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The Money and Bond Markets in June

Interest rates in the moncy and capital markets
generally surged higher during the first half of Junc, then
leveled, and fmally resumed their climb toward the end
of the month. The continucd rapid expansion of the moncy
supply generated apprchension over the implications for
monetary policy and the consequences for interest rates.
Market observers paid close attention to the gradual but
steady climb in the Federal funds rate during the month.

As money murket rates pressed up against the bank prime
lending rate. a Philadclphia bank lifted its key lending rate
by '4 percentugc pwnt to 5% percent on June 14,
followed on the next day by a Cahfornia bank which raised
its ratc to 6 percent. The major money center banks,
however, did not follow this lead until carly July. Expee-
tations of a gencral rise in the prime rate and rumors of an
increase in the Federal Reserve discount rate diminished
after the announcement on Junc 16 of the Trecasury's
cash financing. Over the rcmainder of June, most short-
term interest rates continued to rise, closing the month
about 30 to 90 basis points above the end-of-May levels.
INlustrating the general pattern of ratc movements over the
month, three-month Treasury bill rates pushed just above
S percent by mid-Junc, cased off, and then jumped sharply
to 5.22 percent on Junc 30, 88 basis points above the
May 28 ratc and the highest level since mid-November
1970.

‘The rise in capital market yields also halted briefly dur-
ing the third week of June. Corporate bond prices rallied
sharply. as participants took cncouragement from the
lighter calendar of new bond flotations and from the
absence of a gencral rise in the bunk prime lending rate.
The improvement in the corporate market extended to
the murket for Treasury coupon issues. Concern over
inllatipn reemerged on June 21, however, when the Burcau
of Labor Statistics announced a sharp incrcase in the
consumer price index during May, and the prevailing
market atmospherc turned gloomy once again. On balance,
yields on intermediate-term Treasury coupon issues rose
55 to 85 basis points, while yields on long-term maturitics
increased by 4 to 29 basis points. Tax-exempt yiclds, as

mcasured by The Weekly Bond Buyer's twenty-bond in-
dex, climbed by 37 basis points from late May to late June.
Corparate bond yields, however, ended the month slightly
below their late-May levels.

THE MONEY MARKET

After stabilizing in the latter part of May, money market
rates rose sharply in the first half of June. The uptrend
across a broad spectrum of rates triggered an increase in
the bank prime lending rate to 5% percent at a large
Philadelphia bank on June 14 and to 6 percent at a
California bank. The major money center banks, however,
maintained the prevailing 5%2 percent rate throughout
June. Banks may have been reluctant to raise the prime
rate at that time because loan demand exhibited only
moderatc strength over the mid-June dividend and tax
dates. During the month, the effective ratc on Federal
funds averaged 4.91 percent (see Chart 1), up 28 basis
points from May and the highest monthly average since
November 1970. In addition, the rate most frequently
quoted on new 60- to 179-day negotiable certificates of
deposit (CD's) at lurge New York City banks rose 38 to
50 basis points from the end of May. Major finance com-
panics raised their offering rates on nincty-day commercial
paper by Y4 percentage point to 5% percent, and dealers
raiscd offering rates on ninety-day bankers’ acceptances
by 5% percentage point to 53 percent.

Total rescrves of member banks decreased by $231
million (not scasonally adjusted) on a daily average basis
from Muay to Junc. Member bank borrowings from the
Federal Reserve Banks rose to an average of $514 mil-
lion in Junc (see Table I), up $302 million and the
highcst monthly level since September 1970. Thus, non-
borrowed reserves decreased by $533 million in June.
Mcmber banks of the Fedcral Reserve System had
net borrowed rescrves averaging $286 million during June,
comparcd with a net frec reserve position of $6 million
in May. During the two statement wecks cnded June 16,
a rapid decline in the Treasury's balances, associated
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partly with the redemption of special Treasury certificates
held by foreign central banks, injected $920 million of
reserves. However, the subsequent rebuilding of those
balances over the remainder of the month drained about
$1.4 billion of reserves, more than offsetting the earlier
injection.

