The Money and Bond Markets in August

Money market conditions remained comfortable during
August. Federal funds gencerally traded in a narrow band
around the 4 per cent discount rate, while nationwide net
reserve availability continued to fluctuate within the range
of recent variation. As the month progressed, there was a
significant improvcment in the basic reserve positions of
major banks in the money centers, reflecting in part a sub-
stantial contraction in business loans and increased acquisi-
tions of Euro-dollars. Major banks also acquired a large
volumc of funds through sales of ncgotiable certificates of
dcposit (C/D’s) during the month.

As was the casc in July, even with the comfortable tone
in the money market, yields on short-term and capital
market instruments rose further in August. The Presi-
dent’s request on August 3 for a 10 per cent surcharge on
individual and corporate income taxes was welcomed by
market participants, but thc optimistic reaction was soon
dampened by consideration of the accompanying projec-
tions of a large budget deficit and Treasury financing nceds
in fiscal 1968. Two Treasury cash offerings during thc
month—one to refund the August maturitics and the other
to raisc new moncy—attracted only routinc intcrest on the
part of investors and trading activity in the Treasury markct
was generally light. Meanwhile, large current and antici-
pated corporate borrowing and the fair to poor receptions
accorded several new corporate issucs—in spite of mount-
ing yiclds—contributed to a hesitant atmosphere through-

out the capital markcts. By the end of the month, yiclds on
intermediatc-tcrm Treasury issues had riscn by about 24
basis points, whilc long-term yields were up about 6 basis
points. The yield on a new Aa-rated utility bond issuc with
five years’ special call protection reached 6.20 per cent at
the ¢nd of the month, 15 basis points more than the highest
yielding comparable offering in July, The tax-exempt mar-
ket was under somcwhat less pressure than the corporate
market, against a background of a comparatively light cal-
cndar and talk of an added rclative yield advantage for
tax-exempt securitics in the event of a tax increasc.

The cautious mood of the capital markets during August
also pervaded the market for Treasury bills. Although
there was a significant investment demand for bills at times
during the month, rates on outstanding issucs rose almost
steadily until late in the month, when they receded slightly.
The markct yiclds on three- and six-month maturities rose
by 26 and 23 basis points, respectively, to 4.38 per cent and
4.83 per cent at the closc of the month.

BANK RESERVES AND THE MONEY MARKET

The money market remained comfortable throughout
August. The effective ratc for Federal funds gencrally was
close to the 4 per cent discount rate, with some trading at
4'% per cent in the first half of the month and generally in
a 3 to 4 per cent rangc later on. Free rescrves averaged
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about the same as in July, with continucd fairly wide fluctu-
ations from week to weck in linc with varying demands for
excess rescrves (see Table I). Nationwide borrowings from
the Federal Reserve Banks also averaged about the same
as in July but declined sharply in the last two statement
weeks of August. In the weck ended on August 23, the
banking system benefited substantially from large declines
in required reserves and currency outside banks. In that
week, the major reserve city banks were entircly free of
Reserve Bank indebtedness, and borrowings of other re-
serve city and “country” banks fell to negligible levels (sce
Table II). In the final week, only country banks borrowed
at thc Rescrve Banks. Throughout the month, banks in
New York City having branches abroad continucd to bor-
row substantial amounts of Euro-dollars, as they had in
July. The sharply incrcased use of Euro-dollars since June
has resulted from a considerable narrowing of the differen-
tial betwecn Euro-dollar rates and domestic C/D rates.
The attractivencss of Euro-dollars as a source of funds for
banks is enhanced by the fact that such borrowings are not
subject to reserve requircments or deposit insurance assess-
ments.

The financing needs of Government securities dealcrs
increased during August but were satisfied without dif-
ficulty by borrowing from either thc New York City
banks or out-of-town institutions or through repur-
chasc agreements with corporations. Borrowing was par-
ticularly heavy at the start of the pcriod when the dealers
made payment for their awards of the new nine- and
twelve-month Treasury bills sold in the regular monthly
auction. Rates posted by the large New York City banks
on ncw call loans to Government securities dealers were
generally quoted within a 418 to 436 per cent range dur-
ing most of August, but declined rather sharply toward
the month end. Most other short-term money rates were
little changed on balance during August.

