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The Money and Bond Markets in September 

The widespread apprehensions over a possible liquid- 
ity crisis that had dominated the midsummer period 
were dissipated by September, and an increasingly opti- 
mistic outlook about the prospects for lower interest rates 
was evident in the nation's financial markets during most 
of the month. Even concern over events in the Mideast 
did not appreciably alter investor expectations of interest 
rate declines. Major factors underlying the favorable mar- 
ket atmosphere in September were the continuation of 
comfortable money market conditions and the absence of 
strong demands for bank credit. Market sentiment was 
also strengthened somewhat by the auto strike, which was 

regarded as adding to the near-term sluggishness of the 

Sonomy. In this environment, most money market rates continued 
the downward trend which had been under way since mid- 
year. The Federal funds rate even slipped below 6 percent 
for a time, generating rumors of a possible cut in the Fed- 
eral Reserve discount rate. The continued decline in the 
cost of short-term funds prompted a reduction in the 
prime lending rate by percent to 7½ percent at several 
small banks early in September, and at a large Philadel- 
phia bank on September 15. As it became apparent that 
loan demand was only modest, even at the midmonth cor- 
porate tax date, most of the major money market banks 
followed suit in the week of September 21. 

Developments related to the prime rate reduction lent 
a buoyant tone to all market sectors during most of the 
second half of the month. This was particularly helpful to 
the capital market, which was laboring under an ex- 

tremely heavy new issue calendar. As the month drew to 
a close, concern over the large volume of offerings sched- 
uled for this market in October caused yields to edge 
higher, but most new issues were continuing to receive 
favorable receptions. 

Both bank credit and the money supply, which had 
grown quite rapidly in August, posted small declines in 

September. Short-term variations in these volatile aggre- 
gates, however, should not be overemphasized. The process 

reintermediation which began in the wake of the partial 

suspension of Regulation 0 in late June continued through 
September, giving rise to a further strong increase in large 
certificates of deposit (CD's) outstanding. Although mem- 
ber bank reserves grew rapidly, most of the increase was 
associated with this strong expansion of time deposits. 

BANK RESERVES AND THE MONEY MARKET 

Money market conditions, which had eased progres- 
sively during August. remained comfortable throughout 
September. Over the first two weeks of the month, re- 
serves supplied by System open market operations ex- 
ceeded reserves drained by operating transactions and the 
increase in required reserves (see Table I). Despite the 
generous provision of reserves, the Federal funds rate rose 
over this perkxl, particularly during the week ended 
September 9. The cautious accumulation of excess re- 
serves by banks prior to the Labor Day weekend, and a 
similar buildup in excess reserves by the California banks 
in advance of that state's Admission Day (a bank holiday 
which fell on the September 9 settlement date), con- 
tributed to upward pressure on the Federal funds rate 
early in the month (see Chart I). As these pressures 
abated, the Federal funds rate dropped back to the range 
of late August. Then, under the weight of substantial ex- 
cess reserve accumulations, the rate persistently slipped 
below 6 percent during the September 23 statement week. 
In the face of the easy tone of the money market, System 
open market operations absorbed reserves fairly aggres- 
sively during that week, more than offsetting the net provi- 
sion of reserves by other factors. Thereafter, the Federal 
funds rate returned to the 6 to 6½ percent range in 
which it had moved earlier. 

Interest rates on most other money market instruments 
moved considerably lower in September. On balance over 
the third quarter, the decline in short-term interest rates 
has been marked. Rates on bankers' acceptances, prime 
commercial paper of four- to six-month maturity, and 
three-month Euro-dollars all declined by lOt.) basis points 
or more between late June and the end of September. 
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This sustained and pronounced downward trend in the 
cost of short-term funds, combined with a moderation 
in loan demand in September, provided impetus for the 
widespread reduction in the prime lending rate—the in- 
terest rate charged by commercial banks on loans to their 
largest and most creditworthy borrowers. Prior to this 

percentage point reduction, the rate had stood at 8 percent 
since March 1970. 

