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The Money and Bond Markets in October

The money and bond markets settled down in October.
Therc was growing confidence among market participants
that the factors underlying the tense financial atmosphere
of late summer had been largely overcome and that a
period of greater interest rate stability lay ahead. In the
view of many observers, the severe pressures which had
beset the credit markets in earlicr months primarily re-
flected the inflationary pace of domestic economic expan-
sion and the nation’s military involvement in Vietnam. In
October, the conviction became quite widespread that
some of these pressures would soon be alleviated, either as
a result of a Federal tax increase, improvement of thc situ-
ation in Vietnam, or some moderation in the rate of growth
in the civilian scctor of the economy. In addition, the
money and bond markets were bolstered when the belief
grew that the monctary authoritics were concerned with
avoiding any recurrence of the strong upward pressures on
interest rates which had developed in midsummer. The
money market was notably frce of stress in October, amid
signs that the demand for bank credit had slackened some-
what, at least temporarily.

A surge of demand for Treasury bills from a wide range
of investors both reflected and contributed to the more
confident climate which spread through the monecy and
bond markets in October. As a result of the sharp rise in
demand, pronounced scarcitics developed in the bill mar-
ket, particularly at the short cnd of the maturity scale,
and rates moved progressively lower.

Prices of Treasury notes and bonds edged irregularly
higher over the month as a whole, reflecting increased de-
mand from dealers and investors. The Treasury was able
in its November refunding to achieve some debt extension
and the market reaction to its late October offcring was
quitc favorable. The corporatc and tax-cxempt bond
markets were in a very strong technical position in Octo-
ber, and both new and seasoned issues were generally well
absorbed at rising prices.

THE MONEY MARKET AND BANK RESERVES

The money market displayed a generally firm under-
tone in October. However, no real pressurc was evident

in the market and conditions became relatively easy on a
numbcr of occasions. Exccpt for a short period at the be-
ginning of the month, Federal funds traded predominantly
at rates below 6 per cent in October, whercas they had
traded at 6 per cent or even above in early September. This
absence of stress was more noteworthy than the week-to-
weck variations in reserve statistics during the month (scc
Table I).

In this money market climate, the major reserve city
banks experienced no particular difficulty in adjusting to
the sizable swings that occurred in their basic reserve
positions from weck to week (sec Table 11). There was
for a time a tendency for heavier borrowing by the major
reserve city banks from their Reserve Banks than in carlier
months, but this proclivity appeared to diminish as the
month progressed. Member bank borrowings from the
Rescrve Banks ranged between $928 million and $518 mil-
lion on a weekly average basis. Treasury bill rates de-
clined during the month, and dealers in bankers’ ac-
ceptanccs generally lowered their offering rates by & of a
per cent. Government securities dealers, who were primar-
ily faced with posted call loun rates of 6 per cent to 612
per cent at the New York City banks, often were able to fi-
nance their positions through other sources at lower rates.

Bank credit cxtended by the large weckly reporting
banks contracted by $1.8 billion on & scasonaily un-
adjusted basis from the last Wednesday in September
through the final Wednesday in October. The decline com-
parcd with a S1.5 billion cxpansion a ycar carlicr. The
contraction in seasonally unadjusted bank credit at the
weekly reporting banks in October followed an apparent
slackening in thc growth of bank loans and invcstments
which developed in the third quarter of the year.!

A slower rate of growth in bank loans to business has
also been apparent recently. Loans extended by the weekly
reporting banks to commercial and industrial borrowers,

