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Foreword

Early last spring the United States Treasury Department and the
Federal Reserve System initiated a joint inquiry into the function-
ing of the Government securities market. It was hoped that the
study would point the way toward improvement in the market’s
mechanisms and to the prevention of speculative excesses in the
market.

The objectives of the current inquiry differ from those of the
1952 examination of the market’s functioning conducted by the
Federal Open Market Committee. The 1952 study had focused
upon the role of the Federal Reserve Open Market Account in
the Government securities market, with the effects of the Federal
Reserve open market operations on the market’s performance and
also on money markets generally, and with procedures and prac-
tices in Federal Reserve open market operations that would help
in carrying out appropriate monetary policies.

The present report summarizes the informal consultations con-
ducted by the Treasury-Federal Reserve study group with indi-
viduals associated with or informed about the functioning of the
market. These consultations were designed to obtain a broad
cross section of opinion on underlying forces shaping activity and
price changes in the Government securities market during the
period of economic recession-revival 1957-58, as a basis for
possible improvement of the mechanisms and functioning of the
market. We wish to express our sincere thanks to all who co-
operated either by personal discussion or by making contributions
through written communication. A copy of the outline for study
guidance, together with a list of participants in the consultation
program, is included in this report immediately following the report
on the consultations.

Also published in this report is a special technical study con-
cerned with the question whether an organized exchange might
better serve the public interest in effectuating the purchase and
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sale of Government securities. This question was raised in the
hearings of the Joint Economic Committee earlier this year on
the President’s Economic Report. The objective of this special
study is to illuminate the central issues in this important question
with a view to facilitating further consideration of it.

A second part of the present study will be a factual and analytical
report on the performance of the Government securities market in
1958, with special reference to the build-up in market speculation
prior to midyear and its liquidation during ensuing months of de-
clining securities prices and rising interest rates. This report will
be based on a group of special statistical surveys covering major
lenders to, or participants in, the Government securities market,
including larger commercial banks, nonfinancial business corpora-
tions, savings banks and insurance companies, agencies of foreign
banks, New York Stock Exchange members, and Government se-
curities dealers. The almost universal cooperation received in re-
sponse to the survey requests has been especially helpful.

Suggestions received through informal consultations with mar-
ket participants and observers, together with the findings from the
factual record of last year’s market performance, have indicated the
need for certain supplementary studies of specialized and technical
focus. Although these studies are primarily conceived of as work-
ing documents for the use of Treasury and Federal Reserve officials,
they will be published as a third part of the study.

ROBERT B. ANDERSON,
Secretary of the Treasury.

WM. McC. MARTIN, IR,
Chairman, Board of Governors
of the Federal Reserve System.
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Report on Consultations

This report summarizes the views of participants in and observers
of the United States Government securities market as these views
were expressed to the Treasury-Federal Reserve study group in
informal discussions and written comments. Those who were
consulted—identified in Appendix B to this report—provided the
study group with information on market functioning in general
and on the factors associated with the speculative build-up and
decline in 1958. They also presented informed judgments on
the adequacy of the market mechanism as it now exists and on
various suggestions for improving it.

No effort is made in this report to evaluate the observations and
opinions expressed by individuals consulting with the study group.
Each consultation took its own course in accordance with the
professional specialty and personal preference of the individual
consultee; study group members, however, did endeavor to elicit
opinions on a number of selected subjects and problems.

GENERAL OBSERVATIONS

For the most part, the discussions with the consultees were con-
cerned with relatively technical matters concerning the functioning
of the Government securities market, its financing, the influence
on it of Treasury and Federal Reserve practices, and the merits
of various alternative approaches for market improvement.
Throughout the study, however, views were expressed on some of
the broader influences that are operative in the market, particularly
fiscal, monetary, and debt management policies. This introductory
section summarizes these more general views.

The opinion was almost universally held among those con-
sulted that Federal fiscal policy was an overriding influence in
the market for Government securities in 1958 and has been the
single most important factor depressing the market in recent
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months, A growing awareness after mid-1958 of the large
expected deficit in fiscal year 1959, when economic recovery and
expansion were in progress, helped to engender inflationary
expectations that tended to turn investors away from fixed-dollar
obligations in general and Government bonds—the most riskless
and lowest yielding obligations—in particular. Apart from concern
over the inflationary implications of the Government deficit,
knowledge that the Treasury would find it necessary to enter the
market frequently both for large amounts of new cash and to
refund a heavy volume of maturing securities in a period when
interest rates were rising and bond prices falling led investors
to adopt a cautious policy in acquiring Government securities.

