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The Money and Bond Markets in January

Activity in the financial markets was considerably im-
peded during the carly part of January by the cffects of
a mass transit strike in New York City which brought a
halt to public subway and bus service from Januvary 1 to
January 13. The strike hampered the processing of sccuri-
ties transactions, slowed check-clearing operations, and
handicapped the estimation and satisfaction of reserve
needs. In order to alleviate some of these problems, the
Federal Reserve Bank of New York requested partic-
ipants in the Government securitics market to avoid trad-
ing on a same-day delivery basis for the duration of the
strike. On January 13, a strike settlement was reached and
the financial markets quickly rcturned to a more normal
operating basis.

The money market was gencrally quite firm during the
carly part of January when reserve distribution favored
the “country” banks. This development reflected in part
the usual seasonal pattern, but was accentuated by the
New York City transit strike. During this period, the
major reserve city banks expericnced large deposit drains,
amassed substantial basic reserve deficits, and bid strongly
for Federal funds. In the latter part of January, however,
the rescrve position of the New York City banks improved
and the tone of the money market eased somewhat. Treas-
ury bill rates edgcd upward through midmonth, as an ex-
panding supply of bills in the market encountered a
rather modest investor demand. In the second half of the
month, demand generally was strong and rates receded
irrcgularly until late in the period when offerings ¢x-
panded and bill rates rose.

Prices of Treasury notes and bonds moved higher in the
first third of January in active trading which included a
heavy volume of switching operations. Subsequently, ac-
tivity tapered off and prices of most issues drifted irregu-
larly lower as participants awaited the terms of the Treus-
ury's February refunding. Late in the month, the market
initially reacted favorably to the refinancing terms (see de-
tails below). Prices of outstanding intermediate-term issues
moved moderately lower, however, in adjustment to the

approaching increase in the supply of such issucs, while
prices of longer term issues also declined. Further price
weakness developed as the month closed, following the
resumption of United States bombing of North Vietnam.
In the markets for corporatec and tax-excmpt bonds, prices
were unchanged to slightly lower through much of the
month as investors accorded lukewarm receptions to many
of the period’s new issues.

THE MONEY MARKET AND BANK RESERVES

During the first two statement periods of the month, the
money market functioned in the shadow of the New York
City transit strike, which disrupted opcrations throughout
the financial community. During this time, a very firm
tonc emerged in the money market as banks in New York
City and in other reserve centers experienced fairly sizable
deposit drains and mounting reserve pressures. In the
statement week ended January 12, thc eight principal
money market banks in New York City amassed a record
average basic reserve deficit of $1,358 million, while the
basic reserve deficit of the thirty-eight major money market
banks outside New York City was also substantial (see
Table IT on page 40).

To cover these deficits, the money market banks bid
strongly for Federal funds and raised residual funds
through borrowings from the Federal Rescrve. While a
good availability of Federal funds did emerge at the gen-
erally prevailing rate of 4% per cent, country banks held
on to a sizublc volume of reserves—building up average
excess reserves of more than $600 million in the weck
ended January 12. Average nationwide net reserve avail-
ability expanded by $349 million, as net borrowed reserves
of $249 million in the statement week ended January §
gave way to free reserves of $100 million in the weck
ended January 12. This sharp swing in aggregate reserve
availability within the context of a gencrally firm money
market provides another striking illustration of the in-
adequacy of any single statistic—such as free (or nct



Table I

FACTORS TENDING TO INCREASE OR DECREASE
MEMBER BANK RESERVES, JANUARY 1966

In millions of dollars; (--) denotes increase,
(—) decrease in excces reserves
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Table I
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borrowed) rescrves—as a gauge of monetary policy. A
sharply contrasting picture is given by another statistic,
member bank borrowings from the Reserve Banks, which
changed little during the two weeks (see Table 1),

With the redistribution of available reserves to the
money center banks, the money market became progres-
sively morc comfortable over the week ended January 19
~despite a contraction of $121 million in average nation-
wide net reserve availability. The basic reserve position of
the major New York City banks improved markedly, though
these banks remaincd in a decp deficit, us did the leading
banks in other moncy centers (see Table 11). However, the
money market banks were able to satisfy their reserve necds
readily in the Fcderal funds market at rates ranging from
4% per cent at the beginning of the week to as low as
1 per cent at the cnd, and average member bank borrowings
from the Federal Rescrve Banks fell by $372 million to
$218 million. Having built up a huge volume of cxcess
reserves the week before, country banks reduced their
average excess reserves by morce than half a billion dollars
to $95 million.