The general improvement in money market conditions 
in recent months has also been evident in the decline in 
member bank borrowings from the Federal Reserve Banks 
(see Chart II). Severe pressures in the commercial paper 
market during late June and July had resulted in the trans- 
fer of substantial demands for short-term funds from that 

market to the commercial banks. In turn, the banks b• 
rowed heavily from the Federal Reserve Banks, which 
fulfilled their historic role as lender of last resort. As fears 
of a liquidity crisis subsided and pressures on the banking 
system eased, the level of member bank borrowings de- 
clined sharply from an average of $1.3 billion in July to 
$609 million in September, bringing these borrowings to 
their lowest level since November 1968. 

The commercial paper market, which was still a bit 
uneasy in August, stabilized further in September. The 
volume outstanding of commercial paper (other than bank 
related) increased moderately, following a small decline in 
August and severe attrition in July. As commercial banks 
continued to realign their liability structure in the light 
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of the August 17 Federal Reserve Board action,1 the 
volume of bank-related commercial paper outstanding con- 
tracted in September for the second consecutive month. 
In effect, the imposition of reserve requirements on funds 
which banks receive from the sale of their affiliates' com- 
mercial paper eliminates the special attractiveness of 
these obligations to the banks. In addition, the reduc- 
tion in reserves required to be held against time deposits 
and the partial suspension of Regulation 0 in June made 
large CD's a more desirable source of funds. The net 
result of these three actions was to place large CD's and 
bank-related commercial paper on an essentially equal 
footing. 

The moderation in commercial bank lending that 
occurred during September reflected in part a slower ex- 
pansion of loans to commercial and industrial borrowers. 
To some extent, this was related to the considerably lower 
level of corporate tax liabilities in September relative 
to the same month last year. As a result of reduced cor- 
porate profit margins and expiration of the tax surcharge, 
corporate tax payments may have been as much as $1 
billion less than in September 1969. 

Although bank credit contracted slightly during Sep- 
tember, banks again received heavy time deposit inflows 

ee Chart III), as the process of reintermediation which 
ad been under way since late June continued. Despite 

typically heavy maturities at the September corporate divi- 
dend and corporate tax dates, the volume of large CD's 
outstanding posted a sharp $1.8 billion gain through Sep- 
tember 23. This increase brings the level of these obli- 
gations outstanding to $22.0 billion—not far below the 
$24.3 billion level at which they stood at the beginning 
of December 1968, prior to the severe fourteen-month 
runoff that amounted to approximately $14.0 billion 
(see Chart IV). 

The narrowly defined money supply—currency held by 
the public plus demand deposits adjusted—contracted in 
September at an annual rate of 1.5 percent.2 The rate of 
growth of this aggregate over the third quarter averaged 
4.6 percent, bringing the rate of expansion so far this 
year to 4.3 percent. Since the series is erratic and subject 
to revision, longer time spans are more useful than 
monthly movements in examining the behavior of the 
money supply. 

1 For a discussion, see this Review (September 1970), page 213. 
2 Because final September data are not yet available, calcula- 

ions related to the money supply and bank credit proxy are based 
an average of the four weeks ended September 23. 

The adjusted bank credit proxy, a measure of the ha- 
bilities of the banking system, grew more slowly in 
September than in the previous month. The expansion of 
the adjusted proxy decelerated from 24 percent in August 
to 11.8 percent in September, as the rapid growth of time 
deposits was somewhat offset by the contraction in de- 
mand deposits and nondeposit sources of funds. 

THE GOVERNMENT SECURITIES MARKET 

Optimistic investor expectations about the near-term 
outlook for interest rates prompted substantial increases 
in prices of both intermediate- and long-term Government 
securities in September, although most of the improve- 
ment was confined to the second half of the month. An 
end-of-summer lull in trading activity was accompanied 
by a cautious atmosphere in early September. Concern 
that the monetary aggregates might be expanding at an 
unsustainable rate exerted a restraining influence, and 
some hesitancy developed as the Mideast situation wors- 
ened. Long-term Government securities prices were also 
slightly depressed by the heavy supply pressures facing 
the corporate bond market. Nevertheless, selling pressures 
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did not materialize, and long-term prices were almost 
unchanged in the first half of the month. Intermediate- 
term Treasury obligations benefited early in September 
from moderate demand by commercial banks, and by 
midmonth prices were slightly above their end-of-August 
levels. 