Consultees differed in their appraisal of the gravity of this
problem. Some were of the opinion that it was temporary, being
largely a result of the sharp and unexpected turnaround in eco-
nomic activity in 1958, and that the return of balance or near-
balance in the Federal budget in fiscal 1960 would be conducive
to a substantial improvement in the market; others took a more
pessimistic view, fearing continuing long-term growth in budget
expenditures, chronic deficits, or insufficient surpluses, and con-
sequently an economic environment adverse to ownership of
Government securities. A number of consultees contended that a
study of the market mechanism was misdirected, for there was
presently nothing wrong with the market that would not be largely
cured by budget surpluses.

While generally critical of fiscal policy, a number of consultees
also thought that in recent years there had been too much reliance
on monetary policy for economic stabilization, with the result that
financial markets had been subjected to unduly wide swings in
credit availability and interest rates. Shifts in monetary policy,
together with the growing sophistication of market participants
about the market effects of monetary policy, had been partly
responsible for wide fluctuations in the prices of Government
securities. Some thought that this had repelled potential investors
in Governments. Another result was said to be an open invitation
to speculate “on a sure thing” at turning points in the economic
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cycle when monetary policy changed direction. Other consultees,
while recognizing these problems, were of the opinion that such
price and interest rate movements were to be expected in a free
market and that the responsibility of the Federal Reserve was to
pursue its broad monetary objectives under the law. These involve
counter-cyclical actions that necessarily accentuate interest rate
variations over the business cycle. In general, although the timing,
magnitude, and techniques of Federal Reserve actions were criti-
cized by some consultees, there was general approbation of the
broad objectives of monetary policy.

As market participants have become more knowledgeable about
monetary policy, they have also become highly sensitive to pos-
sible indications of changes in monetary policy in view of the im-
portance of expectations in affecting market behavior. For this
reason, some discussants were highly critical of speeches and
public statements by Federal Reserve and Treasury officials, which
they characterized as disruptive market influences, particularly
around times of Treasury financing operations. Strong criticism
was also directed at the alleged use of press channels as a means
of providing information to the market; it was noted that the
effects of seemingly “inspired” or “authoritative” press stories are
frequently adverse to the market.

A related opinion was that constant official references to the
dangers of inflation had had the perverse effect of reinforcing in-
flationary expectations and had consequently contributed to the
reluctance of investors to purchase fixed-income obligations in.
general and Government securities in particular. A majority of
the market participants who commented on the question seemed
to believe that official statements and speeches should be held to
a minimum and that actions and statistics should be permitted to
speak for themselves. A minority view was that policy actions
frequently need to be explained and that Treasury and Federal
Reserve officials should endeavor to inform the public regarding
what it is they are trying to accomplish by their actions.

There was a diversity of views among the consultees regarding
the proper role of debt management policy in different phases of
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the business cycle. If the Treasury takes advantage of a period
of slack demands for long-term funds and declining interest rates
to extend the maturity of its debt, it is in the position of encour-
aging and relying upon speculative activity, yet, to the extent that
its offerings of long-term bonds keep longer term interest rates
from falling, it may interfere with the recovery process. On the
other hand, if the Treasury attempts to issue longer term bonds
when interest rates are rising, it encounters difficulties in its financ-
ing operations, causes undue increases in interest rates, or risks
spoiling the market for other borrowers.

Recognizing that these considerations might indicate that it was
never appropriate to sell long-term bonds, many discussants sug-
gested that the Treasury had to grasp the opportunity whenever
it appeared; however, a number of them emphasized the dangers
of overselling long-term bonds in periods when the market appears
highly receptive, as in 1958. The importance of timing was
stressed, and it was suggested by some that in recession periods,
the most appropriate time to issue longer term bonds was in the
earlier rather than the later stages of the downswing in interest
rates.

In discussions of the increasing difficulty the Treasury has en-
countered in marketing intermediate- and long-term bonds, refer-
ence was made to two aspects of this problem. First, the Govern-
ment has itself created long-term instruments that compete very
effectively with Treasury bonds. FHA and VA mortgages, the

. most important in volume, carry a virtual guaranty of the United

States Government. Attention was called to the growing volume
of Government agency issues, such as public housing, FNMA,
farm credit, and shipping obligations. Although principal and
interest are not always guaranteed by the Government, many in-
vestors regard these securities as having virtually the same risk-
less character as direct Treasury obligations. Since, however, they
yield a considerably higher interest return, they put Treasury
bonds at a disadvantage in the eyes of investors.

Secondly, according to some observers, investors increasingly
appear to be re-appraising the relative attractiveness of Treasury
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bonds and private long-term obligations. It was noted by a num-
ber of the consultees that those features of Government bonds that
have traditionally permitted them to be sold at a lower interest
yield than other bonds are their freedom from credit risk, greater
marketability, and absence of call provisions. It was suggested
that investors may be re-evaluating the significance of these
features. The excellent record of corporate business in meeting
its interest and repayment obligations in recent decades, and espe-
cially through the three postwar recessions, may have led investors
to revise their notions as to the degree of additional risk attaching
to corporate as compared with Treasury bonds. It was suggested
that the market may be in the process of adjusting to a narrowing
of this risk differential, and the possibility that it has not yet fully
adjusted may be responsible in part for recent difficulties in
Treasury financing.