The money market became firmer during the final state-
ment week of January but was less taut than it had
been early in the month. The Icading money market banks
outside New York rcmained under heavy reserve pres-
sure. They were able, however, to cover the bulk of their
rescrve needs in the Fedcral funds market where funds
traded mainly in a 4% to 438 per cent range. During this
period, nationwide rescrve availability held fairly steady
but reserves were concentrated at country banks and in
New York City. In fact, the eight major New York City
banks moved into an average basic reserve surplus posi-
tion of $108 million, after having run a basic reserve
dcficit averaging more than a billion dollars over the pre-
ceding five-week period. The comfortable reserve posi-
tions of the New York banks permitted these banks to be
net suppliers of Federal funds and thus had a moderating
effect on money market pressurcs.

Rates charged by the major New York City banks on
their call loans to Government securities dealers were
generally quoted in a 434 to 5% per cent range except
briefly around midmonth when rates as low as 3 per cent
were posted. Rates for several types of short-term money
market instruments moved upward during the period.
Many of the major banks in New York City raised their
offering rates on new threc- and six-month negotiable time
certificates of deposit by about 15 and 25 basis points, re-
spectivcly. Rates on prime certificates of deposit trading in
the secondary market rose by approximately 5 to 25 basis
points. Offcring rates on the various maturities of directly
placed finance company paper and those on commercial

paper rose by V8 of a per cent. At the end of thc month,
rates on commcrcial and finance company paper and on
bankers’ acceptances were gencrally ¥4 of a per cent above
the rates prevailing just prior to the December increase in
the Federal Reserve discount rate.

THE GOVERNMENT SECURITIES MARKET

The effects of the early January transit crisis were par-
ticularly apparent in the market for Treasury bills, where
a large proportion of transactions are normally conducted
on a same-day dclivery basis. Uncertainty over dcliveries
hampered activity and gave risc to considerable caution
on the part of dealers. In addition, the supply of bills
available in the market increased as commercial banks
sold bills which they had held for year-end statement pur-
poscs. Morcover, the Trcasury began adding $100 million
to its weekly offering of three-month bills starting with the
January 3 auction and also offered approximately $1.5 bil-
lion of ncw ten-month certificates of indebtedness on
January 10 (see details below). While supplies were in-
creasing, the demand for bills was rather limited and con-
fined mainly to longer maturities. Some investment selling
also devcloped, prompting professional offerings of bills.
Dealer offerings were aggressively pressed upon the market,
as rates on several competing moncy market instruments—
especially new time certificates of deposit—moved upward
and as higher rates on dealer borrowings tended to raise
their inventory carrying costs. Against this background,
Treasury bill rates edged irregularly higher through mid-
month. At the rcgular weekly auction held on January 17,
the three-month bill was sold at a record high average issu-
ing ratc of 4.673 per cent.

Subscquently, bill demand expanded—particularly for
shorter maturitics—partly in rcflection of more comfort-
able conditions in the money market. Declining dealer
financing costs also made professional participants less
anxious scllers. As a result, bill rates edged irregularly
lower from January 18 almost until the close of the month.
Late in the period, some rcinvestment demand for bills
developed as holders of coupon issucs eligible for cxchange
in the Trcasury’s February refunding switched out of
“rights” into bills and other sccuritics. Reinvestment de-
mand proved disappointing, however, professional offer-
ings expunded, and rates moved higher at the end of the
month.

