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The Money and Bond

The money market was generally firm during the month,
but the large credit demands around the mid-September
corporate dividend and tax payments dates led to increased
pressure on the money market in the last half of the
month. Treasury bill rates generally rosc 13 to 24 basis
points over the month, with thc upward movement gaining
momentum after midmonth as dealers aggressively sought
to lighten positions in the face of higher financing costs and
in anticipation of the Treasury’s issuance of additional
bills to meet its fall cash needs. Other money market rates
also rose, including those on certificates of deposit and
sales finance company paper.

An atmosphere of caution continued to characterize
the markets for Treasury notes and bonds during Scptem-
ber as well as the markets for corporate and tax-cxempt
bonds. Prices of Trcasury bonds were adverscly influ-
enced by thc prospects of further strong economic ad-
vance, the heavy credit demands experienced by the banks
and in the capital markets, and the relatively wide yield
spread in favor of corporate bonds. Both thc corporate
and tax-exempt bond markcts also continued under pres-
sure during most of the month, as the volume of ncw issues
coming into thc markct remained substantial. A steadier
tonc tcmporarily emerged around midmonth in the cor-
porate market after the quick sale of a large telephonc com-
pany issue and the subscequent distribution of several issues
that had been moving slowly, but then market prices again
edged lower. The tax-excmpt markct rcmained under
pressure throughout the month, with investors responding
unenthusiastically to the large volume of new issues.

THE MONEBY MARKET AND BANK RESERVES

The money market remained quite firm during the
month while accommodating the heavy demands placed
on the short-term credit market around the corporate tax
and dividend dates. Federal funds traded predominantly
at 4% per cent on nearly every day, although trading at
4%, per cent incrcased after midmonth. Aggregate re-
serve availability on average was about unchanged, but the
moncy market banks were under greater reserve pressure

Markets in September

on average than in the previous month. These banks,
however, were able to meet thc bulk of their increased
reserve needs in the Federal funds market, except in the
period just after the midmonth tax payments when mount-
ing reserve pressures led to a risc in member bank borrow-
ings at the Federal Reserve Banks.

Rates posted by the major New York City banks on
new call loans were mostly in a 4% to 4% per cent range
in the first half of the month, but rosc into the 433 to 455
per cent range thereafter (see the left-hand panel of Chart
I on page 216). Rates on scveral other short-term instru-
ments also rose during the period, as corporations reduced
their liquid assets to make dividend and tax payments.
Both the rates posted by the major New York City banks
on new time certificates of deposit and the rates on prime
ccertificates trading in the secondary market moved higher.
The major sales finance companies also raised their rates
on 60- to 89-day paper by Y& of a pereentage point at
midmonth and subsequently raised their rates on 30- to
59-day paper by the same amount.

The moncy market was temporarily well supplied with
funds as thc month opened, reflecting the high level of
mcmber bank excess reserves built up through heavy bor-
rowings carlier in the Septembcr 1 statcment wcck. A
steadily firm tone returned to the market in the first full
statement week of the month, but no unusual pressures de-
veloped over the Labor Day weekend as System open
market operations provided reserves in volume to counter
the substantial drains that stemmed from an increase in
currency outside banks over that weekend (see Table I).
Banks in the money centers outside New York, however,
camc under sharply increased pressure during the weck
and were large purchasers of Federal funds. The major
New York City banks were net sellers of funds to other
banks as their basic reserve positions improved following a
sharp reduction in loans to Government securities dealers
(see Table I1), while “country™ banks maintained rela-
tively low excess reserve balances in the first week of their
new settlement period.

The money market banks encountered increased rescrve
pressures over the two-week period surrounding the cor-
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Table I

FACTORS TENDING TO INCREASE OR DECRFASE
MEMBER BANK RESERVES, SEPTEMBER 1965

Table II

SEPTEMBER 1968

RESERVE POSITIONS OF MAJOR RESERVE CITY BANKS
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porate tax date. Corporations paid an estimated $4.1
billion in taxes during the month, chiefly on September 15,
while the corporate dividend payments for the month were
centered around September 10. Corporations rclied some-
what less hcavily than in 1964 on the runoff of repurchase
agreements with Government securitics dealers and the
maturity of finance company paper to meet these payments.
In partial substitution for such runoffs, they increascd their
direct borrowings from banks and liquidated substantial
amounts of negotiable time certificates of deposit, which
had been timed to coincide at maturity with the tax and
dividend dates. The volume of such certificates outstand-
ing at weekly reporting banks declined by $816 million in
the week ended September 15, as against $562 million in
the comparable statement week of 1964.