1 For a more detailed discussion of bank credit developments in
the third quarter of 1966, see this Review (November 1966), pages
245-46.
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Table 1 ‘Tabdie 1T
FACTORS TENDING TO INCREASE OR DECREASE RESERVE POSITIONS OF MAJOR RESERVE CITY BANKS
MEMBER BANK RESERVES, OCTOBER 1966 OCTOBER 1966
In millions of dollars; () denotes increase, In miltions of dollars
(—) decrease in excess reserves
; Daily averages—week ended :""f::r'
Factors affecting weehs
Changes 'l,:r l!I“yd:;tra o= basic reserve positions ended
Net Oct. Oct. Oct. Oct. Ocl.
Fattors thanges 5 12 19 2% 26
Oct. oct. Oct. Oct.
s 12 19 25 Eight banks tn New York City
**Markst” factors Reserve excess or deficiency(—)®... 19 32 7 13 18
Member bank requirod reserves®....... — 24| 4385 4 17| —98B | — 81 lL:u bonowl;ngs 'i"?ﬂﬁ“ﬂ" d:nu 265 24 96 7 151
Opersting transactions (mubtotal) .... | — 24| —at0f 4583 — es| _— o4 8 net interban| ral fun
purchases or sales(—) 3 656 | — 22 269
Pedurnl Reaorse float ... ........ —3Te| 4 B8| 4295 | — 112 — 184 Gross purchases 918 1,443 1,330 999 | 1,172
Treasury opetationst ....... 4344 | 4 36| — 23| — 227 + 180 chgl,“ ulfa:ulc i 909 ‘786 8931 1021 902
o 1 — - o7 uals nct n:scrvanurpus
Gotd ond forclgn secoun: T A TR B 10 T efeit(—) .. v e | — 251 | — 838/ — 525|  28|— 402
Currency cutsido banks® _........... — 200 | — 43| 4171 52358 | — 284 Net loans to Govcmmcm
Other Federsl Roservo securities Jealers ... 492 299 370 98 384
seocounts (Oetdd ..v.oiianiiiiian 4 8| — T 4184 — 4 + 232
Total “'‘market’® faelors .......... — 4| — 1| 4T | —358 | — 118 ‘Thirty-efght banks ontgide New York Clty
Dtroct Fodernl Reserve oredit Reserve excess or deficiency(—)*... 28 10 14 31 25
transastions Loss bursowings from Reserve Banks. 96 343 335 126 226
Less net interbank Federnl funds
Open market Lnstruments purchases or sales(—) R19 856 896 824 849
Outright boldlogs: . Gross purchases .. 1811 1,855| 1,881 1,864 1,848
Goverument secutiiies — 20| =448 | 4108 | 4 232 Eq‘fl;l":’n:;“g; I Iun 992 | 998 985} 1,020{ 999
Bankers® avoeptancns + 8] — [+ 1| + 8 ot deficit(—) ... e | = 890 | —=1,073 | —1,207] — 919|—1,049
Repurchnse agrorments: Net loans ta Governrm:nl
Government 8scurilled ............ bW|l—10| — [+ 1] 4+ securities dealers ..o | 148 119 151 312 183
Bankers® anocptoncns .....o....... + T |4 87| — 40|+ 18 4 18
Momber bank borroulbgd ..eeeviiooo-s w178 | - 100 | — 198 | — 273 | — 132 Note: Because of rounding, figures do pot necessarily add to totals.
Other loans, discounts, sod odvances. | + 8 [ 4+ 4}~ 4 — 4 8 ® Reserves held after all adjustments opplicable to the reporting period less
required reserves and carry-over reserve deficiencies.
T T 4608 | 4114 | —634 [ 20 4198
Exoess rederves® ... ..ol 4 M7 | 4 ¥9| 4+ 68 | — 332 4 80

Dally average levels } Tabie Il
b AVERAGE ISSUING RATES*
AT REGULAR TREASURY BILL AUCTIONS
In per cent
Meomber bank:
Total remerves, Including vault cash®..| 23.614 | 29,388 | 23,807 | 23.234 | 23.353%
Roquired reserves® 23,300 § 32.945 | 33,828 | 23.117 | 23.048% Weekly 2uction dates—October 1966
Bicess reoerven® . au 418 479 147 8380 Matarities
BOrtowiDES «ovovvrnnnenrannes | s #28 790 31 ] 1604
Free :eu::ru' ............... J=o1e| —ss| —an | —an | — ass Octsber | Octoher | October | Octobar | October
Nonborrowod reserves® 23,788 | 22,430 | 22,817 | 22,740 | 22,6205 10 1 3
Threeemonth ...............| 5408 54N 5424 $.246 5.234
Six-month ... 5.673 $.750 5.651 5.536 5.513

Changes in Wednetday levels

Monthly scttion dates——August-Octobar 1966

8ystem Account holdings of Govorncent
soourities maturing In:
Lens than Qe JEBL ...uvivaveveronnns 41,993 | — 497 | — 637 | 4468 | 7% Augut smzc;w o“z?’
More than GRD FOAF . ...........i0000 - - - - -
TOL oo +1.293 [ — 487 ' — 837 l 4468 | 4797 Nine-moath —..ooooocoos o) - $.807 1.567
ON0-YeAL ..o 5.844 5.806 5.544
Note: Bonsuse of rounding. flgures do 0ot heocssarily add to totala.
¢ Thene Agurce are eotlmated. ® Interest rates on billy are quoted in terms of a 360-day year, with the dis-
1 Includes changes in Treasury curroncy and “ﬂb counts from par as the return on the face amount of bills payable at
3 Includes ass ated in forelgn cur maturity. Bond yield equivalents, related to the amount actually invested,

§ Avorngo for four wonks endnd Ootober 28. would de slightty higher,
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which had incrcased at a lower rate in the third quarter
of 1966 than both earlier in the ycar and in 1965, ap-
parently continued to grow at a slower pace in October.
This slowdown occurrcd despite large corporate payments
to the Treasury in October arising from thc accelerated
remittance of withheld income taxes and social security
contributions. Over the four weeks ended October 26,
business loans at weekly rcporting banks expanded by
only $84 million, comparcd with a $112 million risc a
ycar carlier.

