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spective is to look at average levels of activity over sev- 
eral months. The number of nonfarm housing starts, for 

example, fell by 4 per cent in May. This decline, however, 
followed an advance the month before, and the average 

level of starts in the April-May period shows an increase 
from the January-March average. With respect to actual 
outlays for residential construction, activity in the second 
quarter was on a par with the previous quarter. 

The Money and Bond Markets In June 

The money market remained firm in June while han- 

dling readily the substantial financial flows generated by 
quarterly corporate dividend and tax payments. Heavy 
midmonth credit demands associated with these payments 
increased the pressure on the reserve positions of the 
money market banks. While these banks were able to 
cover part of the special needs of the period in the Fed- 
eral funds market, their borrowings from the Federal 
Reserve Banks also increased. Treasury bill rates gen- 
erally declined during most of the month in response to 
a steady demand from commercial banks, public funds, 
and other sources, but edged higher toward the end of June. 

Prices of Treasury notes and bonds fluctuated nar- 

rowly in the early part of June when the outlook for 
interest rates was clouded by the congestion evident in 

the corporate and tax-exempt bond markets. Around 
midmonth, as selling of Governments by investors failed 
to expand, a more contident tone developed. Demand for 
coupon issues picked up, and prices moved higher in fairly 
active trading until late in the month when both activity 
and prices receded. In the corporate and tax-exempt bond 
sectors, market supplies of new and recent issues remained 
very heavy and prices declined during the first third of 
the month. A better tone subsequently emerged in the 
corporate sector, as progress was gradually made in dis- 
tributing bonds to investors, but prices of tax-exempt bonds 
continued to move lower throughout the month in the 
face of persistent market congestion. 

THE MONEY MARKET AND BANK RESERVES 

Nationwide net reserve availability in June fluctuated 
in approximately the same range which had prevailed in 
other recent months. The money market remained firm, 
with Federal funds trading on most days primarily at 4¼ 

per cent. Rates on new call loans to Government securities 
dealers were most frequently quoted in a 4¼ to 4½ per 
cent range by the major New York City banks, while rates 
on renewal call loans were generally in a 4¼ to 4 per 
cent range (see the left-hand panel of the chart on page 
139). Offering rates fur new time certiticates of deposit 
issued by leading New York City banks edged slightly 
higher in early June and then receded. The range of rates 
at which such certificates traded in the secondary market 
moved irregularly lower during the month. Rates on bank- 
ers' acceptances were unchanged and dealer inventories 
increased only slightly in June, as the usual substantial ex- 

pansion in dealer portfolios over thc June 30 statement 
date for banks failed to materialize. On June 1, the major 
sales finance companies raised their offering rates on 30- 
to 89-day directly placed paper by ¼ of a percentage 
point, thus setting a uniform rate of 4¼ per cent for all 
such paper in the 30- to 270-day maturity category. 

The month began with a consistently firm tone in 
the money market. System open market operations re- 
leased reserves in the two statement weeks ended June 
2 and June 9 as an offset to the absorption of reserves 

resulting from the movements in "market" factors. The dis- 
tribution of reserves favored the major New York City 
banks, which continued to add to their negotiable cer- 
tificates of deposit outstanding, presumably to be in a 
good position to meet credit demands expected over 
the June dividend and tax dates. In the meantime, these 
banks sold Federal funds on balance, including the siz- 
able volume which they normally purchase from their 
correspondents. The major money center banks outside 
New York City were able to cover a good portion of their 
substantial reserve needs in the Federal funds market. 
Member hank borrowings from the Reserve Banks, how- 
ever, remained around the half billion dollar mark. 



138 MONTHLY REVIEW, JULY 1965 

Table I 
CUANGES IN FACTORS TENDING TO INCREASE OR DECREASE 

MEMBER BANK RESERVES, JUNE 1965 
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mg or carrying securities also increased considerably. 
(During this period corporations not only borrowcd from 
banks, but also reduced their holdings of Government 
securities under repurchase agreements with securities 
dealers as well as their holdings of finance company paper.) 
These heavy credit demands brought a notable increase 

titsotri in reserve pressure on the New York City banks, 
while other major banks continued to have sizable basic 
reserve deficits. However, reserves were in good supply at 

— 
4½ per cent in the Federal funds market, and borrowings 

— from the Reserve Banks increased only moderately. 
± The pressures generated by the tax date led to heavy 

: borrowing at the Federal Reserve "discount window" over 

+ the June 18-20 weekend. Subsequently, the money market 
became easier and Federal funds were available to buyers 
at a nominal rate at the end of the June 23 statement 
week. A comfortable atmosphere carried over into the 
following statement week, but the tone of the money mar- 
ket tightened as the week progressed. Borrowings from the 
Reserve Banks rose vcry sharply on the cve of the midyear 
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RESERVE POSITIONS OF MAJOR RESERVE CITY BANKS 
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During the midmonth statement week, the money mar- 
ket dealt smoothly with the huge flows set in motion by 
the most popular dividend payment date, June 10, and the 

quarterly corporate tax date, both of which fell in the same 

statement week. Total demand deposits (including checks 
in process of collection) at weekly reporting member banks 
rose by $8.4 billion during the week, as corporations 
acquired the deposits to pay out a substantial amount of 
dividends and several billion dollars in Federal taxes. 
On the assets side, the weekly reporting member banks 
extended approximately $2.7 billion in loans over the 
week ended June 16, over 50 per cent more than in 

the same period of 1964. Commercial and industrial 
loans rose substantially, while loans to sales finance 

companies and to brokers and dealers for purchas- 



FEDERAl. RESERVE RANK OF NEW YORK 139 

statement date, on which banks ordinarily like to keep 
their borrowings small. 

