions must always be expected to exert

an important day-to-day influence upon conditions in the money market. During
1952, the flow of funds through the Treasury tax and loan accounts exceeded
$42 billion.
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The Treasury must be sure that it has adequate balances on hand
to assure payment of checks drawn on the Treasurer of the United States,
whenever those checks are presented at any Federal Reserve Bank or branch
throughout the United States. To meet this operating requirement, the
Treasury mainﬁains balances at the Federal Reserve Banks sufficient to cover
its estimated daily needs on a regional basis. The Treasury seeks to main-
tain a total of at least $200 million; for operating convenience, $400 mil-
lion is desirable. For the scale of expenditures prevailing in 1953, many
of them subJject to erratic fluctuations, the Treasury should have at least
$1 billion of balances in the commercial banks upon which calls can be made
to replenish the balances in the Federal Reserve Banks.

The Treasury generally has sought to manage its balances in such
g manner as to minimize the impact of changes in its cash receipts and
disbursements upon the money market and the Govermment securities market.

Forecasting techniques

For some time, but particularly during the last decade, the staffs
of the Treasury, the Board of Governors of the Federal Reserve System, and
the Federal Reserve Bank of New York have devoted considerable effort to
developing and refining techniques of forecasting the factors which affect
the Treasury's cash receipts and disbursements. Detailed forecasts are now
prepared by each staff on a daily, weekly, monthly and annual basis. )

The demands of the public for currency, the direction and the
amounts of gold flows, changes 1in foreign accounts at the Reserve Banks and
the movement of Federal Reserve float are also estimated on a dailly and
weekly basis. Prospects for employment, production, national income, and
consumer expenditures are considered in order to estimate the tax liabili-

ties of individuals and businesses, the rate of defense expenditures,

unemployment compensation and the like. After yearly or quarterly totals
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for the various classes of Treasury cash recelpts and disbursements have
been derived from the estlmates of the business situation, monthly and daily
distributions of these totals are worked out, and the proportion of the re«
ceipts which will be deposited in the Reserve Banks or the commercial banks
is estimated.

The conclusions of the forecasts are exchanged and compared among
the three staffs. Although forecasts are still frequently wide of the mark,
as actual circumstances develop, they have for several years been very useful.

Criteria

The projections having given a picture of prospective Treasury re-
ceipts and disbursements, consideration must be given to (1) other proJjec-
tions estimating changes in bank reserves, and (2) System policy regarding
‘the supply, availability and cost of member bank reserves.

As a general rule, when bank reserves decline to a point where
excess reserves of all member banks are below $600 million some banks are
hard put to keep thelr reserves equal to thelr requirements, although no
firm figure can be used because much depends on the distribution of these
excess reserves among the banks (particularly as between New York City and
the rest of the country). The banks possessing reserve funds above their
requirements become reluctant to sell thelr excess, and rates on Federal
funds rise. The banks needing reserve funds hesitate to buy Government
gecurities and, indeed, i1f the pressure is great enough, may offer Goverrnment
securities for sale in order to acquire reserves. Developments of this
kind result in falling prices for Government securities. On the other hand,
when member bank reserves rise above thelr requirements by more than about
$800 million for more than a day or so, the supply of Federal funds usually

becomes flush and some banks become buyers of short-term investments. In
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response to these influences prices of short-term securities tend to rise
and the rates on such securities tend to decline.

Obviously, from time to time there will be situations in which a
reduction or postponement of a Treasury call, or a special call, or a call
in an increased amount will bring about an adjustment in member bank re-
serves which may avert or reduce the need for System action to reduce or
increase bank reserves through sales or purchases of Government securities,

Making the calls

In order to facilitate the making of calls, depositaries are clas-
gified into two groups: Group A includes all depositaries having Treasury
tax and loan balances of $150,000 or less at the close of business on a date

gpecified by the Treasury; Group B includes all depositaries having Treasury

tax and loan balances of more than $150,000 on that date. The Treasury chooses

a new bench mark date from time to time (generally at least onee a year) in
order to keep the classification of banks in line with continuous changes in
the magnitude of the Treasury accounts on their books.* When frequent calls
are made they generally apply only to the Group B banks. Normally only one
call is issued each month for the Group A depositary accounts. Income and
profit tax payments of $10,000 or more are usually deposited in whole or in
part in these tax and loan accounts, but they are segregated as "X balances.”
Separate calls may be made on these X balances, too.

There is frequent consultation by the operating officials of the
Treasury and the Federal Reserve officials charged with conducting System
open market operations. On the days that calls are announced, officials of
the Reserve Bank and of the Treasury consult over the telephone as to the
timing and the amount of the calls for the coming period. Call days cus-
tomarily are Monday and Thursday. Payment days for calls made on Monday

are the following Friday and the next Monday. Payment days for Thursday

% FPor example, see FRBNY Circular No. 3938, January 23, 1953.
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calls are Tuesday, Wednesday and Thursday of the next week. In these tele-
phone conversations an agreement .is reached on the funds to be withdrawn
and the days on which payment is to be made.

The details of a call having been determined by the Treasury, it
announces that a call 1s being made on the Group A or Group B banks in an
amount equal to a specified percentage of the deposits in their Treasury
tax and loan accounts at the close of business on a specified date, and that
payment of such amount is to be made on a specified date or dates. The
Reserve Bank advises each commercial bank 1n the district of the amount of
the call upon such banks and handles the detalls of getting payment into
the Treasurer's account on the books of the Reserve Bank.

General

Apart from the actual calls themselves, there are a number of
other techniques which the Treasury has developed over the past few years
to minimize the possibility of unusual stringency in the money market as
the result of Treasury cash operations. Several of these techniques have
been described briefly in an article entitled "The Treasury's Cash Balances"

which was published in the Monthly Review of the Federal Reserve Bank of

New York for July 1951.

Authority for Federal Reserve operations

The Federal Reserve Banks have broad authorlity to buy and sell in
the open market a varilety of credit instruments.¥® In recent years purchases
and sales have been confined in practice chiefly to obligations of the
United States. In earlier times, however, bankers acceptances played an
important role in System operations, and may again. For present purposes,
only transactions in United States Government securities need be considered.

The Federal Reserve Act provides that these operations "shall be governed

¥ TFederal Reserve Act, B 14.
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with a view to accommodating commerce and business and with regard to their
bearing upon the general credit situation of the country".*

Open market operations are conducted under the direction of the
Federal Open Market Committee, composed of the seven members of the Board
of Governors of the Federal Reserve System, the President of the Federsal
Reserve Bank of New York, and the Presidente of four other Reserve Banks who
are chosen in rotation annually.¥* It has been customary for the Commlttee
to select the Chairman of the Board of Governors and the President of the
New York Bank as Chairman and Vice Chairmen, respectively, of the Committee.

The Committee has issued & Regulation which provides, among other
things, for an Executive Committee consisting of five members. The principal
function of the Executive Commlittee is "to direct the execution of trans-
actions in the open market in accordance with open-market policies adopted
by the Federal Open Market Committee.”#%¥ 1In practice the Executive Committee
has consisted of the Chairman and Vice Chairman of the full Committee (who
also serve as Chairman and Vice Chairmen, respectively, of the Executive
Committee), two other members of the Board, and one other Reserve Bank
President. The full Committee is required to meet at least four times a
year; the Executive Committee meets more frequently, generally monthly or
oftener.

The Federal Open Market Committee selects one of the Federal
Reserve Banks to execute transactions for the System Open Market Account.

Such Bank selects a Manager of the Account, satisfactory to the Committee.¥¥¥x%

Lo Id., & 12A(c).
** Td., & 12A(d)
¥%¥%  FOMC, Rules on Organization and Information, & 3(c)(1).

*¥%%  FOMC, Rules on Organization and Information, & 4(b).
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The Manager serves at the pleasure of the Committee and attends all meetings
of both the Committee and Executive Committee. The Federal Reserve Bank of
New York has always been selected by the Federal Open Market Committee to
execute transactions for the System Open Market Account, and the Vice
President of the Bank in charge of such transactlons has always been
Manager of the System Open Market Account.

No PFederal Reserve Bank may engage or decline to engage in open
market operations except in accordance with the directions of the Committee.*

Delegation of authority by FOMC

It has been the practice of the Federal Open Market Committee to
delegate broad authority to its Executive Committee, and for the Executive
Committee in turn to delegate broad suthority tc the Federal Reserve Bank
of New York to operate the System Open Market Account. The authorizations
by the full Committee to its Executive Committee and by the Executive
Committee %o the New York Bank include, among other things, directions to
arrange for transactions for the System Open Market Account, either in the
open market or directly with the Treasury*¥ as may be necessary in the light
of economic conditions and of the general credit situation of the country,
for the practical administration of the Account, for the maintenance of
orderly conditions in the Government securities market, and for the purpose
of relating the supply of funds in the market to the needs of commerce and

business, -

*  Federal Reserve Act, B 12A(Db).

*% Tt is customary to include authority to purchase for the System
Open Market Account direct from the Treasury special short-term cer-
tificates of indebtedness needed from time to time for the temporary
accommodation of the Treasury, provided the total amount of such
certificates held at any one time does not exceed a specified amount.
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The full Committee generally places a limitation, e.g., $2 billion,
upon the increase or decrease that may take place (pursuant to the authoriza-
tion) in the amount of securities held in the System Account, and the
Executive Committee generally prescribes a lesser maximum in its directive
to the New York Bank. The amount of the limitation depends upon anticipated
market and economic conditions and Committee policies.

Although the formal authorization to the New York Bank is broad,
in practice its operations are directed by the nature of the discussion
taking place at the meetings of the FOMC and of the Executive Committee.

The consensus expressed at such meetings and the highlights of the discussion
are customarily recorded in the minutes of the meetings. The authorizations
of the FOMC together with the reasons underlying the action of the Committee
are published in the "Record of Policy Actions" of the FOMC which is set
forth in the Annual Report of the Board of Governors.¥* There is, however;

no public record of action by the Executive Committee or of the discussion

at its meetings.

Since the President of the New York Bank is Vice Chairman of both
Committees, and since the Manager of the System Open Market Account attends
all meetings of both Committees and both receive copies of the minutes of
all meetings, they are fully informed of the consensus and discussion, and
the New York Bank is able to conduct its operations in the light thereof.
There is also timely consultation, oral or otherwise, by the Vice Chairman
and the Manager of the Account with the Chairman and other members of the
Executive Committee (or of the FOMC), and there is frequent discussion, oral
or otherwise, by the Manager of the System Open Market Account and his staff

with the Board's staff which is also the staff of the FOMC.

* See 1950 Annual Report of B/G FRS, pp. 80 et seq.
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Thus the Federal Reserve Bank of New York acts within broad formal
authority, being guided within that authority by the tenor of the discussion
at the meetings of the FOMC and of the Executive Committee, supplemented by
informal discussion with members of such Committees and members of the staff.

Allocation of securities in
System Open Market Account

Securities in the System Open Market Account are allocated by the
Federal Open Market Committee among the individual Federal Reserve Banks on
the basis of their expense and dividend requlrements. The formula is based
on estimates for the year of each Federal Reserve Bank's expenses, dividends
and earnings from sources other than securities in the System Open Market
Account. Ratios of the estimates for each Federal Reserve Bank to those for
the twelve Federal Reserve Banks combined are then computed and securities
in the System Open Market Account are allocated on the basis of these ratios.

Adjustments may be made in the allocations from time to time if
the reserve position of a particular Federal Reserve Bank indicates that an
adjustment is desirable or if the allocations on the basis of the original
estimates are no longer appropriate.* If, for example, the reserve ratio of
a particular Reserve Bank should fall below a certain point, the quantity of
Treasury bills or other securities allotted to such Bank might be reduced by
a transfer to other Reserve Banks with higher reserve ratios. OSettlement
for such a transfer, through the Interdistrict Settlement Fund, increases
the reserves of the Bank whose holdings are reduced, and reduces the reserves

of the Banks whose holdings are increased.

¥ The foregoing description appears in Hearings before Subcommittee on
Monetary, Credit and Fiscal Policies of the Joint Committee on the
Economic Report (pursuant to Sec. 5(A) of P. L. 304, 79th Cong.),
81st Cong., lst Sess. 38 (1949).
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Federal Reserve operations limited
to Government securities dealers

The Federal Reserve Bank of New York transacts open market opera-
tions with dealers in Government securities (including certain dealer banks),
and may also do business on the New York Stock Exchange with qualified member
firms. It does not do business directly with banks or other investors, ex-~
cept to a limited extent with the United States Treasury and forelgn central
banks and international organizations having accounts with the Federal
Reserve Bank of New York. Open market transactions are effected with a
small number of Government securities dealers who do a substantial business
on a national scope in the various types of Government securities and who
have adeguate capltal to conduct such business.

The Federal Open Market Committee has directed the New York Bank
to transact business in Government securities for the System Open Market
Account with responsible dealers (or through responsible brokers) who meet
certain qualifications prescribed by the Committee.

Underlying these standards of qualification are certain basic
principles of which the most important is that there should be an active
market for Government securities among investors and dealers, independent of
Federal Reserve transactions. The satisfaction of normal buylng and selling
desires of investors should be the primary function of the dealers, who en-
deavor to match off buyers and sellers at prices determined by the balance
of supply and demand, but who are prepared to increase or reduce their own
portfolios when necessary to balance what appear to be temporary excesses
of demand or supply.

The purposes served by the System's open market operations have had
an important bearing upon the System's relations with dealers in Government

securities. As previously indicated,* the System's objectives have been

* At pages 27-29.
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primarily to influence the availability of credit and secondarily to prevent
disorderly conditicns in the Government securities market, to condition
the market at times of Treasury financing operations, and to provide rate
stabilization under certain extreme conditions. The System aims to conduct
its operations so as to promote the effective functioning of the market
mechanism, not to replace that mechanism. The Reserve Bank has sought to
accomplish its purposes with a minimum of buying and selling. In seeking to
prevent disorderly merket conditions, the System hase operated in the market
to supplement the activitles of dealers when imbalances between demand for
and supply of securities developed.

In determining those with whom the Federal Reserve System might do
business, there are two broad spproaches: (1) the System might deal directly
with any investor or dealer who wishes to buy or sell Government securities;
or (2) the System might deal with that portion of the Government securities
market where the final effort at private purchase and sale takes place.

It has been the view of the System that if the first alternative
were followed the System would run the risk of becoming almost the sole
market for Government securitles and, therefore, of losing the opportunity
for discretion or initiative in its open market operations for the purpose
of affecting the supply of bank reserves. Under the second alternative, in-
vestors would continue to effect their transactions in Government securities
through ordinary market channels with or through brokers and dealers of all
sizes in all parts of the country, and the bulk of all transactions would be
effected privately. In order that System actions relating primarily to
credit policy might be readily completed and that actions relating primasrily
to orderly markets, Treasury operations, and rate stabilization would not

result in unnecessary recourse to the System, the Federal Open Market
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Committee adopted the second alternative of dealing with the portion of the
market where the final effort at private purchase and sale takes place, the
dealer market.

The Federal Reserve has followed the practice of effecting its
purchases and sales of Government securities only with dealers who make
primary markets, have broad national contacts, do a large volume of business
in all types of these securities, and have the capital to support the requi-
site volume of credit. The standards of qualification are built around these
considerations. Restricting Federal Reserve business to dealers who meet
these standards {(through whom in the ordinary course of events the greater
part of the business ultimately flows) was considered desirable, for it is
better calculated to preserve a Government securities market in which
brokers and dealers, both large and small, might continue to participate.
The problem of drawing the line between qualified dealers and others is not
always easy, but unless the System is to undertake to buy and sell directly
with everyone, a line must be drawn.*

Relationship of FRBNY and
Government securities dealers

In 1944, after long consideration, the Federal Open Market
Committee formalized the relationship which had previously existed between
the Federal Reserve Bank of New York and the principal brokers and dealers
in Government securities. At a meeting held February 29, 1944, the Committee
approved in substance a statement of proposed terms upon which the Federal
Reserve Bank of New York would transact business with brokers and dealers in

Government securities for the System Open Market Account. (Such gtatement

¥ See Reply by Chairman of Federal Open Market Committee (in collaboration

- with the Vice Chairman) to questionnaire addressed to him by Subcommittee
on General Credit Control and Debt Management of Joint Committee on the
Economic Report, set forth in Joint Committee Print, entitled "Monetary
Policy and Management of the Public Debt" (824 Cong., 2d Sess.) Part I,
pp. 623-625 (Feb. 1952).
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is sometimes referred to in this memorsndum as the "Statement of Terms".)
The record of the Committee's action and the Statement of Terms are set
forth in the 1944 Annual Report of the Board of Governors, at pages 48-51.
A copy of the Statement of Terms is attached hereto, marked Exhibit A.

The Committee authorized its Executive Committee to decide when
the approved procedure should be put into effect and to issue appropriate
instructions to the New York Bank. Such instructions were issued by the
Executive Committee on May 6. By May 15 the New York Bank had concluded
written agreements with all brokers and dealers who, in the opinion of the
Bank, met the qualifications prescribed by the Committee, and on May 15,
1944, the new procedure was put into effect.

Pursuant to the Statement of Terms, the New York Bank does its
Government securities business with reputable brokers and dealers who meet
certain qualifications and make certain agreements with the New York Bank.
There are now ten dealers, including five dealer banks, who have met such
qualifications and have made such agreements. The Reserve System has never
published the names of the qualified dealers because it felt that it should
avoid any public act which might be interpreted as disadvantageous to or a
reflection upon the dealers who were not "qualified”. It is believed that
the "qualified" dealers account for about ninety per cent of the business
transacted in Government securities by the dealers in New York City.

The factors to be considered in determining whether the Federal
Reserve Bank of New York will transact business with a particular dgaler
are set forth in paragraph 1 of the Statement of Terms, as follows:

(a) Integrity, knowledge, and capacity and experience of
management ;

(b) observance of high standards of commercial honor and
Just and equitable principles of trade;

(¢) willingness (in the case of a dealer) to make markets
under all ordinary conditions;
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(d) the volume and scope of business and the contacts such
business provides;

(e) financial condition and capital at risk of busilness;
and

(f) the reliance that can be placed on such person to
cooperate with the Bank and the Federal Open Market
Committee in maintaining an orderly market for
Government securities; to refrain from making any
recommendations or statements or engaging in any
activity which would encourage or stimulate undue
activity in the market for Government securities;
and to refrain from disclosing any confidential
information which he obtains from the Bank or
through his transactions with the Bank.

Having met these tests, a dealer must then agree in writing to
comply with certain terms and conditions set forth in paragraph 2 of the
Statement of Terms. These involve principally an undertaking to furnish
certain information to the Federal Reserve Bank on a confidential basis
(par. 2(a)), and generally not to solicit business from others for the pur-

pose of putting himself in a position to do business with the Reserve Bank

v(par. 2(e)).

The information called for under paragraph 2(a) of the Statement
of Terms includes a daily report showing, among other things, the dealer's
gross long position, gross short position, net position in Government securi-
ties and borrowings as of the close of business each trading day, and the
volume of transactions on such day. The information 1s furnished according
to classes of securities, on a form furnished by the Reserve Bank. At times,
when a Treasury financing operation is under way, the reports are expanded
to include data on the dealer's own subscriptions to the new issue or issues
and his purchases and sales of such issue or issues.*

Three of the factors set forth in paragraph 1 of the Statement of
Terms are deserving of special comment at this time. They are factors (c),

(d) and (e).

* Similar reports are also received on a voluntary basis from several un-
qualified dealers.
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(c) Willingness (in the case of a dealer) to make markets
under all ordinary conditions

The positions which a dealer maintains in the various classes of securi-
ties (Treasury bills, certificates of indebtedness, notes and bonds of various
kinds) are evidence of his willingness to make a market; hence these figures
are important, although not conclusive.

Where a dealer consistently has an insignificant position in one or more
classes of Government securities, one may tentatively conclude that the dealer is
unwilling or unable to make a market in that segment under ell ordinary condi-
tions; he would probably transact an "order business" in that segment of the
market. On the other hand, the fact that a dealef consistently has a substan-
tial long position in certain securities does not necessarily mean that he is
willing to sell those securities freely and to make a market in those securities;
perhapsvhe is merely holding the securities in anticipation of selling them at
some future date at a substantially higher price, or he is holding them in order
to realize the "carry"--the difference between the interest received on the
securities and the interest paid to a bank for a loan to carry the securities.

(d) The volume and scope of business and the contacts
such business provides

It is the view of the Reserve System that the satisfaction of normal
buying and selling desires of investors should be handled as far as possible by
the dealers who can match off buyers and sellers or (if necessary) meet their
customers' needs by increasing or reducing their own portfolios. Therefore, it has
been considered essential that the dealers with whom the Federal Reserve deals
make primary markets, have broad national contacts, and do a large volume of busi-

ness in all types of Govermment securities so that the dealers may reasonably be
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expected to handle normal market supply and demand without resorting to the
System and at the same time afford scope for System action when it takes
the initiative.

This means dealing by the Federal Reserve only with those dealers
who are national factors in the market, since such dealers proyide the central
point of activity through which the major portion of the operations of buyers
and sellers is cleared, and at which the final effort at purchase and sale
takes place. In this way it is possible to maximize the effectiveness of
System open market operations with a minimum of transactions since they are
directed at the gap between market demand and supply rather than at the full
magnitude of the market on both sides. Thus if the System is engaged in the
market to prevent disorderly market conditions or to stabilize rates, there is
a better chance of keeping the System's participation in the market to a
minimum consistent with its credit objectives.

If a dealer does not meet these tests there could be a tendency
on hils part to seek to "unwind" with the Reserve Bank many of the trans-
actions entered into with his customers rather than to direct his efforts
toward "unwinding" the transactions with other customers. The possibility
of his "unwinding" the transactions with other customers is more limited as
the geographical location of his customers is more concentrated and as the
business of his customers is more concentrated in specialized lines, as would
be the case, for example, if most of his customers were savings banks.

Another important consideration in comnection with this factor is
the ability of the dealer to keep the Reserve Bank informed about the relative
amount of buying and selling interest in all segments of the securities market.
The Reserve Bank should know the thinking of dealers and of potential buyers
and sellers throughout the country; and the most effective and expeditious

way of obtaining this information promptly is from the dealers. In order
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to be in a position to furnish such information, a dealer must have broad
contacts throughout the country and his coverage must include all segments
of the market.

(e) Financial condition and capital at
risk of business

The need for financial strength is twofold--first, to protect the
Reserve Bank against loss in respect of any business transacted by it with
the dealer, and second, to enable the dealer to serve the market well.

