
FEDERAL RESERVE BANK OF NEW YORK 113 

huge supply of new cars. Businessmen in other kcy indus- 
tries, however, have generally continued to keep a tight 
rein on their inventory positions, as evidenced by con- 
servative invcntory-sales ratios. 

Business investment in fixed capital expanded by $1.3 
billion in the sccond quarter, maintaining the ratio of such 

expenditures to CJNP at the 10.7 per ccnt first-quarter 
level—the highest in the postwar period. This second- 

quarter gain in capital spending was only about half 
as large as the advance registered in the previous quarter, 
however, and appeared to fall below the increase called for 
by the latest Government survey of capital spending plans. 
The slower growth of investment outlays may have partly 
reflected the combined effects of supply bottlenecks, skilled 
labor shortages, and the higher cost and reduced avail- 
ability of funds. More importantly, however, work stop- 
pages in the construction industry probably had a sig- 
nificant depressing influence, as business outlays for new 
and modernized structures actually declined from the 
first-quarter level. Additional expenditures for business 
equipment, in contrast, were substantially larger than the 
gain posted for the first quarter of the year. 

In the government sector, state and local spending for 
goods and services rose by $1.7 billion for the second con- 
secutive quarter, thus staying within the range of advances 

recorded in the past few years. At the Federal level, pur- 
chases increased by $2.7 billion in the second quarter, 
equal to the largest previous gain recorded in this busi- 
ness expansion. The bulk of the second-quarter rise again 
reflected stepped-up spending for national defense pur- 
poses; nondefense outlays increased somewhat less than 
the average gains registered in recent quarters. 

Among other major components of national output, ex- 
penditures for residential construction declined slightly in 
the second quarter, bringing the rate of such spending 
back to the year-ago figure. Moreover, current indicators 
of prospective home-building activity point to some further 
slackening in the months ahead. Thus, nonfarm housing 
starts during the second quarter averaged about 10 per 
cent below the first quarter and were at the lowest rate in 
five years. Similarly, newly issued building permits fell 13 

per cent in the second quarter, reaching the lowest level 
since 1958. 

Net exports of goods and services declined for the fourth 
consecutive quarter, dropping to $5.3 billion—the smallest 

margin of exports over imports since the opening quar- 
ter of 1963. The sharp reduction this year of the export 
surplus has been a serious obstacle to the solution of our 
balance-of-payments problem and reflects the exuberance of 
the domestic economy as well as the conflict in Vietnam. 

The Money and Bond Markets in July 

The money market was generally firm during July, al- 
though there was some temporary easing at the end of 
the statement periods. The airline strike resulted in a 
large bulge in Fedcral Reserve float around midmonth, 
which also eased the pressure on bank reserve posi- 
tions for a short time. The Federal Reserve was able to 
offset the reserve effects with minimal market impact, 
however, using for the first time sales of Treasury bills 
with matched purchases of the same bills for delivery 
several days later. Federal funds traded at rates as 
high as 5¾ per cent, the first trading recorded at a 

1 per cent "premium" over the Federal Reserve dis- 
count rate. Major New York City banks reportedly con- 
tinued to pay the ceiling rate of 5½ per cent for negotiable 
certificates of deposit with maturities as short as thirty 
days. Effective July 14, dealers in bankers' acceptances 
raised their rates by of a percentage point. The new 
rates—5¾ per cent bid and 5% per cent offered for 
one- to ninety-day unendorsed acceptances—matched the 
peak rates in 1929 but were still substantially below the rec- 
ord levels reached in 1920. Toward the end of the month, 
major finance companies raised their offering rates generally 
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Table I 
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Table II 
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JULY 1966 
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Table lit 
AVERAGE ISSUING RATES 
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'/a of a percentage point to 55j per cent for 30- to 270-day 
paper which they placed directly with investors. 

