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By B y o n Higgins

insured commercial banks have
Bederally
been legally prohibited from paying interest
on demand deposits since the 1930's. The
effectiveness of -the prohibition, though, has
been progressively eroded as banks have
devised indirect methods of providing returns
on checking account funds. The rise in the
general level of interest rates in recent years has
provided impetus to the development of these
indirect methods for attracting demand
deposits. In light of this increasing evasion of
the intent of the original prohibition, some
have suggested that the prohibition be
repealed. Sentiment for deregulation has been
strengthened by recent financial innovations
that permit interest payments on demand-type
balances. Innovation has progressed furthest in
New England, where Congress has authorized a
wide variety of financial institutions to offer
interest-bearing accounts subject to negotiable
orders of withdrawal (NOW accounts).
This article examines the arguments both for
and against allowing interest payments on
demand deposits and provides an historical
perspective to the current debate. In the first
section, the events leading up to the prohibition
of interest on demand deposits are discussed.
The next section reviews the current
controversy regarding the advisability of
retaining the prohibition. The final section
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clarifies issues relating to the possible effects of
allowing explicit payment of interest on
demand deposits.

The Banking Act of 1933
In the crisis atmosphere that resulted from
the stock market collapse in 1929 and the
ensuing wave of bank failures, legislation to
reform the banking system was introduced in
1933. One of the provisions of the law that
became known as the Banking Act of 1933 was
that interest be prohibited on demand deposits.
Although concern about the effects of paying
interest on demand balances had been
expressed intermittently since the middle of the
19th century, there had been no prior attempt
to legislate prohibition.
Historically, apprehension concerning interest payments on demand deposits had focused
on the effects of paying interest on interbank
balances.' It was often alleged that the
common practice of country banks holding
interest-earning balances at New York City
1 For an excellent discussion of the history of the debate
regardig regulation of interest rates on bank deposits, see
Charles M. L i e , "The Evolution of Interest Rate
Regulation on Commercial Bank Deposits in the United
States," National Banking Review, June 1%6.
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banks resulted in a drain of funds from rural
areas which was detrimental to the agricultural
economy. In retrospect, this argument does not
seem persuasive. Due to the seasonality of
agricultural loan demand, country banks
needed short-term repositories for excess funds
during certain periods of the year.
Interest-earning balances at New York banks
were among the most attractive short-term
investments available. Moreover, the rate paid
on these interbank balances was substantially
lower than rates on agricultural loans. Thus, it
appears doubtful that interest payments on
bankers' balances caused a drain of funds from
rural areas which reduced the ability of country
banks to meet agricultural credit needs.
There was, nevertheless, a valid source of
concern associated with interbank deposits.
The New York banks often used the funds
obtained from country banks to make call loans
to stock market investors. When seasonal
increases in agricultural credit needs coincided
with a downturn in the stock market, the New
York banks-unable to call the loans
collateralized with stocks-found it difficult to
meet the requests of country banks for deposit
withdrawals. In this way, the effects of liquidity
crises originating on Wall Street were
transmitted to the rest of the economy. Interest
on interbank deposits was thus believed by
many to have contributed to the recurrent
financial crises that had plagued the banking
system for nearly a century. It was thought that
prohibiting interest on interbank deposits
would help separate the fortunes of the banking
system from the vagaries of the stock market.
Another argument that appears to have
contributed to adoption of the prohibition on
interest on demand deposits was that
prohibition would help prevent excessive
competition among banks.l At the time the
Banking Act was being considered, much of the
discussion of the causes of the recent bank
failures centered on the effects of intense rate
competition for deposits during the 1920's.

Many observers believed that the unconstrained
ability of banks to compete for funds by
bidding up rates paid on deposits had
encouraged banks to acquire risky assets. To
cover the high cost of deposit funds, it was
argued, banks had been forced to acquire
higher yielding, albeit riskier, assets. Banks'
vulnerability to adverse economic developments
was, therefore, believed to have been partly
attributable to intense rate competition.
Imposition of ceilings on the rates banks could
pay for deposit funds, it was thought, would
lead to a more stable banking environment.
Another reason given for prohibiting interest
on demand deposits was that the prohibition
would reduce banks' expenses. The concern for
bank earnings arose in connection with a
separate provision of the Banking Act requiring
banks to pay a subscription fee equal to .5 per
cent of their total deposits for Federal deposit
insurance.= The reduction in costs resulting
2 Senator Steagall, one of the sponsors of the Banking Act,
emphasized the need to establish interest rate ceilings on
time deposits in order to preclude unsound banking
practices. This emphasis has been interpreted by some as
indicating that he believed the chief benefit of regulating
interest rates on bank deposits was prevention of excessive
rate competition. See L i k e , p. 466.
3 The major New York banks opposed this plan for two
reasons. First, they believed that the financial instability
which the measure was designed to alleviate was a problem
only in rural areas. Perhaps more importantly, the New
York banks considered it unfair that they be required to
pay a subscription fee based on their total deposits when
only a small Fraction of those deposits would have been
covered by Federal insurance. These same banks favored
prohibition of interest on demand deposits, and the fact
that the money market banks' opposition to the Federal
deposit insurance program coincided with the decision to
include the provision prohibiting interest on demand
deposits in the Banking Act has been interpreted as an
indication that a deal was made. See Carter H. Golembe
Associates, Inc., "Memorandum re: Interest on Demand
Deposits," reprinted in Studies on the Payment of Interest
on Checking Accounts. American Bankers Association,
1976, p. 61. Whether or not there was a quid pro quo
relation between the two occurrences, it is undeniable that
some considered the prohibition of interest on demand
deposits as a method by which to recompense the banking
industry for the subscription payments to the Federal
deposit insurance program.
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from prohibition of interest on 'demand
deposits would, it was argued, increase the
depressed level of bank earnings enough to
enable banks to pay the insurance subscription
fee.
Some combination of these disparate
arguments in favor of prohibiting interest on
demand deposits must have proved persuasive.
The section of the Banking Act containing this
provision was passed with very little discussion
and has remained an important part of the
financial environment for more than 40 years.
The impact of the Prohibition
Because the yield on financial assets
remained comparatively low for nearly 3
decades after the Banking Act was passed, the
prohibition of interest payments on demand
deposits had little impact during that period.
In the past 15 years, however, the general level
of interest rates has risen substantially, and
wealth owners have become more sophisticated
in managing their asset portfolios. Banks have
thus found it increasingly necessary to offer
some inducements to attract demand deposit
funds. In part because explicit monetary
interest on demand deposits is illegal, banks
have relied on various nonmonetary returns to
attract these funds.
In the 1960's, many banks began to offer
reduced fee or "free" checking account plans,
often in return for the maintenance of a
prespecified minimum or average balance in
the account. Since a bank incurs substantial
costs in maintaining an account and~.clearing
the checks written on that account, provision of
these services without charge amounts to
payment of implicit interest on demand
deposits. There are numerous other methods of
making deposits attractive without paying
interest explicitly: establishing extensive branch
facilities, maintaining longer banking hours,
providing ancillary services at reduced cost,
and allowing customers to make telephone
transfers from their savings accounts. Studies

"
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indicate that the implicit rate is both
substantial and directly related to market
interest rates.' Thus, banks have been able to
circumvent the prohibition of interest on
demand deposits by paying interest in various
nonmonetary forms, thereby frustrating the
original intent of the prohibition.
Other developments have diminished the
effectiveness of the original prohibition. Direct
payment of interest on interbank deposits has
been replaced by interest on balances sold in
the Federal funds market and by provision of
various services by correspondent banks at
reduced cost. Large corporations are able to
earn interest on short-term funds by buying
securities from a bank with the agreement that
they be resold to the bank at a specified price
(so-called "repurchase transactions"). In the
past 5 years, individuals in parts of New
England have been able to write negotiable
orders of withdrawal on interest-bearing
accounts at commercial banks and thrift
institutions.
THE CURRENT DEBATE WEGARDONG
REPEAL OF THE PROWOBITOON
Against the background of increasing evasion
of-the intent of prohibiting interest on demand
deposits, some have suggested that the
prohibition be repealed. In a 1975 report issued
by the House Committee on Banking and
Currency entitled Financial Institutions and the
Nation's Economy (FINE), for example, it was
recommended that the prohibition of interest
on demand deposits be phased out within 5
years following authorizing legislation. One
aspect of the debate relates to the implication
of allowing explicit interest payments on
demand deposits for the effectiveness of
monetary and fiscal policy. Although this is a
4 See, for example, R. J. Barro and Anthony Santomero,
"Household Money Holdings and the Demand Deposit
Rate," Journal of Money, Credit, and Banking, May 1972,
and "The Impact of Payment of Interest on Demand
Deposits," A Study of the Staff of the Board of Governors
of the Federal Reserve System. January 1977.
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legitimate concern, it will not be discussed
here. Rather, this article focuses on those
arguments related to the potential impact on
depositors and financial institutions of
repealing the prohibition of interest on demand
deposits.

