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The Money and Bond Markets in October

Interest rates on intermediate- and long-term securities
began to decline sharply in early October after successively
reaching new record highs during September. Fresh hopes
of peace in Vietnam and a growing belief that domestic
inflationary pressures were easing led many investors to
conclude that interest rates had reached their peaks. The
shift in sentiment spurred demands for longer term issues
especially, and by the third week of the month their
prices had more than retraced the steep declines posted
in September. At the peak of the market rally, yields on
intermediate- and long-term Trcasury coupon issues had
declined from 50 to 100 basis points, and new corporate
and tax-exempt offerings were being marketed at yields
as much as 25 basis points below their earlier highs.

While a swing in sentiment was sufficient to trigger the
rise in bond prices, the more substantive support needed
to sustain the advance proved lacking. Underwriters,
aware that prior market rallies based on expectations of
lower interest rates had been short-lived, became some-
what more cautious in bidding for ncw debt issues as the
month wore on. At the same time, the President’s impend-
ing address on the Vietnam situation, scheduled for No-
vember 3, became a source of uncertainty to the market,
and earlier data pointing to an economic “cooling” were
followed by contrary news. Big September jumps in the
consumer price index, housing starts, and durable goods
orders, all reported after mid-October, were disappointing
reminders of the strength of inflationary forces. As a con-
sequence, late October witnessed sharp upward readjust-
ments in securities yields, in some cases back to the levels
early in the month.

In the moncy market, restraint on bank reserves contin-
ued during October. Member banks’ net borrowed reserve
positions remaincd deep, and Federal funds traded above
9 percent through midmonth, then dropped below for a
time before firming a bit (see Chart I). Short-term rates
declined on balance, and longer term Treasury bill rates
were lower over the month as well.

BANK RESERVES AND THE MONEY MARKET

Money market conditions remaincd generally unchanged
during October, although an easier tcndency appeared
when reserves shifted to the money center banks. Member
bank net borrowed reserves averaged $1,017 million (see
Table 1), $274 million deeper than in September when
Treasury cash management had resulted in a temporary
ecasing of bank reserve positions around midmonth. Excess
reserves declined $109 million to a level of $173 million,
and borrowings averaged $1,190 million, an increasc of
$164 million.

The monetary aggregates were mixed during October.
Total member bank deposits subject to reserve require-
ments (adjusted to include Euro-dollar liabilities) fell at
a 9 percent annual rate, although sales of commercial
paper by bank holding companies provided a partial offset.
On the other hand, the narrow money supply advanced
at a 1.2 percent annual rate in October, after declining
in the previous two months.

Despite continued monetary restraint, domestic short-
term market rates did tend to move a bit lower over the
month. For instance, dealer-placed prime four- to six-
month commercial paper at the month end was quoted at
816 percent, off ¥ percentage point from late September,
and bankers’ acceptances edged down ¥ to ¥ percentage
point. Short-term Euro-dollar rates also moved lower dur-
ing October. After closing September at about 11% per-
cent, the three-month rate fell almost without pause
throughout most of October, although some of this decline
was retraced in the closing days of the month and the rate
ended the month around 10 percent. Part of the drop re-
flected a reflux of funds out of Germany into the Euro-
dollar market when speculative positions in marks were un-
wound after the mark was allowed to float. At the same
time, additions to Euro-dollar borrowings became relatively
more expensive for United States banks by virtue of the new
marginal reserve requirement, established under Regula-
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- tions D and M, which had to be met beginning with the in October. Week-to-week swings in float were somcwhat
. week ended on October 22, However, United States banks  larger than usual. For instance, movements in float added
. "“} were able to attract foreign official funds to domestically almost $900 million to bank reserves during the week
. issued certificates of deposit (CD’s). These are not subject - ended on October 22 and then absorbed about $600 mil-
| to the interest-rate ceilings of Regulation Q, and reserve lion during the following week. Borrowings at the discount
| fequirements on time deposits are 4 percentage points less window also tended to fluctuate from week to week in re-
: than the 10 percent applying to increases in Euro-dollar sponse to the reserve impact of market forces, the thrust of
b i_iabilities. At New York City banks, for example, CD’s open market operations, and the distribution of reserves
4 Issued to “others” (a category which includes foreign gov- between large money market banks and others.
1’. emments and international institutions) advanced almost In general, the nationwide distribution of reserves fol-
h$450 million between October 1 and October 29. In con- lowed a fairly regular pattern during the month. The
trast, large CD’s subject to the Regulation Q ceilings fell by large money market banks experienced outflows until

» Mmore than $50 million during the same period. midmonth, principally from calls on Treasury decposits

- On balance, operating factors tended to absorb bank (sec Chart II). Thereafter, the Treasury’s cash position im-

* reserves during all but one of the statement weeks ended proved as procceds from the auction of April tax bills
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flowed in. Also, private demand deposits began to increase
at the major money market banks after midmonth, with
the basic reserve position of New York City banks benefit-
ing a little sooner than that at large banks elsewhere (see
Table IT).

