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The Money and Bond Markets in August

A sharp and persistent rise in intercst rates amid an
atmosphere of considerable uncertainty was the dominant
feature of the money and securities markets through most
of August. Technical rallies appeared on occasion, but
they tended to fade rather quickly under the weight of a
stcady strcam of cconomic and financial news that under-
scored both the continued heavy demand for credit and
the limited availability of funds. As the month progressed,
the view became widespread that monetary policy might
tighten further, possibly increasing pressures on the
market in September when commercial banks would be
facing substantial seasonal loan demands and heavy ma-
turities of certificates of deposit. Howcever, the atmosphere
in the securities markets improved somewhat at the closc
of the month in response to renewed talk of a possible tax
increase. On September 1, after the closc of the period
covered in this article, the Fedcral Reserve System issued
a policy statement which is reprinted on page 211.

Among the specific factors affecting the securities
markets in August was the increase in the prime lending
rate of commercial banks, from 534 pcr cent to 6 per
cent, that was announced on August 16 and 17. The
boost was the fourth in less than nine months and raised
thc banks’ minimum lending rate to the highest level
in over thirty years. Then, on August 17, thc Board of
Governors of the Federal Reserve System announced a
further increase from 5 per cent to the statutory cciling of
6 per cent in reservc requirements against certain time de-
posits of member banks. The new 6 per cent reserve re-
quircment will apply to each member bank’s time deposits
—other than passbook savings accounts—in excess of $5
million. (Passbook savings deposits and the first S5 mil-
lion of other time deposit accounts will continue to be sub-
ject to a 4 per cent reserve rcquircment.) The increase,
which follows a midyear risc from 4 pur cent to 5 per cent
in such requirements, will go into effect at reserve city
banks in the reserve computation period beginning Sep-
tember R, and will first apply to other member banks dur-
ing the reserve computation pcriod beginning September
15. In announcing this increasce in reserve requirements,
thc Board of Governors cxplained: “Like [the] earlier

mcasure, [this] action is designed to exert a tempering in-
flucnce on bank issuance of time certificates of deposit,
and to apply somc additional restraint upon thc cxpansion
of bank credit to businesses and other borrowers. Mone-
tary actions already taken have resulted in some modera-
tion of the rate of bank credit growth thus far this ycur.
However, in view of increasing pressures on prices stem-
ming from recent developments in the economy, [this Iat-
est] action is being taken to reinforce the anti-inflationary
effects of overall monetary restraint.”

Contributing to the upward pressure on interest rates
during the month were the steady addition of prospective
issues to an already sizable calendar of future corporate
bond offerings, heavy commercial bank sclling of tax-
exempt securities, an increasc in the supply of Treasury
bills with the sale of $3 billion of March and April tax
anticipation bills, and expectations that the Federal Na-
tional Mortgage Association (FNMA)) would sell a large
issuc of participation certificatcs in September. Further-
more, dealer financing costs werc persistently high during
the month, making dealers hesitant to add securitics to
their inventories.

Under the various pressures, yiclds on Treasury notcs
and bonds rose by as much as 77 busis points in August
to their highest levels since the 1920's. Yields on cor-
poratc bonds rcached thirty-year highs, and even at these
levels investors proved to be only cautious buyers. In the
tax-cxempt bond markct, yiclds also rose sharply over the
month in a generally weak atmosphere. Treasury bill
rates climbed to record levels, with average issuing rates
on three- and six-month bills set at 5.09 per cent and
5.57 per cent, respectively, in the auction of August 29.

The moncy markcet gencerally remained quite firm in Au-
gust. Federal funds traded mainly in a 52 to 5% per cent
range, with the effective rate first reaching a record 5% per
cent level on August 5. Commercial paper dealers raised
their rates on two occasions during the month, bringing
their offering rate on prime four- to six-month paper to
57 per cent. Rates on bankers’ acceptances also rosc dur-
ing the period, reaching 5% per cent (bid) for 31- to
90-day unendorsed acceptances. Rates posted by the
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major New York City banks on call loans to Govern-
ment sccuritics dealers were in a 6% to 638 per cent range
until late in the month, when rates as low as 5% per cent
werc quoted. Leading commcrcial banks continued to pay
the ceiling rate of 5% per cent for negotiable time certifi-
catcs of dcposit maturing in thirty days or morc.

