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The Money and Bond Markets in May

_ After experiencing sharp increases over the past several
months, interest rates were mixed in May. Reports that a
large. commercial bank was experiencing financial dif-
ficulties prompted some investors to favor high-quality
debt instruments, thereby resulting in enlarged demand
for securities of the United States.Government. Yields on
Treasury coupon securities declined by about 2 to 29 basis
points over the month. By the end of the month, the mar-
ket rate on-three-month Treasury. bills was down more
than 80 basis points from its level at the end of April,

while rates on longer term bills fell somewhat more mod- -

estly. A persistent scarcity of bills contrlbuted to these
declines. In the money market, most rates rose early in
the month but subsequently moved slightly lower over the
remainder of the period. Commercial banks, in. a lagged
response to the rise in short-term rates that had occurred
earlier, raised their prime lending rate during the month in
several % percentage point steps to 11%2 percent, In addi-
tion, the average effective rate on Federal funds advanced
80 basis points in.May to establish a record monthly aver-
age level of 11.31 percent.

In contrast to rates in the Government. securities mar-
ket, yields in the corporate and municipal bond markets
continued to drift upward in May. Over the month, the
Federal Reserve Board’s index of yields on newly issued
Aaa-rated utility bonds increased 10 basis points to 9.08
percent and The Bond Buyer index of municipal yields
rose 26 basis points to 6.08 percent.

During the month, the Board of Governors of the Fed-
eral Reserve System announced bench-mark revisions of
the money supply measures to reflect data on nonmember
bank deposits obtained from the December call reports.
Because deposits at such institutions are not available on a
current basis, they are estimated initially from data for
“country” member banks. The latest revision also incorpo-
rates the most recent data on deposits of domestic agencies
and branches of foreign banks. In the revision, the growth
of the seasonally ad]usted narrow money supply (M,)—
private demand dep051ts adjusted plus currency outside
commercial banks—was boosted over that previously re-
ported by 1.4 percentage points in the fourth quarter of
1973 to 8.9 perceit at an annual rate and by 0.4 percentage

point in the first four months of 1974 to 7.4 percent. Simi-
lar upward adjustments were announced for the growth of
the broad money supply (M.), which includes time and
savings deposits other than large negotiable certificates of
deposit (CDs) at weekly reporting banks. According to
preliminary information, the growth of the monetary ag-
gregates slowed apprec1ab1y in the first four statement
weeks of May. However, taking a somewhat longer run
perspective, growth in the aggregates has been rapid thus
far this year.

THE MONEY MARKET, BANK RESERVES, AND
THE MONETARY AGGREGATES

Rates on most money . market instruments continued
their upward spiral over the first part of May but then
retraced some of this advance during the balance of the
period (see Chart I). Rates in the commercial paper mar-
ket were virtually unchanged from their closing levels. in
April, while bid rates on bankers’ acceptances rose %2 per-
centage point. For the month as a whole, the effective
rate on Federal funds averaged 11.31 percent, 80. basis
points above April’s average and the highest monthly level
on record. In the face of persistent strength in the demand
for business loans, most major commercial banks raised
their prime lending rate in several steps during May to a
historically high 11%% percent, up from 10% percent at
the end of April. Member bank borrowings from the Fed-
eral Reserve System rose sharply during the month. In
part, this increase was attributable to ‘the substantial
amount of funds the System provided to the Franklin Na-
tional Bank. On May 12, in reference to inquiries con-
cerning this bank, George W. Mitchell, Vice-Chairman of
the Board of Governors of the Federal Reserve System,
indicated that the System stands prepared to advance funds
to this bank as needed, within the limits of the collateral
that can be supplied. Other banks also increased their use
of the discount window, and borrowings averaged $2, 489
million for the month (see Table I).

Commercial banks increased their offering rates on large
negotiable CDs in the first part of the month-to attract suf-
ficiént funds to meet the continued heavy demand for busi-
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ness loans. As the month progressed, investors began to
prefer CDs issued by the very largest commercial banks,
and these banks sold such instruments in volume. At the
same time, CD rates edged down from the peaks estab-
lished earlier in the month. On a seasonally adjusted basis,
CDs grew extraordinarily rapidly in the four statement
weeks ended May 22 relative to their average of the pre-
ceding four-statement-week period. From the end of 1973,
-when the growth in business loans resumed its rapid pace,
through May 22, the volume of CDs outstanding rose
by about $18.6 billion, compared with an increase in CDs
outstanding of $19.2 billion for all of 1973.