On the question of marketability, some observers were of the
opinion that the wide swings in Government bond prices in recent
years had also lessened their relative advantages over other types
of obligations, for greater price stability may be one of the features
that investors expect in Government bonds. The role of Treasury
securities as investments is based in part on their use for portfolio
adjustment purposes, but if prices are unstable and the market is
relatively thin, this advantage lessens. At least one discussant
questioned, in this connection, whether Treasury bonds are to any
extent more marketable than publicly issued corporate bonds,
claiming that under current conditions he is able to move cor-
porate bonds in the market as readily as Governments.

In view of these possible changes in investors’ attitudes, the
question was raised whether selling Treasury bonds successfully
was simply a matter of paying a high enough interest rate to attract
investors. Views on this question were mixed. Some discussants
stated that if the price were attractive, the Treasury could sell
long-term bonds. Others thought that a higher interest rate was not
a sufficient condition for selling more long-term bonds; they claimed
that the result was likely to be a corresponding upward movement
in yields on competing obligations, with little or no net gain in the
relative attractiveness of Treasury bonds to investors.
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GOVERNMENT SECURITIES MARKET, LATE 1957 TO AUTUMN 1958

The consultees typically reviewed in broad terms the factors which
they thought were responsible for the sharp advance and decline
in prices of Government securities during the 1957-58 period of
recession and recovery. Some suggested that the results of the
Treasury-Federal Reserve questionnaires would provide a much
better documentation of the events of the period than they could
offer, and most indicated that their own opinions were based only
on general impressions or observation of a limited part of the
market. Most consultees therefore confined their comments to key
highlights centering on the special circumstances of the June
financing.

Market advance, November 1957 to April 1958. It was generally
agreed that the major advance of Government securities prices
began with the November 1957 reduction in the Federal Reserve
discount rate. One dealer reported, however, that even before the
discount rate action, clouds on the business horizon had created
expectations of a market turnaround, and that this had been a
market factor which had helped the distribution of Treasury offer-
ings of notes and bonds during the summer and early fall of 1957.
Most agreed, however, that market concurrence in these expecta-
tions did not become general until the discount rate reduction in
November. In the economic setting at the time, this action provided
a dramatic signal of changes in the business and credit outlook that
recalled to the minds of market professionals the substantial run-up
in bond prices recorded in the previous business recession of
1953-54.

A number of discussants noted that, in the face of these expecta-
tions of rising bond prices, the offering of the Treasury’s 3% per
cent bond of 1974—announced almost immediately after the
November discount rate reduction—encouraged speculative par-
ticipation. When these speculative expectations were soon con-
firmed, and the 376 per cent bond, as well as the 4 per cent issues
offered prior to the discount rate change, moved rapidly to sub-

stantial premiums, speculative interest in the market received further
stimulus.
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The few observers who commented more than generally on the
late 1957 phase of the advance in bond prices noted that market
interest in this early stage was confined largely to professionals—
dealers, some institutions, and some stock brokerage houses—plus
a few knowledgeable individuals. Commercial banks, although
aware of the market opportunities then available in bonds, generally
lacked the excess reserves and the portfolio liquidity to participate
substantially at that time, it was said.

In reviewing the market build-up after the turn of the year,
respondents brought out a number of influences which they thought
had contributed to the further advance of securities prices and to
the encouragement of speculative activity:

1. Current statistical measures on business activity, credit demands, and
bank reserves suggested that business recession and monetary ease might
persist for some time and thus contribute to further advances in bond prices.

2. With the freeing of more reserves through monetary actions, commer-
cial banks became active buyers of intermediate-term Treasury securities,
helping to push prices higher despite a sizable volume of new intermediate-
and long-term Treasury offerings.

3. Market price increases on the two new Treasury bonds issued in the
February refunding provided striking evidence of the profit opportunities in
Treasury bond offerings during a recession.

4. Anticipations of continued advances in bond prices led investors to bid
actively for the new intermediate-term Treasury issues offered for cash in
February and April, and the secondary market performance of these issues
further confirmed bullish expectations concerning bond prices.

5. Lags in the timing of Federal Reserve counter-cyclical actions in open
market operations, discount rates, and reserve requirements tended to gen-
erate expectational rumors that additional System actions to ease credit
might be taken.

6. Because many of the investors who were buying Government bonds
hoped to obtain the tax advantage of long-term - capital gains, a large
share of the new securities that were acquired were not resold in the market
and were not expected to become available until after the required six-
month holding period for capital gains purposes.