The increased reserve pressurcs on the money market
banks stemming from a shift of time deposits into demand
deposits and from increased borrowings for tax and divi-
dend payments were at first cushioned by the temporary
accumulation of corporate dcposits that were then shifted
to the ownership of the Treasury and of dividend recip-
ients. Subsequently, as these balances were drawn down,
reserves flowed from the money centers, maintaining the
pressures gencrated by credit demands on the reserve
positions of the large money market banks (sce Table II).
The daily average basic reserve deficits for the major
moncy market banks rose to $1.7 billion in the Scptember
22 statement week. Country banks built up large rescrve
cxcesses in the first week of their reserve-averaging period,
not reoffering in full in the Federal funds market the re-
serves gaincd through the reserve redistribution. Accord-
ingly, the moncy market banks cxperienced difficulty in
covcering their expanded needs, and average member bank
borrowings from the Reserve Banks rose to $627 million.

The moncy market was tight early in the September 29
statement weck and Federal funds traded in volume at
4%, per cent on September 24. Subsequently, reserves
moved back to the moncy market banks, particularly in
New York City, as funds flowed from country banks at the
end of their reserve-averaging period. By the end of the
statement week, Federal funds traded predominantly at 1
per cent.

THE GOVERNMENT SECURITIES MARKET

An atmosphere of caution continued to pervade the
market for Govcrnment securities in September. The hesi-
tancy primarily reflected general expectations that the
economy would expand well into 1966 and that the de-
mands for credit would increase. The rising yields on cor-
porate and tax-excmpt bonds and thc large calendars of
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future financing in these markets reinforced concern about
the course of intcrest rates over the coming months. These
downward pressures on bond prices largely obscurcd the
lessening concern over the war in Vietnam and the im-
proved performance of the pound sterling in the foreign ex-
change market.

Against this background, Treasury bill rates moved ir-
regularly higher over the month. Investment dcmand was
moderate and, in an atmosphcre of unccrtainty, tended to
favor the shorter maturitics, Dealer holdings of longer
term bills cxpanded, while their financing costs rose
around the tax date and thereafter. Selling by investors
over the quarterly tax date was not large, but dealcrs were
increasingly aggressive in offcring bills as demand proved
slow to revive after the tax date.

Rates on Treasury bills moved sharply higher following
the Treasury's September 22 announcement that it would
offer $4 billion of tax anticipation bills in early October—
$3 billion maturing in March 1966 and $1 billion matur-
ing in Junc 1966. The new one-year bill was auctioned
two days later at an average issuing rate of 4.236 per cent,
23 basis points higher than the issuing rate in the August
auction (see Table III). Subsequently, rates steadied tem-
porarily and then rose again, as markct participants bc-
came apprehensive that rising short-term rates might be
confirmed by a shift in monetary policy. The three- and
six-month Treasury bills closed the month at 4.02 and 4.19
per cent bid, respectively.

In the market for Treasury notes and bonds, prices of
longer term issucs declined '¥-2 to 1% points over the month,
as investors continued to switch into high-grade corporate
bonds with higher yields. During most of the month, how-
ever, offerings were not pressed on the market and the
upward adjustmecnt in yiclds procecded gradually, cush-
ioned to some extent by official purchases. The dccline in
prices gathered some momentum toward the close of Sep-
tember, as sclling by investors and professionals cxpanded.
Over the month, dealers were able to reduce still further
their holdings of notes and bonds.