According to preliminary data, the growth of the mone-
tary aggregates slowed in the first four statement weeks

in May, following the rapid gains experienced in the pre-
ceding several months. However, relative to its four-week-
average level in the period ended thirteen weeks earlier,
M, grew at a seasonally adjusted annual rate of 9.2
percent in the four-week interval ended May 22 (see
Chart II). From its four-week average of a year earlier,
M, grew at a sizable 6.6 percent. The growth in M, also
slowed over the first four statement weeks in May. How-
ever, the time deposit component of M. continued to ad-
vance at a rapid rate despite an increase in interest rates
on competing market instruments relative to rates on
consumer-type time deposits which are constrained at ceil-
ing levels. Much of the recent growth in the time deposit
component of M, may reflect increases in nonnegotiable



146 MONTHLY REVIEW, JUNE 1974

Table X large CDs at weekly reporting banks and negotiable CDs
. FACTORS TENDING TO INCREASE OR DECREASE at nonweekly reporting banks. Like negotiable large CDs
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was -smaller than generally-expected. The offering con-

sisted of $100 million of bills maturing each week froin:.

September 19 through November 7, 1974; the auction: re-
sulted in' an average issuing rate of 8.28 percent fot ‘the
strip of bills. For the month as a whole, the market yield
on the three- and six-month bills declined 82 ‘and 50 basis
points, respectively. _
Yields on Treasury coupon securities followed the pat-

tern of fluctuations in bill rates during the month. Investor |

activity diminished considerably prior to the refunding,
as the rise in bill rates and indications that the heavy de-
mand for loans at commercial banks was continuing un-
abated engendered a cautious atmosphere. Dealers were
also apprehensive of taking on new issues prior to the re-

financing because of the very high carrying costs relative-

to available yields. However, the strong technical position
of the market and the attractive terms- of the refunding
provided some support.

On May 7, the Treasury auctioned $1.75 billion of
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Table I
. AVERAGE ISSUING RATES
AT REGULAR TREASURY BILL AUCTIONS*
In percent
Weékly auction dates—May 1974
Maturity

May May May - May
6 13 20 24
. Three-month ..... 9.036 .8.023 ‘8107 7.983
Six-month .....eviiiieiaiaiiranan 9.008 8.081 8.440 8.205

Monthly auction dates—March-May 1974

April May May
3 2 29
Fifty-two weekB .................. 7.886 8.421 8.248

* Interest rates on bills are quoted in terms of a 360-day year, with the discounts from
par ag the return on'the face amount of the bills payablé at maturity. Bond yleld
equivalents, related to the amount actuslly invested, would be slightly higher.

4Ya-year 8% percent notes. Interest in-this issue proved
greater than expected, primarily because of the large vol-
ume of noncompetitive -tenders that were attracted to-the
record-high. coupon rate, and the average issuing rate was .
set at 8.73 percent. Interest in the 25-month 83 percent
note and in the 25-year 8% percent bond offered the fol-
lowing day was substantial. The issuing rate for the note
was 8.73 percent, and the yield on the bond.was set at 823
percent. About 40 percent of the entire refunding was
awarded to noncompetitive tenders. Demand soon emerged
from dealers who had been unsuccessful in obtdining these
issues in the auctions. Thus, both the new issues'and older
outstanding issues of comparable maturity benefited in
subsequent trading. As the month progressed, investors

. seeking high-quality investments turned- to the Treasury

market, and yields on most:issues continued to move lower.
Yields on intermediate-term issues closed the month down
about 2 to 29 basis- points; while yields on'issues: due in
ten years or more ranged from 3 to 22 basis points lower.

Yields -on Federal agency .securities moved in-tandem
with yields in the Treasury coupon market, as .a cautious

-atmosphere' prevailed over most: of the month. Evidence
‘of the withdrawal of funds from thrift institutions mounted,
: gﬂrmg rise' to-expectations- ofi:increased ~supplies:‘of is

sues from the housmg agencies. On' May 10, the FHLBs
sold $700 million of .eighteen-month:9.10 percent bonds,
$600 million of 3% -year 8.80 percent-bonds, and $400

. million of five-year and $300 million -of- ten-year 8.75

percent bonds. While $1 billion of this $2 -billion package
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was new money, the undertaking proved extremely suc-
cessful, and the securities advanced to sharp premiums in
subsequent trading. This sparked the agency market, and
on May 16 the Banks for Cooperatives and the Federal
Intermediate Credit Banks were able to sell quickly $351
million of six-month 8.90 percent bonds and $796 million
of nine-month 9 percent bonds, respectively. Late in the

month, the Federal National Mortgage . Association ‘sold |

three issues totaling $1.5 billion, $750 million of which
was new money. The offering consisted of $500 million
of thirty-month 8.45 percent debentures, $650 million of
3% -year 8.45 percent debentures, and $350 million of
six-year 8.50 percent debentures. The issues received good
support in initial trading.