7. Some investors who bought bonds on margin early in the period of
market advance subsequently used the appreciated value of these bonds as
margin for credit purchases of other Treasury offerings, thus pyramiding
the use of credit in the market.
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Treasury’s June financing. In appraising the particular build-up
of speculative interest prior to and during the June refunding
period,' some consultees expressed the view that the conditions
which encouraged speculation in that operation represented a com-
bination of circumstances not likely to occur again. Others were
much less confident of this fact and seemed to believe that a similar
episode could recur under comparable circumstances in the future.
Notwithstanding this disagreement as to the likelihood of a simi-
lar future speculative crisis, there was considerable agreement con-
cerning the special factors which led to the June 1958 experience.

Bond price expectations. Consultees reported a general market
consensus prior to the June financing that bond prices would con-
tinue to rise and that the Treasury would offer a long-term bond
as one option in the exchange. Reflecting this consensus, prices
of June “rights” (the maturing issues) moved to premiums. In
addition to the general economic and credit outlook, several specific
factors reinforced investor confidence in rising bond prices. One
was the Treasury’s call of two optional bonds for refunding in
September; another was a press conference statement by the Presi-
dent suggesting that economic conditions justified even lower long-
term interest rates.” Since the spread between short- and long-term
interest rates was unusually wide at the time and since corporate
bond offerings in the capital markets were expected momentarily
to slacken from their active pace, this indication of official concern
over long rates added support to the expectation then prevalent
that they would fall further.

These expectations provided a speculative inducement to in-
stitutions as well as to individuals, and to cash buyers as well as to
credit buyers of Government securities.

Commercial banks were mentioned by a number of the con-
sultees as an investor group particularly active in acquiring “rights”
prior to the June refunding. Many of the bankers who lengthened

*In June the Treasury offered a 3% per cent 27-year bond for cash and, in
exchange for a note and two bonds maturing June 15, offered an 11-month cer-
tificate at 1% per cent and a 6%-year bond at 236 per cent.

2 No conferee mentioning this statement noted that it had been clarified on the-
same afternoon.
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portfolios by exchanging into the 2% per cent bond expected at
a later point in the recession, it was stated, to sell bonds in order
to increase portfolio liquidity.

In addition to its general attractiveness to banks in a period of
declining loan demand and low short-term interest rates, the 238
per cent bond reportedly appealed to both banks and nonfinancial
corporations because it was expected to carry a higher secondary
market premium than the 1Y4 per cent certificate, the other ex-
change option in the June refunding. Many holders of “rights”
were thus encouraged to exchange into the bond, even though they
ultimately wanted a liquidity instrument, on the assumption they
could immediately and profitably swap into the certificate in the
secondary market.

Speculative purchases of June “rights” by individuals based on
credit were reported to have been mobilized largely through the
promotional efforts of some stock brokerage firms, especially
smaller houses that are less knowledgeable about the Government
securities market. It was claimed by one observer that these firms
had been alerted by banks and money brokers to the possibility
of speculative gains in the June refunding. Stock brokerage houses
were said to be purchasing for their own account as well as solicit-
ing customer interest in speculative purchases based on credit se-
cured from banks and corporations.

Ready availability of credit. A number of consultees alleged
that aggressive efforts of lenders, especially banks, to obtain higher
interest earnings on short-term funds were the prime stimulus to
speculation in the June “rights.” Although others were less willing
to assign so much responsibility to lenders, all agreed that extreme
liquidity among lenders combined with very low yields on short-
term Treasury securities provided a powerful incentive for lenders
to seek better yielding alternatives for short-term money. Because
rates obtainable on repurchase agreements against “rights” approxi-
mated the 2% to 27 per cent coupons on the maturing securities,
in contrast to a yield of about 3 per cent on 90-day bills at the
end of May, repurchase agreements on “rights” presented a very
attractive medium for placing short-term funds. Borrowers, mean-
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while, were able to carry speculative positions on credit with no
net interest cost.

Various participants in the consultations were critical of the
Federal Reserve System for creating a degree of ease in bank reserve
positions during the spring of 1958 that they regarded as excessive.
This, it was said, provided the financing to support speculation.
Several indicated a belief that, beyond a certain point, further ease
in bank reserve positions serves no counter-cyclical purpose; it
merely drives short-term rates to unreasonably low levels and en-
courages a lowering of credit standards as banks search for higher
yields. An alternative view, which agreed that short-term yields
below one per cent were neither necessary nor desirable, stated,
nevertheless, that monetary ease was not overdone in the spring
of 1958. What the low rates suggested, according to this view, was
that Federal Reserve open market purchases and Treasury debt
management operations had reduced the supply of shorter term
Government securities available to the public, thus contributing
importantly to the decline in short-term rates.

