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EFFECTS COF OFERATICONS IN COUPCON ISSUES
ON INTEREST RATES AND FLOWS OF FUNDS
OVER SHORTER TIME INTERVALS

by
Jack C. Rothwell, Economist
Federal Reserve Bank of Philadelphia

Operations in coupon issues, undertaken upon occasion since early 1961,
have had the following purpose, as stated in the Board of Governors Annual Report
for 1961:

+..the purchasing of securities in the intermediate- and
longpr-term areas, as contrasted with the short-term ares,
offered the possibility of supplying reserves without
creating direct pressure on short-term rates. Also, such
purchases, by having a moderating influence on long-term
interest rates relative to short-term rates, might have
the effect of facilitating the flow of funds through the
capital and mortgage markets, thereby encouraging the
progress of recovery.

In this paper an attempt is made to evaluate the extent to which these
policy obJjectives have been achieved over shorter time periods.

At the outset, it should be noted that conclusions with respect to the
success of operations in coupon issues can at best be only tentative. The short
period of time over which the policy has been administered provides relatively
few observations to test against prior experience. Moreover, the behavior of
interest rates and flows of funds is a very complex multivariate function. It is
extremely difficult even to identify all of the varlables affecting these magnitudes;
mach less to discern the precise guantitative significance of each. Still it is
important to investigate the effect of operations in coupon issues. Partial know-
ledge, though incondlusive, is a better guide to policy than no knowledge at all.

With respect to procedure, two types of tests are employed, both involving

comparison of periods in which coupon operations were relatively intense to periods

in which they were not. First, we look at the early phase cf the present cyclical

lBoard of Governors of the Federal Reserve System, Annual Report, 1961, p. Lo,
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expansion (during which the System was particularly active in coiton issues)
relative to similar phases of past expansions when operations were coniined
largely to bills. Second, we look at subperiods in the present expansion,
comparing periods of more activity in coupon issues to periods of less activity.
The question: does any consistent pattern emerge in the behavic: »f interest

rates and flows of funds during these ccntrasting time periods?

Intercyclie Comparisons

Authority to operate in coupon issues was granted to the manager of the

' open market account in February 19G1. This date happened to coincide #it° ‘u~
trough cf the 1960-1961 recession. In addition, during the four months following
the grant of authority, ofricial operations in coupon issues were at a relatively
high level. (Indeed, these monihs represent the single most intense perioa of
operations, both in dollar am~untz and as a per cent of total dealer transactions. )
The combination of these twc aevelopments -- the grant of authority crineciding
with the cyclical trough and the relatively intense utilization of this authority
during the ensuing four months -~ greatly facilitates intercycle comparison. If
operations in coupon issues did indeed have the desired effects on interest rates
and flows of funds, then the behavior of these variables irn the early period of
recovery from the 1960-1961 recession may differ from that in similar phases of
past cycles when the "bills usualily” operational procedure prevailed.

Chart I shows an index of .cng- and short-term interest rates on Governm .ot
securities during the eight months sirrounding the cyclical troughs of the 1653-105kL,
1957-1958 and 1960-19€1 rzcessicns. Following the 196C-1961 trough, the long-tern:
rate did indeed leg behind the upward movement which characterized the other
recoveries, suggesting that operations in coupon issues may have hal some nmoderating

influence.2

€Tt should be ncted that the urturn in long-term rates in the fourth mopth
following the 1957-1998 trougn may be due in part to the fact that System policy
waz shifted in the direction of less ease in July cf 1958.
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The behavior of rates on short-term Govermments is shown in the second
panel of Chart I. During the early months of 1961, when rather heavy official
purchases of coupon issues took place, the short-term rate remained relatively
stable at a level above that of 1957-1958 and only slighlly below 1953-1954. This
could be interpreted in several ways. By purchasing coupon issues, the System may
have helped keep downward pressures off short-term rates thus helping to maintain
rates at the generally higher levels prevailing during the 1960-1961 recession;
in the absence of System action, rates might have fallen. Alternatively, one
could reason that, though the index of short-term rates remained at a high and
more stable level in 1961 than in 1957-1958, the 1961 performance differed little
from that in 1953-1954, hence one cannot conclude with a high degree of certainty
that operations in coupon issues served to differentiate the 1961 experience from
earlier periods. Certainly the effect of operations in coupon issues appears to
be less clear-cut in the case of short-term than in long-term rates.

With respect 1o flows of funds, Syctem acticrn was designed to "have a
moderating influence on long-term interest rates relative to short-term rates,
[Ghiq§7 might have the effect of facilitating the flow ¢f funds through the

capital and mortgage markets..."

