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The Money and Bond Markets in April

During April the moncy market was subjected to pres-
sure from greater monetary restraint and from unusually
large reserve drains around midmonth. The Federal funds
rate and other short-term intercst rates advanced in the
wake of the April 3 announccment of increases in the
Federal Reserve discount rate and reserve rcquirements
on demand deposits at member banks. (For details, sec
the statement of thc Board of Governors reproduced in full
on page 75 of the April issue of this Review.) Accompany-
ing the firmer money market conditions that emerged dur-
ing the month were variations in day-to-day ratcs which
reflected some fairly abrupt shifts in the distribution of re-
serves between money center and other banks. In large part,
these fluctuations were due to wide swings in the size and
distribution of Trcasury cash balances around the mid-
month tax date. After mid-April, however, short-term
Treasury bill rates began to reverse the upward movement
which had occurred earlier, and by the month end rates
were below March 31 levels.

Sentiment in the bond markets, particularly in the cor-
porate sector, continued to improve, and some feeling
developed that yields had already hit their peaks for the
year. New issucs were aggressivcly sought for a time at
declining yields, prices of outstanding bonds rose sharply,
and thc market resistcd such potentially bearish price in-
fluences as a rebound in the volume of new offerings, the
report of a strong first-quarter advance in gross national
product, and ncw trouble with North Korea. The marked
revival of cxpectations that lower interest ratcs lay ahead
stemmcd from a growing belief that the anti-inflation pro-
grams of the Federal Reserve and the Administration,
including the proposed repeal of the investment tax credit,
would prove cflective. Renewed optimism over progress
toward a settlcment in Vietnam worked in the same direc-
tion. By the month end, however, the rally began to lose
steam as money markct rates remained high and signs of
a slowing of price inflation remained sparse.

BANK RESERVES AND THE MONEY MARKET

Increased pressure on bank reserves during April was
apparent in some increase in member bank borrowings

from the Federal Rescrve Banks and a marked rise in the
prevailing range of Federal funds rates. For April as a
whole, borrowings at the discount window averaged ap-
proximately $1 billion, a risc of close to $80 million from
March. Since excess reserves declined on balance, net
borrowed reserves in April advanced $160 mallion to $860
million.

The Federal funds rate, after having remained mostly in
a 6% to 6% percent range in March, moved up to a 7
to 72 percent range following the announcement of the
discount rate and rescrve requirement increases in early
April (sce Chart 1). About midmonth the rate rose further
to around 7% percent. The distributional effects of the
Treasury operations on the major money market banks
were quitc pronounced during April. Chart II rccords the
pattern of basic rescrve deficits during the February-April
period for the past three years. The early- to mid-April
jump was far more than seasonal in 1969 and, indced, the
$2% billion rise during the two-week period was one of
the sharpest on record. The major money market banks,
in seeking to cover their combined deficit of over $4Y2
billion, were instrumental in bidding up the Fedceral funds
rate. While a subsequent reversal of the skcwed distribu-
tion of reserves brought a temporary respite, Federal funds
continued to tradc at 7% percent or above for most of
the last half of the month. Indeed, on April 30, the final
day of a statement week, some transactions at rates as
high as 9% percent were reported.

Reserve management in April had to deal with the
effects of the increase in reserve requirements and with re-
course to temporary Federal Reserve credit by the Trea-
sury to bridge the gap bctween receipts and expenditures.
At the beginning of April, Treasury balances were inade-
quate to cover nct outlays until the inflow of tax receipts
after midmonth. As a consequcnce, funds fiowing into
large banks for the account of the Treasury werc with-
drawn daily, and remaining cash shortfalls were financed
by the sale of special ccrtificates to the Federal Reserve.
Thus, reserves were redistributed from money center bank
to others, and at the same timc credit extended to thé
Treasury by the System was crcating new reserves which
had to be offsct by open market operations. As corporate
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tax payments began to flow in at midmonth, balances in
Tax and Loan Accounts at commercial banks were re-
stored and indebtedness to the Federal Reserve was repaid.
In sum, Treasury cash management operations provided
about $1 billion in reserves in the week ended on April 16
and then withdrew around $1.2 billion during the suc-
ceeding week as operations were reversed (see Table I).
Confronted with the need to absorb a substantial vol-
ume of reserves in the week ended on April 16, and to
reverse direction in the following week, the System re-
rted extensively in the earlier week to matched sale and
chase transactions. These operations involved sales of
Treasury bills by the System to dealers under agreements
to repurchase during the next week. Initiaily, then, these