The closely watched monetary aggregates continued to
expand rapidly during June, though the rates of increase in
the popular measures of the money supply were consider-
ably below the very fast May rates. Over the second
quarter, M,—currency plus demand deposits held by the
public—rose at an 113 percent seasonally adjusted
annual rate (see Chart II), compared with the 8.9 percent
rate of expansion recorded in the first quarter and the 5.4
percent rate during all of 1970. The broader measure of

the money supply, M.—defined to include M, plus com-
mercial bank savings and time deposits other than large
CD’s—grew at a 12%2 percent annual rate in the April-
June period, but this was below the extraordinary 17.8
percent rate of expansion in the first quarter. The slow-
down reflects a diminution in the growth of commercial
bank savings and time deposits following the unusual
growth that occurred during the first quarter of 1971,
when yields on competing market instruments fell sharply.

The adjusted bank credit proxy—member bank deposits
subject to reserve requirements plus certain nondeposit
liabilities—also grew more slowly in the second quarter
than in the previous period. The credit proxy rose at a 612
percent seasonally adjusted annual rate over the April-
June quarter, compared with a 10.9 percent expansion
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rate in the preceding quarter. The more modest second-
quarter growth of the bank credit proxy, by comparison
with money supply expansion, reflects the fact that over
most of the April-June period Treasury deposits and non-
deposit liabilities fell while the rate of growth of CD’s
lowed. During June, however, banks bid aggressively for
D’s as market rates advanced, and the level of CD’s out-

" standing at all weekly reporting banks rose by roughly

$500 million over the month. After the downtrend in the
first five months of 1971, liabilities to foreign branches at
all weekly reporting banks bottomed out at the end of May
and then rose to an average level of $2.0 billion for the five
weeks-ended June 30, up $100 million from the average
over the preceding five weeks.! The narrowing of the
spread between domestic and foreign rates has apparently

rreduced the incentive for banks to continue repaying Euro-

dollar borrowings from their foreign branches. Bank-
related commercial paper has also leveled out and has
remained fairly stable at $1.7 billion since mid-May.

THE GOVERNMENT SECURITIES MARKET

Prices of United States Government securities declined
sharply over the first half of Jume, following the short-
lived rally that extended from late May into the first few
days of June. The steady price erosion reflected the highly
sensitive market atmosphere, as participants focused their
attention on the continued rapid expansion of the mone-
tary aggregates. Widespread concern developed over a
possible tightening of monetary policy and the conse-
quences for near-term movements of interest rates. Some
observers construed Federal Reserve System bill sales
before a weekly Treasury bill auction on June 7 to
be a confirmation of market expectations. Besides, the
increase in the prime lending rate at several banks a week
later reinforced the expectations of higher short-term in-
terest rates, and by midmonth there was some discussion
about a possible increase in the discount rate. The fre-
quency and size of the Treasury calls on its Tax and Loan
Accounts prior to the mid-June corporate income tax col-
lections, moreover, generated apprehension, especially in
the bill market, that the Treasury might conduct a larger

1 These figures do not reflect a recent revision in the liabilities
to foreign branches series at weekly reporting banks in New York
City to include liabilities to branches in United States possessions,
territories, Puerto Rico, and overseas military installations. This
series also has been revised to include those loans sold to branches
outside the United States if the loan sales are subject to the pro-
visions of Regulation M. :

than expected cash financing in the near future.
Several factors contributed to: an improvement in the