Wider fluctuations in market prices of securities increase the risks and
make substantial capital more important.

Obviously the Reserve Bank does not want to take any chance on the
ability of a dealer to perform.

The greater need for financial strength on the part of a dealer is
tied in with and measures his ability to serve the market. As pointed out
in the discussion with respect to factor (d), it is important that a dealer's
business be national in scope. Such a business, of course, requires a sub-
stantial amount of capital. The more capital a dealer has, the greater is
his freedom and ability to do business in the market, the less vulnerable
is he to market fluctuations, and the greater is his access to large volumes
of credit.

Open market policy

Long-run policy

Federal Reserve credit policy, determined in the light of economic
conditions (including production, employment and prices), and the general
credit situation of the country, generally falls within one of the following
broad positiocns: restraint, ease or neutrality.

Restraint

When the general credit policy is one of restraint, the Federal

Reserve System seeks to make member bank reserves less readily available,
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with a resultant increase in cost. Under such circumstances the Reserve
Bank becomes s reluctant buyer and a willing (sometimes an active) seller
of Government securities.

Ease

When the general credit policy is one of ease, the Reserve System
normally seeks to make member bank reserves more readily available, with a
resultant reduction in cost. Under such circumstances the Reserve Bank
becomes a willing buyer and a reluctant seller of Government securities.

Neutrality

Under a general credit policy of neutrality, the Reserve System
seeks to avoid action which would make credit harder to obtain or easier to
obtain. This may involve the absorption by the System of bank reserves
under certain circumstances or the creation of bank reserves under other
circumstances; for example, it may involve the absorption of reserves
created through imports of gold or a return flow of currency and reserves
freed by reductions in bank loans and investments, or it may involve an
expansion in Federal Reserve credit in connection with the seasonal require-
ments of business. Under such circumstances the reserve needs of the member
banks are likely to be in a range that can be met by changes in borrowings
from the Reserve Banks without the necessity of substantial intervention
through open market operations. Open market operations may, however, be
involved in the absorption of released reserves or in the furnishing of
reserves needed for seasonal business purposes.

Short-run policy

Upon such a long-run general credit policy of restraint, ease or
neutrality, with the appropriate open market policy outlined above, there

may be superimposed & short-run policy of furnishing member banks with
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reserves or of absorbing reserves for the purpose of ironing out sharp day-
to~-day movements in the money market.

Bank reserves may fluctuate greatly from day to day and from week
to week. The reserves of the banks of the country are affected by the
various factors shown in the weekly statements published by the Federal
Reserve System, such as an inflow or outflow of gold, changes in float*,
changes in the deposits of foreign central banks in the Federal Reserve Banks,
changes in public demands for currency, net receipts or disbursements by the
Treasury reflected in changes in its balances with the Reserve Banks, shifts
by the Treasury of balances from commercial banks to the Reserve Banks, and
changes in the reserve requirements of the banks.

In addition, the reserves of individual banks may be adversely af-
fected even though there be no change in the aggregate reserve position of
the banking system; a partilcular bank may lose funds to other banks through
the acts of its depositors in drawing down thelr deposits and in transferring
the funds to other banks. The net balance owing by one bank to another in
the clearance of checks is settled by the transfer of funds on deposit in
the Reserve Bank. Similarly, the reserves of the banks in a particular city,
e.g., New York, may be reduced by a flow of funds to banks in other parts of
the country without any substantial change in the total reserve position of
all the banks in the country.

Thus it mey be desirable for the Reserve Banks to furnish member
banks with additional reserves temporarily even though the over-all Federal
Reserve policy is to make member bank reserves less readily available. These
additional reserves may be furnished to the banking system through loans by
the Reserve Banks to member banks or through purchases bf Govermnmsnt secuxi- .

ties; both methods are used. Frequently the reserve needs of the member

¥ TFor a definition of float, see footnote on page 29.
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banks can be met by changes in borrowings from the Reserve Banks.* Sometimes,
however, sharp movements in the money market may be a threat to orderly condi-
tions in the Government securities market, and open market operations may be
called for.**

The Reserve Bank does not deny reserves to a bank that properly
needs them. Certain reserves are required by law and penalties are assessed
if there 1s a deficiency. Nevertheless, the Reserve Bank does make it more
difficult or costly for a member bank to get reserves when such policy seems
called for; this is an over-all deterrent to the bank's increasing its re-
serves and expanding credit on the basis of increased reserves.

In addition, the Federal Reserve may engage in open market opera-
tions in Government securitieg in order to condition or steady the market in
connection with the issuance by the Treasupy of a new security. Purchases of
securities by the Reserve Bank for such purpose, or to facilitate the main-
tenance of an orderly market for outstanding securities, furnish member banks
with reserves even though the over-all Federal Reserve policy is to make member
bank reserves less readily available. System credit policy would generally
call for subsequent sales or redemptions to offset such purchases.

Analysis of factors
important to operations

The Federal Reserve System must analyze all factors affecting the

money market and Government securities market, not only as a guide to its

* Borrowing from the Reserve Banks has become much more common since
short-term market rates have been near the Federal Reserve discount rate.
This greater use of the discount or loan mechanism is a desirable
development because the particular member bank that needs reserves gets
them, and when the immediate need for the Federal Reserve credit is past,
the member bank normally seeks to repay the loan promptly and the Federal
Reserve credit is extinguished.

*¥% Sometimes the Reserve Bank may avoid outright purchases by entering into
repurchage agreements with qualified nonbank dealers, as desctribed at
pages 54-55.
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long~-run policy but to make allowances for the short-run influences which
result in day-to~-day fluctuations caused by temporary factors.

Filnancial data

As an aid to short-run policy, the Reserve Bank follows closely
the reserve position of all member banks, with special emphasis upon the
large New York City banks which are the largest single factor in the money
market; it watches clearings and large wire transfers involving such banks;
it keeps close contact with all money market developments including current
and prospective inflow and outflow of funds and public and private financing
through-the securities markets; and it is familiar with and advises the
Treasury with respect to Treasury calls on Treasury Tax and Loan Accounts.¥*
Thus generally it can tell the extent of pressure or ease in the money
market throughout the country and in New York.

Trading room wires

The Federal Reserve Bank of New York has a trading room with private
telephone wires to all of the qualified dealers in New York City. Frequent
gquotations are obtained from the principal dealers, and are posted ona board
in the trading room. From time to time during the day, dealers inform the
Reserve Bank regarding significant developments in the market. The tone and
characteristics of the Government securities market are continually described
to the Reserve Bank through telephone conversations over the private wires.

In addition, the dealers report information that has come to their attention
concerning the money market.

Conferences with dealers and investors

Every business day, prior to the opening of the Government securi-

ties market at 10:00 a.m., representatives of two or three qualified dealers

* Techniques and criteria regarding the determination of Treasury calls
are discussed at pages 33-36.
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call at the Reserve Bank on a rotating schedule to confer with the Reserve
Bank officers directly responsible for the conduct of open market operations.
At these conferences the representatives review the most important develop-
ments in the market, summarize their transactions, and pass on to the Resérve
Bank any comments or suggestions which they wish to make or which they have
heard in their contacts with investors and in which they think the Reserve
Bank would be interested. Also, the Reserve Bank officers maintain fairly
close contact with the officers of large institutional investors who have
charge of thelr institutions' investments in Government securities. Informa-
tion obtained in this way amplifies and checks the information received from
the dealers.

How Reserve Bank trades

From time to time during the day the dealers suggest, over the
trading room private wires, transactions to the Reserve Bank, offering to
purchase from or sell to the Reserve Bank a given quantity of a particular
securlty at a certaln price. The Reserve Bank usually walts to hear the
terms of a dealer's offer and accepts or declines.

At times, however, the Reserve Bank may on its own initiative
solicit an offer or bid from a dealer or may place an order with a dealer.
The extent to which the Reserve Bank may take the initiative depends upon
the objective at the time; the initiative is more likely to be taken when
credit policy requires more aggressive efforts to sell or buy.

As a general rule, open market operations are accommodated to the
different sections of the market and to the actions of investor groups which
make up those sections, within the limitations of the general policy of the
Federal Open Market Committee which the Bank is trying to express. Measured
in terms of volume, open market transactions ordinarily are predominantly in

short-term Treasury obligations (Treasury bills, certificates of indebtedness
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and short-term Treasury notes) which are largely held by commercial banks and
which are the first issues to reflect a changing credit situation. Normally,
activity in the Treasury bill and certificate markets follows the ebb and
flow of funds between banks and the general course of money market forces;

in the short run, Federal Reserve operations have been conducted so as to
moderate extremes in the swings of such forces--at times anticipating devel-
opments, and at times waiting for them to be reflected in price and market
pressures, depending on the size and duration of the forces at work and the
psychology which the Bank has wanted to create in terms of "long-run" Federal
Reserve policy. ©Since the Treasury-Federal Reserve accord of March 1951, the
Federal Reserve has intervened in the market much less frequently, and the
market has become more accustomed to substantial fluctuations in prices
which, of course, are an attribute of a "free market'.

Repurchase agreements

As one means of smoothing out the operations of the money market,
the Federal Reserve Bank of New York from time to time enters into repurchase
agreements with qualified nonbank dealers. Under such an agreement the
Reserve Bank buys short-term Government securities--generally Treasury bills«-
from a dealer, paying therefor on the day of the agreement. The dealer
agrees to buy back the securities at any time at the option of either party
within a period specified in the agreement, not exceeding fifteen days. The
dealer pays the same price at which he sold the securities to the Reserve
Bank plus an interest charge for the period the Reserve Bank holds the se-
curities. This interest charge has customarily been at or close to the
discount rate.

Such repurchase agreements are used by the Reserve Bank with care
and discrimination as a means of providing the money market with Federal

funds in order to lessen a temporary strain on the market. The Reserve Bank
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pays the dealer Federal funds the day the agreement is made; this is the
only way, other than through member bank borrowing, that the Reserve Bank
puts Federal funds into the market immediately.* During periods of such
strain, the commercial banks which normally finance the dealers frequently
want their loans paid and charge penalty rates if the loans are not paid;
when the cost of carrying the securities exXceeds the income from them, the
dealers are under pressure to sell the securities. If the Reserve Bank buys
the securities under a repurchase agreement instead of outright for the
System Open Market Account, the dealer is obligated to buy back the securi-
ties and he pays a charge to the Reserve Bank until he does so; thus he
continues to seek to place the securities in the hands of investors. A
dealer might not be as alert and aggressive to place the securities with
investors if the dealer had sold the securities outright to the Reserve Bank.
If the money market continues under strain for the entire period specified
in the agreement, the Reserve Bank may renew the agreement. If the securi-
ties covered by the agreement are not repurchased by the dealer, or if the
agreement is not renewed, the securitiés involved are transferred to the
System Open Market Account or are sold in the market.

Although all the Federal Reserve Banks have been authorized by the
Federal Open Market Committee to enter into repurchase agreements, in prac-
tice virtually all such transactions since reinstatement of this authority
in 1948 have been entered into by the New York Bank.

Since the bank dealers are member banks they can borrow from the
Reserve Banks at the discount rate to carry securities in their trading ac-

counts. They have no need for the mechanism of the repurchase agreement.

% In the case of an outright purchase (i.e., one not subject to & repur-
chase agreement) delivery and payment are customarily made on the next
full business day following the contract of purchase.
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Federal Reserve operations
not effected with dealers

Handling maturing issues
held by Federal Reserve

The way the Reserve Bank handles maturing issues of Treasury bills
and, to some extent, other maturing Treasury obligations, is also an im-
portant phase of Govermment securities operations.

In the case of Treasury bills, when the System holds such bills,
it has a weekly decision to make as to the disposal of its holdings of the
maturing issue. It ig customary for the Treasury each Thursday to invite
tenders on a competitive basis for new Treasury bills maturing in 91 days.
Ordinarily, tenders are received up until 2:00 p.m. Eastern time on the
following Monday and payment is made on the following Thursday in order to
provide the Treasury with funds to meet the issue maturing on that date.

If the System declines to enter a bid for the new issue, or if its bid is
not accepted, the maturing bills held by the System will be paid by the
Treasury. I1f the amount of such payment is substantial the Treasury will
probably draw down its balances at the commercial banks to make the payment or
to replenish its General Account with the Reserve Bank; this will bring about
a reduction in member bank reserves. Customarily, however, the Reserve

Bank enters a bid for the new issue in the amount of the maturing issue
held by the Federal Reserve in order to assure the Treasury of a necessary
volume of tenders at some price. If the System’s holdings are substantial,
the price bid by the Federal Reserve may be very important. By raising or
lowering its bid in the light of its estimate of the bids that will be

made by others, the Reserve Bank may be relatively sure of an award of

new bills in about the same amount as its maturing bills, or of an award

of a substantially less quantity or even of none. Until recently, when a

broader market developed in response to the rising trend in short-term rates,
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the System was a large holder of Treasury bills and, depending on its maturity
schedule, could assume an active role in affecting reserve balances and
influencing rates.

Other issues of Treasury securities (certificates of indebtedness,
notes and bonds) are maturing frequently--several times a year. The maturing
issues are generally refunded by the Treasury by the offering of a new issue
in exthange for the maturing issue. If the Federal Reserve decides to sub-
scribe to the new issue for the full amount of the maturing issue it holds,
member bank reserves will not be affected.. On the other hand, if the Federal
Reserve decides to subscribe for a lesser amount of the new issue--if it lets
some of the maturing issue "run off"--the Treasury will probably have to
draw down its balances at the commercigl banks and this will put pressure
on member bank reserves.

Treasury "overdrafts'

Under limited circumstances the Federal Reserve may purchase an
obligation of the Government directly from the Treasury.

This is done on a temporary basis at the time of the quarterly
income tax payments. For example, on March 15, 1952, the Treasury had very
heavy expenditures. 1In addition to ordinary Treasury expenditures there
were interest payments due that day and there were several hundred million
dollars of marketable Government securities becoming due that day. Although
large income tax payments were also due March 15, in the nature of things
they could not be collected that day. It takes a number of days for the
various collectors of internal revenue to deposit tax checks and for the
checks to be collected.

In such circumstances the Federal Reserve Bank of New York bought
for the System open market account a special certificate of indebtedness of

about $800 million, maturing at the end of the month, with an option on the

o7
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part of the Treasury to repay it in whole or in part at any time. It was
paid off before the end of the month.

The Federal Reserve Act provides, in effect, that when the Federal
Reserve Banks buy Government securities, the securities must be bought in the
open market, except that up to $5 billion may be bought directly from the
Treasury.* The only Government securities purchased directly from the
Treasury have been these special certificates of indebtedness used at tax
payment dates.

They have never been outstanding more than a few days.

Summary conclusion

Open market operations are one instrument of general credit control.
In recent years they have been the most important instrument.

The primary purpose of open market operations is to influence the
supply, availability and cost of member bank reserves, and thus influence
the policy of the banks in making loans--in extending bank credit. The
System does, however, recognize two other responsibilities for taking action:

(1) to help see that conditions in the Government securities
market do not become disorderly;

(2) to help condition the market in connection with the
flotation of a new issue of securities by the Treasury.

The indirect impersonal method of restraining credit through general credit
controls is an important instrument in the fight against inflation. It

complements and in turn is complemented by, fiscal policy.

*¥ Ted. Res. Act, § 14(Db).
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EXHEIBIT A

TERMS ON WHICH FEDERAL RESERVE BANK OF NEW YORK
WILL TRANSACT BUSINESS WITH BROKERS AND DEALERS
IN UNITED STATES GOVERNMENT SECURITIES FOR THE

SYSTEM OPEN MARKET ACCOUNT

The Federal Open Market Committee has directed the Federal
Reserve Bank of New York (hereinafter referred to as the Bank) to
transact business in United States Government securities for the
System open market account with reputable brokers and dealers in
such securities who meet the qualifications and agree in writing to
comply with the terms and conditions set forth below.

1.

In determining whether a person (individual,

partnership or corporation, including a bank) is a
qualified broker or dealer with whom the Bank will trans-
act business, and the extent to which business will be
transacted with such person, the following factors will
be taken into consideration:

(a)

(b)

(c)

(d)

(e)

()
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Integrity, knowledge, and capacity and experi-
ence of management;

Observance of high standards of commercial
honor and Jjust and equitable principles of
trade;

Willingness (in the case of a dealer) to make
markets under all ordinary conditions}

The volume and scope of business and the con-
tacts such business provides;

Financial condition and capital at risk of
business; and

The reliance that can be placed on such person
to cooperate with the Bank and the Federal

Open Market Committee in maintaining an orderly
market for Government securities; to refrain
from making any recommendations or statements
or engaging in any activity which would en-
courage or stimulate undue activity in the
market for Government securities; and to refrain
from disclosing any confidential information
which he obtains from the Bank or through his
transactions with the Bank.
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The Bank will obtain from such person an agree-

ment in writing to comply with the following terms and
conditions:

(a)

He will furnish the Bank with a statement for
the confidential information of the Bank and
the Open Market Committee showing as of the
close of business each business day:

(1) The total amount of money borrowed
(directly and indirectly);

(2) The par value of all Government securi=-
ties borrowed;

(3) His position, both long and short, in
Government securities, classified by
classes of securities and maturity
groups (or by issues, if so requested
by the Bank);

(4) The volume of transactions during the
day in Government securities, classified
by classes of securities and maturity
groups (or by issues, if so requested

by the Bank); and

(5) Such other statistical data as in the
opinion of the Bank will aid in the
execution of transactions for the
System open market account.

At or before the completion of each transaction
with the Bank, he will furnish the Bank with a
written notification disclosing whether he is
acting as a broker for the Bank, as a dealer
for his own account, as a broker for some other
person, or as a broker for both the Bank and
some person. In the absence of a special agree-
ment to the contrary with the Bank with respect
to a particular transaction, he will not act as
broker for any other person in connection with
any transaction with the Bank, and he will
receive no compensation or profit of any kind
in connection with the transaction other than
the specified commission paid him by the Bank.

In the absence of special arrangements with the
Bank, delivery of securities will be made at

the office of the Bank before 2:15 p.m. on the
next full business day following the day of the
contract and all payments by the broker or dealer
will be in immediately available funds.
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(d) He will furnish the Bank not less frequently
than once during each calendar year with a re-
port of his financial condition as of a date
not more than 45 days prior to the delivery of
the report to the Bank in form acceptable to
the Bank and prepared or certified by a public
accountant acceptable to the Bank; and, upon
the request of the Bank, he will furnish it
with a statement of condition as shown by his
books as of a date specified by the Bank.

(e) Unless the Bank shall have informed him of its
desire to purchase or sell a particular issue
of Government securities, he will not solicit
from any other person offerings of or bids for
any issue of Government securities for the pur-
pose of placing himself in a position to offer
to sell to or to buy from the Bank securities
of such issue.

The Federal Open Market Committee has further directed
that the Bank decline to transact any further business with a broker
or dealer in any case in which the Bank has concluded that the
broker or dealer no longer meets the qualifications set forth above
or has willfully violated or failed to perform any of the terms and
conditions set forth in the agreement.

To the Federal Reserve Bank of New York:
The undersigned hereby agrees to meet the qualifications

and to comply with the terms and conditions set forth above.

Datedi..veiineeeenrrecnnnsennns C e be et s et et st ace v e anas o e

(Signature)

}ederal Reserve Bank of St. Louis
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6“ May 29, 1953.

PROPOSAL FOR _CHANGES IN TH® DIKECTIVES
OF THE OPEN MARKET COMMITTEE AND THE
EXECUTIVE COMMITTEE

At the meeting of the Federal Open Market Committee on
March 4-5, 1953, it was uncerstood that the staff would report on
the steps that would be necessary in the way of changing the Com-
mittee's directives or issuiﬁg new directives to carry out changes
in procedures agreed upon. In accordance with this understanding,
the staff has prepared a draft of revision of the general directive
of the full Committee consisting of generel instructions and a separate
gspecific directive. It has also prepared a draft of revision of the
directive issued ly the executive committee to the Bank which executes
transactions for the System acecount. The revisions are intended to
change only the form of the directives and are not intended to make
any changes of substance in the directives. Under the proposed forms
of directives, the procedure for their issuance would be somewhat as
follows:

-

(1) There would be general instructions issued once
a yesr by the full Committee, which would include the various
conditions and terms relating to operations of the System Ac-
count and cover a substantial portion of the matters hereto-
fore included in the directive issued et each meeting. (See
Exhibit A attached).

\

(2) A specific directive stating a more definite ®und
limited objective would be issued to the executive c ttee
by the full Committee at each of its meetings (Exhibit B);
and e simllar, and possibly more specific and limited, diyective
would be issued by the executive committee at esch of its meet-

refer to restraint upon inflctionary developments. Under other

ings to the PFederal Feserve Bank of New York (Exhibit C). For
{%ﬁ%J example, under certain conditions the specific directive would
}(’
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conditions, however, the objective might be to restrain de-
flationary developments, or the directive could be otherwise
changed to suit the then existing situation.

(3) 4 paragraph on purchase of special certificates
from the Treasury would be included both in the full Committee
specific directive and the exscutive committee specific di-
rective,

(4) Both the general instructions and the specific di-
rective of the Federal Open iiarket Committee would, of course,
have to be published as a part of the policy record of the Com-
aittee, but the directive of the executive committee to the New
York Feserve Bank would not be published.

There 2re & number of matters that would not be comprehended
by zeneral instructions or the specific directives from the full Com-
mittee to the executive committee, and, as in the past, matters of this
type would come up once a year for review by the full Committee. They
could, of course, be reviewed or changed &t any other meeting of the
full Committee. These would include:

(a) Conditions under which Federal Reserve Banks are
anthorized to enter into repurchase agreements with nonbank
dealers in United States Government securities;

(b) Conditions, including minimum buying rate, under
which Federal Hescrve Panks may purchase bankers! acceptances
in accordance with the regulations of the Federal Open Market

Comrittee;

{c) Purchase and sale of cable transfers, bills of ex-
ciienge, and bankers! acceptances payable in forsign currencies;

(d) Allocetion of securities in the System Open Market
Account;

(e) Persons to whom veekly report of open market operations
prepared by New York EReserve Bank ig distributed;

(f) Authority of the Chairman to appoint a Federzl Reserve
Benik as egent to operate the System Account temporarily in case
the Federal Regerve Bank of New York is unable to function;

(g) Technique of open market operations and relationships
with Government securities dealers.
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In coanection with paragraph (5) of the proposed General
Instructions (Exhibit A attached), vwhich relates to the necessity
in an emergency for executive committee action in order to correct a
disorderly situation in the market; it has been suggested that the
following language be added at the end of the paragraph: "and in
such circumstances such intervention may be initiated by the Federal
Feserve Bank selected to execute transactions for the System Open
Market Account with the approval of the members of the executive com-
uittee with whom it is able to communicate." Vhile this suggested
additional language is merely explenatory in character, it has not
been included in the draft of the proposed General Instructions pend-
ing consideration of the matter, because the instructions and directives
attached are intended to conform as closely as possible and without

chanze to the record of action already taken.