Banks were not the only institutions mentioned as willing lenders
to speculators in this period. It was reported that nonfinancial
corporations were also actively seeking short-term investment out-
lets, and some other institutions had large blocks of money available
for temporary investment. Corporate treasurers, for example, re-
ported that in addition to their June tax and dividend accruals,
funds were available from inventory liquidation, cut-backs in capital
outlays, and, in several important instances, the proceeds of recent
long-term securities offerings in the capital market.

Consultees differed as to the relative importance of commercial
banks and nonfinancial corporations as sources of funds to finance
speculative purchases of June “rights.” Some alleged that much
of the speculation in “rights” was financed by corporate repurchase
agreements, whereas others stated that the amount of credit avail-
able from this source was actually a very limited part of the total.
Most said that banks were important lenders to speculators, both
in the form of repurchase agreements and collateral loans.

Nearly all of the consultees ascribed a major role to money
brokers in the financing of speculative purchases of “rights” for
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and through stock brokerage firms, although it was pointed out
that such firms also obtained credit directly from banks. Several
money brokers were said to have been involved in the June opera-
tion, but comments focused on one in particular. This broker
reportedly adapted the repurchase contract to the financing of
speculative purchases for individuals by capitalizing on the know-
how which banks and corporations had developed in making re-
purchase agreements with Government securities dealers, as well
as by utilizing his own contacts made in regular Federal funds
trading. As this broker described his operation, orders from
individuals to purchase “rights” and to finance them were received
without solicitation both directly and through other stock houses.
He executed delayed delivery sales to such individuals, who at the
time apparently put up no cash or no more than a sum equal to the
market premium on the “rights.” He purchased the “rights” from
dealers and sought out sources of funds among corporations and
banks outside New York, making repurchase agreements with them
against the “rights” in his own name.

There was general agreement that the individuals involved in
buying of June “rights” on credit, although to a large extent new-
comers to the Government securities market, were for the most part
well-to-do. The one active money broker reported that many of
the transactions he arranged were motivated initially by tax con-
siderations of interest only to taxpayers in high income tax brackets.®

Market decline. Consultees differentiated two general phases of
the decline. Initially there was an apparent technical reaction
to the refunding. This gave way, later, to a more fundamental de-
cline in Government securities prices.

Factors in the decline. Many consultees stated that, although
a fairly active speculative interest in “rights” had been observed
prior to the June refunding period, announcement of the size
of the exchange into 2% per cent bonds represented a distinct

*The tax advantage was based on the ability to deduct from current income
premiums paid for securities maturing within the tax year, such as the “rights”
in the June refunding. Although the taxpayer also establishes a taxable short-term
capital gain to the extent of any premium on the new issue upon exchange, he
is able to come out ahead insofar as he can offset this with capital losses on other
transactions during the tax year.
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surprise to the market. This news posed a question whether the
market might not be faced with a serious technical problem in ab-
sorbing the large volume of intermediate-term securities. More-
over, as several observers noted, questioning of the technical situa-
tion deepened as participants in the market became aware that
corporate repurchase agreements in these and other securities would
have to be refinanced to the extent that they represented the tem-
porary investment of accumulated reserves for payment of June
tax liabilities. (Ordinarily part of these funds would have been
invested in a tax anticipation obligation but such an issue with a
June 1958 maturity was not outstanding.) Additional market
pressure stemmed from the need to make cash payment on June 18
for the Treasury’s new 3% per cent long-term bond.

It was reported that these technical difficulties might have been
successfully taken in stride by the market had there been no change
in the general outlook for bond prices. According to several ob-
servers, however, some uncertainty had already begun to develop
among professionals closest to the Government market even before
the refunding. In addition, statistical evidence began to be re-
ported which suggested that the business downswing might have
been bottoming out. Lower weekly figures on net free reserves
at member banks in early June were also raising questions whether
the Federal Reserve might not have shifted the emphasis of its
policies.

As stressed by nearly all consultees, these developing market
uncertainties were highlighted by several press reports concerning
the business outlook and the prospects for Federal Reserve policy.
These reports appeared when adjustments to midmonth technical
problems were still in process and seemed to have been based
on interviews with officials. Because of the technical vulnerability
of the market at the time, it became quite clear that should these
newspaper articles contain any real substance, speculative positions
in bonds might soon become untenable. Even before mid-June,
bond prices had turned down slightly, reflecting some selling pres-
sure generated when speculative positions in “rights” that had been
financed temporarily and without margin on corporate repurchase
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agreements had to be refinanced and margins supplied. Following
the press reports, downward price pressures became stronger.