In contrast to the cautious atmosphere which was evi-
dent in the bill markct early in January, a better tone
developed in the coupon sector of the Government securi-
ties market during the first half of the month. Although the
New York transit strike interfered with operations, fairly
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active trading in Treasury notes and bonds was reported.
Large-scale investment switching dominated activity, while
outright demand for issues maturing in over one year
also triggered professional short covering. The more con-
fident atmosphere was reinforced when market participants
rcacted quitc favorably to the Trcasury's January S
announcement that it would reccive subscriptions on
January 10 for approximately $1.5 billion of 434 per
cent certificates of indcbtcdness dated January 19, and
would pcrmit commercial banks to pay for their allot-
ments by crediting Treasury Tax and Loan Accounts.
The new certificates, which will mature on November 15,
1966, were priced at a discount to yield 4.85 per cent.
Subscriptions totaled about $10.1 billion, of which $1.65
billion was accepted by thc Treasury. Subscriptions for

$50,000 or less were allotted in full, while larger sub-
scriptions were subject to a 14.5 per cent allotment but
assured of a minimum award of $50,000. As the modcrate
amount of investment demand met limited supplies, prices
of notes and bonds ros¢ during the first third of January,
with gains on most issues maturing in over one year rang-
ing from about ¥ to Y2 a point. (The right-hand panel of
the chart illustrates the dccline in yields which resulted

from this rise in bond prices.)

Around midmonth, investment demand contracted,
there was some outright selling of short- and intermediate-
term issues, and prices drifted lower. The market was
little affected by the Administration’s forecast of a reduced
Federal deficit for the fiscal year beginning on July 1,
while predictions of continued buoyancy in the economy
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rekindled market apprehensions that future credit demands
might apply upward pressures on interest rate levels. Sub-
sequently, market actlivity subsided and prices of most
intcrmediate- and Jong-term issues declined irregularly as
investors awaited news of thc Treasury's February refund-
ing plans.

After the close of business on January 26, the Treasury
announced that it would offer holders of $28.8 billion
of notes and bonds maturing from February through
August 1966 the opportunity to exchange their holdings
for two new note issucs. Holders of the outstanding 3%
per cent and 3% per ccnt notes maturing on February 15
and 1%2 per cent notes maturing on April 1 were per-
mitted to convert these securities into 4% per cent notes
of August 15, 1967 and/or into 5 per cent notes of No-
vember 15, 1970. In addition, holders of the 4 per cent
notes and 33 per cent bonds coming duc on May 15, as
well as holders of the 4 per cent notes and 3 per cent
bonds of August 15, were allowed to exchange their
holdings for the ncw 5 per cent notes of November 1970,
Of thc maturing sccurities eligible for exchange, $13.7
billion was held by the public at the timc of the announce-
ment and $15.1 billion was held by the Federal Reserve
and Government Investment Accounts. Subscription books
were open from January 31 through February 2, with
settlement scheduled for February 15. The terms of the
refinancing were initially favorably received by market
participants. Prices of outstanding intcrmediate- and long-
term issues moved lower, however, partly in response to
the forthcoming additions to market supplics. A further

sharp decline in prices occurred on the final day of the
month in reaction to developments in Vietnam.

OTHER SECURITIES MARKETS

Prices of corporate and tax-exempt bonds were gen-
crally steady to moderatcly lower over most of the month.
Investor interest in new issues was restrained by the ex-
panding volume of scheduled flotations and expectations
that yields might edge higher in the expansive economic
environment. In the tax-exempt sector, where a scasonally
moderate volume of new issues had been marketed in De-
cember, new offerings cncountered a good reception carly
in the month but were less well received later. New cor-
poratc bonds, many of which were aggressively bid for
by underwriters and carried somewhat higher prices than
had recently prevailed, were accorded a rather sclective
investor responsc. During the month, several corporate
bond syndicates terminated price restrictions, and yields
adjusted upward by 4 to 6 basis points on the sizable un-
sold balances.

Over thc month as a whole, thc average yicld on
Moody’'s seasoned Aaa-rated corporate bonds rosc by 1
basis point to 4.74 per cent, while The Weekly Bond
Buyer's series for twenty scasoned tax-exempt issues (car-
rying ratings ranging from Aaa to Baa) declined by 3
basis points to 3.51 per cent (see the right-hand panel of
the chart). These indexes are, however, bascd on only a
limited number of issucs and do not necessarily reflect
market movements fully.