If the action were indeed successful, one might
expect a relatively large flow of funds in the 1961 recovery in those markets
sengitive to such a "moderating influence," that is, in the markets for corporate
bonds, state and local government securities, and mortgages.

Chart II shows an index of the cumulative flow of funds through these three
markets during the four months following the cyclical troughs of the l953—l95h,
1957-1958, and 1960-1961 recessions. During the 1961 recovery, with the System

active 1n coupon issues, corporate bond flotations were substantially larger

‘than in the earlier periods.3 Real estate credit extended was roughly similar in

3In the corporate bond index, two different base periods were used: (a) average
of flotations during the trough month and months immediately preceeding and following
the trough, (b) average of flotations during the three months preceeding the trough.
The sceond base period was employed, both in the corporate index and in the total index
Lecause Flotations in the first base period appeared abnormally depressed.
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all three periods. State and local flotations in 1961 lagged behind the 1954
reriod but exceeded the 1958 experience. Finally, a combination of the three
flows into a single cumulative index (the last panel of ChartIT), produces a margin
in favor of the 1961 recovery period.

In summary, then, a cycle-to~cycle comparison of early recovery periods
Yields some indication that operations in coupon issues may have had some effect
in the dired¥lon ‘envisaged by the System. The index of long-term interest rates
remained relatively stable; though the index of short-term rates was not con-
slstently higher than in past recovery periods, there was little downward pressure
on these rates; indexes of flows of funds, both in important individual sectors
and in the aggregate were relatively large in the 1961 recovery.

Again it should be emphasized, however, that the available evidence
should be classified more as indicative than conclusive. The observations are
few in number; there were many forces influencing interest rates and flows of
funds in the various cycles so that it becomes difficult indeed to disentangle
the specific results of official operations in coupon issues.

From the intercycle ccmparisons, let us now turn to intracycle data.
Does there appear to be some differential impact on interest rates and flows of
funds in periods of greater and lesser intensity of coupon purchases during the

present business expansion?

Intracycle Comparisons

To throw some light on this question, the present cyclical expansion
was divided into four subperiods reflecting considerable variation in intensity

of operations in coupon issues. These periods were as follows:
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Table 1

Monthly Average of Net Offical
Purchases of Coupon Issues

1 Year and Over to Maturity S Years and Over to Maturity
Per Cent of Per Cent of
Dollar Amount Total Dealer Dollar Amount Total Dealer

{(miliions) Transactions ‘millions} Transactions

March 1961 through July 1961 .., Active Phase 515.2 6.9 272.7 13.5
Jan, 1962 through July 1962 ... Passive Phase 134.9 2.0 b 0.5
Aug. 1963 through Nov, 1963 ... Active Phase 336.7 4.5 249.9 6.5
Dec, 1963 through May 1964 ... Passive Phase 51.5 0.6 52.4 1.2

The behavior of interest rates during these periods is shown in Chart IITI.
Rates on long-term govermments (computed on an index basis with the first month
of each period as base) shows a pattern of upward rather than downward pressure
during the periods of active orTicial operations in coupon issues. This upward
pressure is evident relzitive botn to the base periods of the active phases and
relative to the behavior of interest rates in the passive periods.

At least two interpretations of the behavior of long-term rates are
possible. On the one hand, it could be argued that official operations had little
effect in moderating upward pressures in the long end of the market during the
active phases. On the cother hand, one could argue that it was the very rise
in rates that dbrought orfficial action into the market in the first place, and that
in the absence of official action, rates would probably have gone even higher
than they did. One thing may be said in any case: the effect of official action
i{s less than clear=-cut.

Tnis latter statement also holds true for the behavior of short-term

Government rates. (Panel 2 of ChartIII). In the first active phase, short

rates held at a low level both relative to the base month and relative to

the behavior of rates in the passive periods. In the second active phase,
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short rates rose relative to the base month and relative to one of the passive
periods. Such disparate behavior complicates any effort to assese the effect
of System action on short-term rates.

An exsmination of weekly changes in interest rates on govermment
securities likewise produces no clear cut conclusion with respect to>the inter=-
action of official operations in coupon issues and the behavior of interest rafes.
Table IIédmpares the direction of movement in official purchases

and iniiéng-térmfrates on Government securities during the active and passive

periods.
Table 2
Comparison of Direction of Movement in Official
Operations in Coupon Issues snd Long-Term
Interest Rates on Government Securities During
Periods of Active and Pussive Official Operations, 1961-196kL
(Weekly Luta - Seasonally Adjusted)
Movements in Movements in
Moved In Moved in Opposite Opposite Direction
Total No. Opposite Same Direction and Indeterminate Weeks
of Weeks [Direction Direction Indeterminate as a % of Total as a 4 of Total
Active Periods 39 9 14 16 23 64
Passive Periods 56 19 23 1h 34 59