Over the month as a whole, market factors absorbed 
$850 million of reserves, while System open market opera- 
lions provided $874 million. The weekly avenge of System 
outright holdings of Government securities rose by $952 
million from the final statement week in May through the 
last week in June, and average System holdings of Govern- 
ment securities under repurchase agreements fell by $62 
million. Average net System holdings of bankers' accept- 
ances (outright and under repurchase agreements), de- 
clined by $16 million during the month. From Wednesday, 
May 26, through Wednesday, June 30, System holdings 
of Government securities maturing in less than one year 

expanded by $359 million, while holdings of issues mawr- 
ing in more than one year rose by $452 million. 

THE QOVERHMENT SECURITIES MARKET 

Treasury bills were in broadly based demand in the 
opening days of the month. Market scarcities developed, 
particularly in the short-term maturity area, and rates 
continued along the downtrend which had begun in 
March (see left-hand panel of the chart). The June 3 reduc- 
tion in the British bank rate from 7 per cent to 6 per cent 
was a factor contributing to the strength of Treasury bill 
prices. Around the June 10 corporate dividend payment 
date, bill rates generally edged a trifle higher, as dealers 
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took on securities returning from maturing corporate re- 

purchase agreements. A steady investment demand per- 
sisted, however, and moderate offerings related to the div- 
idend payment date and to the subsequent midmonth 
corporate tax date were readily absorbed. in the latter 
part of June, a keen investment interest centered upon 
bills coming due within three months as well as on bills 

maturing during future tax and dividend payment periods 
in September and December 1965 and in 1966. The gen- 
eral downward movement of bill rates resumed and con- 
tinued until the closing days of the month, when demand 

tapered off and rates rose slightly. 
At the last regular weekly auction of the month, held 

on June 28, average issuing rates were 3.784 per cent for 
the new three-month issue and 3.824 per cent for the new 
six-month bills, about 9 and 10 basis points lower than 
the average rates at the final weekly auction in May. The 
June 24 auction of Si billion of new one-year bills pro- 
duced an average issuing rate of 3.807 per cent, as 
against 3.954 pcr cent on the comparable issue sold a 
month earlier. The newest outstanding three- and six- 
month bills closed the month at bid ratcs of 3.81 per cent 
and 3.85 per cent, respectively. 

In the market for Treasury notes and bonds, the atmos- 
phere of caution which had developed in the latter part of 
May persisted in the opening days of June. Throughout 
this period, participants continued to react warily to the 
substantial calendar of offerings scheduled for flotation 
elsewhere in thc capital markets. I.n particular, as corporate 
bond yields moved higher, the widening spread between 
yields of corporate bonds and those of Government secu- 
rities of comparable maturity generated some concern 
over the tenability of prevailing yield levels of Treasury 
issues. Against this background, dealer offerings of Gov- 
ernment notes and bonds expanded somewhat. However, 
a moderate demand remained in evidence and provided a 
steadying influence. Thus, after declining slightly on June 
1, prices fluctuated narrowly from June 2 through June 
10 (the right-hand panel of the chart illustrates the cor- 
responding general stability of yields early in June). 

Subsequently, investment demand and switching opera- 
tions increased, and the coupon sector of the Government 
securities market strengthened. Participants were influ- 
enced by an improved atmosphere in the corporate bond 
market and by the excellent reception accorded a $525 
million offering of Federal National Mortgage Association 
participation certificates. The bond market was also influ- 
enced by the decline in stock market prices—partially re- 
versed late in the month—which was interpreted as being 
likely to lead to some increase in the demand for fixed- 
interest securities. The expansion in investor interest in 

coupon issues stimulated professional demand, offerings 
were easily taken up, and prices generally moved higher 
from June 11 through 24. Demand favored the short- and 
intermediate-term maturities—particularly the 2½ per 
cent wartime issues. The System Account also made open 
market purchase.s of coupon issues during the month to 

supply reserves in anticipation of large needs over the 
July 4 holiday weekend. in the last few trading sessions, 
investor interest declined and prices receded on profes- 
sional profit taking. 