Pressures in the market for Federal funds were at their
peak during the weeks ended on October 8 and Octo-
ber 15, when the large banks moved to cover their rescrve
deficiencics. In the first of these two periods, the rate on
Federal funds was mostly 9% percent to 93 percent
before declining on the final day of the period. In the
October 15 week, demands were strong throughout the
period. Some trading took place at rates as high as 10%
percent, when a buildup of deficiencies coincided with the
large aggregate reserve absorption by “market” forces.
Open market transactions injected reserves, primarily
through outright purchases of Government securities, to
offset much of these pressures.

Aggregate market factors reversed course after mid-
month, and positions at money market banks began to
improve at thc same time. The week ended on October
22 was the first during which reserves had to be main-
tained on Euro-dollar liabilities under the new provisions

of Regulations D and M. This development added about

$400 million to total required rescrves for that week, Re.

serve strategy by large banks appeared to be cautious as the
week opened; reserve excesses were built up through .the
weekend and Federal funds held at the 9% percent level,
The subsequent distribution of these excesses, aided- by
a jump in float of almost $900 million, pushed the fundg
rate down to a range of 6 to 8% percent for the last three
days of the week. Reserve pressures were also less severe-
during the final October statement week. Fedcral funds

traded mostly between 7% percent and 9 percent, - a5 -

large-bank reserve deficiencies were again pared and
market factors added to reserve availability. Under these
circumstances, the Federal Reserve absorbed reserves
through matched sale-purchase transactions. .

THE GOVERNMENT SECURITIES MARKET

Short-term Treasury bill rates were mostly steady t_o:
lower throughout October, while longer term issues gen-

erally moved down rather sharply during the first three

weeks and then turned upward as the month drew to'a-
close. The technical position of the bill market was strong -
throughout most of the month, and dealer interest in reg-.
ular weekly auctions was usually on the aggressive side
(see Table III). Distribution of the new bills encountered’

little investor resistance at the lower levels. The three-
month bill closed October at a 6.99 percent rate, little

changed over the month. Demands for longer bills mounted -

strongly toward midmonth, bringing yields on six-moath'

and one-year maturities down by as much as 26 to 39°

basis points, Much of this movement appeared to be the_*
result of expectations of reduced inflationary pressure and:
progress in Vietnam. :

The Treasury raised $5 billion in new funds during,
October through the sale of two issues of tax anticipation

bills (TAB’s). On October 8, $2 billion of TAB’s matln‘-.q,"
ing in April was auctioned at an average rate of 7.283"

percent and, on October 23, $3 billion of June TAB's was'
sold at an average rate of 7.205 percent. Both auctions:
were dominated by banks, which could make payment by
crediting their Treasury Tax and Loan Accounts to the

extent of 50 percent of their purchases in the first auction -
and 100 percent in the second. While these new TAB.

offerings did not produce a strong upward thrust to rates,
the process of distribution by the banks did inhibit some-
what the easing of longer bill rates. .

Rates on longer bills, as well as coupon issues, turned
back up in the final ten days of the month amid a sharp:
reversal of market sentiment. The Defense Department:
statcment on October 22 expressing opposition to any




| 239
' FEDERAL RESERVE BANK OF NEW YORK
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unilateral cease-fire in Vietnam prompted some reassess-
ment of the military outlook, and the flow of bullish re-
ports on the state of the economy quickly eroded earlier
optimism about an easing of inflationary pressures. In-
vestment demand for bills did moderate the scale of sub-
sequent yield advances in the longer sector, however.
At the regular monthly auction on October 28 the new
nine- and twelve-month bills sold at average ratcs of
7.244 and 7.127 percent, respectively, the lowest levels
for both maturities in five months, Six-month and one-
year bills yielded 7.30 percent and 7.03 percent, respec-
tively, at the end of October, 3 and 39 basis points below
levels of a month carlier.

Prices on Treasury coupon issucs advanced steadily for
three weeks, but thcreafter market optimism began to
evaporate and a sharp reversal took place, offsetting more
than half of the earlier declines in yields. The initial up-
surge in prices of recently issued Treasury notes was par-
ticularly marked. The three notes issucd in the September
rcfunding, which at their issue date carried record-setting
yields, had moved to discounts ranging from %3 to 1%z
point in “when-issued” trading at the end of September.
These losses were quickly erased in early October, how-
ever, and the bid price on the 72 percent issue maturing
in 1976 moved to a premium as high as 4 points before
thc market declinc set in late in the month. The widely
followcd 4% percent bond of 1987-92 surged almost 6
points in price over the first three weeks, with a correspond-
ing fall in yield of 59 basis points, but it too fell back
sharply in late-month trading.