Approximately $5.2 billion of negotiable time certificates
of deposit (C/D’s) outstanding at large commercial banks
matured in October. Certificates outstanding at the weekly
reporting banks declined by about $1.1 billion, on balance,
over the four weeks ended October 26, partly reflecting
the October 19 maturity of a large block of certificates
that had originated in mid-September in connection with
the financing of an industrial merger. Toward the end of
the month, howevcr, the banks apparently were ablc to re-
new a larger portion of their maturing ccrtificates, as their
C/D ratcs became more competitive following the decline
in a number of other moncy market rates. Throughout the
month, banks gencrally continued to pay the S¥2 per cent
ceiling rate on all maturitics of new negotiable time certifi-
cates of deposit of $100,000 or more.

THE GOVERNMENT SECURITIES MARKET

The improved tone which had emerged in the Treasury
bill market during the last third of Scptembcr intensified in
October. A broadly bascd dcmand from public funds,
corporations, and othcr sources encountered mounting
scarcities in the available market supply of bills, and rates
moved considerably lower during the month (scc the left-
hand panel of the chart on page 252). Demand from dealers
also expanded, as they sought to replenish their inventories,
in part because of improved financing opportunities.

On October S, the Treasury announced that it would
auction $3.5 billion of tax anticipation bills on October 11,
for payment on October 18. The salc consisted of an addi-
tion of $1.5 billion to the outstanding issue of bills matur-
ing in April 1967 and $2 billion of new bills maturing in
June 1967. The announcement was favorably received by
the market—particularly since some participants had
expected a larger offering—and demand for outstanding
issues remaincd quite spirited. To somc cxtent, this demand
reflected increased interest on thc part of small investors,
who were apparently attractcd by the high levels to which
bill rates had climbed in late summer.

Commercial banks were permitted to makc full pay-
ment for the new tax bills through credits to Treasury Tax
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and Loan Accounts, a privilege which some participants
estimatcd might bc worth about 30 basis points for the
April issuc and just over 20 basis points for the Junc is-
sue. Consequently, at the auction, intcrest in the new bills
was generally confined to commercial banks. Average
issuing ratcs were set at 5.484 per cent for the April is-
sue, for which demand was quite aggressive, and 5.587 per
cent for the June maturity, for which bidding was more
restrained. After the tax bill auction, a broad investment
demand for outstanding bills reappeared and bill rates
once morc moved downward. The decline was most
pronounced in the short maturity area where markcet sup-
plies were quite limited. At the same time, however, a
fairly good investor interest also spilled over into the
longer maturity area and, despite the $3%% billion addition
of tax bills to the market supply, rates on bills maturing
beyond ninety days also receded.

At the regular monthly auction of ncw nine- and
twelve-month bills on October 25, average issuing rates
were 5.567 per cent and 5.544 per cent, respectively, 24
and 26 basis points below average rates sct a month
earlier. At the final regular weekly auction of the month
on October 31, avcrage issuing rates were set at 5.234
per cent for the new three-month issue and 5.513 per cent
for thc ncw six-month issue, 27 and 29 basis points,
respectively, below the average ratcs at the final weekly
auction in September (see Table I11).

Prices of Treasury notes and bonds moved in a fairly
wide range during the first half of October, reflecting a
cautious market appraisal of a number of reports con-
ccrning the domestic economic outlook, the future course
of interest rates, and the chances for improvement in the
Vietnam situation. At times during this period, prices rosc
sharply in largely profcssional trading when the market
responded favorably to peace rumors, to talk that the pace
of cconomic expansion might slow in 1967, and to the
strong tone of the Trcasury bill sector. However, these
price gains were periodically pared, as the fceling emerged
that cach of the rallies might have been overdonc.
Throughout the period, however, a generally confident
undertone was cvident in the coupon sector.

As the month progressed, participants became progres-
sively morc confident of the viability of prevailing yields.
Market optimism over the outlook for a moderation of the
Vietnam conflict continued to exert a strengthening effect,
as did increasing discussion that, if the conflict persisted
and defense expenditurcs remained heavy, the Administra-
tion might move to raise taxes. Demand for coupon issues
from dealers and investors expanded, and prices of Trea-
sury notes and bonds moved higher. (Thc right-hand panel
of the chart illustrates the decline in yields which accom-
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panied this rise in prices.) From about October 20 onward,
market attention began to focus on the Trcasury's ap-
proaching November rcfunding. The feeling of confidence
prevailing among market participants was sufficient to
suggest to many obscrvers that the market would be re-
ceptive to a Treasury refunding offering beyond the
short-tcrm maturity area.