Attachments
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EXHIBIT A

PROPOSED GENERAL INSTRUCTIONS FROM FEDERAL OPEN MARKET COMMITTEE TO
EXECUTIVE COMMITTEE

(1) The executive committee of the Federal (pen Market Com-
mittee is hereby instructed, until otherwise instructed by the Federal
Open Market Committee, to conduct transactions and operations for the
System Open Market Account in accordance with the conditions and
restrictions set forth in the following paragraphs and in accordance
with such operating instructions and with such special directives as
may be prescribed by the Federal Open Market Committee from time to
time,

(2) All such transactions and operations for the Account
(being hereinafter referred to as "operations®") shall be conducted
in the light of current and prospective economic conditions and the
general credit situation of the country and with a view‘to relating the
supply of funds in the market to the needs of commerce and business
and to the practical administration of the Account, Operations, under
the present policy of the Federal Open Market Committee, are not to be
conducted to support any pattern of prices and yields in the Government
securities market, and intervention in the Government securities market
is to be solely to effectuate the objectives of monetary and credit
policy (including intervention to correct disorderly markets).

(3) Operations may comprise purchases, sales, exchanges
of maturing securities directly with the Treasury, and letting securities
mature without replacement, and may include transactions for the System
Account with a Federal Reserve Bank for foreign account or for miscel-

laneous Treasury trust or agency accounts.

igitized for FRASER
ttp://fraser.stlouisfed.org/
ederal Reserve Bank of St. Louis



Digitized for FRASER

S R I
’ Reproduced from the Unclassified / Declassified Holdings of the National Archives

~ DECLASSIFIED |
Authority £, [0%0]

0=

(L) Securities may be purchased directly from the Treasury
in accordance with special directives issued from time to time by
the Federal Open Market Committee.,

(5) Operations may be conducted for the purpose of correcting
a disorderly situation in the Government securities market, but inter-
vention in the market for this purpose may be initiated only upon the
affirmative vote of the executive committee after the existence of a
situation seeming 10 require correction has come to its attention through
notice from the Manager of the Account or otherwise; but it is recognized
that in the event of an emergency, such as an international crisis, it
may not be possible to canvass all members of the executive committee
before initiating such intervention.

(6) Under present conditions, operations should be confined
to short-term securities (except in the correction of disorderly markets
in accordance with the provisions of the preceding paragraph). During g
period of Ireasury financing (except the issuance of Treasury bills) the
executive committee should refrain from purchasing or arranging for the
purchase of (1) any maturing issues for which an exchange is bteing cffered,
(ii) when issued securities, and (iii) any outstanding issues of comparable

maturity to those being offered for cash or exchange.

5-29-53
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EXH. ..T B

PROPOSED SPECIFIC DIRECTIVE FROM FEDERAL OPEN MARKET COMMITTEE TO
BEXECUTIVE COMMITTEE

General. - (a) The executive committee is directed until
otherwise directed by the Federal Open lMarket Committee to arrange
for such transactions and operations for the System Open iMarket

Account as may te necessary with a view to exercising restraint upon

inflationary developmentsi;

(b) The aggregate amount of securities held in the System Open
Market Account (including commitments for the purchase or sale of securi-
ties for the Account) at the close of this date shall not be increased

or decreased by more than § billion;

(c¢) All such transactions and operations shall te conducted
in accordance with the general instructions issued by the Federal Open
Market Committee to the executive committee on s 195 .

Special Certificates of Indebtedness. - The executive committee

is directed, until otherwise directed by the Federal Open Market Committee,
to arrange for the purchase directly from the Treasury for the account

of the Federal Reserve Bank of New York of such amounts of special
short-term certificates of indebtedness bearing a rate of 1/l of 1 per
cent per annum as may be necessary from time to time for the temporlary
ecoudationof the Treasury., The Federal Reserve PBank of iew York

%8 authorized in its discretion, in cases where it seems desirable, to

+#+The words "with a view to exercising restraint upon irnflationary
jevelopments" would, of course, be changed or made more specific to
accord with the special objective of operations under conditions
existing at the time,
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issue participations in such certificates to one or more Federal Reserve
Banks, and such Reserve Banks are authorized to accept such participa-
tions, The total amount of such special certificates held at any one
time by the Federal Reserve Ianks shall not exceed in the aggregate

% billion,

5-29-53
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EXHIBIT C

PROPOSED SPECIFIC DIRECTIVE FROM EJECUTIVE COMIITTEE
TO FEDERAL RESERVE BANK OF NEW YORK
General, - (a) The Federal Reserve Bank of New York is di-
rected until otherwise directed by the executive committee to make
such purchases, sales or exchanges for the System Open Market Account

as may be necessary with a view to exercising restraint upon infla-

tionary developments¥;

(b) The aggregate amount of securities held in the System Open
Market Account (including commitments for the purchase or sale of securi-
ties for the Account) at the close of this date shall not be increased or
decreased by more than 3 billion;

(¢) A1l such purchases, sales and exchanges shall be carried
out in accordance with the general instructions issued by the Federal
Open Market Committee to the executive committee on » 195_! and
the special directive issued by the Federal Open ifarket Committee on

’ 195_.

Special Certificates of Indebtedness. - The Federal Reserve

Bank of New York is directed, until otherwise directed by the executive
committee, to purchase directly from the Treasury for the account of the

"ederal Reserve Bank of New York such amounts of special short-termn

#The words "with a view to exercising restraint upon inflationary
developments" would, of course, be changed or made more specific to
accord with the special objective of operations under concdiuions
existing at the time. Where circuwastances require it, the language
of the directive might contain a specific instruction to purchase
or to sell securities up to a stated amount or within certain ranges.

.org/
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certificates of indebtedness bearing a rate of 1/l of 1 per cent per annum
as may be necessary from time to time for the temporary accocmmodation of
the Treasury. The Federal Reserve Bank of New York is authorized in its
discretion, in cases where it seems desirable, to issue participations in
such certificates to one or more Federal Reserve Banks, and such Reserve
Banks are authorized to accept such participations. The total amount of
such special certificates held at any one time by the Federal Reserve

Banks shall not exceed in the aggregate billion.

5/29/53
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At the meeting of the executive committee of the Federal

PROPOSAL RE_OPEN MARKET DIRECIIVE

Open Market Committee on April 8, 1953, it was understood that the
staff would prepare a revision of the general directive of the full
Committee and of the executive committee for consideration gt a sub-
sequent meeting. Accordingly, the staff has studied this matter and
now wishes to suggest for the consideration of the executive comnittes,
and for possible recommendation bty the executive committee to the full
Committee, the following proposal:

(1)‘There would be genersl instructions issued once a year
by the full Committee, which would include the varioud conditions and
terns relating to operations of the System Account and cover a sub-
stantial portion of the mattefs heretofore included in the directive
issued at each meeting.

(2) A special directive stating a more specific and limited
objective would be issued to the executive committee by the full Com-
mittee at each of its meetings; and a similar, and possibly more
specific and limited, directive would be issued by the executive com-
mittee at each of its meetings to the Federal Reserve Bank of New York.
For example under certain conditions the special directive would refer
to restraint upon inflationary developments. Under other conditions,
however, the objective might be to restrain deflationary developments,
or the directive could be otherwise changed to suit the then existing

situation.
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(3) A paragrapgh on purchase of special certificates from

the Treasury would be included both in the tull Committee special di-

rective and the executive committee special directive.

(4) Both the general instructions and the specific directive

of the Federal Open Market Committee would, of course, have to be pub-
lished as a part of the policy record of the Committee, but the di-
rective of the executive committee to the New York Reserve Bank would

not be published,

(5) There are a number of metters thet vould not be compre-

hended by general instructions from the full Committee lo the executive

comnittee, and these would also come up once a year for review by the

Committee. These would include:

(a) Conditions under which Federal Reserve Banks are au-
thorized to enter into repurchase sgreements with nonbank
dealers in United States Government securities;

(b) Conditions, including minimum buying rate, under which
Federal Reserve Banks may purchase bankers' acceptances in ac-
cordance with the regulations of the Federal Open Market Committee;

(¢) Purchase and sale of cable transfers, bills of exchange
and bankers' acceptances payable in foreign currencies;

(d) Allocation of securities in the System Open Market Ac-
count;

(e) Persons to whom weekly report of open market operations

prepared by New York Reserve Bank 1g distributed;
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(£) Authority of the Chazirman to appoint a Federal Reserve
Bank as agent to operate the System Account temporarily in case
the Federal Reserve Bank of New York is uvnable to function;

(g) Technigque of open market operations and velationships
with Government securities dealers, including use of technique
of reluctant buying; conduct of transactions with declers as
principals on 2 net basis; statement that there should be no
refusal to buy bills zcquired by dealers on a cash basis; in-
forming nonbank dezlers in advance when repurchase facilities
will be made awvailable; restricting information solicited by the
trading desk to eliminate identification; furnishing on a volun-
tary basis of reports by deslers ags to their positions; and
statement as to asking dealers to rsport during the trading day
in detail.

In connection with paragraph (5) of the proposed General

Instructions, attached, which relates to the necessity in an emergency
for executive committee action in order to correct a discrderly situ-
ation in the market, it has heen suggested that the following language
be added at the end of the poragraph: "and in such circumstances such
intervention may be initiated by the Federal Reserve Bank selected to
execute transactions for the System Open Market Account with the ap-
proval of the mewbers of the executive commitiee with whom it is able

to comnunicate." Vhile this suggested additional language 1s merely

Ot

e¥planatory in character, it has not been included in the draft of the
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proposed General Instructions pending consideration of the matter
by the executive committee, because the instructions and directives
attached are intended to conform as closely as possible and without

chenge to the record of action already taken.

Attachments

5/8/53
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PROPOSED GENgRAL INSTRUCTIONS FROM FEDERAL OPEN MARKST COMMITTEE 1O
EXECUTIVE COMMITTEE

(1) The executive committee of the Federal Open Market Com-
mittee is hereby instructed, until otherwise instructed by the Federal
Open larket Committee, to conduct transactions and operations for the
System Open Market Account in accordance with the conditions and
restrictions set forth in the following paragraphs and in accordance
with such operating instructions and with such special directives as
may be prescribed by the Federal Open Market Committee from time to
tire.

(2) All such transactions and operations for the Account
(being hereinafter referred to as "operations") shall be conducted
in the light of current and prospective economic conditions and the
general credit situation of the country and with a view to relating the
supply of funds in the market to the needs of commerce and business
and to the practical administration of the Account. Operations, under

the present policy of the Federal Open Market Committee, are not to be

conducted to support any pattern of prices and yields in the Government
securities market, and intervention in the Government securities market
is to be solely to effectuate the objectives of monetary and credit
policy (including intervention to correct disorderly markets).

(3) Operations may comprise purchases, sales, exchanges
of maturing securities directly with the Treasury, and letting securities
mature without replacement, and may include transactions for the System
Account with a Federal Reserve Bank for foreign account or for miscel-

laneous Treasury trust or agency accounts,.

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



I Reprocuced rom the Unclassifed Dociassifed Holdings of e Neonal Arives.  [——— DECLASSIFIED ]
Authority £, j050]

D

(4) Securities may be purchased directly from the Treasury
in accordance with special directives issued from time to time by
the Federal Open lMarket Committee,

(5) Operations may be conducted for the purpose of correcting
a disorderly situation in the Government securities market, but inter-
vention in the market for this purpose may be initiated only upon the
affirmative vote of the executive committee after the existence of a
situation seeming to require correction has come to its attention through
notice from the Manager of the Account or otherwise, but it is recognized
that in the event of an emergency, such as an international crisis, it
may not be possible to canvass all members of the executive committee
before initiating such intervention.

(6) Under present conditions, operations should be confined
to shori-term securities (except in the correction of disorderly markets
in accordance with the provisions of the preceding paragraph). During a
period of Treasury financing (except the issuance of Treasury bills) the
executive committee should refrain from purchasing or arranging for the
purchase of (i) any maturing issues for which an exchange is being offered,
(ii) when issued securities, and (iii) any outstanding issues of comparable

maturity to those being offered for cash or exchange.

5-8-53
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PROPOSED SPECTAL DIRECTIVE FROM FEDERAL OPEN MARKET COMMITTEE TO
EXECUTIVE COMMITTEE

General. - (a) The executive committee is directed until
otherwise directed by the Federal Open Market Committee to arrange
for such transactions and operations for the System Open Market

Account as may be necessary with a view to exercising restraint upon

inflationary developmentsi;

(b) The aggregate amount of securities held in the System Open
Market Account (including commitments for the purchase or sale of securi-
ties for the Account) at the close of this date shall not be increased

or decreased by more than § billion;

(¢) All such transactions and operations shall be conducted
in accordance with the general instructions issued by the Federal Open
Market Committee to the executive committee on June 9 1953.

Special Certificates of Indebtedness. - The executive commitiee

is directed, until otherwise directed by the Federal Open Market Committee,
to arrange for the purchase directly from the Treasury for the account
of the Federal Reserve Bank of New York of such amounts of special

short-term certificates of indebtedness bearing a rate of 1/l of 1 per

cent per annum as may be necessary from time to time for the temporary
accommodation of the Treasury. The Federal Reserve Bank of New York

is authorized in its discretion, in cases where it seems desirable, to

% The words "with a view to exercising restraint upon inflationary
developments" would, of course, be changed or made more specific to
accord with the special objective of operations under conditions
existing at the time.
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issue participations in such certificates to one or more Federal Reserve
Banks, and such Reserve Banks are authorized to accept such participa-
tions. The total amount of such special certificates held at any one
time by the Federal Reserve Banks shall not exceed in the aggregate

$ billion.

5-8-53
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PROPOSED SPECIAL DIRECTIVE FROM EXECUTIVE COMMITIEE
TO FEDERAL RESERVE BANK OF NEW YORK
General. - (a) The Federal Reserve Bank of New York is di-
rected until otherwise directed by the executive committee to make
such purchases, sales or exchanges for the System Open Market Account

as may be necessary with a view to exercising restraint upon infla-

tionary developments#;

(b) The aggregate amount of securities held in the System Open
Market Account (including commitments for the purchase or sale of securi-
ties for the Account) at the close of this date shall not be increased or
decreased by more than $ billion;

(c) All such purchases, sales and exchanges shall be carried
out in accordance with the general instructions issued by the Federal
Open Market Committee to the executive committee on June _, 1953, and
the special directive issued by the Federal Open Market Committee on
June _, 1953,

Special Certificates of Indebtedness, - The Federal Reserve

Bank of New York is directed, until otherwise directed by the executive
committee, to purchase directly from the Treasury for the account of the

Federal Reserve Bank of New York such amounts of special short-term

#The words "with a view to exercising restraint upon inflationary
developments" would, of course, be changed or made more specific to
accord with the special objective of operations under conditions
existing at the time. Where circumstances require it, the language
of the directive might contain a specific instruction to purchase
or to sell securities up to a stated amount or within certain ranges.,
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certificates of indebtedness bearing a rate of 1/4 of 1 per cent per annum
as may be necessary from time to time for the temporary accommodation of
the Treasury. The Federal Reserve Bank of New York is authorized in its
discretion, in cases where it seems desirable, to issue participations in
such certificates to one or more Federal Reserve Banks, and such Reserve
Eanks are authorized to accept such participations, The total amount of
such special certificates held at any one time by the Federal Reserve

Banks shall not exceed in the aggregate § billion,

5/8/53
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OF NEW YORK ., -

RESEARCH MEMORANDUM

-

To Mr. Carr Date May 8, 1952
From M. McWhinney Subject Measuring the "neutrality"

of Federal Reserve open
market operations

Copies To members of the Informal Credit Policy Group

The first problems that arises in measuring the "neutrality” of
Federal open market operations is a definition of "neutrality". It may be
defined as a policy dedicated to maintaining the volume of bank reserves
available for use on an approximately stable level, with longer-term changes
in bank reserves resulting from seasonal currency flows and similar factors
compensated for by System purchases or sales of securities, and with short-
term (day-to-day and week-to-week) changes adjusted by increases or decreases
in member bank borrowings from the System. Such a definition, however, raises
two questions: (1) whether Reserve System credit should be used to increase
the money supply in response to seasonal demands for commercial loans, and if
so, how much credit should be supplied; and (2) whether Federal Reserve credit
should be supplied through open market operations, or through an increase in
member bank loans and discounts.

When deposits are declining as a result of seasonal loan repayments
and no appreciable amount of borrowings are outstanding, it seems logical to
absorb the reserves thus freed by means of open market operations, and in the
following tables and discussion changes in required reserves have been in-
cluded with the group of factors geared to open market operations. However,
a theoretical basis also exists for shifting required reserves to the group
of irregular factors, losses from which the banks must meet by borrowing.
Table I illustrates this point. At first glance System sales of securities

in the period August 1, 1951 to March 5, 1952 (the reasons for the selection

’ FOL yirpg
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Table I‘

Net Change in the Factors Affecting Member Bank Reserve Positions
“August 1, 1951 - March 5, 1952

(In millions of dollars;
(+) denotes increase, (-) denotes decrease in excess reserves)

9ot 21

oS
TNy 21 facker NN,
| 3 s
Items showing seasonal or ™20 ]
longer-term trends
1. Gold and forelgn account +1,759 + 99 + 194
2, Currency circulation - 622 4+ Y ~ L9
3. Required reserves - 136 43> -~ Ji1¥
Total of items 1,2; gnd 3 + 401 +I15 + 5 b
Federal Reserve holdings of securifies - 567 ~1(5] - @

Widely fluctuasting or
irregular items

‘4, Treasury transactions - 38 4 r2Y + 207

5. Float + 193 =393 -3.60

6. Other F. R. deposits, etc. - 13 449 + 5

Total of items 4,5, and 6 + 12 ~91 + bl

Excess reserves less borrowings - 2.4 - | |<[ - "TL;'
Federal Reserve discounts and

advances - 24 F Dﬁ‘-'j/ +349

Excess reserves - 48 175 +1%9

TJIHY 1 s +19F9 4 4 1

T ool -5el =g = )

+ R '—@5"\"3' 189 ) Jf’?’l

"\&%w i S RV + 736 - 3 <+ 0l ‘7L
E M Ay A A At ~ L{{ -}['3 g 112D
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of these dates are outlined later) appear to have more than offset bank
reserve gains fron longer-term factors. However, a closer examination of the
figures indicates that sales of securities absorbed only half of the net re-
serves gained through gold and foreign account operations and currency flows
and that the net increase in required reserves during this period was larger
than the amount of reserves absorbed by System sales of securities.

The selection of a starting point for measuring the success of the
Reserve System's current neutrality policy is somewhat difficult. Ideally
the starting point should be the coincidence of the beginning or end of a
cycle for as many as possible of the factors affecting the volume of bank
reserves, It should also be a period when the money market was about in
balance with no slack in the banks' reserve positions and at the same time no
unusual pressure on them.

The period which comes closest to meeting these criteria is probably
the beginning of last August, just prior to the end-of-year rise in currency
circulation and commercial loans, and the start of renewed gold inflow. How-
ever, the situation has changed somewhat since last August and for analysis
of current developments, it seems more appropriate to use a more recent date.
The next best starting point, therefore, seems to be March 5. Currency was
returned to the banking system in volume in January and then the total amount
outstanding leveled off in February, although there were still minor week-to-
week fluctuations. Commercial loans of the weekly reporting member banks also
declined in January and leveled off in February prior to a temporary rise over
the March tax date. The Reserve System sold a large amount of securities in
January to compensate for those purchased at the end of 1951 and then largely
withdrew from the market. The required reserves of member banks declined

almost steadily for the first two and a half months of 1952. While most of
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these factors would suggest a second best starting point as somewhere in the
middle of February, the money market was under considerable pressure during
most of that month, so March 5 would seem to be a better choice than a
February date,

For the period March 5 through April 30, currency, gold and foreign
account operations, and changes in required reserves resulted in a net gain
to the banks of 115 million dollars (see Table II). Sales of securities from
the System Account, on the other hand, absorbed 151 million dollars. The
other more irregular market factors(primarily float and Treasury) absorbed
an additional 81 million. To make up for these losses and increase their
excess reserves slightly, the banks borrowed 293 million dollars from the

Reserve Banks.
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Table II

Factors Affecting Member Bank Reserve Posgitions,
March 5 - April 30, 1952

(In millions of dollars; (+) denotes increase,
(-) denotes decrease in excess reserves)

Factor Week ended
March March March April April April April April
12 19 26 2 9 16 23 30

Items showing seasonal or longer-
term trends.
1. Gold and foreign account

Week + 35 4+ 20 + 1 - 20 + 5 - 14 4+ 40 + 22

Cumulative + 55 + 56 + 3% + 41 + 27 + 67 + 89
2, Currency circulation

Week + 12 + 91 + 32 -116 - 81 + 90 + 103 - 127

Cumulative + 103 + 135 + 19 - 62 + 28 + 131 + 4
3. Required reserves

Week - 16 - 445 + 127 + 29 + 88 - 80 + 113 -~ 61

Cumulative - 461 -334 - 38 + 50 - 30 + 83 + 22

Cumulative total, items 1, 2, 3. +4 31 =303 -143 + 17 + 29 + 25 + 281 + 115

Federal Reserve securities

Week + 16 +295 ~297 - 14 - 20 - 27 - 95 - 9
Cumulative + 311 + 14 0O - 20 - 47 - 142 - 151
Widely fluctuating or irregular
items
4. Treasury transactions
Week + 31 + 647 + 4 -282 - 78 -153 - 355 + 431
Cumulative + 678 + 682 + 400 + 322 + 169 - 186 + 245
5. Float
Week - 95 + 374 -550 + 51 - 35 4+ 289 -249 - 178
Cumulative + 279 -271 =-220 -255 + 34 -215 - 393
6. Other F. R. accounts, etc.
Week + 22 + 62 4+ 3 - 43 + 10 -.74 + T + 80
Cumulative + 84 + 87 + 44 + 54 - 20 - 13 + 67
Cumulative total, items, 4, 5, 6. - 42 +1041 + 498. + 224 + 121 + 183 - 414. - 81

Excess reserves less borrowing

Week + 4 4043 - 679 - 128 - 110 + 32 - 438 + 158
Cumulative 4,047 + 368 + 240 + 130 + 162 - 276 - 118
Federal Reserve discounts and
advances
Week - 26 -231 + 44 - 40 + 38 + 454 + 208 - 154
Cumulative - 257 -213 -253 - 215 + 239 + 447 + 293

Excess Reserves
Week - 22 + 812 -635 -168 - T2 + 486 -230 + 4
Cumulative + 790 + 155 13 - 85 + 401 + 171 + 175
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July 13, 1551

Dear Hr, Hores:

I certainly appreclate'your nice letter of July 10
giving me the comments of the individuial members of the
¥ational Assoclation of Mutusl Savings Panks Conmlttes
on Jovernment Tecuritles and the Public Debt. These are
very helpful, and ] will be in touch with you again as
our plans crystslise.