transactions absorbed reserves, and the impact tended to
fall on money market banks, where reserve pressures were
already great. The % percentage point boost in reserves
required against member bank demand deposits applied
to deposits in the week that began April 3. Because of the
two-week lag in reserve settlement, however, the full im-
pact was delayed until the week beginning April 17, when
this action accounted for about $650 million of the total
rise of $940 million in required reserves for that week.

In spite of these reserve pressures, monetary aggregates
were buoyant. Total deposits subject to reserve requirements
(the bank credit proxy) rose about 6 percent (seasonally
adjusted annual rate) in April after a 5 percent drop in
the first quarter. Adjustment to include liabilities to foreign
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branches would have more than halved the first-quarter
decline, but would not have altered the April results much
(although sales of assets by domestic banks to their for-
cign branches introduced some distortion). Liabilities to
foreign branches, which had advanced about $3.9 billion
in the first threc months of 1969, registered a drop of $200
million in April. This reversal coincided with a slowdown in
the rate of decline in time deposits at commercial banks.
Whilc large certificates of deposit continued the slide that
has taken place throughout 1969, liquidations in April
were little more than seasonal. Indeed, total time deposits
on a seasonally adjusted basis were about unchanged in
April after a drop of 6%2 percent in the first quarter. Fol-
lowing a 2 percent risc in the first quartcr, thc money
supply registered a surprising 13 percent annual-rate gain
in April. Part of this upsurge was related to a sharp, tem-
porary fall in thc amount of cash itcms in process of col-
lection. In turn, this drop was associated with a lull in
transactions involving forcign banks, which were closed
for holidays both before and after the Easter weekend.
This kind of aberration also occurred in 1968, but on a
somewhat smaller scale.
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THE QOVERNMENT SECURITIES MARKET

In thc market for Government securitics most yields
declined on balance during April, although some bill rates
were higher during the first half of the month. The upturn
was attributable in part to bank sales of issucs acquired
in late-March Treasury offerings and to money market
pressures which incrcased dealer financing costs. Many
bill rates initially jumped from 5 to 9 basis points in
reaction to the April 3 announcement of monetary policy
actions, although bills due after six months soon retraced
most of the rise.

After midmonth, upward impulses subsided and rates
worked lower. The Treasury announcement that $200
million of the maturing April 30 bill would not be
refunded, public fund demand, and reinvestment of the
proceeds of maturing tax anticipation bills contributed to
the improved performance. Long bills tended to benefit
somewhat from the increased confidence that monetary
and fiscal measurcs attacking inflationary pressurcs would
be effective in thc long run. Participants also anticipated
that the Treasury’s May refinancing operation would gen-
eratc strong demand for bills. As a consequence, the yield
curve in the bill market was flat during much of the latter
half of the month, and the six-month bill sometimes tradcd
slightly below the rate level of the three-month bill. At
the regular monthly auction on April 24, avcrage issuing
rates on the nine- and twelve-month bills were set at
5.98 and 5.93 percent, respcctively, 8 and 20 basis points
lower than comparable rates at the auction a month carlier
(see Table ITI). At the close of the month, the quoted
rates on thrce- and six-month maturities were 5.87 and
5.96 percent bid, respectively, down 12 and 14 basis
points from March 31. Rates for most other bills regis-
tered net declines of from 2 to 17 basis points in April.