If official operations did indeed have a directly ascertainable in-
fluence on long rates, one might expect this effect to show more clearly in the
periods of active operations, when official purchases were more extensive and
prolonged. During these active periods, one mighﬁ expect official operations and
long-term rates to move more consistently in opposite directions, an increase
in purchases producing a decline (cr at least no change) in rates and a decrease

in purchases removing downward pressures on rates.
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In fact, and as may be seen in Table 2, movements in an opposite
direction occurred in only 23 per cent of the active weeks and in 34 per cent
of the passive weeks. If the indeterminate weeks (weeks in which no change
occurred in interest rates) are added in with the opposite direction weeks
(on the theory that no change indicates downward pressure in the expansion
phase of the cycle), then the active periods are brought more into line with
the passive periods. Sixty-four per cent of the weeks in the active period
were opposite or no change; fifty-nine per cent of the weeks in the passive
period were opposite or no change. Yet still, one would hardly be justified
in labeling this difference (64 vs 59) significant. On the basis of this test,
there again appears no clear-cut evidence of the effectiveness of official
operations in coupon issues.

The same direction of movement test applied to short~term rates on

Government securities is shown in Table 3.

Table 3

Comparison of Direction of Movement in Official
Operations in Coupon Issues and Short-Term Interest
Rates on Govermment Securities During Periods
of Active and Passive Official Operations, 1961-196k4
(Weekly Data - Seasonally Adjusted)

Moved in Moved in
Moved in Moved 1in Same Same Directlon
Total No. Same Opposite Direction and Indeterminate Wks,
of Weeks Direction troctien Indeterninate As a % of Total As a % of Total
Astive Periods 39 19 15 5 1] 62
Passive Perlods 56 26 18 12 U6 68

Kere, too. there is little suggestion that a moderation of official opera-
tions in ®ills significantly relieves downward rate pressures and hence permits

bill rates to rise more than they otherwise might. Bill rates and coupon
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purchases move in the same direction in 49 per cent of the active weeks and
in 46 per cent of the passive weeks. When indeterminate weeks (no change in
rates) are added in both the active and passive periods, the relative per-
centages change only slightly: in the active phase, 62 per cent of the weeks
were in the same direction or indeterminate; in the passive phase, 68 per cent
of the weeks moved in the same direction or were indeterminate

If no clear-cut impact on interest rates appears immediately evident
as a result of official operations in coupon issues, is there still some reason
to expect that differences in flows of funds might be observable in the active
and passive phases? There indeed is such reason. The impact of official opera-
tions on the interest rate structurs may be masked by other market factors,
yet the impact may in fact exist and may influence the flow of funds. Long
rates, for example, could rise despite heavy operations in coupon issues, but
the rise could be moderated by cfficial action and this moderated rise could
stimulate a greater flow of funds in the period of active operations.
Alternatively, it is possible for the effect of official operaticns on flows of
funds to be transmitted to ths market more through expectation than through
some immediately observable impact on interest rates. Official operations, for
example, could give rise to expectations of stability in capital and mecrtgage
markets and thus to confidence in the continuity of a given range of rates.
Such confildence could encourage flows of funds during active phases of official
6perations.

How in fact did flows of funds behave during the active and passive
periods? Is there any significant difference in the two phases which could
support the hypothesis that official operations do in fact have an impact on

flows of funds?
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As a first approach to answering these questions, simple percentage
differences were computed betwgen average monthly flows of funds in the active
and passive phases of official operations. The results are shown in the table
below.

Table L
Per Cent Change in Flows of Funds
Average Month in Passive Periods

to
Average Month in Active Periods

Real Estate Credit + 1.h4
Corporate Bonds + 12.8
State and Local Government

Securities - 5.5
Total of Real Estate and

Securities Flotations + 3.5

As may be seen in Table &4, flows of funds were greater in the aver-
age month for the active pericds in all sectors except state and local govern-
ment flotations. Especially notable is the 12.8 per cent by which corporate
bond flotations 1in the average active month exceeded corporate flotations in
the average passive month. Also notable, any influence of trend in the flota-
tions series would tend to work in favor of greater flows in passive rather than
active periods because the sequence of phases ran: active, passive, active,
passive.

A further attempt to isolate any significant difference in flows dur=~
ing the active and passive phases was made by examining deviation of monthly
flows from trend. As shown in Chart IV, trend lines were fitted by the least
squares method to the real estate series, corporate bond flotations, state and
local government issues, and to the total of the three. If System operations
did tend to stimulaté greater flows of funds, then flows during the active phase

months should be more often above the trend line than flows during the passive
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phase months, or for that matter, flows during months of "moderate™ System
operations. Summary results of the trend line test are shown in Table 5.