#ith all good wishes,

Sincerely yours,
O ST

FENEtAE S
"--._;_;} Y;,:y_i.
YWol, aa

LA V/‘ S
E e e e
dme el Yarting Jr.

¥r. J. Peed ¥orss

President

The Boston Five (ents
Savin:s Fank

#iyote

FlILE COPY
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THE BOSTON FIVE CENTS SAVINGS BA!

INCORPORATED APRIL 1854

CABLE ADDRESS : BOSTONFIVE - BOSTON
30 SCHOOL STREET
J.REED MORSS BOSTON. MASSACHUSETTS

PRESIDEN July 10, 1951

/

Mr. Wm. McC. Martin, Jr., Chairman
Board of Governorsof

The Federal Reserve System
Washington, D. C.

Dear Mr. Martin:

\Xgprwletter.to me of June 14 has been pre-
sented to the individual members of the National
Association of Mutual Savings Banks Committee on
Government Securities and the Public Debt. In view
of the many complex and technical considerations
necessary for a final conclusion, we would like to
limit any observations to the rather direct effect on
savings banks of any change in proceaure .in the Govern-
ment Securities market. If it were possible by any
method to broaden that market, such would obviously
be a most desirable result. It would be heartily
supported by the Savings Bank system.

We recognize that the present arrangement
of a comparatively few gualified Government Securities
dealers may appear in some instances as possibly
undemocratic and restrictive and so worthy of review.
However, as a practical matter there appears to be a
real need for a group of sponsors and specialists
willing and able to make a market out of their own
inventory position without waiting in every case for
matching orders. The interests of such a specialist
group will be best served if they can be successful
in creating a broad interest in government securities.
Also it appeals to us as advantageous for the Govern-
ment to be one step removed from the normal trading
routine and to act only as a "hidden hand" and con-
fidentially with its dealer group when necessary.

We recognize too that swings in desler
inventory position may accentuate rather than
stabilize market trends and that present money market
factors are working against the ability of dealers to
Ycarry" an adequate inventory position. ©Still, for
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THe S0STON FIVE CENTS SAVINGS BANK

Mr. Wm. McC. Martin, Jr. Chairman
Page 2
July 10, 1951

the time being, we would be first inclined to consider
ways for strengthening and improving the dealer
organizations rather than to discuss their weakening
or possible elimination.

An additional point mizht well be as to the
enlistuent of brokerage support, probably on a com-
pensation basis, for the actual retailing of govern-
ment securities to individual buyers. There would be
so many interests here involved that we would hesitate
to initiate a study without further word that such
would be of real interest to you.

Very possibly our imagination has not been
sharp enough to consider the angles you have in mind,
so that above statement perhaps should be marked
"tentative™ pending receipt of the further suggestions
you mention. We agree that a discussion of this kind
may well be productive of improvements of broad benefit.
Certainly without provocative discussion and considera-
tion progress is often too long delayed.

As will be the regular practice, I have
asked the committee members to contribute only their
own thinking and so not to stir up this or any future
questions into public view.

Sincerely,

JRM:rce

Fjaderal Reserve Bank of St. Louis
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June 1k, 1951

Dear Mr. Morss:

Thank you for yuur. pice leatiter of .me;lgplming the Commitise
on Qovernment Securities and the Public Debt of the Hational Amsociation
Mutual Savings Banks at the disposal of the Federal Reserve, I ap-
preciate this very much and can assure you we will cooperate completely.

1 am graduslly organizing s study of the aderuacy and scope of the
Government Securities Market. We have received a lot of critiocism of
the operations of the Open Market Committes and of the system of qualified
deslers. There has been some dircussion that perhaps the market should be
moved from the Federzl Reserve Rank of New York to the Stock Exchange or
some other neutral point and our operations be conducted by Government
broker or brokers along the iines of the Eritish system. Seversl Congress-
men have been urging that the market be transferred to Washington, which
seems impractical to us, and many similar suggestions are flosting asround.
It seems to me that this is & propitious time to rethink and re-examine
this whole probtlem. It would be very helpful to have your group partici-
pate with us in such & study and in the oourse of the next few wseks, I
will forward a few specific suggestions for your consideration. In the
noantine, 1 am passing on what our preliminary thinking is so that you
oan discuss 1t with any members of your committse and let me have any
ideas which ogcur to you.

I will keep in touch with you and appreciate very much your cooper-
ation.

With all good wishes,
Sincerely yours,

Wm, MoC, Martin, Jr.

Mr, J. Reed Morse
President
The Poston Fiwe Cents Savings Bank

- EILE COPY
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THE BOSTON FIVE CENTS SAVIN Gyé=k

INCORPORATED APRIL 1884

CABLE ADDRESS : BOSTONFIVE °- BOSTON

30 SCHOOL STREET
BOSTON, MASSACHUSETTS

mp, William McC. Martin, Chairman
Federal Heserve Board
washington, D.C.

Dear Mr. Martin:

For the coming year Mr. denry bruere of the
Bowery Savings Bank, New York, has expressed the wish
that he not be re-appointed Chairman of tneANational
Association Mutual Saviugs panks Committee on Govern-
ment Securities and thne Public Debt. 4in his stead
I have agreed to act as Chairman of that comnitttee.
Enclosed is a list of the ine.bership.

The real purpose of this letter is to place
this comnittee at your disposal for any future activity
that night serve your purpose. It occurs to me that
you nignt at sometime like to have us gather information
or estimates of the savings banks positions as to
future loan commitments for instance, or that you mizht
reguest tne committees position on some future develop-
ment in order that your file record mignt be complete.
We naturally hesitate to grind out a series of opinions
which might be of no interest to you, but we would be
glad indeed to serve a useful purnose, In fact, I
rather feel that the National association of riutual
Havinzgs Banks would appreciate » feelin; of participation
in the national effort and might as a result be more
enthusiastically cooperative witn future moves.

I can guarantee that, if you wish, any
inguiry of me can be held in the most strict of con-
fidence and [ believe the suame to be true of the other
comnittee members,

It is possible that I uway see you in the cqurse
of the next few months with Bob Fleming's Ava comunitteg
and may have an opportunity to speak of this matter at
that tiume, in which event you will have at least t:i
much aavance notice of our thinking.

Very truly yours,

£ ﬂ¢ ’/'
JEM:nsc :
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COMMLTTE ON GOVorwMen® dSelunltles & THo PUBLIC uboT

May 1951 - 1952

J. heed Morss, president, The Boston Five Cents Savinys bank, Massachusetts
CHAIRMaN

Alfred J. Casazza, vice presiaent, Savings Banks Trust Company, New York

John H. Duerk, assistant vice présiaent, The Howard Savings Institution,
Newark, New Jersey

C. Lane Goss, nresident, Worcester County Institution fH r bavings,
Massachusetts

Richard a. Holton, vice president, kast New Yorxk Savings Bank, prookiyn,
New York

Charles J. Lyon, president, Society for Savings, Hartford, Connecticut
Clifford F. Martin, presiaent, City Suvings bank of Pittsfield; Mass.

Alfred C. Middlebrook, vice president, East River Savings Bank, iNew
York City

Jon Ohlenbusch, vice president, The bowery Savings bank, New York City

A, bdward Scherr, Jr., vice president-tre-surer, The Dime S:vings Bank
of brooklyn, New York

Levi P. Smith, presiaent, Burlington Savings Banx, Vermont

Fran« W, Wrightson, presiaent, Provident Savings oan« of Baltimore, Md.
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FEDERAL RESERVE BANK e s it
OF
PHILADELPHIA

(ZoNE 1)

April 18, 1951

Mr. Ralph A. Young, Director
Division of Research and Statistics
Board of Governors of the

Federal Reserve System

Washington 25, D. C.

Dear Ralph:

Attached is the tabular material that I
mentioned to you over the phone. I hope it may be
of some help in giving a chronology of Federal
Reserve actions,

Sincerely,

")

Karl R, Bopp
KRB/b Vice President
Enc,

ttp://fraser.stlouisfed.org/
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Open Market New York iy . . .
Date (in millions Discount Rate Prevailing Industrial and Credit Conditions
of dollars)
1917 + 4 to 4% | Large volume of discounts ($100 million in 1917 to $2.8 billion in 1920).
1918, e + to 45!% Boberkial Tafiation unpa.raiieled sxpansion oF Gredit: prices devbie prewar
1-20s 6-20 + g to 7“’ level; reserve ratio near minimum; cormodity speculation heavy; bank credit
. " | besed upon inflated prices; prices of stocks and bonds declining, . .

Deflation in commodity prices and agncultural values; business actxnty at
5-21112-21 - 7 to 4¥%| low level; discounts down to $1 billion; prices of bonds advancing sharply;
_stocks fairly steady.

Business recovering from low in early 1921' agnculture st111 depressed and

1-22: 5-22 Eought 3400 Unchanged prices low; prices of other commodities advancing; prices of stocks and

~  bonds advancing sharply; discounts declining. _

6-22 140 4 Business recovering but somewhat irregularly in first ha.lf' d1scounts down
- 4z to * to $400 million; prices of bonds high,

Excesses developlng in business recovery, pnces rlsmg. ‘1abor shortages ap-
6-2% 7-23 £ald $25)+ 4 to 4%% pearing; too rapid expansion in scme industries,

(First transaction in joint investnent account.) Business and prices reced-|

ed; European countries considering returmn to gold standard - hoped that

1 .

12-231 9-24 Bought  $510/ - “to3% eagy money here would facilitate outflow of gold; stocks and bonds advane-

ing.

- Business at high level; discounts rising; acceptances high; prices rising;

Hrdh 33 el B0+ 3 % W stocks and bonds advancing.
Business had advanced sharply in late 1925; bills discounted up sharply

126 + 3% to 4 %| throughout 1925; acceptances up in later months. Food prices up in 1925;
stocks and bonds advancing.
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_#Nﬁisiness leveling off, following small decline; discounts declmmg, pncas :
4-25 Eought 865{ - 4 to 3%% faa.rly stoady at relatively high level: temporary break in stocks; bonds '

Productive actznty advancing to peak; prices fairly steady; stocks and
bonds fairly steady. e e e e e
Production down substentially until November; commodity prices weak in
$230| - 4 to 3 early part of year - farm and food prices up sharply in second hal f; dis~

27) counts low all year; stocks advencing sharply; bonds advancing; Buropean
finances strained,

8-265 9-26 | old $80| + 35to4¢

5-27111-27 | Eought
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Oren Market New York
Date (ir nillions Di o t ot Prevailing Industrial and Credit Conditions
of dollars) scoun e
Industrial production expanding rapidly; prices relatively stable except
1-28: 4-29 Sold 3405 [+ 31 to 5 % {fam products and foods; bills discounted increased frorm 3500 nillion to
” $1 billion; prices of stocks increasing sharply; prices of bends declining. |
8-29 + 5 to 6 % |Stock prices advancing sharply; direct action applied to banks.
Qutside lenders withdraw funds; production, comnodity and stock prices drop
10-29:112-30 |Bought $560 |-~ 6 to 2 % |sharply; bonds sustained until last few nonths; discounts declined sharply to
$250 nilliom, ,
5-31: 8-31 Bought $130 |- 2 to 1;2% lc:i:duct:on declining sharply; stocks, speculative bonds, and commodities de-
Gold flowing out as England sbandons gold standard; Buropean financial sys-
1 14 | tems strained; bills discounted increase from & billion to over &% billion;
9-31:12-31 + 13 %o 33% stock, bond, and conmodity prices declining sharply; drop in business tem~
porarily halted.
1 1, { Production and stock and bond prices reach depression low; commodities de-
2-32; 8-32 | Bought $1,110 |- 33 %0 25k | 1ining, discounts declining,
Acceptances and bills discounted increase sharply; stock and bond prices re-
2-33; 3-33 + 2} to 3% | ceding after sharp spurt in third quarter of 1932; commodity prices reach
depression low; production low but on verge of sharp advance,. @~
Production and stock, speculative bond, and commodity prices advance sharplys;
4-33:11-33 |Bought $570 |- 33 to 2% wage rates increase sharply; discounts and acceptences decline,
Production recovers irregularly to peask in November 1936; prices of stocks,
bonds, and comnodities advance to peak; wage rates reach pesk; inventory
11-33s 3.37 - 2 to 13% | speculation heavy in 1936 and early 1937; reserve requirements raised 50% in
August 1936 and further increases announced; large volume of gold coming
into country, e e e e
437 Bought $96 Business and prices turn down into sharpest recession in history:; shortage
8 of reserves at individual banks feared; market for government bonds breaks, .
8-37: 11-37 | Bought $38 |- 11 to 1 % |Business and prices in a period of sharp decline,
5.19; g.ag | 14l bills Allowed bills to run off because of premium prices; production increasing:
redeened® prices of commodities weak; bonds near record high,
Boug 7
9-39 bond:t&sﬁoses Outbreak of war; government bond market declines sharply.
Sold $84 Bond prices recovering; commodity prices declining from earlier war peaks;
11-39: 1-40 bonds & notes stock prices stable; production advancing to near end of year, then

declining. '

* $477 in bills redeemed between June and Decerber.
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BOARD OF GOVERNORS OF THE FEPERAL RESBRVE B8YSTEM

Date_ Iebruery 15, 1951

See below

From

Governor Szymczak

To:

MESSAGE:

P — -
R ™ WY e SECTION

W&ﬁ 13 1851

Mr.
Mr.
Mr.
Mr.
Mr.
Mr.
Mr.

to this office for our fj

Mr. Egcles V. .
Fone \// S

Vard ‘/
Powell o
Rietler |

Thurstoriv//
Carpenter;

For your information.

Lfter circuleztion, plezse return
es. .

Message delivered by

F.R., 468
1/47

Rev.
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T AdOD T

les Adtho

ary of

Mr. Tingley not have a fixed maturity.

The first section of the Second Liberty Bond Act (Title 31,
§752), as amended, providesi

"The Secretary of the Treasury ... 1s hereby autho:iised to
borrovw ... and to 1ssue therefor bonds of the United Ststes.

, "The bonds ... shall be ... subject to such terms snd con-
ditione of issue, conversion, redemption, maturities, payment,

and pate or pates of interest ... as the Secretsary of the Treasury
from time to time st or before the isgue thereof msy prescribe,
The _ripcipel and interest thereof shall be payeble in United
States gold coim ..." (8463 later prohibited payment in :0ld).
[underscoring supnlied]

The questlon has been ralsed whether the Secretary of the
Tressury has authority under thie provieion to issue obligeticns that
do not have a fixed maturity. Any such ohligations would be gimilar
to the English "consols", i.e., the principal 1s never reimiursed, the
interest only being paid, znd the only way the Govermment can redeem
them 4¢ by purchsase in the open market.

One of the first sargumentg thst could be made is that such
an obligation would not be a "bond® as used in the statute. However,
there sesems to be no justification for saying that a ®*bond" must have
a2 fixed maturity date, In fact, §751 of Title 21 provided for "bonde"
which "shall be payable at the pleasure of the United States efter
thirty years from the date of their issue.t And a similar provision
was made by Act of Ju'y 12, 1832, (22 Stat.165) providing for the
exchange of then cutstending bonds.

The statute provides for bonds subject to such terms and con-
ditions of maturities as the Secretary may prescribe., It may be arpued
thet this means the Secretary must uresciibe a maturity date. But were
not the "terms and condition™ meant to ve flexible? Could not the
Secretery prescribe maturities of 10 years?! Or 100 years? Or 10007
Or "at the pleasure of the United Statea™?

The statute provides that "the principa’ and interest thereof
shall be payable in ..." It may be argued that this means that payment
of prineipal i1s mandatory, and, therefore, there must be a maturity
dete. Howevar, it algo may he argued that this merely describes the
mode cr manner of paymemt (i.e., gold). Moreover, the statute provides
for such terms end conditions of psyment as the Secretary may prescribe.

e T
H S
£ THR it W

e
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Section 7528 providee thet if convertible bonds sre issued
under the authority of §752, then the bonds Lssued upon such conver-
gion "shall have the same dates of maturity ... as the bonds con-
verted.” This would geem to imply thet it was c-ntemplated that bonds
issued under $752 would have a fixed maturity.

Section 753(e) provides that United States notes ismsued under
the section shall be payable not less than one nor more than five years
from the date of issue; §754(a) provides that certificates of indebted-
ness and Treasury biils issued under the section "shalli be payable at
such time not exceeding oue year from the dete of issue ...*; and
§757c provides that savings bonds and Treesury savings certificates
issued under the section "shall mature, in the cssze of bonds, not more
than twenty years, and in the case of certificetes, not more than ten
years, from the date ss of which lssued,.®

These three ssctions provice for time limitatione on obliga-
tions issued under them, but there is no limitation in 3752 (authorizing
the issue of bonds).

The question whether Congress should nreseribe maturity detes
for bonds issued under authority of §752, or prescribe a limit beyond
which the Secretary could not fix maturities, was discussed on the
floor of Congress. Amendments were proposed and defested apparently
beceause Congress thought the Secretary should hsve discretion in pre-
scribing the terms and conditione of the bonds to te issued., However,
from the debates, one gains the impression that it wss contemplated thet
the Secretary would fix the maturity date at thirty years or less. The
debates mey ve found at 55 Cong. Reec, 6576, 6639-40, 6645, 7163-79.

No asttempt has been meie to come to any conclusion on this
question. The purpose of this memo ls merely to record arguments that
could be used if the question is considered.

<

R
W

MY WHT eve
4/18/50
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November 24, 1950 4

Mossrs. Thomas and Young
Mr, Cherman

Following 1s an excerpt from the meeting on November 21,
1950, of the Board vith the Federal ..dvisory Coumoil:

“4, A discussion of the Treasury refundings

for December and January.

"The Board is familiar with the views of the
Council, as expressed in previous discussions, re-
garding the necessity of shifting a portion of the
dedt to intermediate and longer maturities. The
Council believes that the present is a desirable
time to bring out an intermediate maturity in
counection with the refundings of December and
January. If the members of the Board wish to
express their views, the Council vill be pleased
to have them,

“"President Brown stated that the Council realized
the difficulty of discussing matters affecting the
Govermment security market wvhich the System had under
discussion with the Treasury, thet the Board was femiliar
with the recommendations made tc the Treasury by the
American Bankers .ssociation Committee on Government
Borroving, and that the Council did not know whether
the Board would wish to express any opinion on this
matter or vhether it would favor the suggestion that
the Treasury offer an intermediate issue in the Docember
and Janmary refunding. The objection to such an issue,
he said, wvas that corporations hold a substantial
percentage of the maturing issues and might not want
to hold an intermediate security, but it appeared to .
the Council that that situation could be met by the
Federal upen Market Committee following a liberal
policy of making the October and November 19)1 notes
available at around 1-1/2 per cent.

“There was a gensral dlascussion of the market
effect of an intermediate issue and Chairman McCabe
asked the Council's view on the action of the Open Market |
- Comittee in allowing the short-term rate to move to a |
' somevhat higher point. Members of the Council indicated |

that the increase was desirable because it put the banks
in a position where if the Board should raise reserve
requirements the dbanks could obtain additional reserves
. through the sale of short-term securities only at a
‘ S pemlty rate vhich had had a restrictive influence on

f/uf‘;?' /4?;/ F’D"ﬂ:’ Em’d @n P . od
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"that the apprehension of the Council had been that
the increase in the short-term rate above 1-1/2 per cent
would result in sales of long-term securities,
particularly restricted issuss, and that he 414 not
soe hov the rate could go above that level at this
time without sericus unsettling effects on the long-
term merkot,

"In response to an inquiry by Chairnman McCsbe as
to whether an intemediate refunding issue would tend
to put pressure on ths short-term rate and to freeze
that rate, President Brown said that he d4id not want
to say that the short-term rates should never be
rermitted to move higher, that it might he desirable
to exanine that question at a later date, that he
dissgreed with the policy of the Tressury and itne
Board that the long term 2-1/2 per cent rate should be
supported, und that he felt that the price nn long-
torm securities should Ye permitted to gv below par.

"In a discuseion of these points, Mr, Eccles
#tated that the purpose of Zystem’'s actions was to
raestrict credit, that he 41d not feel that the actions
tuken up to this point hed accomplished that objective,
and that the {ssuance by the Treasury of an intermediste
security in connection with the December and January

-2-

refunding would only tend to reduce flaxibility in

the market because a further incresse of the short-
tera rate would cause the nev issue to go dbelow per,
In these circumstances, he thought the current re-
funding should taske the form of a one-ysar certificate
and that the short-term rate zhould be permitted to
go Just as high zs possible without putting continuing
pressure on the long-term 2-1/2 per cent rate.

“At the conclusion of the discussion, Chalrmun McCabe
stated that yesterday he had conferred with the Tresasury
with respect to the December amd January refunding and
that he 4id not feel free to tell the Council what the
recommendations of the Federal Unen Market Committee
had been. However, he said, in the discussion that
had taken place at this meeting with the Council, he
could not detect any area of dlsagreement.

"President Brown stated that the next meeting of
the Federal .dvisory Council would be on February 18-2¢,
19451, and that, if it were found to be desirsble to
have n meetins of the executlve committee of the Council
with the Board in the interim, the dsate for such a
meating could be fixed later.”