In the initial phase of the market decling, there was considerable
market uncertainty whether bond price changes reflected a basic
shift in direction of interest rates or merely a temporary technical
reaction following the refunding. In this period selling came largely
from weak positions—speculators who had bought on margin
and investors who wanted a shorter term security but had taken
2% per cent bonds merely to capture a quick gain. These pres-
sures on the market were intensified by the liquidation of the
position of the major money broker who had acted as principal in
repurchase agreement arrangements between banks and nonfinan-
cial corporations on one side and ultimate buyers on the other.
Selling in this period was absorbed largely by commercial banks
who continued to buy bonds at declining prices and by the Treasury
which near the end of June initiated a program of market purchases
of 298 per cent bonds of 1965.

As price declines persisted, evidence began to accumulate, it
was reported, that the movement was more than a mere technical
reaction. Banks therefore became less willing buyers and in some
cases more active sellers. Appearance of bank liquidation set
off further selling by those holding securities on margin and the
weight of this more general selling, in turn, caused some liquidation
by institutional investors. Among those selling Treasury bonds in
the late summer were investors who revised earlier plans for holding
securities for six months in order to establish long-term capital gains
and now hoped only to avoid or minimize losses.

The influences that were mentioned as being operative in extend-
ing the market decline beyond the dimensions of a technical adjust-
ment included: (1) the growing realization that the turning point
of the recession had occurred; (2) the mounting evidence that the
budget deficit in fiscal year 1959 would be very large and would
require the Treasury to enter the market frequently and heavily;
and (3) the international crisis in the Near East, which involved the
landing of American troops in Lebanon.
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Treasury and Federal Reserve intervention. A number of the
dealer consultees stated that their experience in the market in the
summer of 1958 was among the most difficult in their careers. It
was claimed that in such a crisis, if the Treasury and Federal
Reserve had remained aloof, the market would have been even more
demoralized.*

Almost all consultees took a favorable view of the efforts of the
Treasury to relieve some of the pressure on the market in June
and early July by purchasing over $600 million of the 2% per
cent bond. The intervention, it was said, helped to bolster dealers’
confidence and encouraged them to continue attempting to move
securities from sellers to buyers. It was noted that the Treasury
intervention also helped to offset the effect of selling due to margin
calls and that some buyers began to appear when it was known
that the Treasury was purchasing.

Although the Treasury action was generally praised, there were
differences of opinion regarding the techniques used. Some con-
sultees thought the purchases should have been more aggressive
and in larger volume. Others thought that the purchases by the
Treasury should have been spread out over a longer period of time
and should have been in smaller blocks of securities. According
to the latter view, the large-scale purchases, on a declining price
trend, had the effect of relieving, first, speculators and relatively
large investors.

Among those who commented on the Federal Reserve interven-
tion in the market in July, opinion on its justification was divided.

*In June and early July 1958, the Treasury purchased almost $500 million of
the new 2% per cent bond for retirement plus about $130 million for Government
investment accounts. The Federal Reserve intervened in mid-July in order to
correct what appeared to be a disorderly market. It was announced on July 18
that “In view of conditions in the United States Government securities market,
the Federal Open Market Committee has instructed the Manager of the Open
Market Account to purchase Government securities in addition to short-term
Government securities.” Over the next five days the Account purchased $1.2
billion of securities, largely “rights” and “when-issued” certificates involved in
another Treasury financing then in process, but also a small volume of longer

germ securities. Before and after these purchases, the Account reduced bill hold-
ings substantially.
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It was argued, on the one hand, that aloofness by the Federal
Reserve in the existing crisis atmosphere would have been more
upsetting to the market. Others claimed that the market was not
disorderly and that intervention was unjustified.

Dealers differed in their definitions of a disorderly market that
called for Federal Reserve intervention and on their recommenda-
tions as to the technique of intervention. One dealer claimed that
a disorderly market—which he characterized as a market in which
bids were not forthcoming in response to a price decline of any
magnitude—was almost inconceivable. Another definition stated
that a market is disorderly when rapid price reductions tend to
feed on themselves, inducing further offerings instead of bids, and
an element of panic is present. Under this definition, it was said,
the market was disorderly on July 18, when the Federal Reserve
announced its intervention. Still another dealer stated that a
disorderly market exists when institutions begin to liquidate large
blocks of securities even though they have no need to do so. On
the basis of this definition, he saw no need for intervention by the
Federal Reserve.

A number of those who criticized the intervention felt that in-
action would have been preferable to what was actually done.
Most consultees thought that the Federal Reserve statement an-
nouncing intervention had misled the market. They claimed that
the market was led to believe that Federal Reserve purchases would
continue for a longer period than a few days, would involve a
greater proportion of longer term securities, and would be in
greater volume. The abrupt cessation of purchases by the Federal
Reserve came as a shock and, according to some observers, set
off another wave of selling. Although much of the criticism was
thus directed at the way in which the statement announcing Federal
Reserve intervention was worded, it was also acknowledged that
when a decision is made to abandon temporarily a customary prac-
tice, as was done on July 18, there was a public duty to inform
everyone concerned, whereas intervention without a statement
would have been evident, in the first instance, only to dealers from
whom the trading desk purchased securities.
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Among those who favored the intervention, there was disagree-
ment on the technique. A minority of those who commented were
of the opinion that purchases should have been more aggressive in
order to bid up prices and halt the decline. A larger number of
comments reflected the view that it was not feasible to attempt to
turn the tide in such circumstances.