MEMBER BANK RESERVES, JUNE 1971
In millions of dollars; (4) denotes increase

Table 1
FACTORS TENDING TO INCREASE OR DECREASE

(—) decrease in excess reserves

153

Changes in daily averages—

week ended
Factors * - chg::es
June June June June June
2 9 16 23 30
“Market’’ factors
Member bank required
FESEIVES «vyvussennornoanssnnnn + 81) 4189 —147| 4274 — 361 18
Operating transactions
(SUBLOtAl) ......tiiiiiieaensns —347| 4 616| 4 51| —462(— 809 — of1
Federal Reserve float........ —330( 4-324) —161| 4815 — 301 — 153
Treasury operations® ........ 4-169| 4-523| 4.398] —e48|— 76| — 335
Gold and foreign account ... — | + 38 4+ 1| — 85|— 1| 4 @A
Currency outside banks ..... — 80| —251| 866 —109( 4 846 — 460
Other Federal Reserve
lisbilities and capital ...... —105| — 16| 4180 — 15| — 68| — 24
Total “market’* factors....| -—268| 4-785| — 906] —188(—1,170 — 935
Direct Federal Reserve
credit transactlons
Open market operations
(subtotal) ........ceeieeeeees — 74| —481{ — 48| — 66 41,025 + 366
Outright holdings:
Treasury securities ....... + 18| —439] —463| | 242 41,178 + 531
Bankers’ acceptances ..... + 2 4 1] — 1 — 1 — + 1
Speclal certificates ....... — | 4+ 94| 4-416f —B10 - —
Repurchase agreements:
Treasury securitles ........ — 70| — 73 — | 4162 — 119 — 100
Bankers’ acceptances ..... — 11| — 37 — + 28— 25 — 45
Federal agency obligations.| — 8| — 27 — + 28| — ] — 21
Member bank borrowings ...... 4879 —493| -} 250 4 215( 4 134 4 483
Other Federal Reserve
BSBELBT <uiiiiiiieriiniaiinaaes 4+ 72| — 18| 4 48] 4 4|4 d0| 4 198
TOtal .. ...eeveeieiinnnnns 4877 —o85| 4 249| 4 208( 41,198 | 1,047
Excess reserves ............... +111| —212| 4 185) 4 20| 4 28| 4 112
Daily average levels g:'r':sg
Member bank:
Total reserves, including
vault cash ,.........0000iieans 30,276 | 20,907 | 30,207 | 29,933 30.342 80,137¢
Required reserves .......u....- 29,091 | 20,832 | 29,989 29,695 30.058 29,9071
Excess reserves 285 73 238 258 286 228¢
BOITOWINGE ......ovveneccoses 848 153 408 818 782 5143
Free. or et borrowed (—),
TESEIVES ... eerrssrsascicncaren —381| — 80| —185{ —860| — 466 | — 286¢
Nonborrowed reserves ......... 29,680 | 29,754 | 29.804 | 29,385 29,590 29,6281
Net carry-over, excess or
deficit ()& .......cocnvennen 103 171 39 112 106 1062

Note: Because of rounding, figures do not necessarlly add to totals
* Includes changes In Treasury currency and cagh,
t Includes assets denominated in foreign currencies.
§ Average for five weeks ended June 30.

§ Not reflected in data above.
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Chart Il
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market atmosphere at midmonth. On Wednesday, June 16,
the Treasury announced plans to raise $4 billion of cash
through the auction of $2.25 billion of 6 percent 16%-
month notes and $1.75 billion of September tax antici-
pation bills (TAB’s). The Treasury said that these auc-
tions, together with additions of $100 million of bills to
each of the regular weekly auctions, were expected to
satisfy its cash needs through July. The terms of the offer-
ings met a favorable market reception and encouraged
those participants who had expected a larger financing of
bills with a longer maturity. In addition, relatively light
dealer inventories characterized a good technical position
of the Government securities market, and the turnaround
in the corporate bond market added further encourage-
ment. The 16%%-month notes were auctioned on June 22
at an average yield of 6.00 percent, with tenders accepted
at yields as high as 6.05 percent. The TAB’s were auc-
tioned on June 30 at an average yield of 5.04 percent.
Against this background, rates on three-month Treasury
bills climbed by 78 basis points from June 3 to June 15,
peaking out at 5.02 percent. The rise in bill rates was

particularly sharp in the second week of June. In the’

weekly auction on June 14, the average issuing rates on
new three- and six-month issues were established at 4.99
percent and 5.20 percent, respectively, both up 48 basis