FILE CORPY
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OPEN MARKET OPERATIONS , {
{

Reproduced from the Unclassified / Declassified Holdings of the National Archives

S AT
TECHNICAL ASPECTS AND MONEY MARKET EFFECTS &

Your discussion leader has indicated that you are interested in the
mechanics and techniques as well as the money market aspects of Federal Reserve
Bank open market operations. As you know, the term "open market operation"
has reference to the purchases, sales and redemptions of various credit instru-
ments by the Federal Reserve Banks under the statutory authority of the Federal
Reserve Act and in accordance with regulations and directions of the Federal
Open Market Committee. Since open market operations are for all practical pur-
poses currently concerned almost wholly with United States Government secgrities,
it has seemed best to start these remarks with a short review of the more sali-
ent facts with respect to Treasury debt -- its size, growth and principal
features. I shall follow this with comments on the structure and operational
mechanics of the market in which United States Government securities are traded.
This will give a convenient point of departure for a more detailed look at the
operations themselves and a clearer picture of the techniques and problems

involved in their execution.

I. NATURE OF THE PUBLIC DEBT

Growth and Importance

United States Government debt is one of the most significant features
of American economic life. In the past decade the total United States interest-
bearing debt has increased six-fold. At the end of 1929 it amounted to $l8
billion or 9 per cent of outstanding private debt*; by the close of 1939 it was
$50 billion or 32 per cent of private debt*. At $256 billion#, the Federal
debt now exceeds the total private debt* of the nation; it is about equal to the
gross national product and several times the value of all stocks on the New York

¥ Including state and municipal obligations.
# Including matured and non-interest bearing debt.

FCR ¥ILLg
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Stock Exchange. Clearly, as a result of its phenomenal growth over the past
decade, it has assumed a wholly new place in our national economy. It has
become the principal readily shiftable investment medium for most financial
institutions and individuals and as such exercises a dominant force in the
determination of monetary and credit developments.

Form

The public debt is the most frequently cited aspect of the postwar
monetary problem, because of the size, broad ownership and its acceptance as
a liquid or readily shiftable asset. Of major importance also but less fre-
quently emphasized as an important problem in determining debt management and
credit policies, is the form and structure of the debt. The composition of
the debt as of February 28, 1950 is given in the attached Table No. 1.

Marketable Treasury obligations amount to some $154 billion or 61
per cent of total interest-bearing debt, with Treasury bonds ($103 billion)
predominating. These are composed of bank-eligible taxable and partially
tax-exempt bonds and ineligible restricted bonds, having maturities running
from several months to seventeen years and nine months (call date for the
2 1/2's of December 1967-T2). Certificates of Indebtedness (maturities of
twelve months or less) rank second in size at $24 billion, followed by
Treasury notes (maturities of one-to five-years) at $15 billion, and Treasury
bills (maturities of ninety-one days or less) at $12 billion. At present
rates, the return on marketable Treasury obligations ranges from 1.15 per cent
on ninety-one day Treasury bills and 1.17 per cent on nine-month certificates*
to 2.35 per cent on the longest term Treasury bonds (a differential of 1.18

per cent for seventeen years). Rates on these issues rise as the maturity

* Longest maturity outstanding.

Ettp://fraser.stlouisfed.org/
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increases thus forming a well-defined and fairly smooth curve of yields, the
level and slope of which is subJject to constant change, depending on the par-
ticular influences at work at any given time.

Although our interest lies mainly in marketable debt, there should be
cited here the Treasury's exposure, as a borrower, to the uncertain claims of
holders of some $65 billion of Savings Bonds and Savings Notes because these
obligations are an element of great potential significance with a direct bear-
ing on the marketable segment of the debt. They are held chiefly by the non-
professional investing public and while they are not negotiable, they are
redeemable and, to that extent, constitute a demand obligation of the Treasury.
The fixed terms of these issues, with their penalties for premature redemption,
are closely related to the going market rate so that the stability of their
ownership depends, among other things, upon the prevailing rate structure of
the marketable debt. Fixed redemption provisions are scaled so that redemp-
tion before maturity is penalized by a smaller interest return while a reward
for non-redemption increases with the passage of time. 1In this way ownership
tends to be encouraged and a wider area is created for fluctuations in market
rates before the redemption of non-market securities becomes profitable.
Leaving aside the element of psychology and viewing the matter purely in terms
of the arithmetic of the redemption schedule, it would probably take an appre-
ciable increase in the going market rate on comparable maturities to discourage
sales and invite shifts out of non-market into market debt or into cash.

Non-market debt has increased modestly in the postwar years due to
the Treasury's efforts to promote ownership in those issues. Any reversal of
this trend would mean that the Treasury would have to draw on its cash balances

to meet redemptions and, under present budgetary conditions, market borrowing

ttp://fraser.stlouisfed.org/
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for cash through the banking system would be necessary to meet the public's cash
claims. It is evident then that while these bonds and notes require no direct
market support, continuity of ownership is related in part to the action of
intermediate and long maturities of marketable Treasury bonds. They can thus
be a limiting influence on basic rate changes on the marketable debt and a
Tactor to be reckoned with by those with a direct or indirect administrative
responsibility for market conditions in United States Government securities.

Maturity Distribution and Ownership

A classification of Treasury marketable debt, according to maturity
or first-call date, shown in attached Table No. 2 provides some idea of the
term structure of the debt and points up the concentration of maturities in
the next five years. In the next year alone the Treasury must refund eight
separate issues totaling $32 billion (exclusive of weekly roll-overs of
Treasury bills, outstanding in the amount of $12.3 billion).

Investment needs of investor groups vary widely and their combined
influence on supply and demand shapes the general character of the market
and creates a set of sub-markets within the whole. Although investors have
come to regard United States Government securities generally as little dif-
ferent from cash, there still exists a well-defined set of divergent maturity
preferences which influence the ownership and trading activity in different
areas of the market and conditions the whole debt management problem for which
the Treasury and the System have a Jjoint responsibility.

The general maturity and rate structure of the debt at any given time
have a direct bearing on ownership distribution and hence on volume and the
character of market activity. To the extent that rates and types of issues are
not kept in conformity with the interests and requirements of investors, ele-

ments of instability in ownership are created. Of course, the positions of
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various investor groups are constantly changing and portfolio adjustments are
a normal dally occurrence. But shifts in ownership, if carried too far in too
short a space of time, may lead to disorderly markets and may thus force the
System to undertake open market operations for market stabllization purposes
with a limiting influence on their effectiveness as a credit control weapon.
The major investor groups which, in the broad sense, constitute the market
for United States Government securities, and their general maturity preferences
are indicated in the attached Table No. 3.

These few facts provide a rough idea of the character of the Treasury
debt and suggest some of the ramifications of the debt management problem.
The existence of a fairly broad and homogeneous body of Government debt pro-
vides an effective medium through which open market operations can be used in
the expression of central banking policy. At the same time, the form of the
debt is such that the Treasury, faces a formidable and complicated problem of
refunding successfully maturing issues, both marketable and non-marketable, in
the next three years; this problem will tend to place limits on the System's
range of operations in its efforts to carry out appropriate and effective
credit policies. The future scope for open market operations will depend to a
large extent on the need for the System "to make a market" for Treasury obliga-
tions at the expense of credit considerations. This need, in turn, will depend
on the supply of and demand for investment funds and whether refunding offer-
ings meet the requirements of the market.

It seems appropriate at this point to examine the market in which the
vast body of Government debt is traded and the mechanics that exist for effect-

ing ownership changes.
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1T. STRUCTURE OF MARKET FOR
UNITED STATES GOVERNMENT SECURITIES

Over-the-counter-Market

The market for United States Government securities is known as an
"over-the-counter” market. There is no formally organized central meeting
place or exchange in the sense that there 1s for stocks, bonds and commodities.
The market exists and is given substance through the operations of a rela-
tively small group of security dealers specializing in the purchase and sale of
Government securities. While only one element in the market, they perform a
unique function in creating and maintaining an active market over an extensive
network of telephones and private wire systems thus providing a focal point of
activity. It has been suggested that a more apt name would be the "over-the-
telephone" market since the bulk of the business is done by telephone calls
between security dealers and customers. Trading is centered in the hands of a
relatively small number of dealers and dealer-banks. It is the function of
these dealers to bring together buyers and sellers and facilitate ownership
changes by standing ready to match the demand and supply at a given price.
While it is true that a market for Treasury bonds exists on the New York Stock
Exchange, it is little more than a pale reflection of the over-the-counter
market for trading and even on active days turnover on the Exchange is a micro-
scopic fraction of the volume of trading in the unlisted market.

All the larger dealers have their principal offices in New York City
and Chicago but they do business of a national scope partly through the medium
of branch offices, representatives or other security firms. Many local invest-
ment firms throughout the country handle Government security business which

they pass on to the large Government security houses for a commission. These
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dealer and investment house facilities are materially supplemented by the activi-
ties of many bank institutions throughout the country with trading departments.
Many other banks encourage their correspondent banks and other clients to place
orders through them. All of the facilities existing outside of New York City

for trading in Government securities are operated on the basis of the New York
market, both with respect to quotations and breadth. Except for a small amount
of orders which are matched off by bank and investment firms in local markets,
the trading is done ultimately with or through the offices or branches of the
Government security dealers and dealer-banks in New York City and Chicago.

The dealers' main activity is to maintain a liquid market for outstand-
ing securities. In carrying out this function dealers engage in three opera-
tions - buying, selling and the maintenance of a portfolio. Unlike a broker,
the dealer does not restrict his operations to buying and selling on orders of
customers although under special circumstances the dealer may confine his activi-
ties largely to an order business. At any given time, a dealer is generally
long certain issues and short certain others and, in this way, obtains some
protection against changes in the general average of Government security prices.
Usually, however, he is either net long or short depending on his judgment of
the future course of the market.

A dealer creates a market when he is prepared both to buy and sell at
the prices he quotes; he maintains a market when he continues over a period of
time to state prices at which he is ready and willing to buy and sell. He
maintains a suBstantial holding (position) in a variety of issues and normally
stands ready to buy and sell in size. The size of his market is determined by
many factors, including his total position, the condition of the market, the

issue in question, his capital and borrowing capacity. The dealer makes his
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regular income by selling at a higher price than he buys although he takes some
income from the interest accrual on his portfolio in so far as it exceeds the
cost of borrowing to carry his position. He also stands to have substantial
capital gains or losses as a reflection of the effect of rises or declines in
price on the securities in his position. At times the creation and maintenance
of a market is a delicate task and can be done only by constant contact with
investors, dealers and other segments of the market and estimates of current
and prospective Government and Federal Reserve policy. The market trend is
not determined by one dealer but by all dealers, who reflect their appraisal
of demand and supply by the markets they make (their bid and offered quotations)
and constantly refine through telephone calls from dealer to dealer.

Prices of Treasury bonds are guoted in multiples of 1/32 or 1/64 and
usually the spread between bid and asked prices is 2/32 although at times it
may widen to 1/4 of a point under abnormal conditions. This differential between
bid and asked prices is "closed up" or reduced in actual trading when activity
is reasonably well balanced. Most short-term issues (bills and certificates)
are traded on a yield basis. Generally, transactions are for next day (regular)
delivery and payment (although deferred or delayed deliveries are not uncommon ) ,
and payment is made in Clearing House funds unless otherwise specified. Cash
transactions call for delivery and payment the same day. However, the Federal
Reserve Bank always insists on payment in Federal funds* when it is a seller and
similarly always makes payment in Federal funds when it buys. Where new issues
of Treasury obligations have been offered for subsc?iption but not yet issued,
trading in such obligations i1s on a "when issued" basis. Most contracts are

oral with written confirmation at the end of the day.

* d.e. Immediately available funds at the Federal Reserve Banks as contrasted
with other types of balances such as Clearing House funds which in New
York are not available until the day after their receipt in the form

of checks or drafts on Clearing House banks.
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III. RELATIONSHIP OF FEDERAL RESERVE BANKS TO
GOVERNMENT SECURITIES MARKET -- OPERATING STANDPOINT

The Federal Reserve System occupies a unique position in relation to
the United States Government security market. This stems from its statutory
authority but the changing features of the American economy, with the large
growth in the public debt, have widened the responsibilities of the System and
brought open market operations into a position of new prominence in meeting
that responsibility. Under the law the Federal Reserve Banks are authorized
to buy and sell in the open market a variety of credit instruments. Actual
purchases and sales are confined in practice chiefly to obligations of the
United States Government although at times bankers acceptances have played an
important role in the System's operations. For present purposes only United
States Government securities need to be considered. These transactions, known
as "open market operations" are one of the major general instruments of credit
control. By the terms of Section 12A of the Federal Reserve Act, as amended,
the time, character and volume of all purchases and sales of United States
Government securities 1in the market shall be governed with a view to accommo-
dating commerce and business and with due regard to their bearing on the general
credit situation of the country. With the changes wrought by the war open
market operations have increased in significance and are now the most flexible
and effective instrument in the Federal Reserve Systeﬁ's equipment for affect-
ing the supply, the availability and the cost of credit. The active role played
by open market operations in recent years is suggested by the fact that war-
time operations in United States Government securities have brought total hold-
ings of those issues from $2 billion at the end of 1941 to a peak of $24 billion
on December 31, 1945. Subsequently holdings have declined to a current level of

some $17 billion.
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Money Market Effects of Open Market Operations

Purchases of Government securities by the Federal Reserve Bank in-
crease the supply of reserves available to the commercial banks while sales
have an opposite effect.* To the extent that transactions are made in effect,
from the portfolios of investors and corporations, deposits as well as reserve
balances are affected as the funds involved are deposited in, or withdrawn from,
their banks.

Open market operations are effective as an influence on the avail-
ability of credit (as distinct from the supply) by encouraging or discouraging
lending activities of the member banks and indirectly other suppliers of credit.
Through their effect on the supply of reserves and availability of credit,
Federal Reserve Bank transactions in United States Government securities also
influence interest rates on both public and private credit, either in limited
areas or throughout the whole range of the money and capital markets. The
character of this latter influence can alsc be varied by selling one class of
Government securities and buying another without a change in the total holdings

of the Federal Reserve Banks. Thus, because of their flexibility and the

* As has been indicated earlier, securities which are bought and sold for the
System Open Market Account pass through the hands of Government security
dealers. These dealers maintain accounts with done or more local commercial
banks which lend them the funds needed to finance their purchases and to
carry positions. In some cases, the banks also act as clearing agents on
their security transactions. In making and receiving payment on their trans-
actions with the System Account, dealers arrange with their banks of account
to make debits and credits to their respective bank's reserve accounts at
the Federal Reserve Bank. For example, when a dealer delivers securities to
the Federal Reserve Bank against payment, he instructs the Reserve Bank to
credit payment to the Reserve Account of the member bank at which he keeps
his deposit, and he receives from the Federal Reserve Bank a "certified
credit advice" which he presents to that bank. Under certain circumstances,
the dealer may prefer to receive payment by check on the Federal Reserve
Bank in which case an officer's check is issued. Where a dealer picks up
securities at the Federal Reserve Bank he must pay for them with Federal
funds. To do this he may arrange with his bank to obtain either a debit to
its Reserve Account or a check drawn by it on the Federal Reserve Bank. The
debit to the Reserve Account will generally be in the form of a letter of
authorization to the Federal Reserve Bank from the member bank to charge its
Reserve Account.
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tendency for credit effects to reach out into all sections of the financial
structure, open market operations have an important role in any cyclical credit
policy calling for alternating programs of restraint, neutrality and ease.
They also serve a useful purpose in smocothing or neutralizing seasonal or short-
run influences affecting reserve balances, such as ordinary gold movements and
changes in currency circulation, as well as float, as distinct from basic
changes in the credit base.

How Federal Open Market Policies Are Determined and Carried Out

Over the years, open market operations have passed through a number
of important evolutionary stages. Early in the 1life of the System they were
employed as a means of building up earning assets of the Federal Reserve Banks,
and the individual banks bought Government securities on their own initiative
without System consultation. It was soon evident that this proceduré ignored
the requirements of the banking system for reserve funds and resulted in a dis-
organization of the United States Government securities mafket. It became
obvious that there was need for greater coordination of these operations. This
situation lead to the creation in 1922 of an Open Market Committee composed of
five Governors of certain Federal Reserve Banks for the purpose of recommending
policies and coordinating transactions. By the spring of 1923 this Committee
was reorganized to give recognition to the interest of the Federal Reserve TFoard
in open market operations, and some guiding principles for the conduct of open
market operations were adopted. At this time, a System Open Market Investment
Account was also set up, and policies were formulated by the Committee for
review by individual Resérve Banks. In 1933 the name of the Committee was changed
to Open Market Policy Conference and its membership was expanded further to in-
clude a representative from each Reserve Bank. Further changes of a statutory

nature made in the Committee under the Banking Acts of 1933 and 1935, culminated
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in the present organizational arrangement. These developments in the control
and use of open market operations reflected a growing recognition of their
importance as an instrument of central banking policy and a recognition of the
need to coordinate their conduct more completely with other policy actions and
objectives.

The Banking Act of 1935, as amended, placed open market operations
under the direction of the Federal Open Market Committee, composed of seven
members of the Board of Governors, the President of the New York bank and the
presidents of four other Reserve Banks chosen in rotation annually. The
Committee meets at least four times a year and sets the general policy. It, in
turn, appoints an executive committee (three members of the Board and two pres-
idents of Reserve Banks), which meets frequently and acts to implement the broad
policy laid down by the full Committee. The decisions of the Committee are final
and participation can no longer be rejected by an individual bank as was the
case prior to 1935.

The Federal Reserve Bank of New York as an agent for, and under direc-
tion of, the Federal Open Market Committee operates the System Open Market
Account in which the twelve Federal Reserve Banks participate for the purpose
of conducting open market operations in Government securities. The New York
bank, subject to approval of the Federal Open Market Committee, appoints a
Manager of System Open Market Account, who is responsible for translating Federal
Open Market Committee policy into action, through System operations in the market.

It is through the Govermment security dealers* that the Federal Reserve
System maintains a constant, close and intimate contact with, and influence over,

the money and Government security markets. The actual purchases and sales of

* The New York Federal Reserve Bank deals only with a limited group of qualified
dealers in U.S. Government securities under terms formalized by the Federal
Open Market Committee. See 1944 Annual Report of Board of Governors - pp. 48-
51.
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Government securities for System Open Market Account are executed in the trad-
ing room of the Securities Department of the Federal Reserve Bank of New York.
From this room direct wires connect with leading dealer firms in New York City
and it is through those firms that our primary market contact is established
and maintained. It should be emphasized at this point that the Bank always
deals with "the market"; by that is meant that transactions are confined to
dealers and direct transactions with banks and with non-bank investors are
avolded. The Bank tries to be the residual or marginal factor in the market
dealing only with the gap between supply and demand. The satisfaction of
normal selling and buying desires of investors is left to the dealers who
match off buyers and sellers or increase or reduce their positions. In this
way the volume of System Account transactions is minimized while their effects
are magnified.

Guides to Day-to-Day Operations

The operations of these dealers are reported on a confidential basis
to the Federal Reserve Bank of New York each day. Their reports cover long
and short positions in the various classes of Government securities, the amount
of securities borrowed and the amount of money borrowed to carry their port-
folios. In addition, the volume of trading is reported by each dealer in terms
of the total of purchases and sales for each class of security. At times when
the Treasury is undertaking a financing operation in the market these dealers'
reports are expanded to cover data regarding the dealer's own subscription to
the new issue or issues, subscriptions purchased by him as well as purchase
and sale transactions in the issues included in the operation. These data pro-
vide a continuous knowledge of the principal factors in the dealer market.

Another phase of the Federal Reserve Bank of New York's contact with

the market consists of daily conferences prior to the opening of the market at
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10:00 A.M. between representatives of the "qualified" dealers and those officers
directly responsible for the conduct of the open market operations. Since time
does not permit a daily conference with a representative of all the leading
dealers, the Manager of the Account will see two or three of them each day in
a rotating schedule. At these conferences the representatives review the more
important developments in the market, summarize their transactions, and pass
on to us any comments they wish to make, or any suggestions that they have
gathered in their conversations and contact with the investing public in general.
In addition, during the course of each day various dealers are in touch with us
as information comes into the market, or trading tendencies develop which a
dealer believes should be brought to our attention. Moreover, the tone and
characteristics of the market are continually being described to us through tele-
phone conversation.

Apart from market contacts through the dealers, the officers make a
practice of maintaining fairly close contact with the portfolio managers of the
large local banks, a number of large out-of-town banks, insurance companies,
and savings banks, as well as with smaller security firms. The information so
obtained amplifies and checks the information which is constantly being re-
ceived from dealers.

The Federal Reserve Bank of New York also follows closely each day
the reserve position of the money market banks in New York City, watches the
clearings and wire transfers involving such banks, keeps close contact with all
money market developments, including current and prospective inflow and out-
flow of funds, and confers with the Treasury regarding decisions as to the
scheduling of calls on Tax and Loan Accounts. It is thus in a position to
measure the extent of the pressure and ease in the money market and adjust

operations in accordance with the general credit policy being implemented.
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In spite of these varied sources of information, there are times when
extraordinary developments upset the calculations and forecasts. In addition
to the usual seasonal factors to be reckoned with on a short-term basis and the
general Federal Open Market Committee policy being served, there are always a
variety of political, economic and psychological elements affecting all security
markets with which those connected with open market operations must deal. The
Job of handling transactions successfully is in reality a team operation in
which all the talent and capacities of the System are needed and have an active,
if varied, role to play. Those at the trading desk must be constantly in inti-
mate touch with the market during the trading hours from 10:00 A.M. to 3:00 P.M.
in order to determine first, whether System intervention is needed, and second,
what form that intervention should take. They must also be continually pre-
pared to adapt and re-adapt transactions in accordance with the requirements of
a changing situation. There can, under these conditions, be no rigid or fixed
technique to follow automatically. In fact, the operational procedures are
seldom the same. A high degree of flexibility is required, for prompt action
and a versatility of approach can add immeasurably to the effectiveness of
policy refinements.

Execution of Transactions for System Open Market Account

As a general rule open market operations are accommodated to the dif-
ferent sections of the market and to the actions of investor groups which make
up those sections, within the limitations of the general policy which the Bank
is trying to express. Measured in terms of volume, open market transactions are
predominantly in short-term Treasury obligations (one- to ninety-one day Treasury
bills and three-to twelve-month certificates of indebtedness) which are largely
held by commercial banks and which are the first issues to reflect a changing
credit situation. Normally, activity in the Treasury bill and certificate
Digitized for FRASER
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markets will follow the ebb and flow of funds between banks and the genersl
course of money market forces; in the short run, operations are conducted so
as to moderate extremes in the swings of such forces -- at times anticipating
developments, and at times waiting for them to be reflected in price and market
pressures, depending on the magnitude and duration of the forces at work and
the psychology which the Bank may want to create in terms of its general policy
directive. More often than not, dealers take the initiative in extending bids
and making offers to the System Account on transactions in short Treasury
issues. They are especlally active at times when their positions are expanding
rapidly or, on the other hand, when their positions have been severely depleted.
In these extreme situations, they are unable to meet the demands of their cus-
tomers and will make offerings or bids to the Account which it, in turn, will
accept or refuse in the light of the over-all situation and the general credit
policy. Occasionally, one dealer will have only a limited view of the market
and may be a seller at a time when another may be an active buyer, possibly on
an order which he alone may have. Where the market interest is involved two
dealers may be "put together" in a situation of this kind. There may be times
when dealers have relatively large positions and proJjections forecast a con-
siderable degree of money market stringency ahead. In such circumstances, it
may be expedient to take the initiative and solicit offerings from "the market"
to lessen the impact of the heavy selling expected later.