Treasury bill rates rose sharply during the first half 
of July, as demand slackened somewhat and a stecp rise 
in bank call loan rates widened the adverse spread be- 
tween bill yields and dealer financing costs. Widespread 
expectations of further increases in interest rates, and 
market discussion of a possible increase in the Federal 
Reserve discount rate, contributed to the uneasiness in the 
Treasury bill market. After midmonth, however, bill rates 
backed down from record high levels as strong demand 
pressed against limited market supplies. Demand from 
various investment sources was augmented by dealer buy- 
ing late in the month in anticipation of demand for bills 
stemming from the Treasury's approaching refunding. 
Such demand proved disappointing, however, and bill 
rates moved higher on the last two days of the month. 

In the bond markets, prices penetrated their late-. 

February, early-March lows during the first half of July, 
when uncertainty over the future course of interest rates 
dominated the markets. Around midmontb, however, 
prices of Treasury, corporate, municipal, and Government 
agency debt securities began to recover as the belief 
spread that prices might have bottomed out. Prices of 
intermediate- and long-term Treasury issues declined on 
the final two days of the month in reaction to the 
Treasury's offer of a 5¼ per cent coupon—thc highest 
in forty-five years—in its August refunding. (For details 
of the refunding announcement, sec below.) 

THE MONEY MARKET AND BANK RESERVES 

The money market remained firm during most of July, 
though periods of relative ease did cmcrge occasionally. 
Week-to-week fluctuations in net reserve availability were 

unusually wide during July, partly reflecting the effect 
of a strike against five major airlines which normally ac- 
count for about 70 per cent of the nation's air mail 
service. The resulting delays in transport gave risc to an 
abnormal increase in Federal Reserve "float", the amount 
of checks credited to member bank reserve accounts 
(according to a specified time schedule) but not yet pre- 
sented for payment. The uneven dispersal of these reserves 

throughout the banking system apparently contributed to 
the heavy pressure on banks in the major money centers 
during the first three weeks of the month. The basic re- 
serve deficit of the forty-six major reserve city banks aver- 
aged $2,056 million during the three weeks ended July 20, 
more than double the average level during the five state- 
ment weeks ended in June. These banks bid aggressively 
for Federal funds on several days, driving the "effective" 

rate tip to 5¾ per cent for the first time and to 5¾ per cent 
late in the month. Occasionally, however, Federal funds 
traded at considerably lower rates, as banks approached 
the ends of their reserve-averaging periods with more re- 
serves than anticipated. (See the left-hand panel of the 
chart on page 176 for a record of the daily effective rates 
on Federal funds.) 

In the statement week ended July 6, nationwide net 
borrowed reserves rose to S477 million, while member 
bank borrowings from the Reserve Banks averaged $827 
million, the highest weekly average levels since February 
17, 1960. The money market was very firm until the final 

day of that week, when it became quite comfortable. The 
temporarily easy tone of the money market is a phe- 
nomenon which frequently arises at the end of the state- 
ment weeks in periods of monetary restraint. Banks often 
adopt a cautious approach to the management of their 
reserve positions, bidding strongly For Federal funds and 
sometimes hon-owing from their Reserve Banks early in 
the statement week. As the end of their reserve-averaging 
period approaches, banks sometimes discover that they 
had overestimated their reserve needs earlier and have 
accumulated excessive reserves. When banks attempt to 
sell their excess reserves, the Federal funds market tends 
to become temporarily easier. Such a situation is most 

likely to arise on those alternate Vednesdays which mark 
the end of reserve-averaging periods for both reserve city 
and "country" banks. On Wednesday, July 6, Federal 
funds went begging at rates as low as I per cent, member 
bank borrowings from the Reserve Banks dropped to $260 
million, and the forty-six major reserve city banks found 
themselves with more than $1 billion of unused reserves. 