Table 5

Trend vs. Actual Flows of Funds During
Periods of Active, Moderate, and Passive
Operations in Coupon Issues, 1961-196L

(Monthly Data, Seasonally Adjusted)*

I. Flows of funds coterminous with System operations
Per Cent of Months Above the Trend Line

Active Moderate Passive
Operations Operations Operations

Real Estate 67 59 38
Corporate Bonds 67 35 38
State and Local LL 65 5L
Total of Real Estate

and Securities

Flotations 56 59 31

ITI. Flows of funds lagged one month behind System operations

Per Cent of Months Above the Trend Line

Active Moderate Passive
Operations Operations Operations

Real Estate &7 59 33
Corporate Bonds 78 29 Lo
State and Local 33 71 50
Total of Real Estate

and Securities .

Flotations 67 59 33

III. TFlows of funds lagged two months behind System operations

Active Moderate Passive
Ogerations Operations Operations
Real Estate 56 65 36
Corporate Bonds 67 L1 27
tate and Local 56 71 36

Total of Real Estate
and Securities
Flotations 56 65 18

*The number of months included in the three phases are as follows:
Coterminous 1 month lag 2 _month_ lag
9 9

Active Phase 9
Moderate Phase 19 19 19
Passive Pnase 13 1 11
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Though the number of observations are relatively few and thus the
percentages in Table 5 cannot be categorized as statistically significant,
still the table is interesting and perhaps indicative. Moreover, it tends
to support the results obtained in the simplc 'percentage difference" test.

Section I of the table indicates the percentage of months in the
active, moderate, and passive periods which we-e abnve the trend line;

Sections IT and III show the percentage of months above the trend line in
the three periods but with flows lagged one and tw« months behind official
operations.

In Section I, there is a notable differ=nce in months above the trend
line in the real estate and corporate sectors (and some indication of difference
in total flows) as we move from active to moderate to passive operations in
coupon issues. The difference is even more pronounced when flows of funds are
lagged one month behing official operations. TIn this latter case, for example,
78 per cent of the months azre above the trend line in the corporate sector
during the active phase; only 29 per cent ¢f the months are above the trend in
the moderate phase, corporate sector and 42 per cent in the passive phase,
corporate sector. A general deterioration in the relationship between flows
and official operations occurs whern Tlows are lagged two months behind official
operations.

It is interesting to note that the strongest relationship seems to
exist in the corporate sector, while the weakest relationship occurs in state
and lccal government issues, as was the case in the simple percentage com-
parison of flows in active and passive periods.

To summarize what has been said thus far, a cycle-to-cycle camparison
¢f early recovery pericds indicates that operations in ccupon issues may have
had some effect in the diicction envisaged by the System. In the period of
heavy coperations in coupon issues following the February trough of the 1960-1$61

recescion, long-term interest rates remained relatively stable when campared to
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similar phases of past recovery periods, and short-term rates, though not
consistently higher than in past recovery periods, exhibited little indication
of downward pressure. Moreover, flows of funds in several of the individual
sectors and in the aggregate were relatively large in the 1961 recovery.
During active and passive phases of System éoupon purchases in the 1961-196k4
period there was little clear-cut evidence of a differential effect of coupon
purchases on interest rates. However, there was a definite suggestion that
the System may have had an impact on flows of funds.

Thus far we have been concerned with shorter time spans within the
1961-1964 period of official participation in the coupon market. It also may
be instructive to view the period as a whole. An examination of the entire
period provides a greater number of observations with respect to official
operations, interest rates, and flows of funds. One might have greater con-
fidence in the relationships already suggested if these same relationships

can be shown to exist for the period as a whole.

The 1961-196L Period Viewed as a Whole

Month-to-month corparisons of changes in the level of official
operations and in long-term interest rates over the 1961-196L period yield

the following results.
Table 6
Comparison of Direction of Movement in Official
Operations in Coupon Issues and Long-Term
Interest Rates on Gov't Securities, Feb. 1961-
May 196%.
(Montnly data, seasonally adjusted)
Moved in
Moved in Opposite Dir.
Opposite Dir. & Indeter-

Total No. Moved in Moved in Indeter- as % of minate as a %
of Months Opposite Dir. Same Dir. wminate Total of Total
Purchase of
Issues
Maturing in
1 ¥r. & over 4o T 19 b4 L3 53
5 ¥rs. & Over 4o 7 19 L 43 53
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The direct relationship between long-term rates and official opera-
tions does not appear to be significant. Even if the indeterminate movements
are included with the opposite-direction movements, the relationship is no
more than could be expected on the basis of chance (53 per cent of movements
in an "opposite" direction).