FUNCTIONING OF MARKET

The views of consultants on market functioning are treated in two
parts: first, a general review of opinions on the role of speculation
in the market, and second, a more detailed summary of views on
various aspects of making markets, with particular emphasis on
the role of dealers.

Role of speculation in market. Virtually all consultees at some
point in their general discussion of market functioning made
special reference to the role of speculation. Although the subject
of speculation was highlighted by the unusual circumstances of the
June 1958 refunding, opinions on speculation were generally based
on its more fundamental and continuing market aspects.

Few of the consultees attempted any very precise definition
of speculation. Most viewed it in much broader terms, however,
than the type of buying on thinly margined credit by newcomers
to the market that was given so much publicity in the June 1958
refunding. From the opinions expressed, it was clear that specula-
tion was viewed generally as any positioning of a Government
security, financed on credit or otherwise, which anticipates subse-
quent resale of the issue at a profit. Considered in these terms
there was general agreement that speculative activity is an essen-
tial ingredient to an effectively functioning securities market since
it lends continuity and facilitates the sale and distribution of new
issues. Several discussants noted that, not only in the June 1958
refunding but also in all other 1957 and 1958 offerings of inter-
mediate- and long-term securities, the successful extension of
Treasury debt was aided by speculative activity. The point was
also made that the main effect of speculative purchases in May
and June was to delay a fall in Government securities prices that
was inevitable because of the turnaround in economic activity;
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thus, it was said, the Treasury refunding in June was more of
an immediate success than it would have been in the absence of
speculation.

Many consultees cautioned against overstressing the need for
measures to prevent a recurrence of speculative developments such
as those of 1958. They expressed concern that measures stimu-
lated by this one episode, which many regarded as unlikely to be
repeated, might undermine the effectiveness of the existing market
mechanism. A few discussants argued that when viewed in proper
perspective the June crisis had little fundamental significance and
was merely an incident in the normal workings of the free market
process in which speculators incurred losses and gained expe-
rience, Other discussants thought that a logical case could be made
for attempting to differentiate between useful market speculation
and excessive speculation, but most were doubtful as to how this
differentiation could be accomplished in practice.

Making of markets. This subsection reviews the opinions of
consultees on the adequacy of dealer service in making markets and
on dealer practices and inter-dealer trading arrangements, including
the role of Government securities brokers. It also covers views on
the question of entry of new firms into the present dealer market.

Dealer service to large customers. Consultants who are customers
of dealers expressed general satisfaction with their current ability
to transact business through dealers. Most stated that, with a little
patience, they can complete orders of reasonable size at reasonable
prices. Moreover, although they recognized that the absorptive
capacity of the market is sometimes weak—particularly in times
of crisis like the summer of 1958—few consultants attributed re-
sponsibility for these market defects to dealers. In fact, virtually
all consultants had high praise for the dealers’ ability to operate in
unfavorable market circumstances over which they have no control.
Several consultees pointed out that even in the months of most
rapid price decline in the summer of 1958 a relatively large volume
of trading was completed. They suggested, in fact, that some com-
plaints of market thinness in recent periods reflect customer un-
willingness to accept realistic prices at which securities will be
moved.
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A few consultees expressed a more negative view, indicating a
belief that dealers have become less willing to make markets in
certain maturity areas. Also, throughout many of the discussions
there was at least a tacit recognition that the ability of the cus-
tomer to trade has declined relative to most previous years because
of the special pressures under which the market has been operating
since last June. The intensity of this belief seemed to vary, de-
pending to some extent upon the sector of the market in which
the particular customer’s business is mainly conducted. For ex-
ample, corporate treasurers, whose trading centers in the short-
term area, reported no particular concern over any reduction in the
volume of trading on which dealers would make good at quoted.
prices. On the other hand, a consultant who deals mostly in long-
term bonds reported that in this sector dealers have become little
more than brokers, seldom being willing in practice to undertake
substantial transactions at quoted prices.

In dealer comments on the allegation of market thinness, a dis-
tinction was made between different types of customers. On the
one hand, it was stated, there are customers who work closely with
a dealer, placing their problems in his hands and giving him time to
work out trades at agreed prices or spreads. On the other hand,
there are customers who are sharp traders and seek to accomplish
their ends by hitting bids of various dealers without giving thought
to resulting price consequences. In periods of rapid price change,
dealers are wary in quoting firm prices to the latter type of cus-
tomer, who therefore is likely to complain of inadequate service,
while customers of the first type may still be accommodated to their
satisfaction.