Nationwide net reserve availability rose sharply in the 
week ended July 13, as float bulged due to the airline 
strike, and then fell back sharply in the week ended July 
20, after the Federal Reserve System moved to absorb the 
redundant reserves through open market operations. It 
was expected that float would rise substantially in the wake 
of the airline strike, which began at 6 a.m. on Friday, 
July .. but the timing and magnitude of the bulge were un- 
certain. As it turned out, the money market was quite 
taut during the statement week ended July 13 until the 
end of the week, largely because of the substantial buildup 
in excess reserves at countr banks that typically takes 
place about the second week in July. Federal funds traded 
at the historically high effective rate of 5% per cent on 
Friday through Tuesday, and some funds traded at 5¾ 
per cent. Not until Wednesday morning did the full effect 
of the strike upon float become apparent and the money 
market begin to case significantly. Nationwide net bor- 
rowed reserves declined to $93 million on average for the 
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week from $477 million in the week before, but member 
bank borrowings from the Reserve Banks averaged $818 
million, about the same as a week earlier. The reserves 
created by the rise in float added to the excesses in coun- 
try banks, which built up average cxcess reserves of $663 
million during the week. Banks in major money centers, 
on the other hand, remained in deep basic reserve deficits, 

bidding strongly for Federal funds and covering sizable 
residual reserve needs through recourse to the Federal Re- 
serve "discount window". 

Federal Reserve open market operations absorbed a 
large volume of reserves in the statement week ended 
July 20, when float remained abnormally large due to 
the continuing airline strike. Despite a sharp contraction in 
nationwide net reserve availability to $459 million of net 

borrowed reserves, however, the money market grew con- 

siderably more comfortable as the excess reserves ac- 
cumulated by country banks the week before spilled into 
the major money centers during the second half of the 

biweekly country bank reserve-settlement period. Indeed, 
following the buildup of reserves in the previous week, 
country banks in the aggregate actually ran a slight aver- 

age reserve deficiency during the week ended July 20, 
the first such deficiency on record. Federal funds traded 
predominantly at 5¼ per cent or higher before the week- 
end but, as the funds began to pour into the market, rates 
fell to as low as of 1 per cent on Wednesday. Average 
borrowings from the Federal Reserve declined to $631 
million for the week. 

The money market was again firm during the week ended 
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July 27 and became rather tight at the end of the wcck. Fed- 
eral funds traded predominantly at 5½ per cent over most 
of the week but at 5¾ per cent—a record effective rate— 
on the final day. Net borrowed reserves were little changed 
from the previous week, but the distribution of reserves 

shifted, reducing the pressure on the major New York City 
banks considerably and on the other money market banks 
to a lesser extent. While borrowing by banks outside the 
major money centers rose somewhat, overall member bank 
borrowings from the Federal Rescrvc remained well below 
the level of the first half of the month. 

THE GOVERNMENT SECURITIES MARKET 

Prices of Treasury notes and bonds declined during the 
first half of July, in continuation of a trend which devel- 
oped late in June when several money market rates—in- 
cluding the prime lending rate of commercial banks— 
were scaled upward. Apprehension over the future course 
of interest rates prompted a nervous atmosphere in the 
Treasury securities market until mid-July. At that time 
yields ranged to 5.34 per cent in the intermediate-term 
sector and 4.98 per cent on long-term bonds, as much 
as 15 basis points higher than at the year's previous peak 
around the end of February. About midmonth, however, 
market participants began to feel that the sell-off had 
perhaps been overdone and that existing rate levels might 
prove viable. Prices moved sharply higher in professional 
trading, and market sentiment swung to the belief that 
investors might be receptive to an issue of as long as four 
to five years' maturity in the Treasury's August refunding. 