points from the preceding week’s auction (see Table II).
Rates edged irregularly lower over the next few days, but
revefsed direction on June 25. Some market participants
grew apprehensive over the possibility of the liquidation of
large amounts of bills by the German central bank to raise
funds for the sizable sales of dollars that it was reportedly
making in the foreign exchange market. Bidding prove
quite weak in the weekly bill auction on June 28. The
average issuing rates on the three- and six-month bills
were 5.08 percent and 5.28 percent, respectively, and
tenders were accepted over an unusually wide range of
prices. Bill rates rose precipitously after the auction, and
the three-month bill closed the month at 5.22 percent.
Over the month, most bills closed on quotations which
were 56 to 120 basis points higher than at the end of May.

Market yields on Treasury coupon securities moved in
a pattern similar to the course followed by bill rates. From
early June to midmonth, yields on issues due in three to
five years rose as sharply as bill rates—up an average of
77 basis points—while the increase in long-term Treasury
bond yields amounted to 35 basis points. The rally in the
corporate bond market contributed to a significantly bet-
ter atmosphere in the Treasury coupon market during the
third week of June when prices pushed steadily higher.
The decline in yields was interrupted, however, as market
participants reacted to the large May increase in the con-
sumer price index, announced on June 21, which under-
scored the fact that inflation still presented a stubborn
problem. Thereafter, yields on intermediate-term issues
turned upward, rising sharply in the closing days of the
month, On balance, yields on these issues increased by
55 to 85 basis points during June, Reflecting the better
tone in the corporate bond market, yields on long-term
Treasury bonds were steady during the latter part of June
and closed below their midmonth levels. Over the month
as a whole, however, these yields were 4 to 29 basis points
higher.

OTHER SECURITIES MARKETS

The market for corporate bonds displayed widely fluc-
tuating yields in June. For example, yieids on major new
high-quality utility issues dropped from 8.18 percent on
May 26 to 7.73 percent on June 3 and then climbed back
to 8.20 percent on June 15. By the end of June, a new
high-grade utility issue carried an 8.00 percent return to
investors. In the municipal sector, securities prices were
steadily eroded after the first few days of June. The Weekly
Bond Buyer's twenty-bond yield index declined from 5.86
percent at the end of May to 5.70 percent, but backed
up sharply to 6.23 percent by June 24, before easing to
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6.19 percent at the beginning of July. During June, an
estimated $4.8 billion of new corporate and municipal
issues came to market, roughly $0.8 billion above -the
monthly average issued in the record year of 1970.
Although no significant decrease in the municipal calendar
is sighted, the calendar of future corporate bond issues
as lightened considerably.

Among the significant issues during the month, $27
million of Aa-rated utility bonds, marketed on June 3,
was very aggressively priced to yield 7.73 percent,
45 basis points below a similarly rated issue sold a
week earlier. The bonds sold slowly, and when they
were subsequently freed from price restrictions, the
yield rose by 20 basis points. On June 10, the sale of
a $100 million Aa-rated utility issue underscored the
turnaround that had occurred in the corporate sector.
The bonds were reoffered to investors with an 8.10 per-
cent yield, which represented an increase of 37 basis points
in about five trading days, but the issue met investor re-
sistance. Then, on June 15, underwriters bid aggressively
for $60 million of Aaa-rated (by Moody’s) utility bonds
which were reoffered to yield 8.20 percent, 83 basis points
above the last Aaa-rated utility issue marketed in mid-
April. Broadly based retail demand quickly absorbed the
unusual offer and helped to reverse the week-old slide of
bond prices.

The rally halted, however, in the wake of the scattered
increase in the prime rate at several banks and the dismal
reception accorded a $150 million Bell System offering on
June 21. The Aaa-rated issue was aggressively priced to
yield 7.80 percent, which was 40 basis points below the
yield provided on comparable bonds marketed on May 25.
Prices generally retreated in the capital markets following
the languid market response to the Bell System bonds. The
sharply accelerated rise in the consumer price index in
May also depressed market sentiment.