OTHER SECURITIES MARKETS

Prices and yields on corporate and agency securities
underwent wide swings in October. Rates on both new
and seasoncd taxable issues dropped dramatically until
the last ten days of the month, when heightened expecta-
tions of a substantial reduction in the United States in-
volvement in Vietnam and optimism over progress in re-
ducing domestic inflation contributed to sentiment that
interest-rate peaks had been reached. The inflows of long-
term funds began to dry up toward the end of the month,
however, and the optimistic atmosphere quickly evapo-

1 On October 10 the Treasury announced a revision of subscrip-
tion results for this rcfunding. The total amount rted as ex-
changed was reduced $352 million to $7,012 million. This raised
the rate of attrition on the publicly held portion of the maturing
issues to 24.3 percent from the 19.7 percent initially reported.
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rated as the indicators of economic activity took op
renewed strength and peace negotiations remained
shrouded with uncertainty.

The sharp new-issuc yield declines carried through the
first three weeks of October, and lows were registereq
around October 21, when a $100 million offcring of 25.
year bonds by Southern California Edison was over-
subscribed at an 8% percent yield. This level was about
23 basis points below the record 8.35 percent yield on
Aa-rated issues, set October 1. On the next day Moup-
tain States Telephone and Telegraph, a Bell System unit,
offered $100 million of 40-year debentures to yield 8
percent to investors—fully 25 basis points lower than
another Bell unit offering at the end of Septecmber. The
issue was fairly well received by investors but did not sell
out immcdiately. -

The abruptness of the yield declines and the paucity of
evidence supporting predictions of economic slowing made
the lower yield levels unsustainable. Price restrictions on
the unsold Mountain States Telephone debentures were
released October 28, and quotations subsequently fell as
much as 24 points. At that stage the issue yielded 8.21
percent, 21 basis points above the original offering and
only 4 basis points below the September record. Investor
response to new offerings marketed at rising yields during
the last week of the month was mixed.

Federal agency flotations again excrted strong demand
pressures on the capital markets in October. Rates on
issues maturing in one year and over generally declined
with other market rates during the first three weeks, but
then rebounded sharply. On October 2, a $600 million
financing by the Federal National Mortgage Association
commanded record-high rates of 834 percent and 8.70 per-
cent, respectively, for 16- and 29-month notes. The excel-
lent response to these attractive rates marked a turning
point in sentiment, and in secondary market trading the
notes were quoted to yield 7.65 percent and 7.50 percent
at low points during the month; however, each rose around
35 basis points over the last ten days. At the end of the
month, FNMA marketed two more issues totaling $600
million—a $400 million offering of 18-month debentures
carried a yield of 8.20 percent and $200 million of 37-
month debentures yiclded 8 percent to investors,

Price advances in the tax-exempt sector were consider-
ably less pronounced, in large measure because of concern
over the status of tax legislation under consideration by
the Congress. This uncertainty was eased on October 9,
when the Senate Finance Committee rejected the provi-
sions of a House bill which imposed levies on currently
tax-exempt sccurities. In addition, commercial banks, 2
major source of funds, continued to face reservc strin-
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giency, while a huge backlog of demands for funds still
overhung the market. Intercst-rate ceilings have bcen
responsible for a large volume of postponed flotations,

_and there is evidence that some issuers are amending ceil--

.in,g statutes to facilitate financings.

- On October 7, local public housing authorities sold
ovcr 90 percent of an offering of $374 million five-month
Federally guaranteed notes. The average rate approxx-
mated 5.86 percent, around 7 basis points below that in
September when less than half an offering of $316 mil-
lion was sold. The market outlook brightened subsequently
on news of the Senate Finance Committee action on tax
. legislation. A few days later, various urban renewal agen-
‘cies, under the auspices of the Department of Housing
qnd Urban Devclopment, sold a total of $250 million of

e -
SRR S,

241

project notes at an average yield of 5.59 percent, over 30
basis points below the cost of a mid-September offering,

Investors began to resist the heavy volume of tax-
exempt offerings after midmonth. The limited absorptive
capacity of the market was reflected in a sharp upswing
in dealer holdings. During the first half of October the
Blue List of dealer-advertised inventories ranged between
$300 million and $350 million—not far above the year's
low. By the end of the third week, however, holdings had
jumped to about $540 million, and in the final week they
briefly reached $625 million—the year’s highest level. In
this atmosphere, yields began to rise again. At the close of
October, The Weekly Bond Buyer’s index of twenty muni-
cipal bond yields stood at 6.13 percent, only 6 basis points
lower than at the beginning of the month.