After the close of the market on July 27, the Treasury 
announced that it would offer holders of notes and bonds 
maturing on August 15 the right to exchange them for 
either of two new issues: 5¼ per cent one-year certifi- 
cates maturing on August 15, 1967, and 5¼ per cent 
four-year nine-month notes maturing on May 15, 1971. 
In addition, holders of certificates, notes, and bonds 
maturing on November 15 were offered the four-year 
nine-month notes in exchange prior to maturity. A total 
of $14.9 billion of securities was eligible for the exchange, 
about $8.1 billion of which was held by the public and 
$6.8 billion by the Federal Reserve and Government In- 
vestment Accounts. Subscription books were open from 
August 1 through August 3, with payments and deliveries 
scheduled for August 15. Both of the new issues were 
priced at par, and the 5¼ per cent coupon represented 
the highest rate paid by the Treasury on a coupon-bearing 
direct obligation since 1921. The market reacted favor- 
ably to the terms of the offering. 

A brief technical rally in the market for Treasury 

coupon-bearing securities was sparked on July 5 and 6 
by reports casting doubt upon the sustai.nabiity of the 
North Vietnamese war effort and by President Johnson's 
comments that the deficit in the Federal administrative 
budget for fiscal 1966 had turned out much smaller than 
expected. The atmosphere of optimism was quickly dis- 
pelled, however, following news reports that the Warsaw 
Pact nations had agreed to send volunteers to Vietnam 
if requested by the Hanoi government. Further caution in 
the bond market was generated by the weekly banking 
statistics published on Friday, July 8—which revealed a 
reduction in reserve availability and continued strength 
of business loan demand—and by growing discussion of 
the likelihood of new pressures on the British pound. By 
the time the British bank rate was raised from 6 per cent 
to 7 per cent on Thursday, July 14, the move had largely 
been discounted. The market remained nervous, however, 
as many participants expected an announcement of an in- 
crease in the Federal Reserve discount rate that night. 
When the discount rate remained unchanged, sentiment 
emerged that yields were perhaps near their peaks, and 
dealers withdrew offerings and sought to cover short 
positions. The market for Treasury notes and bonds re- 
versed direction, and prices moved generally upward until 
the announcement of the August refunding, which stimu- 
lated offerings by dealers in anticipation of switching by 
investors out of outstanding issues into the new notes. As 
a result of this largely professional pressure, prices of most 
issues declined on the final two days of the month, except 
for the "rights" issues, some of which moved higher. Over 
the month as a whole, prices of most issues maturing be- 
yond one year showed declines ranging from '/s to more 
than a full point, though there were a few scattered frac- 
tional price incrcascs. 

Rates for Treasury bills moved sharply higher over the 
first half of the month, as the special factors that had 
added to demand in June disappeared. Dealers became 
aggressive sellers, as they faced steeply higher costs of 
financing their inventories in the wake of the late June 
increase in the prime rate and other money market 
rates. The major New York City banks, whose reserve 
positions were under heavy pressure, raised their rates 
on dealer loans generally to a range of 6 to 6½ per cent, 
about of a percentage point higher than the range 
which generally prevailed in June. Uncertainty over move- 
ments in interest rates, including the Federal Reserve dis- 
count rate, as well as the heaviness of the Government 
agency and corporate bond markets, contributed to the 
nervous atmosphere of the Treasury bill market. Against 
this background, dealers and investors bid very cautiously 
in the first two regular weekly bill auctions of the month, 
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on July 1 and 11, and the resulting wide ranges of prices 
of accepted tenders in turn aggravated the nervousness 
of the market. The rate on the three-month bills in the 
July 18 auction was set at a record-high 4.996 per cent 
(see Table III) and, at the higher rate levels, bidding was 
more enthusiastic than in the two previous auctions. Bill 

rates moved lower over the July 18-27 interval, as active 
investment demand reemerged and pressed against market 
scarcities in many maturities. The average issuing rate set 
on the three-month bills in the weekly bill auction held on 

July 25 was about 18 basis points lower than the average 
rate set a week earlier. Toward the end of the month, 
dealer buying was stimulated by anticipation of demand 
for bills by sellers of rights who chose not to exchange for 
the Treasury's new offerings. As it turned out, such de- 
mand proved disappointing, and bill rates moved up 
rather sharply on the last business day of the month under 
the pressure of aggressive dealer selling. Over the month 
as a whole, rates for Treasury bills rose about 5 to 25 
basis points. 