Would the relatvionship be improved if only those months were selected
for comparison which were above average for the period in terms of the volume

of official coupon purchases? The following table throws some light on this

question. Table T
Comparison of Direction of Movement in Official
Operations in Coupon Issues and Long-Term Interest
Rates on Gov't Securities, Feb. 1961-May 1964
(Months in Which Official Operations Were Above Average
for Period, Seasonally Adjusted)
Moved in
Opposite Dir.
Moved in & Indeter-
Total TNo. Moved In Moved in Indeter- Opposite Dir. minate as %
of Months Opwnosite Dir. Same Dir. minate as % of Total of Total
1 ¥r. & over 21 10 9 2 L8 5T
5 ¥rs. & over 4 T 6 1 50 57

Again, the direct relationship does not appear to be a significant one,
and the relationship is little improved by counting "indeterminate" months in
with "opposite directicn" months.

Is there likely to be any improvement if we select from the total of
all months certain sets of months in which there was a "continuous" change in
the volume of official coupon purchases? In the table below, a "continuous"
period is defined as three months or more, with each month showing a continuous

change either in the direction of greater or lesser purchases of coupon issues.
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How did long-term rates behave during these months of "continuous"” official

purchases?

Table 8

Comparisons of Direction of Movement in Official
Operations in Coupon Issues and Long-Term
Interest Rates on Government Securities During
"Continuous" Period
(Monthly data, seasonally adjusted)

Moved in
Moved in Opposite Dir.
Opposite Dir. & Indeter-
Total No. Moved in Moved in  Indeter- as % of minate as %
of Months Opposite Dir., Same Dir. minate Total of Total
Purchases of
Issues
Maturing in
1 Yr., & over 3 3 0 0 100 100
5 Yrs. & over 17 9 6 2 53 65

Some improvement in the relationship does occur, but the improvement is
not marked. ©S5till, the combination of opposite direction and indeterminate months
accounts for 65 per cent of total months in the five-year-and-over category. The
cone-year-and-over category, with only three months, cannot be considered meaningful.
One of the continuous periods selected happened to coincide with the period
during 1961-1964 when official purchases hit a low point. If we eliminate this
period, we have 13 months for observation in the "five-year-and-over" category.
During these 13 months, movement was in the opposite direction or indeterminate
in 10 months or about T7 per cent of the time. This provides some indication that
official operations in coupon issues, 1if pursued in the same direction over a con-

tinuous period of time, produce results which would be theoretically expected.*

'*On the basis of 5 and-over issues, we have 17 months in the
continuous-period classification.

Periods of continuously increasing purchases included T months
and for these months alone the distribution of signs was as follows:

Opposite as a $ Opposite & Indeterminate
Total Opposite  Same Indeterminate of Total as a % of Total

7 L 2 1 o7 T1

(footnote continued)
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Applying the same direction of change tests to flows of funds
through the mortgage and capital markets during the period 1961-196k,
rather inconclusive results appear. Table 9 compares monthly changes in
official purchases of coupon issues to monthly changes in new corporate bond
flotations, new issues of state and local Government securities, new real
estate credit granted, and the total of these three flows. If official opera-
tions in coupon issues did indeed have an effect on these flows, we would expect
movement in the same direction, 1.e., increased purchases of coupon issues

should stimulate new security Tlotations. What in fact happened?

(footnote continued)

*
Periods of continuously declining purchases included 10 months
and for these months alone the distribution of signs was as follows:

Opposite as a ¢ Opposite & Indeterminate
Total Opposite Same Indecerminate of Total as a % of Total

10 5 1 1 50 60

But if we delete the period of lowest official purchases which
oceurred in the "declining purchases” category we get the following

results:
’ Opposite as a ¢ Opposite & Indeterminate
Total Opposite Same Indeterminate of Total as a % of Total
6 L 1 1 67 83
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Real Estate

Purchases of
coupon 1ssues
maturing in

1 Yr, & over

5 ¥rs, & over

Corporate Bonds

Purchases of
coupon lssues
maturing in

1 Yr, & over
5 ¥rs, & over

State & Local

Purchases of
coupon 1lssues
maturing in

1 Yr, & over

5 Yrs, & over

Total

Purchases of
coupon issues
maturing in

1l ¥r, & over

5 ¥rs, & over
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Table 9

Comparisons of Direction of Movements in
0fficial Net Purchases of Coupon Issues and Flows of Funds
Through the Mortgage and Capital Markets, Feb, 1961-May 1964