On Thursday, October 27, the Treasury stated that it
would borrow approximately $4.1 billion through the is-
suance of new fifteecn-month and five-year notes (priced at
par), and would usc the proceeds to redeem in cash a like
amount of obligations maturing on November 15. The
Treasury’s offerings (both dated November 15, 1966) con-
sisted of $2.5 billion of 5% per cent notes, maturing on
February 15, 1968, and $1.6 billion of 53 per cent notes,

maturing on November 15, 1971. The maturing outstand-
ing securities which are being replaced include $1.3 billion
of 33 per cent bonds, $1.7 billion of 4 per cent notes,
and $1.1 billion of 434 per cent certificates. The subscrip-
tion books were open on Tuesday, November 1, with the
scttlement datc scheduled for November 15. Payment for
the new sccurities may be made cither in cash or in the
maturing securities. The Treasury’s announcement brought
a quick improvement in the prices of outstanding coupon
issues which had moved lower for a time before thc
announcement. Good investor and professional short
covering was in cvidence and the month closed on a firm
note.

After the close of business, on November 4 the Trea-
sury announced the results of the refinancing. Both offer-
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ings were heavily oversubscribed; the Treasury accepted
about $2.6 billion of the subscriptions for the 5% per
cent notes of 1968 and $1.7 billion of subscriptions for
the 536 per cent notes of 1971. Subscriptions from gov-
crnmental institutions and official accounts were allotted
in full, as werc subscriptions from othcr sources up to
$100,000. Subscriptions in excess of $100,000 were sub-
ject to a 30 per cent allotment in the case of the new 5%
per cent notes, and 10 per cent in the case of the new 536
per cent notes, but subscribers were assured of a mini-
mum award of at least $100,000.

In the market for United States Government agency
issues, good investor demand was evident throughout the
month and prices edged higher, especially in the longer
maturity area. In line with the Administration’s fiscal and
budgetary programs announced in Scptember, no addi-
tional new money was raised through the sale of Govern-
ment agency obligations in the open markct during the
period. However, several agencies offcred refunding issues
to the public and raised some ncw cash through additional
direct sales of their obligations to Treasury trust accounts.
On October 14, the Federal Home Loan Banks offered
$700 million of one-year notes, replacing a maturing $506
million issue and raising additional funds. Treasury trust
accounts purchascd $250 million of the issue, and $450
million was publicly offered. The notes, which were priced
to yicld about 6.05 per cent—significantly below the rec-
ord 6.20 per cent yield on a comparable issue floated in
mid-September—were accorded a fairly good reccption.
On October 18, the Banks for Cooperatives offered $256
million of 5.95 per cent six-month debentures, priced at
par. Treasury trust accounts purchased $111 million of the
issue, providing new cash to the agency. The remainder of
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the issue, which was used for refunding purposes, was well
received when publicly sold. The other agency offerings
that reached the market in October also were accorded
good receptions.

OTHER SECURITIES MARKETS

Prices of corporate and tax-exempt bonds edged steadily
higher during the month. The volume of flotations reaching
the market was relatively light. In the corporate sector,
new offerings with call protection were wcll received,
while offerings carrying no special protection moved
slowly at first but were subsequently sold out. As a result,
dealcrs’ unsold balances of recent corporate issues werc
very light during most of the month. Investor resistance to
the dccline in yields began to build up, howevcr, as the
month closed. In the tax-exempt sector, undcrwriter bid-
ding for the month’s flotations becamc fairly aggressive.
Even at the higher reoffering prices that resulted, the new
issues were subsequently accorded fair to good investor
receptions. As a rcsult, the Blue List of advertised dealer
inventories gencrally remained in a rclatively low $300
million to $375 million range during the month.

Over the month as a whole, the average yicld on
Moody's seasoned Aaa-ratcd corporate bonds declined by
10 basis points to 5.35 per cent. The Weekly Bond
Buyer's serics for twenty seasoncd tax-exempt issucs (car-
rying ratings ranging from Aaa to Baa) fell by 20 basis
points to 3.83 per cent (sce the right-hand panel of the
chart), the lowest point since June. These indexes are,
however, based on only a limitcd number of seasoned is-
sues and do not necessarily reflect market movements
fully, particularly in the case of new and recent issues.