THE QOVERNMENT SECURITIES MARKET

Prices of Treasury notes and bonds declined sharply
through most of August but recovered somewhat in the clos-
ing days of the month. As the month opened, the Treasury’s
August refunding operation, then in progress, held the mar-
ket spotlight.’ Immediately foliowing the Treasury’s July 27
rcfunding announcement, prices of many outstanding cou-
pon issucs moved down by as much as half a point,
partly in adjustment to the additional supplies of five-year
maturities which would arise out of the refunding. In addi-
tion, the market anticipated a considerable amount of
switching out of outstanding coupon issues into the new
refunding offerings—particularly into the new 5% pecr cent
notes of 1971. Some such switching did indeed occur, par-
ticularly out of the S per cent notes of 1970 into the refund-
ing issues. On balance, however, investor interest in the
new 5% per cent certificates and notes—trading in the
secondary market on a “when issued” basis—was rather
limited. Against this background, prices of outstanding cou-
pon issucs and the new refunding issues fluctuatcd nar-
rowly in dull trading during the August 1-3 subscription
period.

After the refunding subscription books closed on August
3, prices of outstanding intermediate- and long-term issucs
drifted lower in light trading as the markct awaitcd the
results of the refinancing operation. Dcalers became pro-
gressively morc anxious to make sales—even at lower
prices—as they reacted to reports that the calendar of
scheduled corporate and Government agency financing
was growing rapidly, and to predictions that credit dc-
mands would be exceptionally large in the autumn. At
the same time, investor offcrings ¢xpanded when some
switching from outstanding long-term Treasury issues
into higher yielding corporate bonds devcloped. During
this period, market participants also assessed the poten-
tial impact of the increase in steel prices upon the gen-
eral level of prices and interest rates.

On August 5, the Treasury announced the results of the

1 For details of the offering, see this Review (August 1966),
page 177.

refunding. Approximately $10.1 billion of the $14.9 bil-
lion outstanding August and November issues eligible for
exchange was converted into the new offerings. Subscrip-
tions totaled approximately $5.9 billion for the new 5V4
per cent certificates of 1967 and almost $4.3 billion for the
new 5% per cent notes of 1971. Public holders of the elig-
ible maturing securities exchanged about $2.5 billion—or
78.5 per cent—of their $3.2 billion holdings of August 15
maturities, and $1.6 billion—or 33.5 per cent—of their
$4.9 billion holdings of November 15 maturitics. Thc
amount of August maturitics cxchanged was approxi-
matcly in line with markct expectations, while the amount
of November maturitics rcfunded somcewhat exceeded
carlicr market estimates, leaving only routine refinancing
on the Treasury calendar for November.

The refunding results had little effcct upon price quota-
tions in the coupon scctor, where attention was increasingly
focusing upon other considerations. The tone of the market
dcteriorated considerably in the wake of an August 9 fca-
turc article in the financial press which predicted that heavy
loan demands might soon trigger another increase (subse-
quently confirmed) in the prime lending rate of commercial
banks. The coupon sector was also adversely affected
by the heavy atmosphere evident elsewhere in the capital
markets where new corporate and agency issues floated at
record yields were encountcring investor apathy. Dealer
offerings continued to c¢xpand, somc commercial bank
sales took place, and prices of the ncw refunding issues
and of outstanding securities steadily gave ground, The
pricc dccline gathered momentum around midmonth
and, for somc time afterward, daily pricc losses of up to
%% point on individual issues becamc commonplace. The
August 16-17 rise in the prime lending ratc of commercial
banks further depressed the securities market and reinforced
apprehension that monetary policy would become more re-
strictive. In this atmosphere, the increase in reserve require-
ments against certain time deposits, announced by the Board
of Governors on August 17, triggered another sharp down-
ward adjustment in prices of coupon issues, (The right-
hand pancl of the chart on page 208 illustrates the rise in
yields which accompanied this decline in prices.)

As the month progressed, market participants also be-
came increasingly concerned over the ability of commercial
banks to replace the heavy volume of certificates of deposit
soon to mature, since rates on several competing moncy
market instruments had risen above the 5% per cent ceiling
rate on time certificates. The feeling was widespread among
market participants that, should commercial banks e¢n-
counter difficulty in rolling over their maturing certificates,
bank sales of Government sccurities and/or tax-exempt
issucs would accclerate. In addition, dcalers became ap-
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prehensive about the availability of funds to finance their
positions. New York City bank rates on dealer loans were
quoted as high as 6% per cent, and only a limited amount
of funds was available from out-of-town sourccs. A some-
what improved market tone developed at the end of the
month when participants responded favorably to rencwed
discussion of a possible anti-inflationary tax incrcase.
Demand for coupon issues expanded and prices rcbounded,
erasing a portion of their earlier losses.