Intermediatc-term Treasury securities were initially af-
fected less by market developments than were the long-
term issucs. The lower price levels on the intermediate-
term issues, resulting from the August declines, attracted
some investment buying in the early part of the month.
Bank selling of intermediate issucs increased as the month
progressed, partly in responsc to actual or projected de-
mands for bank credit. The upward adjustment in yields
on intermediate issues was accompanied by a further flat-
tening of the yield curve. Most high-coupon issues matur-
ing beyond five years ended the month with a yicld to
maturity of about 4.35 per cent (based on bid prices).
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OTHER SECURITIES MARKETS

The rise in yields on corporate and tax-exempt bonds
marked a continuation of the upward movement prevail-
ing over most of the year (see Chart I). The corporate
bond market, in particular, has been adjusting in 1965
to a rapid increase in corporate financing demands as
investment expenditures by corporations expanded more
rapidly than their internal flows of funds. A large portion
of corporate needs has been accommodated by commer-
cial bank loans, especially early in the year. Nevertheless,
the volume of corporate bonds sold (either publicly or
privately) has risen to almost $7.8 billion over the first
nine months, compared with $6.4 billion in January-
September 1964 and $8.2 billion for all of 1964. Under
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the influence of such a heavy volume of new corporate
issues, the yields on these issues have gradually risen in
spite of a continued large flow of long-term savings
generated by the growing economy.

Signs of congestion began to develop in the corporate
bond market as early as May. Since then, corporate
bond yields have been ratchetting irregularly higher under
the pressure of the corporate demand for funds. Investors,
sensing the shift in demand, have shown some tendency
to wait for higher yiclds, and changing expectations have
played a major part in the 16 basis point advance in yields

on new high-grade issues since May. Yields on new corpo-
rate issues have risen more rapidly than yields on long-term

Government bonds, the supply of which the market judged

unlikely to be increased at current rate levels. Accordingly,
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the sprcad between yields on ncw corporate bonds and
those on long-term Government securities has widened
(see Chart I11). Although it is not unusually wide by past
standards, somc investment demand has been diverted
from long-term Governments into the corporate scctor.
Yiclds of new tax-cxempt bonds have also risen irregu-
lar'y over the year. The volume of such securities coming
into the market has been large by historical standards for
thc past several years, and it has increased to $7.9 billion
through the end of Scptember, as against $7.4 billion for
the same period in 1964. The banks’ demand for such
issues for their own portfolios has bcen considerably
stronger over the first nine months of the year than in

most of the previous years, but the demand of nonbank
investors (including perhaps banks’ purchases for their
customers and trust accounts) has weakencd in 1965.
The lower income tax rates may well have reduced the
relative attractiveness of tax-cxempt issues in the case of
individuals in the higher tax brackets. (For example, in
comparison with common stocks, it now requires a smaller
amount of expected capital gains and dividends to induce
high-income individuals to divert their investment dc-
mand from tax-cxempt sccurities into equities.)

During September, yields on both corporatc and tax-
exempt sccuritics continued to move upward. Ncw issues
were floated in large volume in both markets during the
month, but investors were frequently selective in commit-
ting funds. An cxpectation of further increascs in capital
spending and in corporate borrowing restrained investor
demand. The prospect that banks would continue to
experience heavy credit demands generated caution in the
tax-exempt market. In the corporatc sector, the market
steadied around midmonth following the successful dis-
tribution of a large telephone issue. The market was also
encouraged by the quick scllout of a large negotiated
offering of a major finance company’s bonds. Although
several other issucs met less enthusiastic reccptions, prices
of corporatc bonds werc generally steady until late in the
month when prices again weakened. Over the month, the
average vicld on Moody's seasoned Aaa-rated corporate
bonds rose by 2 basis points to 4.53 per cent.

For tax-exempt sccurities, investor demand was also
selective, and price cutting continucd as underwriters
sought to distribute securitics. As yields moved higher, in-
vestor buying picked up, and thc tone of thc market im-
proved. Market participants remained cautious, however,
and the market was ¢dgy as the month closcd. The Weekly
Bond Buyer’s series for twenty scasoncd tax-exempt issucs
(carrying ratings ranging from Aaa to Baa) rosc by 16
basis points over the month to 3.41 per cent (sce the
right-hand panel of Chart T}.