(Monthly data, seasonally adjusted)

Co terminous 1 Month Lag 2 Months Lag
oame Same D ame
Moved in Mowved in DMovement Moved in Moved in Movement Moved in Moved in  Movement
Opposite Same as 4 of Opposite Same as % of Opvosite Same as % of

Direction Direction Total Direction Direction Total Direction Direction Total

21 19 W7 20 19 ug9 16 22 58
23 17 42 20 19 49 16 22 58
19 21 52 20 19 49 23 15 39
19 21 52 18 21 5l 21 17 Ug
20 20 50 22 17 N 14 24 63
20 20 50 22 17 Ly 16 22 58
21 19 L7 21 18 46 17 21 55
21 19 1y 19 20 51 19 19 50

9T
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Table 9 , on the whole, shows no close relationship between
purchases and flows of funds. The highest percentage of movements in the
same direction occurs in the real estate and state and local flows, with the
flows lagged two months behind official purchases (63 per cent of movements
in the same direction for both flows, calculated on the basis of the l-year-
and-over maturity classification). Total flows show no apparent relationship
to official purchases.

TeblelO (page 18), compares changes in official purchases to flows
of funds during months characterized by above average official purchases.

There appea: s to be some improvement in the relationship when only
"above average months” are considered. The improvement is registered in all
classes of flows and is most apparent on a one-month-lag basis in the five-
year-and-over maturity classification (64 per cent of movements in the same
direction for the real estate Ilows, Tl per cent for corporate bonds, Tl per
cent for state and local issues and 86 per cent for the total of the three
flows).

Finally, a ccmparison cf flows and officisl purchases during periods
of "continuous" official purchases (3 or more months moving in the same direction)

yields the following results. (Table 11, page 19).
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Table 10

Comparisons of Direction of Movements in
Official Net Purchases of Coupon Issues and Flows of Funds
Through the Mortgage and Capital Markets, Feb., 1961-May 1964

(Monthly data, seasonally adjusted, above average months)

Coterminous 1 Month Lag 2 Months Lag
Same Same Sams=
Moved in Moved in  Movement Moved in Moved in Movement Moved in Moved in  Movement
Opposite Same as % of Opposite Same as % of Opposite Same as % of

Direction Direction _Total Direction Direction _Total _Direction Direction _Total

Real Estate

1 Yr. & over 10 11 52 11 10 48 9 12 57

5 Yrs. & over 11 3 21 5 9 64 6 8 57
Corporate Bonds

1 Yr. & over 12 9 43 9 12 57 14 7 33

5 Yrs. & over 8 6 43 4 10 71 10 4 29
State & Local

1 Yr. & over 10 11 52 11 10 48 7 14 67

5 Yrs. & over 9 5 36 4 10 71 5 9 64
Total

1 Yr. & over 10 11 52 10 11 52 9 12 57

5 Yrs. & over 9 5 36 2 12 86 8 6 43
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Table 11

Cormparisons of Direction of Movements in
0<ficial Yet Purchases of Couvon Issues and Flows of Funds
Through the Mortgape and Capitel larkets, Feb, 1961-May 196l

{Gonthly dsta, » :s:mally adjusted, contiruois ver?ods)
Coterminous 1 Month Lag 2 Nonths
Same Same Same
doved in Moved in Movement Moved in Moved in Movement Moved in Moved in Movement
Opposite Same as € of Oovosite Same as 3 of Opposite Same as ¢ of

Direction Direction Total Direction Direction Total Direction Direction Total

Real Bstato

1 ¥r. & over 2 1 33 1 2 67 2 1 33

5 Yrs. & over 8 9 53 8 9 53 10 7 n
Corporate Bonds

1 ¥r. & over 1 2 87 2 1 33 2 1 33

5 ¥rs. & over 7 10 59 1 10 59 8 9 53
S8tate & Local

1 Yr. & over 1 2 67 1 2 67 1 2 61

5 ¥rs. & over 9 8 47 9 8 47  { 10 59
Total

1 Yr. & over 2 1 33 1 2 67 1 2 67

5 Yrs, & over 9 8 47 8 9 53 9 8 47
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Concentrating on the five-year-and-over category (because of the paucity
of observations in the one-year-and-over class), there appears to be little direct
relationship between flows of funds and continuing official purchases.

Once more to summarize briefly, the cycle-to-cycle comparison of early
recovery periods suggests that official cperations in coupon issues may have had
some effect in the direction envisaged by the System. The comparison of active,
moderate, and passive phases of official operations during the 1961-196L4 period
provides no statistically conclusive evidence to support the hypothesis, but still,
there is a suggestion that officigl purchases may have had some impact on flows of
funds. Looking at the entire period subsequent to the abandonment of "bills usually,"
there is & suggestion that "continuous" official operations may have some impact
on long-term rates and that months of "above average' official purchases -- especially
"above average" purchases of issues maturing in five years and over -- may have sone
impact on flows of funds.