The New York City moncy market banks continued to
attract time deposits in volumc during August through
the issuance of negotiable C/D’s; over the five statement
weeks ended on August 30, the net increase in C/D liabili-
tics amounted to $298 million. Large commercial banks
outside New York City also benefited from a rapid inflow
of funds from this source, and their aggregate C/D liabili-
ties expanded by $643 million over the same five weeks.
The most often posted offering rate on new C/D’s of the
large New York City banks at the end of August was
4.125 per cent for the shortest maturities, down from
4.50 per cent earlier in thc month. On the other hand,
the city banks seemed to be having difficulty in selling
longer term C/D’s, though the generally posted ratc re-
mained at 5% per cent.

THE QGOVERNMENT SECURITIES MARKET

An atmosphcre of remewed caution appearcd in the
Treasury coupon markct in August, following a temporary
improvement in the market tone during July. Prices
moved irregularly lower to register declines for the month
as a whole of as much as 1 point in the intermediate area
and almost 1%2 points in longer maturitics. Exceptionally
large Treasury financing needs in the second half of this
calendar ycar, together with the prospect of a sustained
heavy corporate demand for funds, were again the major
market influence during August. The President’s request
for a 10 per cent surcharge on corporate and individual
income taxes buoyed the market bricfly at the beginning
of the month, but participants quickly came to the realiza-
tion that the deficit would be very large even after allow-
ance for the additional revenues this tax measurc would
produce. Morcover, it was fclt in the market that the tim-
ing and magnitude of the tax surcharge or, indeed, its
very adoption by the Congress were far from certain.

Two Treasury financing operations ¢xccuted in Au-
gust dominated trading during the month. After the
closc of the market on August 2, the Treasury an-
nounced the results of its refunding of threc issues matur-
ing on August 15, for which subscription books had becn
open on July 31.* Awards of the new fifteen-month 5'4
per cent notes offered for cash or in cxchange for the ma-
turing sccurities amounted to $9.9 billion against total
subscriptions of $15.6 billion. Larger public subscriptions
were subject to a 35 per cent allotment. This allotment
percentage was somewhat higher than initially estimated
by most market participants.

After the close of the market on August 17, the Trea-
sury announcecd the terms of a $2.5 billion of new cash
borrowing. Investors were offered a new 538 per cent notc
due Fcbruary 15, 1971, priced at 99.92 to yield 5.40 per
cent. Subscription books wcre opcn on August 22, and
payment was made on August 30. Commercial banks were
permitted to make payment for the issuc by credits to
Treasury Tax and Loan Accounts. Many markct partici-
pants had hoped that the Treasury would offer a some-
what longer note, perhaps in the five- to scven-year area,
as a mcans of cxtending the average maturity of its out-
standing debt. The Treasury’s choice of a 3% -ycar matu-
rity was widely interpreted as an attempt to avoid a higher
coupon rate which might have had adverse effects on the
thrift institutions and on other securitics markets, Sub-

1 For delails, see this Review, August 1967, page 143,
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scriptions totaled $6 billion and latc on August 24, the
Treasury announced that larger ones would be subject to a
38 per ccnt allotment. This allotment pcrcentage was
above initial estimates by most markct participants, but
generally in line with the consensus that emerged after
the books had closcd.

Price fluctuations on Treasury coupon issues were fairly
wide early in August, but considerably narrower over the
remainder of the month. In the first three days of the
period, prices of intcrmediate issucs declined in rcac-
tion to speculation that the responsc of investors to the
offering of the new 5% per cent note in the August re-
funding would provc less favorable than had originally
been thought. Prices rebounded immediately thereafter in
a highly favorablc market rcaction to the President’s re-

quest for a tax surcharge, since the suggested 10 per cent
was higher than most market participants had expected.
Once the new Federal budget statistics were fully di-
goested, however, prices began an irregular downward
drift which continued through the month end. The pessi-
mism prevalent in thc market was reinforced by the
rising yield trend in the corporate and tax-excmpt bond
markets. The reports of a light volume of subscriptions for
the ncw 53 per cent notes had little cffect on the market.
Market activity during the month was mainly confincd to
professional liquidation of holdings of intermcdiatc is-
sues, investment switching into the new 5% pcr cent
notes, and outright sales of long-term issues by investors
moving into corporate securities.