The Case for Retaining the Prohibition
The view that unregulated rate competition
for deposits would cause instability in the
banking system remains a cornerstone of the
argument for retaining Federal control of
deposit rates. Those who oppose repeal of the
prohibition of interest on demand deposits, for
instance, allege that the loss of earnings and
erosion of capital positions that would result
from repeal might cause many banks to fail.
Such widespread bank failures, it is argued,
would seriously threaten the stability of the
financial system.
There is, indeed, reason to believe that bank
earnings would decline in the short run if
explicit interest payments on demand deposits
were allowed. Banks have made decisions,
many of which involve long-range commitments
that are irreversible in the short run, based on
a financial environment that includes the legal
prohibition of interest on demand deposits.
One reason for establishing extensive branching
facilities, for example, may have been to
provide convenience to depositors in lieu of
paying interest on their checking accounts. In
the short run, these and similar long-range
commitments would make it difficult for banks
to reduce noninterest expenses as rapidly as
interest expenses would increase if the
prohibition were r e ~ e a l e d . Faced
~
with
See John D. Paulus, "Effects of 'NOW Accounts on
Costs and Earnings of Commercial Banks in 1974-75,"
StaffEconomic Studies, No. 88, Board of Governors of the
Federal Reserve System, Summer 1976, for an additional
reason why bank earnings might decline in the short run if
interest payments on demand deposits were allowed. Paulus
argues that earnings of commercial banks in New England
dropped following introduction of NOW accounts due to
intense competition for market shares.

analogous problems, however, banks in New
England appear to have adjusted quite
successfully to the introduction of interestbearing demand-type balance^.^
Another aspect of the argument that interest
payments on demand deposits causes financial
instability relates to bank portfolio behavior.
The view that paying interest on demand
deposits leads to excessive competition and
makes banks more susceptible to failure is as
prevalent today as it was in the 1930's. A
number of authors have investigated the
validity of this claim, but the results are
inconclusive.
Two empirical studies published in the
mid-1960's cast doubt on the contention that
excessive rate competition in the 1920's led to
unsound banking practices which contributed
to the wave of bank failures during the
Depression.' Neither of these studies found a
significant relation between the rates paid on
deposits and the probability of failure. Indeed,
one of these studies found that the probability
of a bank failing was inversely related to the
rate it paid on demand deposit^.^ This
seemingly anomolous result was interpreted as
indicating either (1) that explicit interest
payments were more effective in stemming
deposit outflows than were less direct methods
of payment or (2) that banks paying explicit
interest were better able to reduce their costs
when outflows actually occurred. In either case,
the study found that banks which relied
primarily on interest incentives to attract
deposits were less likely to become insolvent

6 Zbid.
George 1. Benston, "Interest Payments on Demand
Deposits and Bank Investment Behavior," Journal of
Political Economy, October 1964, and Albert M. Cox, Jr.,
"Regulation of Interest on Bank Deposits," Michigan
Business Studies, Vol. 17, No. 4, Bureau of Business
Research, Graduate School of Business Administration
(Ann Arbor: University of Michigan, 1966).
8 See Benston, p. 445.
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during the financially troubled times of the
1930's.
The evidence pertaining to the 1930's,
however, is not conclusive proof that increased
rate competition would not, in different
circumstances, lead banks to engage in
practices which could increase financial
instability. Indeed, many observers still believe
that competitive pressures arising from
abolition of interest rate ceilings on deposits
would result in acquisition of riskier assets
by banks. The credibility of this view has been
bolstered by recent theoretical and empirical
evidence. One study has demonstrated that,
under certain - conditions, it is rational for
banks to adjust their portfolios by acquiring
riskier assets as a result of paying higher
interest for deposit funds.9 Another study
found empirical evidence that banks had
indeed shifted toward riskier asset portfolios as
a result of the increase in ceiling rates on time
deposits in the early 1%0's. 'O
In judging whether eliminating ceiling rates
on bank deposits would increase or decrease
financial stability, evidence that the riskiness of
banks' assets is positively related to the rate of
interest paid on deposits must be weighed
against evidence that the flexibility of meeting
deposit withdrawals is also positively related to
the deposit rate. To some extent, the answer
will depend on whether bank failures are more
likely to result from deposit withdrawals or
from losses on assets.
The remaining arguments against repealing
the prohibition of interest on demand deposits
relate to the adverse impact repeal might have
on certain bank customers. One of the ways
that banks might 'respond to an increase in
interest costs is to attempt to increase revenues
9 Carl Gambs, "Interest Bearing Demand Deposits and
Bank Portfolio Behavior," Southern Economic Journal,
July 1975.
lo Stanley C. Silverberg, "Deposit Costs and Bank
Portfolio Policy," Journal of Finance, September 1973.
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by raising lending rates and service charges. If
so, loan customers and depositors with small
but active checking accounts might be
adversely affected by repeal. It is uncertain,
however, whether banks could increase
revenues by charging higher rates on loans. The
credit market in most areas is sufficiently
competitive to ensure that borrowers have the
opportunity to choose among alternative loan
sources. The decline in the number of loan
customers which would result from the increase
in a bank's lending rate might be so great that
the -net effect would be a decline in loan
revenues rather than the anticipated increase.
If so, banks would find it unprofitable to
maintain the higher lending rates.
Even if loan rates and service charges were to
increase somewhat because of the payment of
interest on demand deposits, many would deny
that these increases would necessarily be
undesirable. They could be considered adverse,
these observers maintain, only to the extent
that it is appropriate to subsidize banks'
lending rates by forcing checking account
customers to accept lower than a market rate of
return on their demand deposits.
It is important to note the arguments which
are not among those currently given in support
of retaining the prohibition of interest on
demand deposits. No one currently maintains,
as some did in the 1930's, that payments for
Federal deposit insurance are a threat to the
solvency of the banking system. Similarly,
developments have rendered obsolete the
concerns about interest payments on bankers'
balances. Deposit insurance has reduced the
probability of financial panics, and the Federal
Reserve restricts the extent to which money
market banks can finance stock market
activity. Moreover, the Federal funds market
allows banks to earn interest on short-term
funds, and the Federal Reserve's seasonal
borrowing privilege for member banks has been
established to alleviate the problems associated
with seasonal fluctuations in credit demand.

Interest Payments on Demand Deposits:

The Case Against Retaining
The Prohibition
The arguments against prohibiting explicit
payment of interest on demand deposits have
come primarily from economists. They object to
the prohibition because it restricts the free
operation of competitive market forces. At least
since the time of Adam Smith, it has been a
basic tenet of economic analysis that
competition is conducive to efficient allocation
of society's scarce resources. Accordingly,
economists argue that restrictions on the
operation of competitive markets tend to result
in waste and inefficiency. Economists have
identified two distinct sources of inefficiency
stemming from the prohibition of interest payments on demand deposits: (1) the waste of
resources resulting from provision of banking
services which are of little value to depositors
and (2) the waste of resources resulting from
socially unproductive efforts to economize on
demand deposit balances.
Economists maintain that the prohibition of
interest on demand deposits tends to cause too
many resources to be devoted to provision of
banking services. This inefficiency results from
the fact that banks have responded to the
prohibition by offering services to depositors
below cost. The numerous methods devised by
banks to make checking accounts attractive to
the public are, in effect, ways of paying interest
implicitly on those accounts. The most straightforward method of providing a nonmonetary
return on demand deposits is remission of
service charges--e.g., "free checking."
In its purest form, free checking is a plan
whereby depositors can write as many checks as
they wish regardless of the size of their balances
11 See Harry G. Johnson, "Problems of Efficiency in
Monetary Management," Journal of Political Economy
(September/October 1968). pp. 972-81, for a thorough
discussion of the sources of economic inefficiency which
result from prohibition of interest payments on demand
deposits.