A heavy atmosphcrc also dominated the market for 
Government agency securities during the first half of the 
month. Rising money market rates and the prevailing 
uncertainties over the course of interest rates led to price 
declines throughout the list. Prices of intermediate- and 

long-term issues recovered under the pressure of a quite 
strong demand after midmonth, but still closed generally 

to 1¼ points lower for the month, while prices of short- 
term issues rose slightly. New agency issues marketed dur- 
ing the interval totaled $1,744 million, of which $485 mil- 

lion represented the raising of new money. At historically 
high yields, the new issues encountered mixed investor re- 

ceptions. In the face of near-term uncertainties over market 
conditions, one issue scheduled to be priced on Thursday, 
July 14, was postponed until after the weekend. 

Investor interest in two new issues of the Federal Home 
Loan Banks, offered on July 12, was particularly disap- 
pointing. The offering, which replaced a $500 million ma- 

turity and raised $285 million in new money, consisted of 
$535 million of one-year 5¾ per cent bonds offered at 
par and $250 million of eighteen-month 5¾ per cent 
bonds discounted to yield 5.80 per cent. The issues quick- 
ly traded below their original offering price and con- 
tributed to a marked deterioration in market sentiment. 
An offering of the Banks for Cooperatives scheduled for 

pricing Thursday, July 14, was priced on Monday, July 
18, for offering the following day, to yield a record 5.90 

per cent. The $266 million issue was an immediate sellout 
at this rate. On July 21, the Federal Intermediate Credit 

Banks were able to offer $298 million of nine-month de- 
bentures with a 5% per cent coupon. The debentures, 
which were offered at par, were accorded an excellent re- 
ception. The Tennessee Valley Authority auctioned $50 
million of 120-day discount notes on July 26 at an aver- 
age rate of 5.661 per cent, up only 3 basis points from 
the rate on a comparable issue auctioncd in June. 

OTHER SECURITIES MARKETS 

In the corporate and municipal bond markets, prices 
declined during the first half of the month in the face of 
increases in money market rates and uncertainties over 
future movements in interest rates. New-issue activity in 
both the corporate and municipal sectors was significantly 
reduced from the June level. With the slackening of the 
pace of new offerings, dealers in municipal bonds suc- 
ceeded in reducing their inventories substantially, though 
often at the cost of price concessions. A heavier calendar 
of new offerings is scheduled for August. 

In addition to the pressures on the capital markets 
in general, the municipal market suffered from liquidation 
of holdings of tax-exempt bonds by commercial banks and 
an abatement of bank demand for new issues, as pressures 
on bank reserve positions intensified. A $112.9 million 

offering of New York City bonds was awarded on July 
26 at a net interest cost of about 4.65 per cent, 41 
basis points more than the City paid in April. The cor- 
porate market was influenced in the early part of the 
interval by the overhang of two syndicate-bound issues 
with large unsold balances. When price restrictions were 
lifted on July 6 and 7, respectively, the bonds moved 
out with upward adjustments of 10 to 15 basis points in 

yield. Two Aaa-ratcd corporate issues were reoffered on 

July 12 and 13 at somewhat higher yields. One, a tele- 

phone issue with five-year call protection, sold out imme- 
diately at 5.55 per cent, while the other, a power com- 

pany issue callable only at a penalty price, eventually sold 
out at a 5.75 per cent yield. 

Over the month as a whole, the average yield on 
Moody's seasoned Aaa-ratcd corporate bonds rose by 13 

basis points to 5.23 per cent, while The Weekly Bond 
Buyer's series for twenty seasoned tax-exempt issues 
(carrying ratings ranging from Aaa to Baa) rose by 13 

basis points to 3.96 per cent (see the right-hand panel of 
the chart). These indexes are, however, based on only a 
limited number of seasoned issues and do not necessarily 
reflect market movements fully, particularly in the case of 
new and recent issues. 