OTHER SECURITIES MARKETS 

In the early part of the month, prices of corporate and 

tax-exempt bonds generally moved lower in a hesitant 
atmosphere. Considerable investor resistance contributed 
to, and was reinforced by, the substantial backlog of new 
issues and older bonds which crowded dealers' shelves. 
Market participants were also aware of the heavy volume of 
impending flotations. including two large issues of capital 
nOtes by commercial banks. In the corporate sector, a 
steadier tone appeared in the latter part of the month as 

price reductions facilitated the distribution of new and 
recent corporate bonds. In the tax-exempt sector, how- 

ever, dealer inventories remained large and prices con- 
tinued to decline over the remainder of the month. Over 
the month as a whole, the average yield on Moody's sea- 
soned Aaa-rated corporate bonds rose by 2 basis points to 
4.47 per cent. During the same period, the average yield 
on The Weekly Bond Buyer's series for twenty seasoned 
tax-exempt issues (carrying ratings ranging from Aaa to 
Baa) increased by 11 basis points to 3.30 per cent. (These 
yield series are shown in the right-hand panel of the 
chart.) 

The volume of new corporate bonds publicly floated in 
June amounted to an estimated $720 million, compared 
with $675 million in May 1965 and $460 million in June 
1964. A $250 million offering of commercial bank capi- 
tal notes maturing in 1990 reached the market early in 
the month. Reoflered at par to yield 4.60 per cent, th 
issue—which cannot be called for five years—initially en- 
countered investor resistance, but demand for the notes 
subsequently expanded. Another major commercial bank 
also offered new capital notes in June. The latter issue con- 
sisted of $266 million of 4 per cent notes maturing in 
1990, which were offered at par to stockholders and were 
convertible into stock. The notes, which carried five-year 
call protection, were well received. The largest publicly 
offered new corporate bond issue of the month consisted 
of $40 million of Aaa-rated 4¾ per cent utility company 
debentures maturing in 2005. The debentures, which can- 
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not he called for five years, were reoffered to yield 4.55 

per cent and were accorded a fair investor reception. New 
tax-exempt flotations totaled about $885 million, as 
against $895 million in May 1965 and $780 million in 
June 1964. The Blue List of tax-exempt securities adver- 
tised for sale closed the month at $834 million, compared 
with $872 million at the end of May. The largest new tax- 

Statistics describing how much the Federal Government 
spends and how much it collects in revenues arc available 
in great quantity and on a variety of different accounting 
bases. Despite this wealth of data, however, and despite 
the increasing importance of fiscal policy as a tool for 
promoting cyclical stability and long-run growth, the task 
of assessing the precise impact of Federal budgetary oper- 
ations on aggregate production and income remains diffi- 
cult. This article presents one possible technique for 

quantifying the effect on the economy implicit in any 
particular set of changes in Federal budgetary programs. 
Essentially, the technique seeks to measure the direction 
and size of the budget's initial influence on aggregate de- 
mand through changes in Federal outlays and through the 
direct effects on private incomes associated with changes 
in tax rates. 

It should be stressed at the outset that no single measure 
of fiscal impact—including the relatively simple and tenta- 
tive one presented here—will prove satisfactory in all 

analytical situations. The virtue of the procedure here 
presented is that it attempts to distinguish the independent 
effects of the budget on the economy from the "feedback" 
effects of the economy on the budget, effects which op- 

exempt bond flotation during the month consisted of $67 
million of state bonds which were rcoffercd to yield from 
2.50 per cent in 1968 to 2.95 per cent in 1980. The bonds 
were Aaa rated by Moody's and were accorded a fair re- 
ception. Most other new corporate and tax-exempt bonds 
publicly offered during the period were accorded fairly 
good investor receptions. 

crate mainly on the revenues side of the budget. In this 

respect, the technique developed in this article has a goal 
similar to that of the so-called "full employment surplus", 
a concept which also attempts to separate out the feed- 
back effects and which has become familiar froni the re- 
ports of the President's Council of Economic Advisers. 
Thc concept of the full employment surplus, of course, 
goes beyond this limited end; in particular, the concept 
has been used in discussions of the upward trend in tax 
revenues that would be generated by the economy as it 
approaches or maintains full employment of a growing 
labor force and productive capacity. The technique here 
discussed avoids the complications that arise in estimating 
tax revenues at a hypothetical full employment level of 
activity. The current employment and output situation is 
taken as given, and the computations are designed only to 
estimate the direct effect on total spending of actual 
changes in Federal expenditures and tax rates. 

As will be apparent from the discussion below, the 
basic methodology and all the numerical computations 
shown in this article lest on a long series of assumptions, 
any one of which might prove to be a fit subject for 
lengthy debate. Moreover, there are some aspects of the 
over-all economic impact of Federal fiscal operations that 
cannot he examined at all in the context of the technique 

The Initial Effects of al Budgetary Changes on Aggregate Spending* 

* A number of persons in ihe Research Dcparlmcnt of this Bank 
have worked toward developing the method of analysis presented 
here. Camille B. Pantuliano had primary responsibility for the 
preparation of this articlc. 

See Joseph Schcrcr. "A Primer on Federal Budgets", this 
Reilew, April 1965. pp. 79.88. 

2 The reader who wishes to examine the concept of the "full 
employment surplus" may consult an article by Robert Solomon. 
A Note on the Full Employment Surplus", Review of Economics 

and Statistics, February 1964, pp. 105.108. 