Developments in the second half of September were 

dominated by investor enthusiasm over the prime rate re- 
duction and the prospects of further interest rate declines. 

The moderate demand for bank loans at the midmonth 

corporate tax date gave rise to speculation that a general 
reduction in the prime rate was imminent, and this ex- 

pectation generated a significant improvement in prices of 

almost all Treasury obligations during the third week o 
September. Although to some extent the effects of a gen- 
eral prime rate reduction had been discounted in advance, 
prices of both intermediate- and long-term Government 
securities continued to rise sharply following the wide- 
spread reductions in this interest rate on September 21 
and 22. These price advances were fueled by speculation 
that the Federal Reserve discount rate might be reduced 
from 6 percent, since Federal funds were trading below 
this rate. The announcement on September 23 that the 
consumer price index had posted only a small increase in 

August also contributed to the buoyant outlook by sug- 
gesting that inflationary pressures might be subsiding. At 
the close of the month, however, some easing of prices 
occurred, as participants noted the slightly firmer tone 
developing in the money market and looked ahead to 
Treasury financing operations. The Government will re- 
finance $7.7 billion of maturing obligations in November, 
and market participants also expected a new Treasury 
cash borrowing in October. 

In the Treasury bill sector, dealer inventory positions 
were quite sizable and retail demand very light as the 
month began. The occurrence of two weekly bill auctions 
during the calendar week ended September 4 (because 
of the September 7 Labor Day holiday) contributed to 
cautious tone in the market. Moreover, there was concern 
in this sector of the market as well that the monetary au- 
thorities might have to bring about firmer money market 
conditions if the monetary aggregates continued to grow as 
rapidly as they had in August. Investment demand re- 
mained generally slack until the September 16 statement 
week, when stronger commercial bank demand and the 
optimistic outlook regarding the prime rate reduction 
caused Treasury bill rates to fall. The favorable effect of 
the reduction in the prime rate at several major banks on 
September 21 was seen immediately in that day's bifi 

auction, when the yield on new thirteen-week bills dropped 
sharply to 5.95 percent, the lowest rate since the March 
24, 1969 sale. The yield on the companion 26-week issue 
also declined markedly, falling to 6.24 percent—its lowest 
point since March 23, 1970. Bill rates continued to tumble 
for a brief period after the prime rate reduction, but turned 
up in the September 30 statement week as a result of 
the somewhat firmer tone in the market and anticipation 
of the upcoming Treasury financings. 

OTHER SECURITIES MARKETS 

Although demands for short-term credit were relatively 
light in September, a very heavy volume of new taxable 
and tax-exempt debt was floated during the month. C 
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orate and state and local government offerings in Sep- 
tember amounted to approximately $4.0 billion, one of 
the largest monthly calendars on record. In part, the 
sizable volume of new issues in the corporate sector 
during September apparently continued to reflect the re- 
financing of short-term obligations and the repayment 
of bank loans with long-term funds. The volume of 

corporate financing carried out in the capital market thus 
far this year has been massive. As of September 30, a 
total of about $20.0 billion in corporate bond issues had 
reached the market by comparison with $13.8 bifflon over 
the first nine months of 1969. In the municipal sector, the 
generally lower range of yields during August and Sep- 
tember prompted some state and local governments to 
undertake financings which were not possible earlier this 

year, when market rates were generally well above the 
maximum interest rate ceilings that apply in certain locali- 
ties. In the face of September's heavy supply pressures, 
prices of both corporate and municipal obligations eased 
during the first two weeks of the month. As the month pro- 
gressed, investors' expectations were buoyed by events 
related to the prime rate reduction, and prices then im- 
proved notably. Toward the close of September, however, , rices of both tax-exempt and taxable issues again moved 
ownward, as concern over the heavy October calendar 

and some investor resistance to lower yields developed. 
But the good reception given to several large issues on the 
final days of the month steadied the market and revived 
a more hopeful outlook. 