without paying any service charges. Despite the
costliness to the banking system of processing
checks, depositors have no price incentive to
economize on the number of checks they write.
As a result, they tend to overutilize the check
processing facilities of the banking system.
Thus, the divergence between the cost to the
banking system of providing services and the
cost to depositors of utilizing those services
leads to an inefficient allocation of resources.
Society's scarce resources are devoted to
producing services which would not be
demanded if individuals were required to pay
the cost of producing those services.
The second way in which prohibition of
interest on demand deposits leads t o
inefficiency is that it encourages depositors to
waste resources on socially unproductive efforts
t o economize on their demand deposit
balances. Individuals allocate their wealth
among alternative assets primarily on the basis
of the relative yield on those assets. Whereas
the yield on most financial assets is in the form
of cash payments which can be used to
purchase a wide variety of goods and services,
the yield on demand deposits is constrained to
take the form of banking services. Since some
of these services may be of little value to
depositors, individuals may perceive the return
on demand deposits to be quite
This
leads to an exaggerated disparity between
individuals' perception of the yield on demand
12 A major source of confusion in evaluating the potential
gains from paying interest on demand deposits arises from
failure to distinguish between the costs to banks of
providing services and the valuation of those services by
depositors. Some have argued, for instance, that repealing
the prohibition of interest on demand deposits would not
benefit depositors since banks already pay the equivalent of
a market rate on checking accounts in the form of implicit
interest. Even if banks incur the same costs in providing
free services as they would if interest were paid explicitly,
however, individuals may value the two types of return
quite differently. Moreover, an explicit monetary return
might benefit depositors if it facilitated comparison
between the yields offered by different financial institutions
on demand-type balances.
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deposits and the yield on alternative assets and
creates an incentive for depositors to economize
on the amount held in checking accounts. They
can do this by transferring funds from interestbearing assets into their checking accounts only
when necessary to do so in order to prevent a
deficiency of their balance. The amount of
depositors' resources devoted to effecting these
transfers would be reduced if explicit interest
were paid on demand deposits."
In summary, economists' criticism of the
prohibition of interest on demand deposits is
that the prohibition discourages competition
and causes an inefficient use of resources.
Valuable resources are expended both by banks
and depositors in efforts to circumvent the
prohibition. Lest it be thought that the
potential gains to society from correcting the
misallocation would be negligible, it is
important to note that the cost of operating the
nation's payment mechanism is considerable. It
has been estimated that the cost of processing
checks in 1972, for instance, was over $8
billion.14 Thus, even minor improvements in
the efficiency of the payment system could yield
substantial resource savings.
THE POTENTIAL OMPACT OF AbbOWAIING
EXPLICIT ONTIEWEST ON DEMAND
DEPOSITS: A WIEEVAblOATUON
Explicit interest probably would not
completely supplant implicit interest as a
method of attracting demand deposits if the
legal prohibition of explicit interest were
removed. Despite the apparent presumption to
the contrary by many of the proponents and
opponents of repeal, free checking and other

13 These transfers are costly to banks as well as depositors.
The increasing use of telephone transfers from time
deposits to demand deposits, for instance, imposes costs on
banks which could be reduced if banks were allowed to pay
interest directly on checking account balances.
l4 Carl Gambs, "The Cost of the U.S. Payments System,"
Journal of Bank Research (Winter 19761, pp. 241-42.
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methods of paying implicit interest do not
result solely from the legal prohibition of
explicit interest. Indeed, there is reason to
believe that many depositors would prefer to
receive some portion of the yield on their
checking account balances as implicit interest
rather than to receive the entire return in the
form of money income. If so, banks would find
it profitable to continue to offer implicit
interest as part of the total yield on demand
deposits. It is necessary to take this possibility
into account when analyzing the potential
impact on economic efficiency and financial
stability of repealing the prohibition of interest
on demand deposits.
The desire by some depositors to receive
implicit interest stems, in part, from the
structure of the tax system. With few
exceptions, the income tax laws apply only to
money income. There is, therefore, an incentive
to reduce one's tax liability by receiving
payment in nonmonetary form whenever
convenient to do so. Implicit interest on
checking accounts is one case in which the
potential gains from avoiding taxable income
may outweigh the inconvenience of receiving
nonmonetary payments. I t is possible, in
other words, that receipt of free banking
services in lieu of' monetary interest income
maximizes the aftertax return (net of service
charges) in some instances. Thus, it is not
always true, as is often alleged, that "The sum
expended [by banks] in providing free
would be more valuable to
services
depositors if received in cash than when
received in kind for the usual reason that the
depositors could, if they wished, buy precisely
the same services with cash but would
undoubtedly choose not to do so."15
To illustrate this point, assume that the cost
'of providing free services to a depositor is $100

...

15 Milton Friedman, "Controls on Interest Rates Paid by
Banks,"Journal of Money, Credit, and Banking (February
1970), p. 27.
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per year and that additions to the depositor's
income are taxed at a rate of 40 per cent. If,
instead of spending the $100 to provide free
services, the bank paid the $100 directly to the
depositor as monetary interest on his checking
account, the depositor would be required to pay
$40 of the interest income in taxes and would
have only $60 left with which to purchase goods
and services. Even if he chose to spend the
entire $60 increment to his disposable income
for banking services, the depositor would not
be able to purchase as many services as he
received free of charge when the yield on his
checking account was in the form of implicit
interest.
This is not to say that depositors would never
choose to receive any of the yield on their
checking accounts in the form of explicit
interest. Suppose, for instance, that individuals
find it so convenient to make certain types of
payments by check that they would write a
given number of "essential" checks even if
charged the full cost of clearing those checks
but that there are additional checks which are
"optional," and would only be written if they
were provided free of charge. In these
circumstances, the individuals might well
prefer to receive part of the total yield on their
demand deposits as reduced fees for those
checks which are deemed essential and the
remainder as an explicit monetary interest
payment. l 6
In the context of the previous example,
assume that the hypothetical depositor would
buy only $50 of banking services if required to
pay for them-that is, it would cost the bank
$50 to provide those services which the
depositor deems "essential." In this case, a

16 More precisely, an individual would maximize the
return on his checking account by having charges remitted
on those services that would have been utilized if the
depositor were required to pay the full, cost of providing
those services.

$100 expenditure by the bank might be most
valuable to this depositor if divided equally
between implicit and explicit interest. The $50
of implicit interest enables the depositor to
obtain the banking services that he would have
used in any event without paying tax on the
nonmonetary income; and the $50 of explicit
interest yields $30 [=(I - .40) x ($SO)] of
disposable income, which is presumed to be
more valuable t o the depositor than an
additional $50 of banking services. Although
this example is highly simplified, it
demonstrates why depositors might prefer to
receive part of the yield on their checking
accounts in the form of remitted service
charges. Since depositors would benefit from
arrangements involving implicit interest,
provisibn of banking services at reduced cost
might be expected to continue even if the
prohibition of explicit interest were repealed.
In general, a depositor's preferences between
implicit and explicit interest would depend, in
part, on his marginal tax rate and need for
banking services. The higher the rate at which
monetary income is taxed, for instance, the
greater is the incentive to receive implicit
interest. Obviously, banks could not negotiate
with each depositor to determine the optimal
banking plan for his personal needs. In an
effort to make checking.accounts as attractive
as possible to a wide segment of depositors,
however, banks might be expected to offer a
variety of checking account plans which
combine explicit interest and remission of
service charges in varying degrees. One possible
plan might entail remission of service charges
in direct proportion to the size of the minimum
balance and payment of explicit interest on the
amount held in excess of that minimum.
Since implicit interest would remain part of
the banking environment even if all legal
constraints on interest payments on demand
deposits were removed, some of the inefficiency
associated with implicit interest payments
would remain even if interest rate ceilings were
Federal Reserve Bank of Kansas City
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abolished." Removing the constraint on the
way in which banks can compete for deposit
funds would, however, allow greater flexibility
in designing programs to meet the needs of
depositors. This would be expected to reduce
the disparity between individuals' valuation of
the yield on demand deposits and their
valuation of the yield on alternative assets.
There would, therefore, be less incentive for
depositors to engage in socially wasteful
activities in attempts to minimize the amount
held in demand deposits. Similarly, depositors
would be less prone to overutilize banking
services if given greater opportunity to choose a
desired mix of implicit and explicit interest.
Thus, repeal of the prohibition of interest on
demand deposits would be expected to result in
some improvement in economic efficiency; the
potential benefits, however, are not as great as
some have claimed.
By the same token, though, the potential
costs of repeal are not as great as many have
predicted. Because depositors will not
uniformly prefer accounts whose total yield is in
the form of monetary interest, banks would not
l7 It should be noted that receiving some portion of the
yield on demand deposits as implicit interest may actually
be beneticial. To the extent that both payment of monetary
interest to depositors and payment of service charges by
depositors involve transactions' costs, economic efficiency
would be enhanced by netting out service charges from the
monetary interest payable to depositors, thereby avoiding
unnecessary reciprocal payments.
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be forced to convert totally to a new method of
attracting checking account funds. Thus, the
impact of repeal on banks' earnings and
portfolio behavior might not cause the degree
of financial instability that some fear.