No new utility bonds came to market in the last days
of June. The scarce supply fostered fairly active trading,
and prices of seasoned issues inched up by as much as 3
point. Dealers whittled down their unsold balances of out-
standing issues and, after a slow start, a utility issue rated
Aa was finally successfully distributed at an 8 percent
yield.

In contrast to the behavior of corporate bond yields,
yields on tax-exempt securities spiraled steadily upward
during June, uninterrupted by the rally that brought relief
to both the corporate and Treasury securities markets.
Participants expected no near-term relief from the heavy
financing calendar, and $1.9 billion of new issues was sold,
compared with the $2.2 billion of financing in May. Fur-
thermore, commercial bank buying appeared to slacken

as the month progressed, falling below the vigorous pace
evidenced earlier in the year. Dealer inventories, as
recorded in the Blue List, were relatively low early in
June, rose sharply in midmonth, but then receded to $487
million on June 29, the lowest level since July 1970.

Early in June, the calendar included two sizable Aaa-
rated state government offerings: $100 million of Hlinois
anti-pollution bonds and $75 million of New Jersey various-
purpose bonds. The Illinois issue was reoffered at yields
ranging from 20 to 45 basis points below those on a
similar issue marketed on May 20. The issue met a favor-
able investor reception at these sharply lower yields, which
reflected the general improvement in the market as June
began and also the scarcity of Illinois bonds. A day later,
the New Jersey issue was awarded at yields running about
5 to 15 basis points above the corresponding maturities
in the Illinois package. The higher yields were explained
largely by the more frequent entry of New Jersey into the
market and by the larger volume of the state’s outstanding
obligations. Despite good buying interest on the part of
commercial banks, insurance companies, and other insti-
tutions, $28 million of the issue remained unsold at the
end of the day.

On Tuesday, June 8, a bellwether New York State issue
of $90 million of highway bonds was marketed, and partic-
ipants hoped that prices in the tax-exempt market would
continue the uptrend exhibited in early June. The Aa-
rated issue sold slowly, however, but initial sales may
have been inhibited by the huge $1.3 billion of New

Table II

AVERAGE ISSUING RATES#*
AT REGULAR TREASURY BILL AUCTIONS

In percent
Weekly auction dates—June 1971
Maturities
June June June June
7 14 21 28
Three-month .......oeveeeverenssd 4.510 4.989 4.958 5.080
Six-month ...eveevirirrnnninnrsed 4.720 8.200 5.188 5.277
Monthly auction dates—April-June 1971
April May June
27 27 24
NINO-mOnth ..coeveenrnrrannnnanss 4.402 4.688 5.428
OnE-FEAT ..ooevveneereannannnnens 4.492 4700 6.887

® Interest rates on bills are quoted in terms of & 360-day year, with the discounts from
par as the return on the face amount of the bills payable at maturity. Bond yleld
oquivalents, related to the amount actually invested, would be slightly higher.
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York State notes auctioned the same day. Two weeks
later, the managing syndicate released the $25 million
unsold balance into the market, and yiclds rose by 20
to 30 basis points. On June 22, a key issue of $100 mil-
lion of California various-purpose bonds came to market.
Also rated Aa, this issue elicited only a lukewarm responsc
from investors at yields that ranged from 15 to 30 basis
points above the rcturns on corresponding maturities in
the New York issue. Market participants had withdrawn
to the sidclincs, as they pondered the sharp increase in the
consumer pricc index registered during May. Attempting

to lure investors back into the market, dealers released
several recent issues from syndicate price restrictions.
Prices subscquently plunged, raising yiclds by 25 to 30
basis points.

After prices nosedived to their lowest levels since No-
vember 1970, the tax-exempt market stabilized on June 29
when excellent retail demand met two new state bon
offerings. Thec Aa-ratcd Delawarc and Kentucky issues
totaled $70 million and carried yields which were 10 to
30 basis points above the returns on comparable securities
available about two weeks earlier.