The Treasury bill market was modcrately firm over the
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first part of August, and rates for short-term bills continued
to decline from the high levels attained in July after the
Treasury announced that it would incrcasc the size of each
of the regular weekly and monthly bill auctions by $100
million. The carly strength of the market resulted partly
from the favorable yicld on longer term bills relative to that
offered on the closely competitive new 5% per cent Trea-
sury notcs of November 1968. Morcover, a fairly good in-
vestment demand from public funds and commercial banks
was in evidence. Aflter midmonth, the declining rate trend
was reversed as the bill market was affected by the caution
apparent in the coupon scetor. With investor demand con-
tracting and the possibility of some sclling of bills around
the mid-Septcmber dividend and tax dates, dealers were
cautious in bidding for bills in the final auctions hcld dur-
ing the month, and bill ratcs rose somewhat. In thc monthly
auction of nine- and twelve-month bills held on August 24,
average issuing rates were set at 5.098 per cent and 5.100
per cent, respectively, slightly lower than in the July
monthly auction. Avcrage issuing rates established on the
regular three- and six-month Treasury bills moved pro-
gressively higher over the month, and in the last weekly
auction these rates reached 4.490 per cent and 4.995 per
cent, respectively (sce Table III), compared with 4.182
per cent and 4.638 per cent in the last July auction. In the
wake of the auction, an active demand for bills by investors
and dealers developed, and rates declined over the final
thrce days of the month.

OTHER SECURITIES MARKETS

Developments in the markets for corporate and tax-
exempt securitics closely paralleled thosc in thc Govern-
ment sccuritics market during August. The President’s pro-
posal of an income tax surcharge injected some temporary
optimism into the market at the beginning of the month
and, in fact, aided underwriters in completing a lagging
distribution of the month's largest single corporatc bond
offering. Subsequently, however, market sentiment deterio-
rated with the growing concern over the huge demands
likely to be made on the capital markets by the Treasury
and corporate borrowers in coming months. The tax-
cxempt sector was slower than the corporate area to
succumb to the general weakening tendencies, however,
because of thc somewhat lighter calendar of new offerings
than in other recent weeks and perhaps also because of

the yield advantage tax-exempt sccuritics will gain by any
income tax incrcase. Nevertheless, The Weekly Bond
Buyer's averagc yicld series for twenty seasoned tax-
cxempt bonds, carrying ratings ranging from Aaa to Baa,
rose to 4.06 per cent at the month end {rom 3.98 per cent
at the close of July (sec chart), The average yicld on
Moody’s Aaa-ratcd scasoned corporate bonds rose to 5.69
per cent from 5.60 per cent a month earlicr,

In the corporate sector, a total of $1.8 billion of securi-
ties was publicly offered during August, the same amount
as in July. The largest single offering was a $250 million
Aaa-rated issuc of 6 per cent 33-ycur debentures of the
Amcrican Telephone and Telegraph Company, rcoffered
to yicld 5.95 per cent and nonredeemable for five ycars,
The issue was awarded to underwriters at a net intercst
cost of 6.006 pcr cent, a record for this borrower and
considerably higher than the net interest cost of 5.46
per cent on a similar flotation by the same company in
January of this year. The offering drew only a modust
investor response prior to the President’s tax message,
but subsequently sold out quickly. In the heavier market
atmosphere that devcloped later in the month, only ncgoti-
ated industrial issues sold well, while public utility offer-
ings awarded in competitive bidding were received un-
enthusiastically by investors. One $200 million offering
by an oil company of Aaa-rated 5% per cent sinking
fund dcbentures, carrying ten-ycar call protection, sold
well at a reoffering yield of 5.85 per cent, 10 basis points
higher than the yield on a comparable offering only three
weeks carlier. During the month there were a number of
syndicate terminations resulting in upward yield adjust-
ments of about 10 basis points.

Total new publicly-offcred tax-exempt securities
amounted to $0.7 billion in August, down from $0.8 bil-
lion in July. In contrast to the corporatc market, the
municipal market retained a firm tonc through mid-
month, cnabling dealers to reduce their inventorics to
the lowest level in scvem months. Encouraged by the
improved technical position of the market and rather
light volume of offerings, dealers bid aggressively for
new issues around midmonth, Investors showed consid-
erable resistance to the lower yicld levels, however, and
reoffering yields tended to risc subscqucntly. Even at the
higher yiclds available over the latter part of the month,
there was a marked lack of enthusiasm for new issues
being marketed, and most offerings moved very slowly,