The general belief that interest payments on
demand deposits had contributed to financial
instability resulted in the total prohibition of
interest on demand deposits in 1933.
Subsequently, banks have devised numerous
methods of paying interest implicitly on
checking account funds by providing services
below cost to their customers. A number of
recent financial innovations have contributed to
reconsideration of the desirability of repealing
the initial prohibition. The proponents of
repeal allege that interest ceilings distort
resource allocation and lead to inefficiency.
The opponents of repeal fear that the possible
gains in efficiency would be far outweighed by
the general disruption to customary banking
procedures and the adverse effects on certain
classes of bank customers. Both the proponents
and opponents of repeal have exaggerated the
effects of allowing explicit interest on demand
deposits. Because the tax system would remain
as an incentive for implicit rather than explicit
yields, repeal of the legal prohibition of interest
on demand deposits might result in relatively
minor changes from prevailing practices.

By Margaret E. Bedfird

n all but three fiscal years since 1931,
Federal government expenditures have
exceeded receipts so that deficits resulted in
the Federal budget. The last surplus was in
1%9, and deficits since then have been quite
large by historical standards. Deficits over the
1970-76 period have averaged $25 billion,
with a low of $2.8 billion in fiscal year 1970
and a record high of $65.6 billion in fiscal
year 1976. Deficits of $49 billion and $58
billion are projected for fiscal years 1977' and
1978, respectively.
The Federal government can finance the
excess of expenditures over receipts by
drawing down the Treasury's accumulated
cash balances or by borrowing in the credit
markets. While cash balances may be an
important source of funds in the short run,
they cannot meet longer term financing
needs. Thus, most deficit financing must be

0

1 Title V of the Congressional Budget Act of 1974 changed
the fiscal year from July 1 through June 30 to October 1

through September 30, commencing with the fiscal year
1977. The act also established a 3-month transitional
period from July 1 through September 30, 1976, between
fiscal years 1976 and 1977. The deficit during the transition
quarter was $12.7 billion.

done through borrowing. The Treasury
borrows not only to raise new cash to cover
current deficits but to raise funds to pay
down or refund maturing debt obligations
incurred to finance past deficits.
When the Treasury borrows, it issues
public debt securities, which are direct and
guaranteed obligations of the U.S. Government. These obli g ations consist of both
marketable and nonmarketable issue^.^
Nonmarketable ,securities outstanding at the
end of March 1977 amounted to $233 billion
o r about one-third of the public debt. (See
Table 1.) Nonmarketable issues include U.S.
savings and retirement plan bonds-the only
nonmarketable issues generally available to
the public-the Government account series,
the foreign government series, the depository
series, the investment series, and other series.
Marketable securities amounted to $435
2 The total Federal debt includes marketable and
nonmarketable public debt issues and specially authorized
Federal agency securities. At the end of 1976, these Federal
agency securities amounted to $11 billion but accounted for
only 1.7 per cent of the Federal debt. Securities are also
issued by Government corporations and other agencies
which are not included in the Federal budget, but these are
not direct obligations of the U.S. Government.
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Table 1
PMBLUC DEBT SE@aDWOUUESOMUSUAWDUNQ
(In billions of dollars)
END OF FISCAL YEAR OR MONTH

Total interest-bearing public debt
Nonmarketable issues
Marketable issues
Treasury bills
Notes
Bonds
MEMO: Totals for fiscal year or period
Change in public debt securities
Change in cash and monetary assets
Other means of financing deficit*
Federal budget deficit

1970

1971

1972

1973

1974

1975

1976

T.Q.'
1976

March
1977

369.0
136.4
232.6
76.2
93.5
63.0

396.3
150.8
245.5
86.7
104.8
54.0

425.4
168.2
257.2
94.6
113.4
49.1

456.4"
193.4
263.0
100.1
117.8
45.1

473.2
206.7
266.6
105.0
128.4
33.1

532.1
216.5
315.6
128.6
150.3
36.8

*619.3
226.7
392.6
161.2
191.8
39.6

633.6
225.9
407.7
161.5
206.3
39.8

668.2
232.8
435.4
164.3
229.6
41.5

17.2 27.3 29.1 31.0 16.8 58.9 87.2
2.5 -0.3 :7.8
0 -2.5 -0.8
-1.6
-12.8 -4.2 -3.4 -15.7 -16.0 -15.0 -13.8
-2.8 -23.0b-23.2 -14.3 ,3.5

14.3
-2.9
1.3

34.6t
7.9t
-1.0~

-43.6 -65.6 -12.7 -41.5t

'Transition quarter between fiscal years 1976 and 1977.
tOctober 1976 to March 1977.
*Includes borrowing through agency securities, investments of Government accounts, transactions not applied to
year's surplus or deficit, and other means of financing.
SOURCE: Treasury Bulletln.

billion in March 1977, about double the
amount outstanding a decade earlier. Most of
this increase has occurred since 1970.
This article focuses on the financing
techniques,used by the Treasury when issuing
marketablk securities. The article describes
the types of securities issued, the means of
purchasing them, and the terms of offerings.
The methods of selling securities are
discussed with particular emphasis on new
techniques developed to issue the large
volume of securities sold in the 1970's.

dealers to underwrite new issues as is done in
the corporate and municipal bond market^.^
At original issue, Government securities can
be purchased directly from the Treasury or
from its fiscal agents, the Federal Reserve
Banks and Branches. Following announcement of a new issue, tenders or bids are
accepted from the public at Federal Reserve
Banks and, from individuals only, at the
Bureau of. the Public Debt in Washington,
D.C., usually up to 1:30 p.m., Eastern time,
on the day -of .the sale.

The Treasury currently issues three types
of marketable securities-bills, notes, and
bonds. The Treasury places new securities
with investors directly rather than using

3 In the early 19Ws, the Treasury did sell some issues of
long-term bonds to underwriting groups, who in turn sold
the bonds to the public. However, the amount of long-term
debt that could be marketed under this technique was
relatively small and the sale created a number of problems
for the underwriters.
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Investors may also make their purchases
through a commercial bank, broker or dealer.
or other financial institution offering
investment services. Some dealers and large
commercial banks also purchase new
securities to maintain trading inventories for
secondary market dealings. After original
issue, investors can purchase Government
securities from the. institutions that trade in
the secondary market.
Marketable Treasury securities are available
in registered. bearer, or book-entry form.
Registered securities are securities inscribed
with the owner's name and held by the
owner. Ownership is recorded on the books of
the Treasury Department and interest is paid
by check to the owner of record; coupons are
not attached. The security is payable at
maturity to the owner. Registered securities
may be transferred by assignment by the
registered owner or his authorized representative.
Bearer securities are payable to the holder
of the securities and ownership- is not
recorded. Title is passed by delivery without
endorsement and without notice to the
Treasury. A "coupon" security is a bearer
security with interest coupons attached. The
coupons must be detached and presented at a
Federal Reserve Bank or at the Treasury for
payment when interest is due. - Individuals
usually submit coupons to the financial
institution from which they purchased the
securities. Bearer securities pose the greatest
risk of loss. Both registered and bearer
securities must be presented at a Federal
Reserve Bank or at the Treasury for
redemption or in payment for new securities
at maturity or call date. A check is issued by
the Treasury for the face amount of redeemed
securities.
Book-entry securities are not issued in the
form of engraved certificates but are held as
entries in accounts at Federal Reserve Banks
in the names of member banks of the Federal
14