Handling maturing issues of Treasury bills and, to some extent, other
maturing Treasury obligations, is a particularly important phase of open market
operations under present conditions. In the case of Treasury bills, the System
has a weekly decision to make as to the disposal of its holdings of the maturing

issue. The Treasury normally makes a fixed offering of new Treasury bills for
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cash on a competitive basis on Friday of each week. Ordinarily tenders are
recelved up until 2:00 P.M. on the following Monday and payment is made on the
following Thursday in order to provide the Treasury with funds to meet the
issue maturing on that date. The System is a large holder of Treasury bills
and, depending on its maturity schedule, may either assume an active role in
affecting reserve balances and influencing rates through the weekly bidding or,
it may try to follow the judgment of the market. This it does by adjusting
its exchange tenders as to price and amount in accordance with its appraisal
of the market at the time and the basic decision as to whether its holdings
of the maturing issue are to be replaced in full or in part, or redeemed, and
the desired rate effect. If the System holdings of Treasury bills are redeemed
in part or in whole at maturity, the money market effect is much the same as a
market sale of an equivalent amount of Treasury obligations. Thus action of
this kind provides a means by which some restraint can be placed on the reserves
of member banks. Such a step leaves a larger amount of Treasury bills to be
absorbed by the market in its bidding, since under usual conditions the cash
offerings of Treasury bills are in the same amounts as the maturing issues.*
It makes little difference whether the larger awards are made to the commercial
banks at the expense of System holdings or whether dealers successfully bid
bills away from the commercial banks and the System. In the latter case,
dealers must, in turn, borrow from the banks to pay for their commitments on
the payment date but in both cases funds move from the commercial banking system
to the Federal Reserve Banks with a restrictive effect on reserves and a tend-
ency for rates to rise if the shift is substantial and the money market is in

anything but an easy condition.

* System bids are adjusted to take account of differences, if any, between the
amount of the bill maturity and bill offering in a given week.
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One of the problems with which we have had to contend since the war
has been the insistence of most large banks on a policy of full investment
and their consequent efforts to buy or sell for cash (or same-day delivery) in
making necessary reserve adjustments. This occasionally causes rapid swings in
the market for short-term Government securities. Despite the willingness of
some banks to borrow for short periods, this investment policy places, at times,
a considerable burden on the market facilities. Similarly, correspondingly
greater demands are made on the System to meet these distortions in reserve posi-
tions and, in so doing, because of rate considerations to become "the market.”
The Federal Reserve Bank, within the limits permitted by rate effects, has re-
sisted this practice and has refused to become a party to cash trading. However,
dealers have been willing to do some of this business even on a no-profit basis
for competitive reasons.

System operations in short-term Government securities must also take
account of the inter-relationship between, as well as the level of, money
market rates in order to maintain a smoothly functioning security market. Apart
from capital funds, dealer positions are financed through loans from commercial
banks. Rates on those loans vary with money market conditions. The dealers'
willingness to carry positions in short Treasury obligations depends in part
upon the relationship between these loan rates and the coupon or rate on the
securities carried. Thus a high loan rate in a tight money market will be a
deterrent to dealer borrowing and may affect the prices dealers quote to the
point of forcing System intervention in a situation which might otherwise be
self-correcting in the short run. To meet conditions of this kind arising out
of temporary money market stringency where the need for an immediate injection

of Federal Reserve Bank credit is indicated the Federal Reserve Bank of New York
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sometimes enters into repurchase agreements with qualified dealers rather than
~make outright purchases. These agreements may be defined as a means for making
immediately available to the market, through the brokers and dealers in United
States Government securities, Federal Reserve Bank funds at a fixed réte of
interest under arrangements which involve the purchase by the Federal Reserve
Banks of such securities subject to the seller's commitment to repurchase them
at the same price within a specified period of time. All Federal Reserve Banks
are currently authorized to enter intc such agreements. They are, however,
essentially a money market instrument to be used in close conjunction with open
market operations.

In the case of Treasury bonds, where trading volume is less active and
price movements somewhat larger than in short maturities, our operations must be
handled with great delicacy because they are more susceptible of damaging mis-
interpretation and are instrumental in shaping the psychological climate of the
whole securities market. The corporate and municipal bond markets are partic-
ularly sensitive to open market policies and usually respond readily to develop=-
meﬁts in the Treasury bond market. The level, as well as the direction, of
rate movements for long-term Treasury bonds directly affects the volume and the
character of private financing ~- both new and refunding. In these circumstances
the System's open market operations assume a particular importance in the day-to-
day activities of the underwriters, general security dealers and the other pro-
fessional elements in the market.

There are many ways in which System Open Market transactions in Treasury
bonds may be handled. Those in charge may place an order for the purchase or
sale of a block of securities (at the prevailing price or above or below that

price) through one dealer or through several; they may buy and sell on an agency
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basis which means that the dealer acts as an intermediary between the System
Account and the investor, receiving a commission for his services; they may
buy and sell on a net basis in which case the dealer acts as principal, buying
or selling for his own account at his quoted markets; they may walt upon the
market and adjust trading operations to the situation disclosed by the firm bids
and offers which dealers make on their own initiative; they sometimes use in
market operations orders for Treasury investment accounts where authority per-
mits, as an adjunct to System Open Market operations for stabilizafion purposes.
As a general rule, they buy or sell on a commission basis,with the dealer act-
ing as agent for the System Account as well as for his customer. In such a case,
his position is unaffected. The choice between these various techniques depends
on many factors, including for example, the level of dealer positions in the
issues in which we may be operating, the strength of the investment demand and
supply in the market, and market psychology. Finally, there are what have come
to be known as "open mouth" operations. This is a term coined by the market to
déscribe a situation in which official and semi-official statements are made
with a view to encouraging certain inferences as to future policy or immediate
objectives. It may also be applied to the use of moral suasion which can some-
times be exercised successfully over the market through the dealers for a given
effect, in lieu of actual operations which the bank may be unable or unwilling
to engage in at the time.

IV. WAR AND POSTWAR OPEN MARKET OPERATIONS -
THE CONFLICT BETWEEN RATE AND CREDIT POLICIES

A quick historical look at open market operations over the past decade
will emphasize how problems and obJjectives have varied with changing conditions

and how responsibilities for a swollen public debt have come to wield such an
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important influence in the determination of open market policies. This should
bring the current status of open market operations into a clearer perspective
By the outbreak of the war in 1941 the role of open market operations had passed
through three phases of development. Starting initially as a device to obtain
earning assets for Reserve Banks, they were soon utilized to influence reserve
balances for credit control purposes as a supplement to discount rate action.
By 1937 their function was broadened to include preservation of orderly markets
in Government securities. This concept was further expanded in 1939 as war in
Europe developed.

In our war years this function was again extended and open market
operations were actively employed in maintaining a pattern of rates as well as
in the placement of new Treasury obligations with banks and others. When the
United States entered the war in December 1941 the Board of Governors of the
Federal Reserve System issued a statement with respect to war finance which in-
cluded the following paragraph:

"The System is prepared to use its powers to assure

that an ample supply of funds is available at all times

for financing the war effort and to exert its influence

toward maintaining conditions in the United States

Government security market that are satisfactory from

the standpoint of the Government's requirements.”

Bacause the Treasury was unable to raise, through taxation, all the
funds needed to finance the war in amounts and at rates which kept pace with
expenditures, extensive reliance was placed on borrowing. A large part of the
Treasury borrowing in the years 1941 through 1945 was done outside the area of
the banking system but the Treasury was nonetheless forced to lean heavily on
the banks for its cash needs. It became the duty of the Federal Reserve System

not only to maintain a stable market in which the Treasury could complete its

financing operations but also to assure the success of Treasury loans in terms
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of subscription response. Through open market operations the System, therefore,
took an active part in maintaining a fixed rate structure in the Government
security market which was considered vital to the success of the war effort on
the financial front in order that 1) a market would be available for Treasury
securities at rates known in advance, 2) Treasury borrowing would be possible at
steady rather than at rising rates, and 3) the incentive for investors to defer
purchases of Government securities in the hope of rising rates would be elim-
inated. Large scale purchases of United States Govermment securities by the
Federal Reserve System to prevent rates from rising (many of which were made at
the fixed buying rate of 3/8 of 1 per cent posted on Treasury bills), provided
the banks with the reserves needed to enable them to act as residual buyers of
market debt, and to meet a rapidly expanding public demand for currency.

After the war the System endeavored to reorient its policies to the
requirements of the peacetime problems. In the period 1946-48 the primary con-
cern of the Federal Reserve System was the two-sided problem of combatting
strong inflationary pressures and of maintaining an orderly and relatively stable
market for United States Government securities. The war-time growth of public
debt and its new financial significance as & repository of abnormally large war-
time savings left the Federal Reserve System at the conclusion of the war with
a heightened sense of peace-time responsibility for conditions in the Government
security market, especially in view of the fluidity of holdings of much of the
debt, post-war economic abnormalities and international commitments. The guiding
consideration was credit restraint within the limits imposed by 1) the avoidance
of action which might have an adverse effect on full production and employment,
2) the maintenance of conditions conducive to the successful refunding of matur-

ing Treasury obligations. Rate stability required that the System act as a
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residual buyer of Government securities to maintain market liquidity and stabilize
market values at a time when credit policy was directed toward restraint. As a
result the successful administration of open market operations as a credit instru-
ment was greatly complicated.

This basic conflict between rate and credit policy continues to dog
the System but in less acute ways. The form in which that conflict has mani-
fested itself and the\problem it presented at any given time has varied. Different
elements in the problem have received varying degrees of emphasis, depending on
the market, the budget and the economic -situation. In the various discussions
of the problem the fundamental, central criticism leveled at the System has been
the charge that over-emphasis on debt management responsibilities has made an
arbitrary structure of rates the overriding criterion in the determination of
open market operations, with a perverse effect on the supply of money. In this
way, it was feared, an effective brake on the potential increase in the supply
of money would be removed and the Treasury encouraged to handle its debt on the
basis of interest costs rather than on monetary considerations.

In order to prevent support operations from resulting in net additions
to Federal Reserve Bank holdings of United States Government securities and
thereby providing a basis for a multiple expansion in commercial bank credit
three steps were taken in the period 1946-48:

1. Utilization of Treasury cash balances and

surplus to retire maturing debt with emphasis
on the debt held by the Federal Reserve Banks,
as inflationary forces grew.

2. Controlled increases in short-term rates on

United States Government securities.
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3. An increase in discount rates and legal

reserve requirements against demand deposits

for member banks.
As a result the System was able to offset by redemptions and sales of short term
Governments not only the effects on bank reserves of its own purchases of
Government bonds but also the greater part of the effects of other factors such
as an inflow of gold and a gradual reduction in currency circulation. Growth
in the money supply first slowed and then reversed itself.

In 1949 the character of this open market problem changed and its
seriousness temporarily lessened as inflationary pressures abated and deflation-
ary tendencies assumed, for a while, greater relative importance. In view of
the accumulating evidence of economic readjustment, the System first modified
and later reversed the earlier policies adopted to combat post-war inflation by
relaxing certain qualitative controls imposed over credit under Regulations T,
U and W and later by reductions in reserve requirements of member banks. Open
market operations also played a critical role in the implementation of this re-
directed policy through their influence over the supply, the availability and
the cost of credit. The Federal Open Market Committee after consultation with
the Treasury Department, reformulated policy with respect to open market opera-
tions along lines intended to increase their flexibility and to coordinate them
more closely with other instruments of Federal Reserve policy. Toward this end
the Federal Open Market Committee made the following statement on June 28, 1949:

"The Federal Open Market Committee, after consulta-

tion with the Treasury, announced today that with a view

to increasing the supply of funds available in the market

to meet the needs of commerce, business, and agriculture

it will be the policy of the Committee to direct pur-

chases, sales, and exchanges of Government securities by
the Federal Reserve Banks with primary regard to the
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general business and credit sltuation. The policy

of maintaining orderly conditions in the Government

security merket, and the confidence of investors in

Government bonds will be continued. Under present

conditions the maintenance of a relatively fixed pat-

tern of rates has the undesirable effect of absorbing

reserves from the market at a time when the avail-

ability of credit should be increased."

This statement represented a significant milestone in the development of a peace-
time credit policy aimed at striking a fairer balance of interest between Reserve
System responsibilitles in the related areas of debt management and credit con-
trol. With the cooperation of the Treasury Department, short-term rates have been
permitted to move more freely in response to market forces and System credit
policles. Short-term rates moved sharply lower in the summer of 1949 in reflec-
tion of the eaéy money policy then in effect. Later as recessionary forces

spent themselves rates again responded by hardening slightly. The Treasury
Department recognized this market situation in the choice of terms used in its
refunding operatilons.

The System has been moving as rapidly as circumstances will permit to-
ward the restoration of a freer market. It has availed itself of everyopportunity
to relax the rigidities of the rate stabilization practices of the war and early
post-war years in favor of a policy of guided flexibility in rates, the full
expression of which has not yet been fully developed. The future role of the
open market instrument will be determined by the measure of agreement that can
be achieved between the System and the Treasury in coordinating actions in the
separate areas of administrative responsibility.

What is involved i1n such coordination of action and the results that

may reasonably be expected from it have been cogently stated in the following

quotations from two speeches made esrlier this year by Allan Sproul:
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"The primary role of the Federal Reserve System in
promoting economic stability is in the field of monetary
and credit policy, with which we must now always asso-~
ciate debt management, We will gain much, I believe, if
we can achieve general recognition of the inherent inter-
relations between the two, and of the need for continually
directing both, harmoniously, toward the objective of
economic stability.¥**there cannot be a purposeful monetary
policy unless the Fedéral Reserve System is able to pursue
alternating programs of restraint, ‘neutrality,' and ease,
as the business and credit situation may require. Such
programs must, as they accomplish an increase or contrac-
tion in the volume of credit and a tightening or loosening
in the availability of credit, affect interest rates, not
only for private credit, but for Government securities.

The terms of Treasury offerings for new money, and for
refunding issues, must be affected. Yet those effects will,
at times, be inconvenient and burdensome to the Treasury

in its management of the enormous public debt, and may con-
flict with otherwise praiseworthy efforts to minimize
expenditures for debt service. This is a conflict which
will continue to arise, in one form or another, so long as
this public debt, huge in relation to our present national
income, is with us. It is not a problem which can be solved
by demanding more courage or independence on the part of the
Federal Reserve System, nor by attacking indiscriminately
the Treasury's understandable concern with the cost of
servicing the public debt.”

(Excerpt from remarks of Allan Sproul,
President, of Federal Reserve Bank of
New York, at the Conference of Chairmen
of the Federal Reserve Banks and
Directors of the Federal Reserve Banks
of New York and Minneapolis and their
branches, in Washington, D. C., on
Jenuary 16-17, 1950.)

"¥¥%if a suitable permanent framework for the relations
between debt management and monetary policy can be estab-
lished, the tasks of monetary control and debt management
will not be impossible. While the money market is not so
sensitive to slight changes or disturbances as it was from
1946 through much of 1948, when large segments of the
swollen public debt had not yet settled into firm hands,
it is still sensitive to relatively small changes in the
interest rate structure, and to any uncertainty concerning
the future direction of rates created by such changes, in
terms of its readiness to make funds available for expan-
sion. Through judicious use of discount rates and flexible
open market operations, it should be possible to make
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monetary policy reasonably effective without such abrupt
and such wide changes in interest rates as used to be
considered quite normal and a necessary part of central
banking technigue. Such a monetary program would be
consistent with moderate fluctuations in the cost of
servicing the debt (and it is important to remember that
'fluctuation’ does not mean only decreases, or only in-
creases, but changes which may 'average out' over time);

nor would such a& program contemplate (or require) large
changes in the prices of outstanding Government securities.”

(Excerpt from remarks of Allan Sproul,
President, of Federal Reserve Bank of
New York, at the Midwinter Meeting of
the New York State Bankers Association,
New York City, January 23, 1950.)
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Table 1.
STATEMENT OF UNITED STATES DIRECT AND GUARANTEED
PUBLIC DEBT OUTSTANDING#
(In millions of dollars)
Outstanding Per
2/28/50 Cent
Direct Débt
Market Issues: ,

Treasury Bills 12,336 4,9
Ctfs. of Indebt. 24,399 9.6
Treasury Notes 14,790 5.8
Treasury Bonds 102,796 40.5

Other Bonds 160 -
Sub-total 154,481 60.8

Non-Market Issues:

U. 8. Savings Bonds (¥) 57,217 22.5
Savings Notes 7,988 3.1
Investment Series Bonds 954 .4
2% Depositary Bonds 287 .1
Armed Forces Leave Bonds 325 ol
Sub-total 66,771 26.2
Special Issues 32,871 13.0
Total Interest Bearing Debt 254;12_3_ 100.0

* Current redemption value

# Reflects exchange of certificates due March 1 and bonds called
for payment March 15, for new Treasury notes.
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Year

1950
1951
1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967

Various
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SUMMARY OF UNITED STATES DIRECT
INTEREST-BEARING MARKET ISSUES OUTSTANDING FEBRUARY 28, 1950 #
CLASSIFIED BY YEAR IN WHICH ISSUES BECOME DUE OR CALLABLE

Table 2.

(In millions of dollars)

Treasury Bonds

Ctfs. Part. Taxable Cumu~

of in- Treasury Tax- Unre=- Restrict- lative

Bills debted. Notes exempt stricted ed Total “Total
12,336 19,026 3,596 1,186 7,574 43,718 43,718
5,373 4,659 3,500 8,496 22,028 65,746

17,013 17,013 82,759
725 725 83,484

4,675 681 5,356 88,840
1,860 2,611 4,471 93,311

982 5,272 6,254 99,565

' 99,565
919 919 100,484
. 8,754 8,754 109,238

1,485 1,485 110,723

o0% 50 110,773
2,118 2,118 112,891
2,831 2,831 115,722
7,599 7,599 123,321
5,197 5,197 128,518
3,481 3,481 131,999
2,716 19,656 22,372 154,371
110% 110 154,481

12,336 24,399 14,790 12,249 41,071 49,636 154,481

* Wholly Tax~-Exempt

Federal Reserve Bank of St. Louis

# Reflects exchange of certificates due March 1 and bonds called for payment
March 15, for new Treasury notes.
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Table 3.

TREASURY SURVEY OF OWNERSHIP, NOVEMBER 30, 1949

SUMMARY OF INTEREST BEARING PUBLIC MARKETABLE SECURITIES

HOLDINGS BY CALL CLASSES AS A PER CENT OF
TOTAL HOLDINGS
Due or first becoming callable

HOLDINGS AS A

mnv’
] SEALIY [BUOKEN B4} J0 SBUIPIOH paiyisseioaq / paysseoun sy woy paonposdey

% OF MARKET DEBT
CLASS OF HOLDER OUTSTANDING Total In 1 yr. 1-5 yrs. 5-10 yrs. 10-15 yrs. Over 15 yrs.
Commercial Banks 38.5 100.0 43.8 38.1 11.3 2.5 4.3
Mutual Savings Banks 6.9 100.0 4.2 10.1 18.3 27.2 40.2
Life Insurance Companies 9.4 100.0 1.3 5.6 6.5 25.8 60,8
Fire, Casualty & Marine
Insurance Compsnies 2.5 100.0 25.3 19.5 19.5 16.5 19.2
U. 5. Government Investment A/CS .
and Federsal Reserve Banks 14.8 100.0 48.5 8.0 4.8 7.0 31.7
All Other Investors 27.9 100.0 45 .3 13.4 8.1 7.6 25.6 § b'i’
ml
TOTAL 100.0 100.0 37.7 21.3 9.7 8.8 22.5 ”7{3
— \ %.
. Ef
» =
Q S .
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Moy market prospocts

The atimohed sopy of & regular weekly table showing nessible
future changes in bank rusorvss in Pederal ieserve nmarket eperations
indicates the sort of situation ithat might be expested ia this weok and

wext,

The important aspest of this situation at present is that
menber tanka hold & substantial awmount of excess reserves--138} million
on last ‘ednesdsy, Awust 17. Durdng the twe weeks from that Jdate, some
500 mdllion dollars will be added %o awvallalle raserves by the reductlions
in reserve rojuirements, but these will be more than offset by retirsments
of 700 million dollars of Treasury bdills from the System ssoount sad
furiher inoremses in Treasury balance at the leserve banks resultin; fraa
additional offerings of bille. is & result, member Lanks will need to
draw down their sxcess ressrves Ly a mubstantial amouat,

Kemdber banks could meet the entire drain by drawing upon excess
roserves and still have an excess of over 500 million dollars., OSiunse,
Lowever, moet of the exgess resorves arc held by eountry banks, we cannot
be sertain how rapidly thoss funds will bs put to use, As of londay of
this woek country banks had over GO0 millient of excess reserves, wiich
is some 200 million more than thoy have customarily held. ‘laserve olty
banks lad on that date 265 nillion of exosss reserves, vhich is approxie
mtely 100 mdllion more then ithey ordinarily carry. Jentral reserve sity
banks also had somewhat more excess rosorves on liondey than is sustomary,

It appears likely, tharefors, that the woney narket uay be
relatively easy durlng the uext week.us! Bhe System may b2 oslled upon
to buy some soouritios on Thursdny or Friday, but on vther dnys there
may be sales Ly the System. Ve bmve mllowad for met jurchases inm the
soming week on the assunption that banke will be slow in drewing down
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Jhairmea Yolabe noosul develomouts

woodlisl Thouny

Money market

Honey mariet developuonts in the firet week after the aniounoo-
L of the decresse in regerve roquirescenis have been in some respecis
surprising.  The firet deorcase wee limdied e nowniry banks, and it wss
not wilil Thursday, the 1lth, ithat clty henk requiresents wers reduced.
The two ozt strildng deovelopmwnis have besn the heavy dewand for zertie
fisstes rabhor than Hills and iha prompt deollns in exscess reverves at
sanusiry banks.