Developments in the corporate sector appeared to be 
off to a favorable start when a $175 million issue of New 
England Telephone and Telegraph Company debentures 
marketed on the first day of the month received good 
investor response. The Aaa-rated issue of the Bell System 
unit was priced to yield 8.65 percent at maturity in forty 
years—somewhat below the 8.705 percent return on a 
comparable Bell System financing on August 12. However, 
investor interest in most other new issues marketed during 
the first two weeks of the month waned, as the visible 
supply of new issues burgeoned in the face of an already 
heavy floating supply of recent offerings. During the 
two-week period, several underwriting syndicates lifted 
price restrictions on securities brought to the market in 
late August, and these issues subsequently traded at a 
discount. Prices of seasoned issues declined over the first 
two weeks in very quiet trading activity, as investors 
marked time awaiting pricing terms on new issues. The 
downward price slide was halted rather abruptly at the 
end of the second week, when a new issue touched a 
favorable price level and sold out quickly, primarily to in- 

•titutional investors. Smaller issues were also well received, 

and prices of outstanding corporate securities began to 
rise. The better tone was subsequently buoyed by the 
prime rate reduction, and prices continued to advance 
until investor resistance to the lower range of yields on 
certain new issues and some profit taking during the 
fourth week of the month stemmed the rally. However, 
a good reception was accorded the large issues offered 

by Western Electric Company and International Tele- 
phone and Telegraph Company on the last two days of 
September, and yields were again declining as the month 
closed. 

Prices of tax-exempt issues followed a similar pattern 
during September. New issue activity was fairly light early 
in the month, but a growing calendar and a downward 
trend in corporate prices kept investors wary. Dealers 
began cutting prices of both older and new issues, but 
were unable to reduce their inventories significantly. The 
full force of supply pressures was felt during the third 
week of the month when more than one third of the 
September calendar of tax-exempt offerings, or about $500 
million in new issues, was brought to the market. Despite 
this pressure, however, the week's offerings were very well 
received as prices were set at levels low enough to stimu- 
late interest. Market participants were encouraged by these 
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Table I 
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Sevelopments, and prices of seasoned issues began to 
move higher. 1)emand from commercial banks—particu- 
larly for intermediate-term maturities—played an important 
role in the price increases of these securities. Spurred by 
general expectations of further yield declines, prices of state 
and local government issues continucd to advance. Subse- 

quently, investors began to consolidate their positions, and 
some selling pressures caused prices to ease slightly. But 
the month closed on a favorable note in this sector as 
well, with most prices edging higher in spite of an ex- 

tremely large supply of forthcoming tax-exempt offerings. 
The longer maturities of a number of tax-exempt issues 

proved difficult to place in September because of lack of 
interest by institutional investors. As a result, price 
cutting on these securities was widespread, with corre- 
sponding upward pressures on yields. The Weekly Bond 
Buyer's index of yields on twenty municipal bonds rose by 
21 basis points to 6.28 percent in the four weeks ended 
September 24. 

Federal agency issues marketed during the month were 
very well received. The Federal Home Loan Banks' offer- 
ing on September 10 of $400 million of 7.35 percent one- 
year bonds and $250 million of 7¾ percent 26-month 
bonds had an excellent reception, and these securities rose 
to a premium in subsequent trading. A $200 million offer- 
ing of 8% percent Federal National Mortgage Association 
twenty-year mortgage-backed bonds guaranteed by the 
Government National Mortgage Association, which had 
been postponed in August because of less favorable mar- 
ket conditions, was very well received on September 11 
and also rose quickly to a premium. Three other major 
offerings on September 17 encountered very favorable re- 
ceptions as well. These were $258.2 million of six-month 
Bank for Cooperatives debentures priced to yield 7.10 
percent, $100 million of that agency's three-year deben- 
tures offered at 7.30 percent, and $526.5 million of nine- 
month Federal Intermediate Credit Bank debentures of- 
fered at 7.10 percent. 
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