THE OTHER SECURITIES MARKETS

Concern over inflation and the escalation of short-term

rates remained a dominant influence in the corporate and
municipal bond markets, and yields rose over the month
on balance. Early in the month, both markets were pres-
 sured by heavy supplies of new issues. Thereafter, prices
of corporate securities fluctuated widely. Higher yields and
hopes-for an eventual downturn in rates caused some post-
ponements and scaling-down of announced offerings. This
alleviated some of the supply pressures from the corporate
sector. However, concern over deposit outflows at mutual
savings banks, which could cause those institutions to
refrain from purchasing corporate issues,.coupled with in-
vestor preoccupation with disturbing news of the financial
condition' of some electric utility companies dampened the
market over much of the month. Indeed; the disparity in
-yields between industrial and utility bonds widened to his-
torically .broad dimensions. -

- The tax-exempt market exhibited stralns as a result of
the huge volume of new issues sold thus far this year. In
the first. four months of 1974, nearly $8.7 billion of tax-
exempt securities was marketed, up 18 percent from .the
first four months of 1973. Volume remained heavy in

~May, and the market was further depressed by the lack of

commercial bank interest in the new offerings.- The Bond
Buyer-index .of twenty.-municipal bond yu}lds rose to 6.08
percent on May 30, the-highest level since August 1971.

. As the month began, one of the few Aaa-rated manu-
facturing corporations marketed $50 million of 25-year
debentures priced to yield 8.52 percent. The issue was the
company’s first bond financing in the United. States, and
it was received enthusiastically. About a week later, two
large industrial offerings generally sold well on a negotiated
basis. However, around the same time, -offerings of two
utility. companies located in large. cities experienced only

moderate receptions. Specifically, $35 million of A-rated

thirty-year debentures was priced to yield 9.75 percent,

about 7 basis points higher than similarly rated outstand-
ing issues, and $25 million of A-rated bonds of similar
maturity was priced to return 9.68 percent. The somewhat
cautious investor response to these issues was generally at-
tributed to ratings reductions for several large urban utili-
ties. The atmosphere .of investor sensitivity to the financial
position of urban electric utilities persisted, and in the
next week $100 million of A-rated thirty-year utility de-
bentures attracted only limited interest when priced to
yield 9.95 percent. These. bonds had recently been down-
graded from Aa. An A-rated nonurban utility issué offered
the next day sold well, even though priced at a somewhat
lower yield. Later in the month, as additional postpone-
ments materialized and relieved some of the supply pres-
sures from the market, the American Telephone and Tele-
graph Company marketed $500 million of debentures
priced to yield 8.80 percent in 200S. This is the highest
return ever offered by the company on its long-term debt
instruments. The issue sold out quickly, but it failed to
stimulate the market for older outstanding issues. Two ne-
gotiated corporate issues, which were priced rather gen-
erously, encountered good receptions toward the end of
the month.

. In the tax-exempt market, the major long-term issues
encountered mixed receptions during the month, Early in
May, $125 million of highly regarded Aaa-rated bonds
sold quickly when priced to yield from 5 percent in 1975
to 5.50 percent in 1989, Several days later, $146 million
of Aaa-rated securities was reoffered to yield 5.30 percent
in 1982. The return was 20 basis points higher than- that
on the comparable maturity of the previous Aaa-rated
offering, and the issue sold out. Later in the month, an
aggressively priced two-part offering—consisting of $25.2
million of Aa-rated bonds scaled to yield from 5.25 per- -
cent in 1980 to 6.10 percent in 1999 and $24.8 million of
bonds priced to yield 6.25 percent in 2014—met some in-
vestor resistance. Shortly thereafter, a negotiated placement
of $38 million of Aaa-rated revenue bonds priced to yield
5.92 percent in- 2001 sold quickly. However, two lower

" rated competitive offerings did not fare as well. This re-

sponse was indicative of the trend toward negotiated is-
sues, which'typiéally_win;better"-recep't-io'ns in periods of
tight money. Later in the month, $40 million of A-rated
revenue bonds was offered on a competmve ‘basis. . The
bonds were pnced to return from 5.50 percent in 1975 to
7.10 percent in 2004. Investor interest was restrajned de-
spite the relatively generous yields. The. Blue List:of deal-

‘ers’ advertised inventories rose $142 mllhon to $616 mil-

lion by the end of the month.