Ag & rosuit of the sirong uarkei dermad lor ceriifiassbes, about
238 million dollurs of cortifiosbes ware sold Irom the Jystem account in
the weew sading aurust 10, Tressury Lille in the secowmi, on the other
hand, showed sn inersase for the wosk, reflsotin; purehases bolore the
mwounsasert of & redustlion In roserve requiremenis mnd ouly modorate sales
(5% million dellare) om Nonday sad Tuesdsy of thig week, O fednesiay
and Thursday, {drures for whish w1l appear in aext week's elabesent, 116
million of certilficates and 38 allllom of hills wore eold, asd 260 million
of ville were rodeemsd.

In supplying sertilficatas and ills, the lew York Baak peraitted
only & mmll deoline im raies for bills and preactionlly none in ratse for
cortilicates. The margin between the rate on Jwmonth Lills and 10wmoath
cartificates is only & bhasis points. Ixisting mariwt pregsures would tend
%0 put the reto on cerilficates lower If it were not for Lystem actiom in
solling at ithe hizher rete.

Two oxplanations may e offere for the heavier Jemnd for

sertifisotes than for billa., (1} The redustion in reserve requiresests

to dete has applisd only to country beake, whish snerally prefoer certie
floates to bills., (2) City banks, dealers, and perhups other welleinfarmed
buyers expect that shorteterm intersst rotos will deeline as & resuls of
foard astiom snd are anxious to bLuy certifiestes at present rutez, as well
as to hold on o those that they 'wmwve, The bank eimtenent for surust 10
inddcatee that both factors were sporative.

tew York City banks inorcasod their holdings of certificsies
in the weok Ly =20 milllan Jollars wnd Chiloapn banks showed an inorvase
of 20 wdllion, Doth ~rouns of baaks reduosd Yhalr heldiacs of bills, wul
this was provably :lwo result of seles belore Lhw yoduction in reguirsnents

Wiy snnounoed,
= -
Woodlizf Thomas
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The weelly statement also shows that sowrtry banks werc qulok
to make use of theldr additional reservos. Istlmmbted excessz reszcrvex of
soun:ry benke for Uednssduy, Ausust 10, showed an incresse of only 40
wllions above ithe estimate of the preceding Vednesday befere making
allowance for the retrosstive reduotion iu reserve requirssentz., Iin ot&wr
words, the eountiry hanks wtilized sbout 200 nillions of the I, milli
released. It is not posszible to inow whether this reprogents & shilt af
fymds that micht have cesurred in any event or whether it refleets gquick
sotion by the sountry banks in investing available funds. Heoauss of
the Peotromotive fosture of the reducstiem in vequirenents, cowtry Lawks
conld reduse their ressrves for this week down to the level that will
prevail mext week, It is possible that somw sountry banks have already
taken advantages of Lhis opportunity.

The policy ef keeping up the rate on cartifioates las nrobably
gnoouraged the market to buy certificates rather than Wiy Lills or hold
oxoess reserves, I thw rate om cortificates ha! bwen porsdited to
decline in msj;:mas to mariet demsnds, the marein between bill and certie
flaate rates micnt have uarrowsd o & polni whebte bHills would have beoen
1are pPopular. I‘c may W sald, on tho other hand, that the poliey followed
is serving to effect a quick absorption of sveilable exoess reserves and
way provert a sharp decling in int@mut ratos Just prior te the smmouncew
nent of Troasury z’inm ing and then s subsejuent inaromse in rates.
natabligheont of counan rales m now finsnsing would be made more 48001
ouit by sush Flustuationa.

inotler couslusion that is suggested by thess dovelopmonts is
to cast sore doubit upom the provalling view that the nominal spread
between the lwyear certificate rute and the Semontdh bill wats should be
8 per osut. I Lenks and otiwr investors prefar sertifiostes to uills
and indicate their preference in the warket, then porhaps tha Systom
should not ondeavor to prevent en adjustment in the relationghip ef ihene
ratos,

As Jor future developments, the sltusilon in the curvent statee
nent week ney be somewhst different. About 400 million of sdditicnal
reservos wore ande avelilable to clty venis on Thursdsy and snother 00
=million will becoms available to country banks on Tuesday, slthowgh the
latter may be in pert anticipeted. In any event, tliere should be abundent
funds in the market., COffsetting these funds are the maturities of Alls
in the Systex scoouat yesterday (Thursday) mmounting to 240 milliem
dollare, toretihor with the inoresss in Lills sold and a ozll) on war loan
aocounis of 10U million dollars. Usalers obtained sbout %30 million
dollars of Hills on Thureday and will want to diepose of those bills or
borrow ou them in arder to hold out for the higher price (lowar rate)
that ey expect w»ill ooocurs Tuls wll exort sorw sireinz on the mmriet.
2 balance, however, iis m\rmt should be relatively sasy Luis woek.

Tor 2w following stntetent week, tie lreasury hmes already sne
nownoed wn wdditional offering of 200 millions of Bills for Thursdwy,
the 1ith, evom though it does not mé the axi.m el Thare are alsc

SRR, %
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The docremss in reserve rejuirensnts begowdny effective st eity benks on
the sane date aoounts to 250 million dollars. It is anot wnlikely that
thore may Ve some pressure on the market in that wesk if the Systen's
holdings of bills are permitied to run off, 7

The sww zmy be truwe In she next two weeks (euding Supust ?1
and Sevtewber 7), whea the Systemts b1l maturisies amount to about [QO
miilion omch wesk and @he deorosses in ressrve roguiressnts to 250
million s weelk, Thers will mlse o & holldey cwrrenoy dmmand in this
poriosd. If the Trecsury shwuld olfer additlonal bills in these two weaks,
the prossure would be lnoreased soweshot, It is not unlikely that the
Systen ey bo oalled upon to purchase seguritieg iz Lthe markst during

the latter part of Aupust snd the flrst week of Septenmbor, anotwithsiending
the redustlons in reserve requlresents bogomins offectiwve in that period.
(Purther detnlls of prospects for future meoks are included in & revised
statenont with tables wow beiny prepered,)

Another developmnt of intersst shown in the weekly statement
is ac inoresse in comwercial lomae xt Sew York Jity banks of 38 million
dollars snd at Chicago banks of 4 million dollers.

The Tressury ossh balance has continued to increape in exosss
of previous expeotations. The {total, sxoluding rold, was 2.5 billion
en August 10, In view of this it is all the more surprising that the
b1l issue is delng inoressed apain next week, The Treasury has aunowmsed,
howewer, that it will no longer pay interest for the elapsed psriod of
the momih for Serise I notes purchased alter the first of the month.
This may havs-a mildeegerating effect on current sules of those notes
but should affest the dlstribution of saleos within the znonth rether than
the tolal volume,

The aitached shevte rive ocoweutsz regarding various other
soouamle developesente concerning whick we have rocontly obtained
nformmiion,

M 'oom.ﬂ' TROMAS
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January 21, 19L7

w. 3, 4, Xller

Asalztant Vies President
Fadoral) Rom Sark of Bew York
Yow Yark 7, Bew York

Dear Ly,

httaohod 1s s redraft of peages Li=6 of
your 5411 Statemeat, to follow after 1ine L on
pege Lie There are no chunges on yegee 1 and 8.
O page 3 we sugpest obanging the sseond paragraph
t0 resd as follewe: "It s proposed, therefure,
that the posted baying rixte and repuarshase option
for Treasury bills be aliminsted., The paints that
nesd {iscusaion inelude:”

Heaty regards,

Fichard A. Musgreve
Chisf, Covermeent ‘insnes Seetion

Attachmers
Radidb RAN

P8, w.mm:mmmmm;uw
will not be able %o ged eround bo it until Menday,
lmiithwmtmuighilmbhwumwu
htt;;mtm 1 aball exll you after gedting
hia LY
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() ir she pested buying rese and reporslsse vption om
Trowsury uille are elimivatad, thera 18 & sholes batween eontiowing
the present voluse of Yreemwry bills st bipher retes and replseing
e My sertifienten,

Cee posnibility would be JYer the Fyatem Lo discontisne L%e
purchese snéd sele of bille 56 the 34 jor cmt rate exd jernis e spem
market biil rate L@ rise towsrd the tiwee nonbbhe sertiliecate rate,
while ecemtinuing e refund wabturicg bille lnte pew B3Xls st thw higher
warket rute. Or the M1l rate could bu pegosd hy the Aysten a4 some
lovar lovel, Just as tiw owrtifieste rete is now pepged, by bayiag sed
selling 4o the serket an the dewasd vay srise,

“he othar altercative weuld ba te slimiscte or greatly reduee
she amount of %atal ills cutatandiep %o & lovel of sbuut § biilien.
in aloar Wab 5o loog s8 Whe certificate ia suppertad 8t & lized panrss~
Ssud reie, the b1l will net Jave & market ssespt us it benoess the
eguivalent, 56 rate, of & certifisate of the seme Baburity. It san b
‘urgm. therefore, that thery fa lituls or nothing %o be ained in
having sutsianding twe stupsting lustrvomie serving sssectially the
enas arpoee, et the M1 neshacise of offarings snd senders is out
oF plase, aud Shet all short berreving be Soue with esrtiftenses, To
4o this grudeally, the po-ted rnte sad the reparohase wpilan nizht e
santineed, but now lesues of Bi1ke wonid De reduesd and shose of ewrtifi~
wver insrcased. in effest, Hils would Yo relunled 10be sertirieoates
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(3) w lsrge Fellersl Seserve holdtugs of goverument

sooaritien raies o preblem of sxcess sarsings. The aggregats level

of Syetan’ s Trensury seerity holdinze is, for prastioal porposss,
indelinltely froseme The redmition of these holdings fer cash is

aot feanible nor ean sny swbrtantial net sales of Iressury odligations
be made by the Fyctem pending gaics Sn roserves from ap iuflew of pold
or « return flew of vorresoy in slroal:ztlex, or fireum & ext in resorve
reguirawwmsts whish, 4% hls tins, wvould be combtrary %o officlnl polisy.
Ihe esesssive lowml of ssrulnge woald be Yoorcansd ferther Lf the Bil)
rats wan rulsed o wertiflostes wers substivated for 2ills,

e proposal is thet, oo the assumption that Tremssry bills
w11l bo offersd sn an sxedenge buais, the Pretem would seinteln the 54
pur owst rate sa suly 1ts own HELL heldimge, allowing the opes mrket
roke 8 rise om Moldinge of Trassury bille by othere. ¥his selution is
simple Yut by iteelf insdoquate, se it weuld not solve the preblem af
excoonsive zereines whioh muiets sven ot the presant i1l rete.

A seoend possibility L that & substantianl pert, say, 1@ bidlies
dolinre outk of the 15 biilion 40llare of bills keld by the Vedwal ‘eswrwe
Jmake, sizht b enolmngeld for s dmand or shoré~fized msurity Treamwy
sertifisate bearing & low-fized rete of inverest (sey 1/8 per et ar 34,
per oom%)s T mest oblesticuy of “firest parobere” the smehenge of
mtaring frossury BAlle could de wffected By & Treampy of fering to alld
fovestors of spenial cardificates st o low rote sayuble o densnd. Zny
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~hangod : e o ' mmnirumn FILES l

R. Musgrave
i

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



Reproduced from the Unclassified / Declassified Holdings of the National Archives

~ DECLASSIFIED
Authority [, 0. [0%0]

(Gubatitute) Pags b

Nonversion of 1€ billice dollar holdings of Trsasury di1is by the
System inte spesial L per et oertificates of indebtefnuss would
sehy & yourly reduotien ix iressury intersst psyments and Sretem sern~
ings of 1% aillien dellars. If the s pecisl cortifiontes vere to esrry
s 34 per sent rate the refustion would da double simt amsunts Tiw
apseisl cortiftmie rate mizht Jmve 6 be sdiuected from tiae to tlam
to neot chonged earning miﬂmi of the Tederel ‘eserve isnke. From
e ondeed, some Crastions of prosent Bl) sud esrtificate RNoldinrs
woald be ritalred in sarketabls form aond in additien provieion would
be oade for the rivilege of exchangisng the speeisl sertilffioates inte
narkatable bills or certitiontes when open warked policy so regilires,

Another jroposal is So impose & franehise S5z with vhich te
absord the inpresse i soruinge due teo holding of dills at & highw rie
or %o sxchange ills against owrtifieates, ¥ltheut & frauchise tax,
ecooyersion of w1l bille inte 7/° per oent sertifioates or x sarresponding
inorsane i the biLl rexe wouls result i an dumuel increwse in the
sarrying eharges on the publis debs in the neighborheed of & million
do0llurs %o 55 million dellars soet of whish, under sxissing ecovditions,
would seorue Lo ihe Yederel “eserve Yanks. This ineresse in Trsesury
costs snd Yedersl Fersrve surcinyes svuld be offeet or wores thau offset
5y redinyeuition o x franshise tix an Fedoral Hosarve Hank earcisngs,
¥hile & franchins tax would anot prevent en lscretee in interest shanges
it womld provide an offast on the reseipk side,
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It would appear to be desirable for the System to be currently ap-
pralsed of the investment pclicy of banks and of the reasons for past and
prospective changes in such polisy, Such information would be partioularly
helpful to me in studying ourrent developments in the Goveroment seourity market,
and I should think it would also be helpful to the officers and directors of the
Federal Reserve Banks., In the recent past, commeroial banks were generally
lengthening their portfolios, and this polioy had an importent influence in
strengthening the market for 2 per cent bonds and in resulting in a substantial
supply of bills end short-term certifiocates, There is some evidence now that
banks are either in a transition phase or are beginning to shorten their port-
folios,

Developments of this nature have an important bearing in the planning
of open market operations and of Treasury finsnoing. In this respeat, it is
useful to know not only past trends as reflected in reported figures but to have
some indication of future trends, 1In conneoction with open market operations, it
is helpful to know what securities the System is likely to purchase or to sell
in the near future, Suoh information would be partiocularly useful in the post-
war period ir the event that the System should find it desirable to modify or
gradually to abandon the maintenance of a pattern of rates,

In oonnection with Treasury financing, it is useful to know not only
recent trends involving shifting from one group of securities to another but
also what trends may be expected in the future. If, for example, there is oon-
siderable evidence that banks are snxious to decrease their holdings of 2 per
cent bonds, this fact should be an important consideration in the determination
by the Treasury regarding offerings of such securities, Specifically, I should
like to suggest that the System contemplate a study of these questions somewhat
along the following lines:

1. A tabulation by each Reserve Bank for easch weekly reporting member
bank in its distriot of such significant figures as holdings of each of the five
olasses of Government securities, deposits, loans, other investments, and reserve
balances,

2, A tabulation of a sample of other banks obtained from the oall
reports, It would not be necessary to tabulate all of the smaller banks, but a
carefully chosen sample of suoh banks in each district should indioate ourrent
trends,

3. A study of trends at eaoch of the banks for which figures are
tabulated, This study would indicate banks that are receiving an inflow of funds
and the disposition made of those funds into reserve balances, loans, or invest-
ments in Government securities by oclasses., It would indicate for banks that are
losing funds the type of esset that is being reduced. Finally, it would indlcate
for banks having little or no change in total funds available any shifts that
they might be making smong their assets,
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4, After studying the trends of individual banks, it would be help~-
ful for an officer of the Reserve Bank to interview the investment officers of
these banks, partioularly the banks whose figures indicate some change in poliey.
In these interviews, the Reserve Bank officer would disouss the recent changes
and attempt to obtain information as to the reason back of the changes and as to
future investiment policy. It would also be helpful to ascertain what type of
securities each bank would prefer to purchase in a future Treasury offering.

5. Each Reserve Bank would make sush use of this information as might
be desired by the officers and direotors of the Bank, In addition, it would be
of value to the Board if the Reserve Banks would send a periodic report of the
results of their studies and interviews, It is contemplated that such reports
would not be in great detail but might cover general trends in the recent past
and any changes in trend that banks may ocontemplate for the future, together with
suoh suggestions regarding future Treasury financing as the banks may have to
offer,

6. It would probably be desirable for the committee to outline a general
program and method of approach, in order to bring about uniformity smong the twelve
Banks in developing this study and the interviews,

7. If this progrem proves to be suoccessful, it might be helpful to ex-
pand it to include insurance companies, mutual savings bmks, and other important
groups of investors in each distrioct,
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Mr. Albers C. w.

Cenerel Counsel,

Federal Reserve Damk of San ‘raneiseo,
den ’ransisec, Califernia.

Dear Wr. w.

n acoept my thanks for yeur very kiad latver of
Jume 2, 1&&2 eneleging feor my information a eopy of a latter
you ssed % the Asslstant Attorney General of Califfiornia
under date of May 27, 193, om the question whether surplus funds of
the 3%ate of “alifornia may be invested in Treasury bills 1seued by
the Tremsury of the United States.

I have read your opinion on thie with mueh interest and
feel that thers ean be no doubt about the ocorrectness of the eonclu-
sion which you have reached. Even if Treasury bllls were not teech-
nieally bonds thay would at least be inoluded in she broad term "obli-
ﬁim ® o o for which the faith and aredit of the United States are
pledged” in the seetion of the Culifarnia lew quoted on page 1 of

lether
el Bm o Yeul

You refer to the opinion which I addressed an Oetober 27,
M/to hr, Zosles in his oapaeity as “hairman of the Federal Openm
Mearktet Committes, relating to the limitation on the amount of obdli-
getions of the United States wiioh may be acquired direotly from the
United ftates; but you did not eay whether or not you agreed with my
sbmedustiong. If Jpwe care to express any views on that subjeot I would
be interestod in receiving tshems

A4{th all best wigshes and kindest personal regards, I am

Coy(your.,

dtor iyntt,
o General Counsel.
) Lo

S gk (red 10/ )

jeme
_ 20 s ond
A 353

1330

. roopoe
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~ MAR 26 1943

F ARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

w13 |
Office Correspondence Date Fr-3943—
To _ Board of Govemors Subject: "Treasury financing.
From Ronaldj_i_gn%som
v
]
CONFIDENTIAL Cardei:

X

Sometime ago I asked for a chart showing the
extension through 1944 of the,pattern of securities then
being issued by the Treasury. Of course this could be
nothing more than a forecast, but I thought it might be
helpful to see where we would come out by that time if
we continued to follow the then existing program. Copies
were sent to all Board Members.

I asked Mr. Goldenweiser to have Miss Burr take
one copy of this chart and insert actual results for the
four months November 1942-February 1943. On the attached
chart the changes indicated in red are the actual results
rather than the forecasted results, Also attached is a
memorandum from Miss Burr, dated March 13,,commenting on
these Changes, This may be interesting to members of the
Board and is being circulated with the request that it be

returned to me.

ﬁ FOR C:n2' 3 ATION
— Firsl ta V ;
M. Boan . /..

Attachments 2 b
We W

ClanF Ao b
o N4 [Cd it trii

=
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Eoderal Reserve Bank of St, Louis . . . o _

Oﬂice Correspondence

To.

: _\RD n:':sllznnuns . - ‘;i ) RS AI " '

FEDERAL RESERVE SYSTEM | =
R J32

Mr. Goldenweiser Subject:

!_1”.33__1'1' <b

From_

M

57"

OK.MJM toee t. ol a'd?zu /.).4 e e L
On the attached schedule of monthly issues and redemptions :
of public marketable securities through Deceamber 1944 prepared last - /1/ ¢ e
October, there have been inserted the actual results for the four
months November 1942-February 1945. Comparison of actnal results
with the schedule brings cut the following points:

1. The monthly distribution of offerings was greatly
changed as a result of. thiy:Diycsmber Victory Drive, the idea of which
was at a very preliminary stage when the scheduls was prepsred.
Three-quarters of ths net change in securities took place in Decem-
ber.

2. The net increass in marketable securities outstanding
was about $54 billien less for these four months than showm by the
schedule.: Nevertheless the net increase in doldier bills and im cer-

tificates cutstanding has been somewhat larger than shown by the

schedule and the net inersase in outstanding long-term bends sold
to investors has been smaller then showa by the schedule.

Net ingrease in public marketable securities
November 1942-February 19435
(in billions of dollars)

As shown by
Oetobar

Schedule. Actual

Bills 2.0 8.1
Certificates 4.4 4.9
Bonds——short-term 4.0 8.1
long-term 8.5 2.8

T0TAL 17.2 13.7

Considering the fact that this schedule showed by the end of 1944
a very substantial increase in bills and certificates, you might
well be ecncerned that offerings have rum ahead of the schedule,

5. The volume of savings bonds and tax notes appears to
have changed during the four months about as estimated, although
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the savings bonds appear to have run a little behind the expecta-
tions of September and the tax notes a little ahead,

Revision of this schedule to December 1944, to take ac-
count of the periodic Victory Drives and the issuance of short-
dated bonds, might give some interesting results, especially if
the revision were made after the results of the April drive are
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Governor .
' IN FILES SECTIOR
. SEP 301542
4 < )
Ofﬁce Correspondence Date_Septenber 29, T9T2
To Board of Governcrs Syb‘é«: Lowering Discount Rates

From Gov. Szrmezak
/ N C

qbald 2
I am sure you will find the attached nemorandup of interest.

|
} It relates to the subject we discussed yesterday with the Pres-
idents at the Cpen iarket Committee meeting.

ot . ‘ARD OF GOVERNORS

oF THE

FEDERAL RESERVE SYSTEM

I am quite aware of the fact that there will not be much
bOPTCW+nu and we should not encourage Banks to go into debt over _
‘ a lcng pericd cf time. However, having so realistic a presenta- 9 ¢
tion of the long range program by Drs. Goldenweiser and Williams;’/aéyf
’ we must be aware of the fuact that we shall be compelled to rely

more and more upon Open Market cperations and less and less on
reduction of reserve requirements.

The Job a@nead of us is tremendous. It is only cormon sense,
therefore, thut urges us to provide rediscount facilities for
member Banks at a rate which will make it possible for them to
borrow, if and when reserve conditions in individual member
Banks are such as to make this advisable and part of our long
range program on the subject of reserves and Government deficit
financing.

I don't think, , that rediscounting
can be expected, nor should be expected, to provide any major
share of the new reserves needed. However, lowering the genseral
rediscount rate is highly advantageoug for member Banks, which
ney find themselves in & tight reserve position, tc avail them-
selves of the rediscount facilities for which the Federal Reserve
Banks were created.