A very cautious atmosphere was also cvident in the
Treasury bill market through most of August. The rapid
gencral rise in interest rates—including the increase in the
prime lending ratc of commercial banks—compounded the
uneasiness of bill market participants as they weighed the
rate outlook in their own sector. In the opening days of

August, investment demand favored the short-dated bills,
which were in scarce supply in the market, and rates re-
ceded slightly in the under-threc-month maturity arca. At
the samc time, however, littlc investor interest was evident
in longer bills, which continued to edge higher in rate.
Market sentiment was dampened considcrably when the
magnitude of rcinvestment demand for bills of various
maturities from sellers of “rights” to the Treasury’s August
refinancing of coupon issucs fell short of earlicr market
expectations.

From August 8 onward, the upward rate movement
spread into the shorter bill maturity area as well (see the
left-hand panel of the chart). Offerings of these issues in-
crecased and demand for them tapered off. On August 11,
the Treasury announced that it would auction $2 billion
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of March 1967 tax anticipation bills and $1 billion of
April 1967 tax bills on August 18. In the wake of the
announcement, which camc at a time when market uncer-
tainty over the interest rate outlook was growing, ratcs on
outstanding bills moved sharply higher, largely as a result
of aggressive dealer offerings. At the rcgular weckly bill
auction on August 15, where bidding was quite restrained,
average issuing rates climbed to 5.048 per cent for the
new three-month bill and 5.315 per cent for the six-
month issue (see Table 111). Another marked increase
in bill rates took placc in reaction to the rise in the
prime rate announced by most commercial banks on August
16 and 17. At the August 18 auction of the tax antici-
pation bills, effective bidding was confined to commercial
banks, which were permitted to make full payment through
credits to Treusury Tax and Loan Accounts—a privilege
cstimated by the market to be worth about 30 to 35 basis
points to the banks. Nevertheless, banks anticipated some
difficulty in distributing the tax bills in the sccondary
market and therefore bid very cautiously. Average issu-
ing rates were set at 5.338 per cent for the March bills
and 5.433 per cent for the April bills, historic highs for
such securitics.

For a brief period following the tax bill auction, the bill
market rallied when demand expanded somewhat. Rates
for outstanding bills edged lower with the sharpest declines
recorded by short bill maturities. Subsequently, however,
the bill sector weakened again. At the regular monthly auc-
tion of one-year bills on August 25, an average issuing rate
of 5.844 pcr cent was set, almost 90 basis points higher
than the average rate at the preceding monthly auction.
(When measured on a bond yield equivalent basis, the yield
on this issue was 6.20 per cent.) The bill market rallied late
in the month, when demand cxpanded somewhat and rates
turned downward. Nevertheless, at the cnd of the month,
the newest outstanding threc- and six-month Treasury bills
were bid at rates of 5.06 per cent and 5.58 per cent, respec-
tively, 29 and 62 basis points above the rates quoted on
comparable issues a month carlier.

In the market for United States Government agency obli-
gations, participants displayed considerable concern over
the general outlook for interest rates and the expanding
calendar of scheduled agency flotations, Consequently,
prices in this market fell back steadily through most of the
month. Several new agency issues, which were floated at or
close to record high yields, were accorded mixed investor
receptions. Early in the period, the FNMA publicly offered
$300 million of new two-ycar debentures priced to yield
§5.91 per cent, and sold an additional $50 million of the
issue to Treasury trust accounts. The publicly offered dc-
bentures encountered investor resistance and their yield

rose in subsequent secondary markct trading. Around mid-
month, a public offcring by the Federal Home Loan Banks
of $500 million of one-year bonds, priced to yield a new
record high for agency financing of approximately 6 per
cent, also encountered investor apathy. Later in thc month,
the market was further restrained by discussion of the pos-
sibility that a sizablc offering of participation certificates
might be made in Scptcmber. However, some improvement
in the atmosphere of the agency market occurred at the end
of August following press reports that no firm decision had
yet been made with respect to this offering.

OTHER SECURITIES MARKETS

In the markets for corporate and tax-cxempt bonds,
prices gencrally fell back sharply until late in August as
participants became increasingly concerned over the
mounting demands for credit converging upon their mar-
kets. A better atmosphere emerged in both scctors at the
end of the month, however, when participants reacted to re-
newed discussion of a possible tax increase., Historically,
a lull in new issue activity has gencrally developed in the
capital markets during August, but such was not the case
this year. New publicly offcred corporate bonds totaled
$1.2 billion in August, the largest volume ever recorded in
a single month. Early in the month, market attention fo-
cuscd upon the American Teclephone and Telegraph Com-
pany $250 million flotation of Aaa-rated 5% per cent
debentures maturing in 1995 which were sold at the highest
net interest cost to thc company in over forty ycurs. These
securities, which carried five-year call protection, were ag-
gressively bid for by underwriters. When first reoficred to
yield 5.58 per cent. the debentures attracted good interest
from small investors. Subsequently, however, distribution
of the issue slowed considerably, syndicate price restric-
tions were removed, and the debentures initially jumped 6
basis points in yield when they began to trade freely. By the
¢nd of the month, the telcphone issue was trading to yield as
much as 5.82 per cent. Other new corporate issucs were
generally accorded mixed receptions during the month.
Only issues that carried extendcd protection against carly
call, had delayed delivery provisions, and were reoffcred at
considerably reduced prices drew any investor interest.
Prices of recent corporate offcrings and seasoncd issues also
fell sharply during the month (sce the comparable risc in
yields ilustrated in the right-hand pancl of the chart),
although a steadicr tonc emerged at the end of the period.