Reserve System. Member banks, in turn,
keep accounts of their own security holdings
and those they hold for their customers and
financial institutions for which they act as
correspondents. The commercial banks can
credit customer accounts for interest and for
the face amount of securities immediately
upon maturity. They can also handle transfers
of book-entry securities if the investor desires
to sell prior to maturity, and they can
reinvest funds at maturity. Of course,
book-entry is the safest form in which to hold
securities.
Book-entry accounts may also be maintained at the Treasury Department for
investors who do not want to deal through a
commercial bank or other financial institution. The Treasury does not charge for this
service, but a Treasury account has certain
disadvantages since it is designed primarily
for investors who wish to hold their securities
to maturity. A deposit for the full face
amount of securities applied for must
accompany tenders submitted for Treasury
book-entry accounts. Securities held on a
Treasury account cannot be used as collateral
and cannot be sold without first being
transferred to a member bank book-entry
account. Transfers cannot be made until 10
business days after the date of issue nor later
than 30 days before the maturity date. The
.Treasury must be notified to reinvest a
maturing security at least 10 days before
maturity. At maturity, the Treasury mails a
check to the investor redeeming a security.
Any marketable security can be held in
book-entry form, and more than 80 per cent
of the marketable public debt is in this form.
The Federal Reserve Banks and the
Treasury provide a number of services for
investors in Government securities. Treasury
securities are eligible for Federal Reserve wire
transfer, thus facilitating their sale before
maturity. Investors may exchange securities
for a like face amount of a different
Federal Reserve Bank of Kansas City
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denomination (i.e., a $100,000 bill for 10
$10,000 bills) at a Federal Reserve Bank or
the Treasury Department. Exchanges may
also be made among book-entry, bearer, and
registered securities. In some cases, the
Treasury aids investors who have suffered the
loss, theft, destruction, mutilation, or
defacement of their U. S. securities either
before or after maturity by replacing the
securities or by making a monetary payment.'
TREASURY FBNANCONQ
TECWNOQUES: BOLLS
The three types of Treasury securities outstanding-bills, notes, and bonds-are distinguished primarily by the period to maturity at
the time of their issuance. They also differ in
the methods and terms under which they are
sold and the computation of interest payments.
Treasury bills are the shortest term
marketable U. S. obligations offered and, by
law, cannot exceed 1 year to maturity. In
fiscal year 1976, the U.S. Government sold
$367 billion of Treasury bills, and redeemed
$334 billion of bills, raising a net of $33
billion. (See Table 2.) Since fiscal year 1970,
bills have accounted for 85 per cent of all
marketable offerings and 46 per cent of net
funds raised. Bills are sold on a discount
basis with the face (or par) amount payable at
maturity without interest. No coupons are
attached and no interest payments are made
between issue and maturity. The difference
between the price paid and the par value
represents the accrued interest.s
Regular Offerings of 3- and Smonth Bills

The most frequent and most popular bill
issues are the 3-month (representing an
4 The Treasury paid about $12 million in relief in 1975.

However, the Treasury cannot pay all claims in full, and it
is usually very difficult to obtain relief for the loss of
coupons. Also, in most cases, the Treasury requires an
indemnity bond to protect it from loss. Thus, investors are
encouraged to purchase securities in book-entry form for
their own protection.
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additional amount of original 6-month
maturity bills) and 6-month maturities which
are offered on a regular weekly basis. In
fiscal year 1976, the Treasury offered $318
billion in regular weekly bills. Both the 3and 6-month bills are sold at auction on a
discount basis under competitive and
noncompetitive bidding. Bids or tenders for
both issues are usually invited about a week
prior to the auction, and the amount offered
and the terms of offering are announced
then, with the terms for the two issues being
similar.
Tenders must be for a minimum of $10,000
and in multiples of $5,000 over that. Bills are
issued in par value denominations of $10,000,
$15,000, $50,000, $100,000, $500,000, and $1
million. Prior to March 5, 1970, the
minimum acceptable tender was $1,000 for all
bill issues and denominations of $1,000 and
$5,000 were available. The 6-month bills,
formerly available in bearer form, have been
'issued only in book-entry form since June 2,
1977. The 3-month bills are issued in bearer
and book-entry form but will be available
only in book-entry form beginning September
1, 1977.6
Banks and certain "recognized and
responsible" securities dealers may submit
tenders at the auction for the accounts of their
customers, stating the customers' names in the
5 It is possible for Treasury bills to be sold at a premium
resulting in an effective rate of interest that is negative.
This phenomenon occurred during some weeks in the
1939-41 period when commercial banks dominated the bill
market and special factors increased bank demand so
much that they were willing to pay a premium. However,
the payment of a premium is not likely to occur in today's
broadly developed market, especially in light of the higher
interest rates available on investments.
6 The 13-week issues will complete the transition of bill
issues to the total book-entry system. However, a limited
exception to the total book-entry offering will be continued
for those institutional investors required by law or
regulation to hold defmitive securities. Definitive bills in
the $100,000 denomination will be available to such
investors for all issues through December 1978.
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Table 2
USSUES OF MARKETABLE TREASURY SECBOROUOES
(In bllllons of dollars)
FISCAL YEARS

1970

1971

1972

1973

1974

1975

1976

T.Q'*
1976

Oct'-Mar.
1977

Gross Amounts Issued (Par Value)
Total marketable securities
~ r e a s u rbills
~
Regular weekly (3- and 6-month)
Regular monthly (52-week)t
All other
Cash management
Notes and bonds
Yield auctions
Price auctions*
Subscription offerings
Exchange offerings

226.1 252.2 278.2 277.3 285.2 356.4 447.7 119.5 221.0
191.4 209.2 243.6 244.2 262.9 295.2 367.0 91.7 176.7
155.3 172.4 21 1.3 218.4 224.7 253.4 31 7.9 82.9 152.4
19.4 20.4 20.4 21.2 23.4 26.5 38.8
8.8 22.3
2.0
16.7 16.4 11.9 4.5 14.8 15.7 10.3
8.3 34.7 42.9 34.6 33.2 22.3 61.1 80.7 27.8 44.3
43.9 64.9 18.3 43.3
2.6 4.3 16.2 17.4 22.3 17.3
1 .O
10.7
3.4 13.2
9.5
24.0 35.2 18.4 15.7 Net Funds Raised

Total marketable securities
Treasury bills
Regular weekly (3- and 6-month)
Regular monthly (52-week)t
All other
Notes and bonds
Yield auctions
Price auctions*
Subscription offerings
Cash redemptions

6.4
7.8
5.2
0.8
1.8
-1.3

-

12.8
10.4
7.4
1.0
2.0
2.4

0
-3.6
3.8

5.8
5.4
3.1
2.5
-0.2
0.4

-

-

-

-

4.3
2.3
2.2
-3.6 -4.3

11.8
8.0
11.6

7.2

-

3.5
-

-3.5 -3.2

3.6
5.0
2.2
0.2
2.6
-1.4

49.0 77.0 15.1
23.6 32.6
0.3
19.8 21.6 -0.5
4.9 12.3
0.7
-0.9 -1.6
25.5 44.3 14.8
22.2 38.2 11.8
1.6
-0.4 4.0
5.5
4.4
-1.0 -0.8 -0.9 -1.4

27.7
2.8
0
0.7
2.0
25.0
24.0
1 .O

A

'Transltlon quarter between fiscal years 1978 and 1977.
tPrior to August 1973, regular monthly bills include %month and 1-year Issues.
*Price auctlons include conventlonal price auctlons and uniform price auctlons.
SOURCES: Treasury Bulletin and Annual Report of the Secretary of the Treasury on the State of the Finances.