Nondealer consultants were asked whether in their transactions
with dealers they were ever conscious of a conflict of interest
arising out of the fact that dealers carry investment positions of
their own. Invariably the response was that they are wholly satis-
fied with the ethical standards maintained by dealers and feel no
sense of having been put to a disadvantage in transactions with
dealers. A number of customers indicated that because of the high
degree of competition in the Government securities business, in-
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dividual dealers have no alternative but to quote the best prices to
customers.

Consultees also agreed, however, that in a free market a dealer
must look to his own self-interest or go out of business. There was
a consensus that no dealer’s capital would be sufficient for him to
try to operate against market trends at turning points, as specialists
on the stock exchange are expected to do. In support of this view,
it was pointed out that prices of Government securities, in contrast
to stock prices, all move together at times of general change and
that the dollar volume of potential offerings in the Government
market is much too large for dealers as a group to attempt to ab-
sorb into their portfolios.

Customers of dealers who commented stated that they were
opposed to any restrictions on the size of dealers’ positions, and
showed no concern over the possible disadvantage to investors
arising from the efforts of dealers to liquidate long positions in a
declining market. They expressed general confidence in the tech-
niques dealers now use to limit their position exposure. They also
implied that the weight of dealer liquidation in a decline would have
little influence on the ultimate level to which prices moved. One
consultant noted, however, that dealers are the most important
segment of the market in the influence they have on investor think-
ing, since much of what many investors know about current market
developments is learned through contacts with dealers.

Handling small transactions. Considerable stress was placed by
discussants on the fact that the present organization of the Gov-
ernment securities market is geared to the efficient servicing of large
orders from banks, savings institutions, nonfinancial corporations,
and other relatively large investors. Concerning the adequacy of
service in smaller transactions, consultants made two observations:
one, that odd-lot orders from individuals are typically processed
through their own banks and receive prompt service at reasonable
prices; and, two, that the volume of orders from individuals is very
small, because customers generally prefer savings bonds if their
incomes are modest, and usually prefer equities and tax-exempt
State and local government securities if they are in higher income
tax brackets.
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Consultees from several nondealer banks indicated that they
carry small trading positions in Government securities for the ex-
press purpose of accommodating small orders from customers.
Such banks settle only the net of their customer trading operations
through Government securities dealers. Representatives of banks
that carry no trading position in Governments indicated a general
willingness to process customers’ orders in Treasury issues at little
or no charge, and bank dealers stated that the processing of odd-lot
orders is considered to be a part of the banking service they offer.
Reviewing the character of the service provided by banks through
their various customer relationships, many of the consultees were
of the opinion that the charges on small-lot orders fall below costs,
resulting in less expensive service than could be expected for orders
of similar size in other financial markets.

Nonbank dealers expressed little interest in odd-lot orders. Tt
was observed that transactions of small investors require exactly
the same type of processing as large orders and therefore are much
more costly per dollar of trading. One nonbank dealer reported
that because of the higher cost of small orders, he has recently
introduced “an odd-lot” charge, and even this does not always
cover the full costs of such transactions. It was pointed out that
when small-lot orders come to nonbank dealers through banks,
such orders are readily handled in order to obtain the good will
of the bank for its other business. For this reason small-lot trans-
actions processed through banks are usually handled expeditiously,
and frequently at regularly quoted market prices with no special
odd-lot markup.

Inter-dealer trading. Trading of securities between dealers is
done both directly and through Government securities brokers, but
the bulk of it is done directly. Until a few years ago, trading agree-
ments among dealers provided a basis for inter-dealer trading.

Trading agreements were described as commitments between
dealers that each will make good to the other at quoted prices on a
certain volume for any issue at any time on either side of the
market. Agreements have typically been bilateral and have varied
as to the size of the commitment liability—both between dealers
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and in different maturity sectors of the market. The standard
trading commitment was for 100 bonds ($100,000). Agreements
of this “100-bond” type were quite common among dealers a few
years ago, but during the periods of market decline which have
developed periodically in the interim, agreements have generally
been abandoned.

Dealers were asked whether it would be desirable to re-introduce
trading agreements; their answers varied widely. Some dealers were
strongly in favor of returning to agreements, arguing that commit-
ments of this type force all dealers to quote realistic prices and
give a more accurate reflection of the true condition of the market.
Other dealers were equally opposed to trading agreements. They
argued that commitments of this type are subject to abuse, for
they generate an excessive amount of inter-dealer trading and divert
dealers’ attention from customer business. Also, such agreements
may lead to exaggerated price fluctuations as a single inter-dealer
transaction reverberates around the market from one dealer to the
next. Those who favor trading agreements countered these objec-
tions with the contention that prices could not move very far with-
out eliciting offsetting responses from ot