In the tax-cxempt sector, prices of new offerings and sea-
soned issues dropped sharply through most of the month
in an uncertain atmosphcre and yields rose to their highest
levels in more than thirty years. Commercial banks con-
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tinued to reduce their holdings of tax-exempt securities on
a fairly large scalc, while dealers were ablc to make sales
from their inventories only after progressive price conces-
sions. New tax-exempt bond flotations totaled about $735
million in August, as against $630 million (revised) the
month before and about $720 million in August 1965.
Several ncw tax-exempt issues which had been scheduled
for sale during the month failed to reach the market either
as a result of postponemcents or because prevailing market
yields exceeded certain local statutory intcrest rate limita-
tions. The largest new tax-exempt bond offering of the
month consisted of $100 million of Aa-rated state bonds.
The bonds were reoffcred just after midmonth to yield from
4 per cent in 1967 to 4.20 per cent in 1987, and were fairly
well received due in part to their relatively attractive yield.

Over the month as a whole, the average yield on Moody’s
seasoned Aaa-rated corporatc bonds rose by 21 basis points
to 5.44 per cent, while The Weekly Bond Buyer's series for
twenty scasoned tax-excmpt issues (carrying ratings rang-
ing from Aaa to Baa) climbed by 28 basis points to 4.24
per cent (see the right-hand panel of the chart). These
indcxes are, however, based on only a limitcd number of
seasoned issues and do not necessarily reflect market move-
ments fully, particularly in the casc of new and recent issues.

THE MONEY MARKET AND BANK RESERVES

The moncy market was quite firm during most of Au-
gust, although a slightly easier tone emerged toward the
end of thc month. Nationwide net borrowed reserves aver-
aged $394 million during the five weeks ended August 31,
little changed from the revised lcvel of the month before
(scc Table I). Reflecting the persisting pressurcs on com-
mercial bank reserve positions, Fcdcral funds were
strongly bid through most of the month. The effective rate
on such funds generally ranged from 5Y%2 per cent to a
record 5% per cent and, for the first time, some trad-
ing occurred at 6 per cent—1%2 per cent above the Fed-
eral Reserve discount rate. Member bank borrowings from
the Fedcral Reserve Banks averaged $740 million during
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the five-week August period, as against $739 million dur-
ing the four weeks ended July 27.

The distribution of reserve pressures shifted somewhat in
August from the pattern that had prevailed during most
of July. The reserve positions of banks outside the major
money centers came under increased pressure, and these
banks turncd more frequently to thc Federal Reserve “dis-
count window” to fill their residual reserve needs. At the
same time, the reserve positions of money market banks—
particularly those located in New York City—were under
somewhat reduced pressure (scc Table IT). The improve-
ment in the reserve positions of banks in the central moncy
market largely reflected a decline in their lending to Govern-
ment securitics dealers who, faced by call loan rates of
6% pcr cent to 6% per cent at New York banks, kept
their inventories low and increasingly sought out less ex-
pensive sources of funds to fill their limited financing needs.

Rates on a varicty of short-term moncy market instru-
ments continued to move upward during thc month. By the
cnd of August, offering rates on commercial paper placed
by dcalers were % of a per cent higher than a month carlier,
and rates on bankcrs’ acceptances were gencrally Y6 of a
per cent higher. The major New York City banks con-
tinucd to pay the 52 per cent ceiling rate on all maturities
of new negotiable time certificates of deposit. Rates on
prime certificates trading in the secondary market edged
steadily higher, reaching a 53 to 6 per cent range on
thrce-month maturitics and a 5.8 to 6%4 per cent range
on six-month maturitics by the end of the month. Over
$3.7 billion of outstanding negotiablc certificates of de-
posit matured at large commercial banks in August, and
an additional $6.7 billion is scheduled to come duc over
the September-October period. With interest rates on most
competing moncy market instruments above the 5V2 per
cent ceiling rate applicable to new timc certificates, com-
mercial banks were faced with the prospect of mounting
difficulties in replacing maturing certificates. In August,
negotiable time certificates outstanding at weekly report-
ing member banks in New York City declined by $263
million.