The u«ttached memo concentrates on the subject discussed
yesterday, namely, general versus preferential rediscounting.

pa——————
- 7

N AM \g\@@'

=

Attuachment

.
!
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f..,.. i "-IREC'D IN FILES SECTION |
: BOARD OF GOVERNORS Co o -
oF THE - AUG 1 6 1940
FEDERAL RESERVE SYSTEM §'3 33 . K
Office Correspondence ate_kuguot 12, 190 )
To. Files Subject: i
r. iorrill ‘ | -
Fro r; = y&'wwt» Al T Evfﬂ'“’i*&-"%i‘
4

During a meeting of the Board on August 9, 1940, Mr.
Draper distributed copies of the attached memorandum relating to
steps which might be taken to improve the relations of the Fed-
eral Reserve System to the Government security market and it was
agrced that the matter should be considered at a conference to
be held on Monday, August 12, 1940.

Messrs. Eccles, Ransom, McKee, Davis, Draper, Morrill,
Carpenter, Thurston, Wyatt, Goldenweiser, and Piser met in the
Board Room on Monday, August 12, for that purpose, at which time
Mr. Draper stated that his reason for requesting that considera-
tion be given to the advisability of making the changes suggested
was that he felt the present arrangement was not working satis-
factorily and that some program should be worked out which could
be discussed and adopted by thexFederal Open Market Committee.

The draft of program was considered in the light of its
possible effects on the Government security market, the inability
of the System to control the causes of the present money market
situation, and the suggestion that possibly the most important
element in the solution of the problem was the selection of a
manager of the System open market account who would report di-
rectly to the executive committee of the Open lMarket Committee
rather than to a Federal Reserwve Bank.

With reference to the large amount of Treasury financ-
ing that would be necessitated by the defense program, Mr. Gold-
enweiser stated that Messrs. Parry and Piser were working on a
memorandum covering that matter which would be submitted to the
members of the Board for consgideration prior to the next Treasury
financing operation, and Chairman Eccles said that between now
and December of this yeer the Board might well make a complete
study of the Government fiscsl policy as it relates to monetary
and credit conditions and thereafter express its views with re-

P spect to the effect of that policy on the credit situation.

Mr. Draper suggested that a committee be appointed to
consider and report to the Board on the advisability of selecting
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a well-gualified expert to make a study of the functioning of the
Government bond market and submit a report containing recommenda-
tions as to the methods, if any, by which the present organization
and functioning of that market could be improved.

This suggestion was discussed and it was decided that
between now and the first meeting of the Federal Open Market Com~
mittee after March 1, 1941, Mr. Draper would consult with members
of the staff for the purvose of formulating a program which he
would be prepared to recommend with a view to the consideration
by the members of the Federal Open Market Committee in Washington
of the desirability of placing it upon the docket of the first
meeting of the Committee after March 1, 1941.

SRC:sbm

FOR APPROVARX
First to Mr, ]239

Mr. Ransom . X, ¢4 cowe
awsent Hoemer

Mr. Szymezak , 2% et e

Mr. Mclee , ..

Me. Bavis . _

Pleas: natz_check and re-
twen i Mars Kitperald.

FOR FILES

«rve Ban 1)
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REC'D IN FILES SECTION
AUG 1 6 1940
 J

STRICTLY CONFIDENTIAL

Foreword

The scope of this suggested program is not broad. In fact,
it is so restricted that it is a fair question as to whether the
changes suggested herein are worth making at all.

However; this is the problem that faces us:~ If in a meet-
ing of the Open Market Committee we are to discuss a definite plan
for better control of government bond dealers, it seems essential that
we present a united front at that meeting. With this aim in mind, we
might as well be realistic and admit now that it is probably impos-
sible for all of us to agree upon a program which to éome of us might
seem too far-reaching. On the other hand, g modest program which we
could all support might be considerably more effective than no program
at all. Also, such a program would have 3 distinct advantages:

First. It would give some of us a clearer insight into the
problem as a whole,

Second, It would educate our staff into a better familiarity
with actual working technique.

Third. It would serve as evidence to all concerned that
while we believed present conditions could be improved, we had decided
to proceed in a cautious and reasonable way, to which no fair-minded

person could take exception.
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Suggested Program

With these facts in mind the following program is suggested:-

1 - The System should control within limits the portfolio of
dealers. We know that this is taking place to some extent at present
but there is evidence to show that the methods used are neither very
definite nor very strict. We also receive no regular reports on just
-what is being done.

2 - Individual Reserve banks should pvrovide to member banks
and small investors a service of buying and selling govermment secu-
rities at existing New York quotations.

Transactions under this plan should be limited to those in-
volving not more than $200,000.00 of govermment bonds in any one trans-
action.

All transactions of this character should be carried on by
each individual Reserve bank keeping in touch with us here in Washing-
ton and having its orders executed through us rather than directly with
the New York bank. Our staff here in Washington, in turn, would keep
in touch with the New York market by receiving hourly quotations in
ordinary times or 30 mimute quotations in times of crisis. From our
point of view, the advantages of having all this small business clear
through our staff here in Washington are obvious.

3 - The System should engage in more frequent swap transac-
tions in order to lkeep the market as non-rigid as possible.

4 - QOver-the-counter quotations should be made public at reg-

ular and frequent intervals during the day. This could be accomplished
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by providing the Dow Jones Ticker Service with quotations on a selected
list of the most active bonds every hour in ordinary times and every
30 minutes in time of crisis.

5 — The New York Stock FExchange should be used more freely
than at present. This could be done by putting in bids and offers at
nore frequent intervals, It might be worth the effort to try and build
up a larger amount of business on the Stock kxchange.

6 - A dealer's confirmation should indicate whether .the
transaction was executed on a dealer or a broker basis.

7 - Bark supervisors should be instructed to be more critical
of those banks which are contimually trading in and out of the market.

8 -~ The dealers, both recognized and unrecognized, should be
encouraged to form an association for the purpose of improving trading
practices in the market. If such an association were brought into
being, and proper regulations adopted, it would give added strength to
reputable dealers and to us in thwarting the efforts of those who at-
tempt to raid the market or act in other ways prejudicial to decent

public and private standards.
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STRICTLY CONFIDENTIAL ) (Lt
VEEC'E TR FILES SECTION
AUG 1 6 1940
)

Some Thoughts On The Suggested Program
Relating To The Government Bond Market

E.G.D.

l. So far as small orders are concerned, the present pro-
cedure is an artificial one. New York is not the money market for
all types of money. It is the money market for big money. The money
markets for small money are west of the Hudson River.

2. Yrom a management standpoint the present method of
handling orders is inefficient in that, regardless of the location of
the buyer, these orders are executed in New York whereas many of these
orders could have been executed in the districts in which they originate.

3. Under this proposed plan New York would still execute all
orders, both large and small, originating in its own district. Only
those orders originating in other districts would be serviced direct.

4+ The present arrangement of subservience by other banks
to New York is an unhealthy one, particularly in a regional central
banking system such as ours. If we were a purely central bank, such as
some of the foreign central banks, the situation would be different.

But we are not.

5« In these days when the System itself is so relatively free
from burdensome problems, any move of this nsture should help to re-
vitalize the System's regional activities without in any sense injuring

the basic functions of the Open Market Committee setup in New York.

FOR FILES
Sarah Murphy
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6. As to the freedom of action of the dealers under the
present setup, this state of affairs is fraught with danger, par-
ticularly under future potentialities in the world situation. IT,
in the future, our record shows that we have not even made a modest
effort to strengthen this setup, we are certainly laying ourselves
open to criticism that could have been easily avoided by a little
extra foresight now. ©Even if this suggested program, or a similar
one, is rejected by the Open Market Committee, at least the record
will show that we are aware of the dangers involved and that we tried

to do our best to meet them.
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STRICTLY CONFIDENTIAL
Foreword

The scope of this suggested program is not broad. In fact,
it is so restricted that it is a fair question as to whether the
changes suggested herein are worth making at all.

However, this is the problem that faces us:- If in a meet-
ing of the Open Market Committee we are to discuss a definite plan
for better control of government bond dealers, it seems essential that
we present a united front at that meeting. With this aim in mind, we
mizht as well be realistic and admit now that it is probably impos-
sible for all of us to agree upon a program which to some of us might
seem too far-reaching. On the other hand, a modest program which we
could all support might be considerably more effective than no program
at all. Also, such a program would have 3 distinct advantages:

First. It would give some of us a clearer insight into the
problem as a whole.

Second. It would educate our staff into a better familiarity
with actual working technique.

Third. It would serve as evidence to all concerned that
while we believed present conditions could be improved, we had decided
to proceed in a cautious and reasonable way, to which no fair-minded

person could take exception.

Pigitized for FRASER
http://fraser.stlouisfed.org/
ederal Reserve Bank of St. Louis




Digitized for FRASER

Reproduced from the Unclassified / Declassified Holdings of the National Archives

DECLASSIFIED

Authority F J—@L&QL

—2-

Suggested Program

With these facts in mind the fellowing program is suggested:-—

1 -~ The System should control within limits the portfolio of
dealers. We know that this is taking place to some extent at present
but there is evidence to show that the methods used are neither very
definite nor very strict. We also receive no regular reports on just
what is being done.

2 ~ Individual Reserve banks should provide to member banks
and small investqrs a service of buying and selling government secu-
rities at existing New York quotations.

Transactions under this plan should be limited to those in-
volving not more than $3200,000.00 of government bonds in any one trans-
action.

All transactions of this character should be carried on by
each individual Reserve bank keeping in touch with us here in Washing-
ton and having its orders executed through us rather than directly with
the New York bank. Qur staff here in Washington, in turn, would keep
in touch with the New York market by receiving hourly quotations in
ordinary times or 30 minute quotations in times of crisis., From our
point of view, the advantages of having all this small business clear
through our staff here in Washington are obvious.

3 = The System should engage in more freguent swap transac-
tions in order to keep the market as non-rigid as possible.

4 - (Over-the-counter quotations should be made public at reg-

ular and frequent intervals during the day. This could be accomplished

http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis
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by providing the Dow Jones Ticker Service with quotations on a selected
1list of the most active bonds every hour in ordinary times and every
30 minutes in time of crisis.

5 - The New York Stock Exchange should be used more freely
than at present. This could be done by putting in bids and offers at
more frequent intervals. It might be worth the effort to try and build
up a larger amount of business on the Stock Exchange.

6 ~ A dealer's confirmation should indicate whether the
transaction was executed on a dealer or a broker basis.

7 - Bank supervisors should be instructed to be more critical

of those banks which are continually trading in and out of the market.

8 ~ The dealers, both recognized and unrecognized, should be
encouraged to form an association for the purpose of improving trading
practices in the market. If such an association were brought into
being, and proper regulations adopted, it would give added strength to
reputable dealers and to us in thwarting the efforts of those who at-
tempt to raid the market or act in other ways prejudicial to decent

public and private standards.
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o

Some Thoughts On The Suggested Program
Relating To The Government Bond Market

E. G.D.

1. So far as small orders are concerned, the present pro-
cedure is an artificial one. New York is not the money market for
all types of money. It is the money market for big money. The
money markets for small money are west of the Hudson River.

2. From a management standpoint the present method of
handling orders is inefficient in that, regardless of the location of
the buyer, these orders are executed in New York whereas mamny of these
orders could have been executed in the districts in which they originate.

3. Under this proposed plan New York would still execute
all orders, both large and small, originating in its own district.

Only those orders originating in other districts would be serviced
direct.

4e The present arrangement of subservience by other banks
to New York is an unhealthy one, particulariy in a regional central
banking system such as ours. If we were a purely central bank, such as
some of the foreign central banks, the situation woﬁld be different.

But we are not.

5. In these days when the System itself is so relatively free
from burdensome problems, any move of this nature should help to re-
vitalize the System's regional activities without in any sense injuring
the basic functions of the Open Market Committee set-up in New York.

6. As to the freedom of action of the dealers under the

{ el e s
u:.«lf‘;. .M;.:«xpt&j’

Waruiyb
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present set-up,this state of affairs is fraught with danger,
particularly under future potentialities in the world situation.
If, in the future, our record shows that we have not even made

a modest effort to strengthen this set-up, we are certainly lay-
ing ourselves open to criticism that could have been easily avoided
by a little extra foresight now. Even if this suggested program,
or a similar one, is rejected by the Open Market Committee, at
least the record will show that we are aware of the dangers in-

volved and that we tried to do our best to meet them.
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day 9, 1940,

Wr. George L. Harrison, Presidmnt,
Federsl hessrve bank of New Iork,
Hew York, bNew Iork.
Lear Mr. Harrisou:
I wish to tnank you for your letter of
,'},&71{31“511040 toe outcawe of the sxperiment

of & regular reporting service from & representé-

tive group of iavestusut benkiuy firws. ol -¢o
[
. . gt . . ﬂﬂ: #“' p:‘ j
Las copy of lettier sent to eacn firam in the , /"

group, referred to in your letter as belung suclosed
therewith, was evidently omitted inauverteutly.

S

: \ Buen it is received, I will circulate your letter

\ to tue otner meambers of tias sosurd for tneir iufor-

| mwation.
Sincerely jours,
(Signed) Chester C. Davis

Gl Lo

L | @ P% FOR FILES
Digllized for FRASER | . Me Carol Piper
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d Mr. John X. langum, Vice President,
, Pederal Reserve Hank of Chieago,
Chioago 90, Illinois.

Dear John:

f In accordasnoe with your request of DoouborEO{fn are

7 ecolosing throe copies of the document entitled, “A Proposal for
a Yew Type of Long-Term Government Bond.Y The Fidposal shares

. 1/\{61 /authorship rather widely. As I remember it ¥in Riefler was the

;fﬁ'/ I prime mover originally, tut the thing has been worked over by
several others here st the Board including Ralph, Woody, Al Xoch,
Tom Smith and ayself. Al wes largely respounsible for the ldea of
the prospeotus for presentation, although sgain this respomsibility
is shared by others.

PR

I am sorry that I forgot to wire you regarding the

i teble in the Deocsmder Bulletin. At any rate, your students at
the ¥isconain School will have something %o work on from the
Deoember leeading article.

Nerry Christmms.

Sincerely yours,
(Signed) Richard Youngdaht
] Riohard Youngdahl, Chief,
: Sovernment Finanos Sestim,
ﬂ Division of Research and Statietios.

Enolosures 3.
2Yioww

Rigitized for FRASER

fiip://fraser.stlouisfed.org/

ederal Reserve Bank of St. Louis - -



p:/ffraser.stlouisfed.org/

1jnuedforFRASER
it

deral Reserve Bank of St. Louis

IieprodUCed/from the Unclassified / Declassified Holdings of the National Archives

DECLASSIFIED

Authority f J_Q_LQQQ'[__

l REC’D IN FILES SECTION

Ji . y
/7 DES 27 1809 4
A 533,

FEDERAL RESERVE BANK OF CHICAGO
CHICAGO 90

December 20, 1949

Mr. C. Richard Youngdahl, Chief
Banking Section
Division of Research and Statistics
Board of Governors of the

Federal Reserve System
Washington 25, D. C.

Dear Dick: ) /9/// N

Thank you for the document ‘emtitled "A Proposal
For a New Type of Long=Term Government Bond"., I would
appreciate receiving two or three additional copies of
this proposal if they are available. By the way, who
prepared the proposal?

Sincerely yours,

%«LK

John K. Langum
Vice President

FOR FILES
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A
yPROPOSAL FOR A NEW
TYPE OF LON(‘;-TERM
GOVERNMENT
BOND
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THE PROPOSAL

To offer a new type of Govermment bond that would be:

Long-term

Repaid, with lnterest, in squal instelments
Nonmerketable

Redeemable at owner's option

Avalleble on tap

WHY THE PROPOSAL?

During the next three years the Government faces the problem
of refunding or refinancing a major portion of its debt:--

45 billion dollars of bills, certificates, and
notes are now outstanding.

45 billion dollars of bonds will become callable.

Basic conslderations regarding the maturity distridbution and
form of the Govermmsnt debt:--

Too large a floating debt creates refinancing
problems for the Treasury and greatly restricts
the flexibility and scope of monetary action.

Too large & volume of long-term, marketable
securities presents problems of maintaining
orderliness in the market for such securities.

It would be in the public interest if a significent proportion
of the refinancing required in the next few years would
come from an offer of long-term, nonmarketable bonds that
would appeal strongly to imstitutional investors.

Digitized for FRASER
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FEATURES OF PROPOSED BOND

l. Denominations:

$1,000, $5,000, $10,000.

2. Price:

100 per cent

3. ngi-annual interest and instalment repayments of principal:

$25 per $1,000

Flrst semi-annual peyment would be approximately
1/2 interest and 1/2 repayment of principal;
thereafter a decreasing proportion of sach semi-
annual payment would be interest and an increas-
ing proportion, repayment of principal, for the
outstanding principal would gradually be declining.

4. Period of repeyment:

28 years

5. Redemption privilege:

At owner's option

6. Yield:
When held to final maturity--2.52 per cent
When redeemed prior to maturity--approximetely
equal to the yleld that might be obtained by

investing for a corresponding maturity in the
pregsent Government securities market.

T. Amount which may be held:

Avelleble for subscription at any time in
unlimited amounts.
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PAYMENTS AND YIELD OF BOND

Semi-annual payments made on a $1,000
bond of the proposed type at the end
of the years noted would be as follows:

End of: z;;:it Interest R;ﬁ?gzi;:IOf
First year $25.00 $12.44 $12.56
Fifth year 25.00 11.12 13.88
Tenth year 25.00 9.27 15.73
20th year 25 .00 4,79 20.21
28th year (maturity) 25.00 .31 24.69

The bend would yield the following percentege
return if held for the period indicated:
pertod  TUUROTGE Meldto o et of poricd indi-
i period indicated: . cated to maturity:
One year $960.55 1.10% 2.65%
Five years 814.70 1.41 3.14
Ten years 654 .81 1.84 3.67
20 years 32L4.68 2.33 5.14
To maturity
(28 years) -- 2.52 -
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WHO MAY OWN?

Nonbank investor: ornly, except that savings derosits of banks may be
invested on a formule basis,

The bond should appeal particulerly to:

Life insurance coupa:iaes

Fire, marine, casuelly, and surety iccurance companieu
Fraternal benefit iasurance companioe.s aind organizations
Banks with savings de¢posits

Savings and loan associations

Trust funds

Pension funis

Endowment funés

College and wnivescii; unds

Foundations

Religious organizations

Trade uniona

Credit unions

It would also be available to individual investors, but would be most
attractive to those with large accumulated savings.

No limitation on amounts that could be purchased or held.

General Comment:--

Ineligible for commerciel bank investment, except for
a gpecified proporticn of savings deposits. The
bond would be an attractive form in which to hold
some of the commercial benk funds now invested,
for liquidity reasons, in bills and certificates.
In such investments, however, heavy redemptions
and new purchases would be a burden on the Treasury
and a source of confusion in the money market.

Once seasoned, the bond should command a growing market
with portfolio investors, institutiocnal and indi-
viduals.

|
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ADVANTAGES TO INVESTORS

The bond would be particularly attractive to institu-
tional invesiors because:

(1) It would be safe

(2) It would yield a comparatively high
return

(3) It would be 1liquid

(4) It would provide a staggered series
of principal repasyments and offer
goecd opportunity to carry out a
flexible investment policy in
accordance with changing market
conditions.
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ADVANTAGES TO THE TREASURY

The bond would assist the Treasury in:
(1) Obtei.ing long-term money at low cost.

(2) Moving toward a more balanced debt structure,
particularly as to maturity.

(3) Placing an additional and significant portion
of the long-term debt in permenent hands
because of the high additional yield investors
have to foraego if they redeem the bond prior
to maturity.

(k) Mitigating debt management problems of the type
that have prevailed thus far in the postwar
period. Our monetary and debt management
authorities have recognized the need for main-
taining en orderly market for long-term market-
able Government securities during this perbd,
but this tended to offset the effects of other
measures taken by them to promote economic and
monetary stabllity.



r—

'DECLASSIFIED |
Authority E d. /050 /

Reproduced from the Unclassified / Declassified Holdings of the National Archives

ADVANTAGES TO THE FEDERAL RESFRVE

(1) Reduce pcssibility of need for support operations.

(2) 1Increasz the flexibility of credit policy.

Pigitized for FRASER
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ADVAUTAGES TO THE PUBLIC

Issuance of this bond ir 2 significant amount helps to assure the
public that:

(1) Monetr.; and credit policies appropriate
for :..intaining stable economic progress
will be more flexibly and promptly adopted.

(2) The Treasury is prepared to put some part
of its debt on a regular retirement basis.
Funds for debt retirement might be considered
a part of the Federal budget, end a semi-
automatic method of debt reduction be adopted.

(3) A freer, yet orderly, Government securities
market will continue to be an objective of
national financial policy.
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SUPPORTING

MATERIAL
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IMPORTANCE OF FEDERAL DEBT IN THE ECONOMY
The Federal debt now is:
Approximately equal to the gross national product

In 1939, it wag less than 1/2

In 1929, it was less than 1/5
About 1 1/2 times the size of the money supply

In 1939, it wae 5/6
In 1929, it was 1/3

About 60 per cent of all public and private debt

In 1939, it was 1/

In 1929, it was 1/10
The Federal debt backs:

3/5 of our total deposit and currency supply.
1/3 of our life insurance reserves.

All of our postal savings.
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THE CURRENT STRUCTURE OF THE GOVERNMENT DEBT

As of August 31, 194G, the totel Federal debt was:

256 billion dollars

This total was made up of 254 billion dollars of intereste
bearing, and 2 billion of matured or non-interest bearing,

securities.

The interest-bearing debt was made up of the following types

of securities:

Marketable securities
Bills, certificates and notes
Bonds
Eligible for banks to own
Partially or wholly tax
exempt

Fully texable

Reatricted as to bank owner-
ship

Nonmarketable securitiss

Series E savings bonds
Series ¥ and G savings bonds
Savings notes

Investment bonds

Other bonds

Special issues
Total

15
L6

61

50

33
2l

$156 billion
45
111

65

(A
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PATTERN OF DEBT INSTRUMENTS USED IN WAR FINANCE

During the five year period ending December 31, 1945 the Treasury obtained
377 billicon dollars to finance the war. This total included 149 billion
from taxes end 228 from bor:oving.

Type of Security Amount issued Purchased mainly by:-
(Zn billions of dollars)
Marketable debt 157
Bille, certificates, Benks, other imstitutiocnal
and notes 69 investors, and large
corporations for liguidity
Bonds 89