tenders. All others are permitted to submit
tenders only for their own account. Tenders are
accepted from commercial banks and trust
companies and from securities dealers without
deposit. Others must submit the full face
amount of book-entry bills applied for or 2 per
cent of the face amount of bearer bills applied
for.
Competitive bidders in the auction submit
18

tenders stating the quantity of bills they wish to
purchase and the price they are willing to pay.
A subscriber may enter more than one bid
stating the quantity of bills he is willing to take
at various prices. The prices bid are stated on
the basis of 100, with not more than three
decimals (for example, 99,567); and fractions
may not be used. The annual rate of return
associated with the price is calculated on the
Federal Reserve Bank of Kansas City
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bank discount basis7 as:
360
X
number of days to maturity '
For example, a 182-day bill priced at 97.567
would yield an annual rate of return of 4.813
per cent, computed as follows:
par - price
par

loo - 97'567 x E = .04813 = 4.813 ,per cent.
100
182
Noncompetitive bids are usually entered by
small investors unable to judge market
conditions precisely enough to compete with
large investors. These bids are entered
without a stated price. The noncompetitive
tenders are often submitted through a
commercial bank or dealer so that a tender
from one of these institutions may include a
competitive bid for their own account as well
as the sum of its customers' noncompetitive
bids. Government accounts and Federal
Reserve Banks, for themselves and as agents
of foreign and international monetary
authorities, also may enter noncompetitive
tenders for new bills up to the amount of
maturing bills they hold.
7 The bank discount rate is not strictly comparable with
the rate on a coupon issue of equivalent maturity since
rates on coupon issues are calculated on the basis of a
365-day year and are based on the purchase price rather
than par. Thus, the equivalent coupon rate for a 182-day
bid priced at 97.567 would be 5.00 per cent, or

The equivalent coupon rate is always higher than the bank
discount rate.
Another formula for converting the bank discount rate to
the equivalent coupon rate is
R~(365)
RC = 360 - RD(N),
where RC equals coupon equivalent rate, RD equals bank
discount rate, and N equals number of days to maturity.
Thus, for the above example:

Due to changes in issue dates because of holidays,
maturities vary on the 3-month issues from 90 to 92 days
and on the 6-month issues from 181 to 183 days. The
appropriate number of days to maturity should be used to
calculate the yield.
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The 3- and 6-month bill auction usually
takes place each Monday or when a holiday
falls on Monday, the auction is held on
Friday with the announcement of the sale
being made on the preceding Friday. After
the auction closes, bids are forwarded to the
Treasury Department in Washington and
tabulated for each issue. F i t , the volume of
noncompetitive awards is subtracted from the
total amount to be issued. Government and
Federal Reserve Bank tenders, which are
noncompetitive, are accepted in full.
Noncompetitive tenders of private investors
are accepted in full up to $500,001) for any
one bidder. (Until May 22, 1975,
noncompetitive awards were accepted in full
only up t o $200,000.) The remainder is
allocated among competitive bidders beginning with qose that bid the highest prices
and ranging down in price until the total
amount is issued. The lowest accepted price is
called the "stop-out" price. Since a number
of bids may have been entered at the stop-out
price, the Treasury may award each of the
bidders at this price only a portion of the
amount requested.
After the auction on Monday, the amount
and price range of accepted bids are
announced, and competitive bidders are
advised of the acceptance or rejection of their
tenders. Competitive bidders pay the price
that they bid while noncompetitive entries pay
the weighted average price to three decimals
of accepted competitive bids. The average
price is usually closer to the lowest accepted
price (or highest yield) than to the highest
price (lowest yield). As an indication of the
competitiveness of the market, the high and
low prices have differed by a maximum of
S.029 per $100 in auctions in the first half of
fiscal year 1977.
Payment for accepted tenders and delivery
are made on Thursday, the date of issue.
Payment must be made or completed at the
Federal Reserve Bank or Branch, or at the
"
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Bureau of the Public Debt, in cash or other
immediately available funds or in a like face
amount of Treasury bills that have matured
on that date or earlier. The Treasury issues
checks for the difference between the par
value of maturing bills accepted in exchange
and the issue price of the new bills.
'Regular Offerings of 52-week Bills
One-year bills, or 52-week bills, have been
issued every 4 weeks since August 28, 1973,
when they replaced the Treasury's end-ofmonth offerings of 1-year bills and 9-month
bills (a reopening.of 1-year bills). The Treasury
issued a total of $39 billion in 52-week bills in
fiscal year 1976. (See Table 2.) The 52-week
bills are offered at a discount by the auction
method under terins similar to those for the
regular weekly bill sales. 'The 52-week bills have
been issued only in book-entry form since
December 14, 1976.
Tenders for the 52-week bills are usually
invited on Thursday prior to the auction. The
auction -is held on the following Wednesday,
and allotments are made at that time by the
same procedures used for the regular weekly
bills. Payment for the bills must be completed
on the date of issue. Despite the longer
period to .maturity, the rate is still computed
on a bank discount basis of 360 days, the
same as on other issues of bills.'
Special Bill Issues
In addition to regular bill offerings, the
Treasury has found it necessary from time to
time to meet short-term financing needs by
selling special issues of Treasury bills. In
August 1975, the Treasury introduced cash
management bills, also known as Federal
funds bills or short-dated bills. These bills are
designed to raise funds quickly and for only a
brief period. There have been nine cash
management bill issues ranging from 9 to 20
days maturity and designed to raise from $0.6
billion to $4.5 billion. In fiscal year 1976, the

Treasury sold $8.3 billion in short-dated bills.
With the issuing of cash management bills,
the Treasury discontinued its use of tax
anticipation bills (TAB'S) and additional
issues of strips of outstanding series as a
means of raising short-term funds in the bill
market. The last issues of TAB'S and strips
were made in December 1974.
A cash management bill offering is
announced 1 to 10 days prior to the auction
and only competitive tenders are invited. The
offering usually represents an additional
amount of an outstanding issue with an
original maturity of 6 months, although
additional amounts have been issued for
original 52-week maturity bills. The minimum
acceptable bid is $10 million with increments
of $1 million over that amount. Tenders a r e
8 As in the computation of the interest rate f i r 6-month
bills, the rate for 1-year bills is biased downward compared
to the equivalent coupon rate. However, since interest on
coupon issues of more than 6 months to maturity would be
compounded,' the bank discount basis of computing
interest results in an upward bias in the rate. The upward
bias resulting from the lack of compounding is more than
offset by the downward bias from using the bank discount
method so that the equivalent coupon rate is still always
higher than the bank discount rate. For example, the yield
on a 364-day bill priced at $94.596 per $100 would be 5.345
per cent on the bank discount basis. A simple conversion to
the equivalent coupon yield would result in a rate of 5.73
per cent. However, taking the effects of compounding into
account, the 5.345 per cent rate converts to a rate of 5.275
per cent compounded semiannually. Converting 5.275 per
cent to the equivalent coupon yield results in a rate of 5.65
per cent. Since issue dates may be altered due to holidays,
the original period to maturity for 52-week,bills varies from
363 to 365 days.
9 Tax anticipation bills were issued to help the Treasury
smooth out its tax receipts, and they could be submitted in
payment of income taxes. Commercial banks were usually
permitted to make payment for TAB'S by crediting
Treasury tax and loan accounts and thus became
underwriters for these issues. About 28 TAB offerings were
made during the 1970-74 period, and they ranged in
maturity from 23 to 273 days.
A bill strip is a reopening of a number of issues of
outstanding bill series. Strips enabled the Treasury to raise
a large amount of short-term funds at one time rather than
spreading out receipts through additions to weekly bill
auctions. In the 1970-74 period, nine strips of bills were
issued ranging from additions to 5 series to additions to 15
series and averaging 22 days to 131 days to maturity.
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accepted only at Federal Reserve Banks and
Branches (in some cases, only at the Federal
Reserve Bank of New York), and tenders may
be submitted by wire or telephone at the
discretion of each Reserve Bank. The time
between the auction and the date of issue
may be as short as 1 day (although it has
been as long as 5 days), and payment must
be made in immediately available funds on
the date of issue. Denominations issued,
calculation of interest, determination of
acceptable competitive bids, and other
features of a cash management bill sale are
similar to those for regular bills. Since there
are no issues maturing at the time of these
sales, Treasury and Federal Reserve Bank
accounts do not participate in the auction.
In addition to cash management bills, the
Treasury has issued some special bills of
longer maturities when additional funds were
needed for less than 1 year. There have been
five issues of special bills since August 1974
with maturities ranging from 132 days to 299
days. Federal Financing Bank bills are also
special issues that have all the characteristics
of Treasury bills. There has been only one
issue of FFB bills-an issue in July 1974 with
a 244-day maturity.
FINANCING PECWNUQMES:
NOTES AND BONDS