In addition to the direction of change comparisons thus far used to investi-
gate the relationship between official purchases, interest rates, and flows of funds,
least-square regressions wers run to see if further evidence of relationship could

be established. Following is a summary of the regression results.

flcial Purchases, Interest Rates,
i ¢ o TMands: Regression Tests

Tablel? lists the coefficients cf determination found for the wvarious
rates and flows during pericdsof active, moderate, and passive periods of official

cperations, both on a coterminous basis and with a one~-month lag in rates and flows.
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Teble 12

Coefficients cf Determination; Official Purchases
and Various Financial Variables, Jan. 1961 - May 196k
(Monthly data, seasonally adjusted)

Coterminous
Active Moderate Passive
eriod. Period Period
Cfficial Purchases
and Real Estate (-).2362 (+).0317 (-).2052
Corporate Bonds (-).0022 (+).2937* (-).11k2
State & local (-).2025 (-).0002 (-).0543
Total flows (~).2480 (+).0635 (-).269k*
Long rate (=).5107% (+).0320 (-).2025
Shert rate (-).2550 (+).073k (-).2256
With One-Month Lag
Official Purchases
and Real Estate (-).166k4 (+).0661 (-).1560
{orporate Bonds (+).Ql90 (+).0045 (-).0912
tate & local (+7.0m59 (+).0166 (-).1274
Total flows {-).0671 (+).0506 (-).2550%
Long rate (-).3399 (+).0708 (-).3102%
Short rate (-).18k0 (+).0686 (-).1260

*Statistically significent et the 5 per cent level.

As can be seen, mosv of the coeffTicients are quite low. It is notable,
however, that the long-term rate couparison in the active, coterminous, phase is
gtatistically significant at the 5 per cent level, with a coefficient of .51.

Table 13 shows the coefficients of determination between official pur-
chases and the financial variables when all months in the 1961-196L period are

ineluded (instead cf only months in active, moderate, and passive phases ).
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Taole 13

Coefficients of Determination Between Official
Purchases and Financial Variables - Jan. 1961 to May 196k
(Monthly data, seasonally adjusted)

Coterminous One-Month Lag
Original First Original First
Series Difference ‘ Series Difference
Official Purchases
and Real Estate (-).030 (-).0276 (-).0117 (+).0169
Corporate bonds (+). 0620 (+).0234 (+).0328 (-).00h7
State & local (-).01 (-).0000 (+).0159 (+).0121
Total flows ) o; (-).0016 (-).0515 (+).0090
Long rate § ﬁ 1369% _{-).005L (-).0692% (+).0207
Short rate (-).0259 (-).0001 (-).0137 (+).0000

*Statistically significant at S per cent level.

Once more the coefficients are quite low. Yet as before, long-term rates are
at least statistically significant.

Would the coefficients be irmroved if we compared official purchases during
“"above average" months and "continucus" periods to flows and rates during these

same months? First, let us look at the "above average" months in Table 1kL.

Table 14

Coefficients of Determination Between O0fficial Purchases
and Financiel Variables for Months of Above-Average Purchases
Jan. 1961 to May 196k
(Morthly date, seasonally adjusted)

One~Month
Coterminous Lag
Official Purchases
and Real Estate (-).0190 (-).0098
Corporate Bonds +).1218 (+).0357
State & local (-}.017h {+).0090
Total {(-).000L (-).0000
Long-rate (-).1624% (-).0756
Short-rate (-).0kk9 (-).023%

*¥5tatistically significant at 5 per cent level.
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Again the coefficients are low, with long-term rates the only variable
passing the test for statistical significance. The same low coefficients are
also obtained when the financial variables are regressed with official purchases

of 5-years-and-over to maturity, as shown below.

Table 15

Coefficients of Determination Between Official Purchases
of Securities of 5 Years and Over to Maturity and
Financial Variablas for Months of Above-Average Purchases
January 1961 to May 1964
(Morthly data, seasonally adjusted)

One-Month
Coterminous Lag

Official M™Mrclhaces

and Real Esuit (+).001k (-).0003
Corporate Bonds (+)-0339 (+).1116
State & local (-} .0062 (+).2773*
Total Ilows (+).0029 (+).0L37
Long~rate (-).03%96 {-).0041
Short-rate (+)+0000 (+).0048

*Statistically sigeificant at 5 per cent level.

Turning now to officizl purchasss during "continuous periods,” the

regressions produced the foilowliay results.