Long-term markets were bolstered by the prospect of
intensified monetary and fiscal attacks on inflation and by
optimism about a resolution of the struggle in Victnam.
Participants focused on the positive aspects of changes in
the discount ratc and reserve requirements, cxpecting that
such actions would contribute to price stability and, in
time, to lower interest rates. Later in the month further
improvement was generated in the capital markets by the
President’s recommendations for tax action. The view
emerged that the climination of the 7 percent investment
tax credit might inhibit corporate capital cxpenditures and

thereby contribute to a reduction of inflationary pressureii

and a contraction in the volume of corporate borrowin
in the capital markets. The strong performance of the
corporate bond markct during the month gave a boost

v
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In millions of dollars; (4) denotes increase,
(~) decrease in excess reserves

FACTORS TENDING TO INCREASE OR DECREASE
MEMBER BANK RESERVES, APRIL 1969

Table I

RESERVE POSITIONS OF MAJOR RESERVE CITY BANKS
APRIL 1969

In millions of dollars
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to prices of Treasury coupon issucs. Momentum tapered
off toward the end of the month, however, prompted by
some profit taking and hesitation in thec face of the up-
coming announcement of the Treasury refinancing opcr-
ation. On April 30 the Treasury announced that it would
offer holders of issues maturing May 15 and June 15 a
choice of a 638 percent note, due in fifteen months and
priced to yicld 6.42 percent, or a seven-year 62 pecrcent
note, priced at par. For the month as a whole, yiclds
on three- to five-year issues were down 14 basis points,
and long-term yields fcll 29 basis points.

OTHER SECURITIES MARKETS

In the corporate bond sector new issuc yields, which had
begun to slide in mid-March, continued to decline through-
out most of April. Although sporadic price corrections
provided temporary interruptions, the underlying condi-
tion of the market was improved. After facing consider-
able resistance to new offerings in March, underwriters
encountered renewed investment demand in April. As a
consequence, inventories were considerably lightened, and,
with a lower prospective supply of new offerings, aggres-
sive bidding for new issucs developed. At the same time
that technical conditions improved, investors also ap-
peared to be heartened by the new round of anti-inflation
measures, and once again optimism over Vietnam peace
spread through the market. Buoyancy was somewhat dc-
flated late in the month, however, by the enlargement of
dealer positions and by the announcement of very strong
consumer price advances in March.

The revival in the corporate bond market appears to
have commenced with the very strong reception of an $80
million Consolidated Edison issue, offered on March 19
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to yield 7.90 percent. Subsequent financings, most of
which carried some form of call protection, were offer
at successively lower yields, and many traded at premiums
after initial distribution. Some of the flotations had been
postponed from the congested period of early March. One
of the highlights in April was the cxcellent reception
of a $75 million noncallable mortgage bond issue offercd
by Commonwealth Edison at 7.30 perccnt for three- and
five-year maturitics. This responsc prompted other bor-
rowers to shorten maturitics of their offerings. The short
term to maturity was an innovative feature, attractive to
investors and less costly to borrowers than comparable
financing at commercial banks. However, investor cathu-
siasm ebbed at the month end, when more inflationary evi-
dence came to light, and ncw bond offerings in both short
and long maturitics began to encounter resistance.

The tax-exempt sector also rallied, but the rccovery
was generally more limited than that in the corporate sec-
tor. The ability of commercial banks, facing severe reserve
pressures, to add materially to tax-exempt holdings was
thought questionablc—particularly in light of strong busi-
ness loan demand. Furthermore, investors expresscd un-
certainty about the tax status of these securities in view of
the tax-reform measures now under considcriation by the
Congress. Finally, the numerous postponements recorded
in March were still overhanging the market, and it was
considered likely that a large volume would be offered if
new issue rates edged much below 5 percent. The breach
of that level in the earlier upsurge had prompted changes
in financing plans, in many cases because borrowers wcere
subject to 5 percent interest-ratc ceilings. At the end of
April, The Weekly Bond Buyer’s index of twenty munici-
pal bond yields was 5.09 percent, a drop of 21 basis points
over the month.