Notes are U.S. Government coupon
obligations with an original maturity of 1 to 10
years. The maximum length to maturity has
been raised twice--from 5 to 7 years in 1967
and to 10 years in 1973. Notes bear interest at a
fixed rate payable semiannually. Bonds are
long-term issues with an original maturity of
more than 7 years from the date of issue, when
the principal amount becomes payable. Bonds
may be issued with a call option meaning the
Treasury can request that they be redeemed
before maturity on or after specified dates upon
4 months' notice. Bonds bear interest at a fixed
rate, payable semiannually. Interest ceases
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when the principal amount becomes payable,
whether at maturity or on an earlier call date.
Bonds are subject to an interest rate ceiling of
4 % per cent, but Congress has allowed
exemptions from this limitation. Currently, the
Treasury can issue up to $17 billion in
marketable bonds to the public without regard
to the interest limit. The Treasury sold $80.7
billion in notes and bonds in fiscal year 1976
and redeemed $36.4 billion in maturing
securities, raising $44.3 billion in new funds.
Notes and bonds are issued in bearer,
registered, or book-entry form in denominations of $1,000, $5,000, $10,000, $100,000,
and $1 million. Commercial banks and
recognized dealers may submit tenders for the
accounts of their customers, but others may
submit tenders only for their own accounts.
Commercial banks are prohibited from
making loans , t o cover the deposit
requirement submitted with the tender, and
other lenders are requested not to make such
loans.
Payment for notes and bonds must be
completed on or before the issue date.I0 Since
there is usually a long lag time between the
sale of an issue and the date of issue, a
number of ways can be chosen. Payment
must be made in cash, eligible exchange
securities which are accepted at par, in other
funds immediately available to the Treasury
by the issue date, or by check payable to the
Federal Reserve Bank to which the tender is
submitted or to the U.S. Treasury if the
tender is submitted to it. Since checks take
10 Investors purchasing additional amounts of an
outstanding security should be aware that they may have to
pay accrued interest if the security is issued between
quarterly interest payment dates. For example, on a 7 7/8
per cent note issued on November 15 with interest payable
on August 15 and February 15, the Treasury would pay the
investor the semiannual interest of $39.375 per $1,000.
However, the investor has earned only $19.6875 per $1,000,
since he has held the security for only half of the
semiannual period. Thus, the Treasury requires a payment
of $19.6875 per $1,000 at the time of issue.
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time to clear, they must be submitted no later
than 3 business days prior to the payment
date if drawn on a bank in the Federal
Reserve District of the Bank to which the
check is submitted, or the Fifth Federal
Reserve District in the case of the Treasury,
or a week prior to the payment date if the
check is drawn on a bank in another District.
If full payment is not completed, the
Secretary of the Treasury may retain the
deposit requirement for the amount of the
securities allotted.
The sale of notes and bonds is somewhat
more complicated than the sale of Treasury
bills. Each time the Treasury needs to raise
funds in the coupon market or refund
maturing securities it must choose the
maturities to be offered, the size of individual
issues, and the method of sale. The type of
security sold and the method of sale may in
turn lead to decisions about price, interest
rate, payment terms, call options, and other
terms of financing. In recent years, however,
the more routine scheduling of coupon
offerings has limited somewhat the decisions
on maturity of securities to be offered.
Offering Schedules for Notes and Bonds

Regular offerings of 2-year maturity notes were
started in September 1973. Originally, these
notes were issued with maturities at the end of
each quarter, but reduced Treasury cash.needs
resulting from the sale of nonmarketables to
foreigners interrupted the cycle after two issues.
The quarterly cycle for 2-year notes was
reinstituted in September 1974, and beginning
in March 1975, the Treasury changed the cycle
to monthly offerings of 2-year notes. The cycle
has continued, although the dates of the sales
vary around the end of the month. Tenders for
the 2-year notes are invited approximately 6
days prior to the sale. Delivery and payment
are about 10 days to 2 weeks after the deadline
for receipt of tenders. Unlike other note issues,

the Zyear notes are offered in minimum
denominations of $5,000.
The Treasury also makes offerings of 4and 5-year notes. The 4-year note cycle was
begun in June 1975. The notes are sold near
the end of the calendar quarter and have
maturity dates for the last day of the quarter.
The 5-year note cycle began in January 1976,
and a 5-year note has been issued in the early
part of each calendar quarter since then.
Most of these note issues will mature at the
time of a mid-quarter financing. The exact
timing of the 4- and 5-year note offerings is
adjusted to accommodate other regular
Treasury financing activities. The sales are
announced about a week in advance for the
4-year notes and 10 days ahead of the sale for
the 5-year notes. Payment generally must be
completed on the issue date, which is about 2
weeks after the sale.
In addition to the regular note cycles, there
is a major refunding operation near the
middle of each quarter. This means that a
large volume of securities is coming due and
must be rolled over or paid off. In periods of
rising cash needs, the Treasury can use the
quarterly refunding operation to raise new
cash as well as to roll over maturing debt. In
recent years, the quarterly refinancings have
usually included three issues-a short-term
note with a 3- to 4-year maturity, a long-term
note maturing in 7 to 10 years, and a
long-term bond. However, the recent May
1977 refunding included only the two longer
term issues because of reduced cash needs.
The long-term bonds issued at the quarterly
financings have ranged in maturity from 9
years, 9 months, up to 30 years, and all have
had call options of 5 years prior to final
maturity. The quarterly issues are generally
sold on consecutive days, with the longest
maturity security being sold last. Tenders for
the refunding series are invited about a week
prior to the sale of the first security. The
sales usually occur around the first of the
Federal Reserve Bank of Kansas City
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month with delivery and payment on
February 15, May 15, August 15, and
November 15, although this schedule.. is
changed if those dates fall on holidays or
weekends.
The Treasury has offered some issues
outside of the regular coupon schedule when
it needed extra cash. When bonds are issued
at times other than the quarterly refunding,
they do not have call options. The Treasury
has tried in recent years to give more advance
notice of its cash needs to the market and to
limit the number of unanticipated coupon
offerings.

Methods of Sale
A number of marketing techniques have
been used to sell notes and bonds. The
method used depends in part on the volume
to be financed-which fluctuates throughout
the year as cash needs vary-and other
objectives the Treasury wishes to achieve,
such as broadening investor interest or
minimizing interest costs. In the early 19703,
only two methods were used to sell notes and
bonds-the exchange offering and the
subscription method. However, the auction
method has now become the primary
technique for selling notes and bonds as well
as Treasury bills.
Auction Sales. The Treasury had experimented with the syndicated auction of
long-term bonds in the early 1960's, but the
auction technique was first used to sell notes
and bonds to the general public at the
November 1970 refunding. Since the
May 1973 refunding, the auction method has
been the Treasury's only marketing technique
except for the few subscription sales in 1976.
The Treasury has developed a variety of auction
methods and uses the one that suits its needs
for the sale of the issue at hand.
Under all auction methods, competitive and
noncompetitive tenders are invited. Tenders
must be accompanied by a deposit of 5 per
Monthly Review

0

July-August 1977

cent of the face amount of securities applied
for except that tenders are received without
deposit from a number of exempt
institutions. l 1 Noncompetitive bids are accepted in full up to a maximum limit, and
the amount of the maximum acceptable
noncompetitive bid has been raised over time.
Prior to June 1974, the Treasury varied the
amount from $200,000 to $500,000 on notes,
and the maximum amount on bonds was
$250,000. Beginning with the August 1974
refunding, the amount of the maximum
noncompetitive tender was $500,000 for all
auction issues, and this was raised to $1
million at the November 1976 refunding. The
computation of price and yield for
noncompetitive tenders varies with the type of
auction method. The Treasury announces that
if noncompetitive tenders absorb all or most
of the offering, competitive tenders will be
accepted to the extent necessary to provide a
fair determination of yield or price.
Competitive bidders are notified of the
acceptance or rejection of their bids.
Noncompetitive bidders are notified only when
the tender is not accepted in full or when the
price is over par.
The amount of securities offered in an
auction includes only those to be issued to the
public. After the auction, additional amounts
are allotted to Government accounts and the
Federal Reserve Banks in exchange for their
maturing securities. Some securities may be
issued for cash to Federal Reserve Banks as
agents for foreign or international monetary
authorities. Federal Reserve Bank and