Tavie 16

Coerficients of Tetermination Between Official Purchases
Maturing in Five Yeuru ¢r dore and Selected Financial
Variabvles Tor Periods of Continuous Purchases
Pebraary L1961 to May 1964
(Monthly data, seusonally adjusted)

One-Month
Coterminous Lag
Of{ficial Turchases
and Real Estate {=).03k2 (-).0511
Corporate boads (+).1831% 2+).1892*
State & local (+).0130 (-).0112
Total fiows (+).0000 (-).0020
Long-rate {~)1035% (-).0581
Snort-rabs {.}.0l19 (-).0154
*Statistically significant at 5 per cent level.
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Table 17

Continuous Period Fxcluding a
Four-Month Run of Low Purchases

One-Month
Coterminous Lag
Officiel Purchases
and Real Estate (-)+02 (-).0ko7
Corporate bonds (+)+153k (+).1267
State & local (+).0072 (-).0092
Total (-)-0008 (-).0052
Long-rate (-).2256* 2- .0660
Short-rate (-)-0092 -).0043

*¥Jtatisticaliy signilicant at 5 per cent level.

As in the other ccomparisons, the coefficients for continous
rericds are low, thouzh some slight correlation is evident for long-term rates and

corporate bond issues.

In Conclusion

The regression resulis, on valance, appear +to provide less support than
the unon-parametric tests for the genersl hypothesis that a relationship exists
totween official purchases otr aoupon issues on the one hand and
flows of funds on the otlw:', in “aterpreting these findings, however, several
factors should ve kept in mind.

First of all, oée vrcbably should not expect to find more than e margingl
reiatioaship beuween officin. purcasses ord the {inancial varisbles, the latter
being sirjesct to so many end diverse influences. Under such conditions, it might
reasonably be said that the dizcovery of oy relationship, even a slight one, is
sigiificant. JSerond, it is interesting to n;te that the one relationship which
_nes appear Lo be at least of some significance -- that existing between official
-perations and long-term rates -- is apparent throughout practically ell of the

various regressions.
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With respect to flows of funds and official purchases, the regressions show

virtually no correlation while the direction-of-change comparisons suggest that

official purchases may have had some impact on flows. In which test is one to

place his confidence? Before answering this gquestion, one should consider several

points.
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The simple regressicon tests do not necessarily tell us that no
relationship exists between purchases and flows, they tell us that

if such a relaticuship does exis%, the regressions were unable to find
it, perhaps because (a) there were insufficient observations, or (b)
other factors interfered to obscure a relationship which in fact exists.
Hence, what the regressions failed to find, the other tests may have

3

uncovered, even if

-

the findings of the non-parametric tests must still
be considered tentative.

A possible reason way the direction-of-change comparisons appear to
lend more support to the thesis than the regressions concerns the
nature of the twc measures of association. The regression measure
seeks to establish & rzlationship between the independent and dependent
variables based woth upon the direction of change and the magnitude of
chaiige. The non-parametric tests do not consider magnitude, only

direction. Since we rnow Ircom the non~parametric tests that the

irection~-of-change comparisoas often favor the hypothesis that

Ch

official operaticns are elfective, then the inconcluc.ve results of

the regressions may oe due in large measure to magnitudes, i.e.,
"unfavoreple" movements may be in disproportionate amounts (the

less frequent case of "unfavorable” movements may be in such large

1

amounts as to "overshadow”" the more freguent case of "favoravle"

Y o) * % 4 s < A an 3 oy e
movements j.  But in whatever way magnitude may ternd to ofTfset direction,
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it would appear from the tests that official operations are more
effective in influencing the direction of movement than in influencing
the magnitude of movement of the financial variables. To say this
another way, the "unweighted" movements provide more support for the
theoretical expectation than the "weighted" movements,

In conclusion, then, if one were asked to answer whether sufficient con-
fidence exists in the effectiveness of official operations to warrant their
continuance, one might reason as follows:

a, There is little evidence that official operations produce an unfavorable

economic effect,

b. There is some suggestion, though often not statistically significant,
that official operations produce a favorable effect,

ce One reason why the favorable effect may not be statistically significant
is that other factors may sometimes mask a significant relationship
in direction of movement between purchases and the other variables,
That is, the effect of official purchases may indeed exist but may
sometimes be submerged by greater forces of opposing movement.

d. Since there is 1little evidence of harm, some evidence of benefit, and
some reason to expect that the benefit may be understated, then it
would seem that the probability of gain from coupon operations is
greater than the probability of loss and tlms that operations in
coupon issues should continue as long as the combination of problems

responsible for initiation of the program continues.,
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