11 Subscriptions are accepted without deposit from
commercial banks and other banks for their own account,
federally insured savings and loan associations, states,
political subdivisions or instrumentalities, public pension
and retirement and other public funds, international
organizations in which the United States holds
membership, foreign central banks and foreign states,
certain large Government securities dealers, Federal
Reserve Banks, and Government accounts.
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Government accounts pay the price paid by
noncompetitive bidders.
The yield auction was first used in 1974
and has been the primary auction method
since then. Beginning in fiscal year 1975, 80
per cent of all marketable note and bond
sales have been under the yield auction, and 57
per cent of total net funds raised through
marketables have been acquired this way.
Under this method, no coupon is set on the
issue; the rate is determined in the auction.
The Treasury announces the amount to be sold
and invites tenders on a yield basis.
Competitive entries express their bids in terms
of an annual yield to two decimal places-for
example, 6.05 per cent-rather than in terms
of price.
After the auction closes, the Treasury allots
competitive tenders after subtracting the
volume of noncompetitive bids. The allotment
is made by accepting bids with the lowest yield
(highest price) first, ranging upward to higher
yields to the extent required to attain the
amount offered. The amount accepted at the
highest yield is prorated among bidders at that
yield if necessary.
After tenders are accepted, an average yield
is determined on the i s s u e a n d the coupon
rate is set at the nearest-one-eighth of 1 per
cent to the average yield which also produces
an average price at or below par.I2 Competitive
bidders pay the price equivalent to the yield
they bid with price calculations carried to three
decimals. Noncompetitive bidders pay the price
associated with the average yield on competftive
tenders.
The traditional auction technique which the
Treasury began using in 1970 was the price
auction, and $81.1 billion in notes and bonds
12 The highest accepted yield cannot be such that it
translates into a price less than the original issue discount
limit of the tax laws. "Original issue discount" taxation
.EN,where
laws become effective at a price below 100
N equals the number of years to maturity. For example, the
Treasury would state the minimum price for a 25-year bond
as $93.75 per $100 face.
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have been sold by this method. The price
auction had been used in the Treasury bill
market for a number of years and was quite
easily adapted to the sale of notes and bonds,
except that the sale of notes and bonds was not
on a discount basis. In the price auction, the
Treasury announces the amount to be sold to
the public, and a few days prior to the auction
sets a coupon rate and a minimum acceptable
price. Competitive bidders state the price they
are willing to pay on the basis of 100 to two
decimals. These bids may be at par ($100 per
$100 face), at a price below par (at a discount),
or at a price above par (at a premium). The
price bid would reflect the investor's judgment
as to how attractive the coupon rate is
compared to other market rates. The rate
associated with a price of par is the coupon
rate; paying a premium will result in a lower
effective yield than the coupon rate; and buying
at a discount will yield an effective return
higher than the coupon rate. As in the Treasury
bill market, the noncompetitive tenders are
subtracted from the amount to be sold and the
remainder is distributed by accepting the
highest price bid on down until the amount of
the issue is taken. Competitive bidders pay the
price that they bid, and noncompetitive bids
are accepted in full at the average price of
competitive bids. However, since the
competitive bids are not necessarily at par, the
average price paid by noncompetitive bidders
may be more or less than par and thus they will
receive an effective yield somewhat different
from the coupon rate. In fact, because bidding
is so competitive, the accepted prices may be
very close, resulting in several instances in all
bids being accepted at a discount or all bids
being accepted at a premium rather than being
distributed on either side of par.
The fact that noncompetitive tenders sold at
premiums caused some problems in Treasury
financings in 1974. High announced coupon
rates attracted a good deal of interest from
small investors who bid on a noncompetitive
Federal Reserve Bank of Kansas City
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basis and did not understand that they might
have to pay more than par. To alleviate such
problems, the Treasury discontinued announcing coupon rates on issues and began to sell
new issues under yield auctions. However, the
conventional price basis is still used when
additional amounts of an outstanding security
are issued.
The uniform price auction or "Dutch"
auction was developed to broaden investor
participation by eliminating the risk of paying a
price above what other market participants
pay. This auction method has been used only
four times to issue long-term bonds. In the
Dutch auction, all accepted tenders are
awarded at the price of the lowest accepted bid
for competitive tenders. The coupon is set on
the bonds prior to the auction, and competitive
tenders must state a price for the bonds on the
basis of 100, with two decimals in a multiple of
.OSfor example, 100.05, 100.00, 99.95. A
minimum price is set on the bonds below which
tenders will not be accepted. As in the
conventional price auction, tenders are
awarded by accepting the highest prices bid,
after deducting noncompetitive awards,
ranging down to the extent required to attain
the amount offered. The price paid for all
accepted tenders is the same for all investors
and may be above, below, or at par.
Subscription Offerings. Subscription offerings were fust used in the early 1%0's to raise
new cash following exchange offerings, and
their use continued through the August 1972
refunding. As the auction technique gained
acceptance, the subscription technique was
discontinued. However, the Treasury utilized
this sale method in 1976 when it recognized the
benefit of using the subscription method for
issuing a large volume of securities at one time.
In three offerings in 1976, the Treasury issued
$22.7 billion in notes and raised $9.9 billion in
new funds.
In a subscription offering, the Treasury
announces the amount to be sold, the interest
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coupon on the issue, the price of the issue (a
couponlissue might be priced to sell slightly
above or below par in order to permit closer
pricing to the market rate on other instruments
while maintaining coupon rates in standard
eighths of a percentage point), deposit
requirements, and the method of allotting the
tenders. The Treasury reserves the right to
change the amount sold and the allotment
procedures after all subscriptions have been
submitted. Additional amounts are issued to
Federal Reserve and Government accounts
after allotments to the public.''
Investors enter subscriptions for the amount
of securities they wish to purchase at the
Treasury's given price and yield. Since investors
may enter subscriptions totaling more than the
amount offered by the Treasury, the allotment
procedure becomes important for limiting the
size of the issue. Allotments can be made by
awarding a percentage of the amount of each
tender or by setting a maximum dollar amount
to be accepted for each tender.
The Treasury usually offers to accept some
tenders in full on a preferred allotment basis.
Preferred tenders are limited in size (up to
$500,000 in recent offerings) and must be
accompanied by a deposit of 20 per cent of the
face value of securities applied for. Deposit
guarantees are not accepted. The normal 5 per
cent deposit is required on nonpreferred
subscriptions, except from exempt institutions,
and these tenders are filled subject to
allotment. Ahy subscriber may submit a
preferred tender as well as a regular tender. In
two of the three offerings in 1976, the terms for
accepting preferred tenders were altered after
13 In most cases, the amounts issued to Federal Reserve
Banks and to Government accounts are in exchange for
maturing notes held by them, but allotments have been
made for cash to Federal Reserve Banks for foreign and
international accounts. When large oversubscriptions are
received from the public, Government accounts may retire
their maturing securities and replace them with
nonmarketables. This enables the Treasury to hold down
the size of an issue to a desirable level.
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were discontinued with the February 1973
refunding.

subscriptions were tabulated. Nonpreferred
entries were awarded no portion of the issue in
one of the sales.
Exchange Sales. Exchange offerings give
holders of selected outstanding issues" the
right to turn in their securities for the same
face amount of a new issue on which an interest
rate is set prior to the sale. Holders of eligible
securities who do not wish to invest in the new
issue may sell their "right" to the new issue to
other investors or turn in maturing securities
for cash. Since exchange sales merely refund
outstanding securities but do not provide new
funds (and in the case of cash redemptions
result in a net paydown), the Treasury turned
to alternative sales techniques as cash needs
rose in the 1970's. Thus, exchange offerings
14 The Treasury could accept maturing securities for new
issues or it could accept securities that would not mature
until sometime in the future, thus r o l k ~ gover part of the
debt in advance of maturity. The advance refunding of
issues in the early 1970's included only issues due in less
than 5 vears, and advance refundinns were discontinued
when th; exchange method was replaced by cash sales.
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cONCLUSuOW
The Treasury sold $2.5 trillion in marketable
securities from fiscal year 1970 through March
1977. Less than one-tenth of that amount
represented new money; the bulk of the
borrowing was done to roll over maturing debt.
Bill issues accounted for $2.1 trillion and notes
and bonds accounted for $382 billion of total
marketable security sales.
In recent years, the Treasury has instituted a
more routine offering schedule for notes and
bonds and developed a variety of sales
techniques. These two factors have enabled the
Treasury to market a larger volume of coupon
issues and to raise a larger proportion of new
through note and bond
From
fiscal year 1975 through March 1977, the
Treasury raised nearly two-thirds of new funds
by the
of notes and
bonds.
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