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were reduced as the threat of a steel strike faded and 

finally ended. The gain in final expenditures (total GNP 
other than change in inventories) in the third quarter was 

equal to the solid advance in the preceding three months, 
and substantially above the average increase of the pre- 
vious four quarters. 

Consumer spending rose in the third quarter by about 
the same amount as in the preceding quarter. There was 
a large gain in purchases of durable goods, accompanied 
by slightly smaller advances in spending for services and 
nondurable goods. Among the durables items, it was en- 

couraging that there seemed to be continued interest in 

furniture and other big-ticket household items along with 
the sustained strength in sales of new automobiles. The rise 
in consumption outlays was accompanied by an increase in 
the rate of personal savings. it must be remembered that the 
increased savings reflect at least in part the September surge 
in incomes resulting from a lump-sum payment of higher 
social security benefits. Spending out of this income bulge 
will be one of the factors affecting both total consumption 
and the savings ratio during the fourth quarter. 

Business investment in plant and equipment continued 
to advance in the third quarter. As noted, operations in 
many manufacturing industries have continued to run close 
to reasonably full rates of capacity utilization, helping to 
explain why businessmen have raised capital spending 
plans throughout the year. Moreover, according to a re- 
cent McGraw-Hill survey, plans for 1966 already point to 

capital outlays of $55 billion, or S per cent higher than the 
amount expected for this year. This gain, 3 percentage 
points above the first estimate for 1965, is McGraw- 
Hill's largest initial estimate for any year of the current 

expansion. Planned advances are spread among almost all 

major industries. 
Among other demand sectors, outlays for residential 

construction, which had risen only slightly in the April- 
June period, slipped again in the third quarter. The decline 
in the number of housing starts from June through Sep- 
tember reduces the possibility of a sustained upturn in 
housing outlays in the immediate future. The recent lack 

of advance in housing construction, however, falls into 
better perspective if it is recalled that third-quarter outlays 
were below only five other quarters of the current expan- 
sion of more than 4½ years' duration. 

in the government sector, the combined total of Federal, 
state, and local outlays on goods and services was up by 
$2.2 billion during July-September, with the entire $1.4 
billion advance in the Federal sector accounted for by in- 
creased defense spending. The military commitment in 
Vietnam points to still further increases in defense outlays 
in the months ahead. Decisions on the military budget 
reportedly will have a major influence on other Federal 
expenditure plans as well. Since defense needs necessarily 
rate the highest priority, any curbing of total expendi- 
tures will have to involve a full examination of other 
Federal expenditure plans. 

The Money and Bond Markets In October 

The note of caution which pervaded the Government 
securities market in September receded somewhat during 
the first half of October and a steadier tone gradually 
emerged. Market participants derived some encouragement 
from the widely circulated view that the Administration 
was continuing to emphasize the importance of interest 
rate stability, althougji the market also noted that selective 
interest rate increases were taking place. An undertone of 
uncertainty persisted and became more pronounced in the 
second half of the month. The continuing strength in the 
economy and in business demands for funds seemed to 

some observers to suggest the possibility that the balance of 
market forces might eventually work toward somewhat 

higher interest rates. The renewed air of hesitancy during 
the later period also reflected a pause in investment activity 
as the market awaited the announcement of the terms of the 
Treasury's November refunding. 

Against this background, prices of Treasury notes and 
bonds moved generally upward in fairly active trading 
through mid-October, but then receded again in the last 
half of the month. A better tone was also evident in the 
corporate and tax-exempt markets in the first half of 
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October, but the tax-exempt sector subsequently weak- 
ened as an unusually heavy volume of new flotations drew 
a somewhat disappointing investor response. In the 
shorter term markcts, demand for Treasury bills was 

strong during the first half of the month and bill rates 
generally declined. Around midmonth, rates edged a bit 

higher, but then fluctuated narrowly over most of the re- 
mainder of the month. 

Conditions in the money market remained generally firm 
in October, although there were some variations in tone 
and sizable fluctuations in reserve distribution during the 
month. Nationwide reserve availability was little changed 
on average in October, as System open market operations 
offset reserves absorbed by "market" factors. Most Fed- 
eral funds trading was at 41/8 per cent, but limited 
amounts of funds traded at rates as low as 3½ per cent 
and as high as 4¼ per cent. 

THE GOVERNMENT SECURITIES MARKET 

In the wake of considerable declines in September, 
prices of Treasury notes and bonds first steadied and then 
moved higher in the first two weeks of October. (The right- 
hand panel of the chart on page 234 shows the decline in 

yields which accompanied this rise in bond prices.) As 
the month opened, market participants displayed some 
nervousness over the interest rate outlook. They warily 
assessed the announcement by a major New York City 
bank that it was boosting by ¼ of I per cent its lending 
rates on loans to nonbank financial institutions—a move 
which was followed by other selective lending rate adjust- 
ments by a number of banks. Moreover, traders continued 
to ponder the possibility that a shift in monetary policy 
might soon take place. A somewhat more confident tone 
gradually emerged, however, as participants apparently 
concluded that, at least in the short run, interest rates 
would remain generally stable and rate increases selective. 
Prices rebounded and trading was dominated by profes- 
sionals, as aggressive short-covering operations by dealers 
pressed upon a rather light supply of coupon issues in the 
market. Modest investor demand was concentrated in 
purchases of the 2½ per cent deep-discount wartime 
issues, both on an outright basis and in connection with 
commercial bank switching operations. The biggest price 
gains during this period were recorded by selected issues 
at the longer end of the maturity scale. 

From midmonth onward, a hesitant tone again emerged 
in the coupon sector as participants awaited news about 
the Treasury's approaching mid-November refinancing. 
With investment activity light, prices (ended to react to 
current news developments, including variations in reserve 

availability. The buoyancy of the economy and of stock 
prices, as well as the indifferent response accorded the 
sizable volume of new tax-exempt bond issues, tended to 
revive some uncertainty about the future course of interest 
rates. Against this background, offerings expanded and 

prices of notes and bonds again gave ground, carrying 
yields to their highest levels in five years. 

After the close of business on October 27, the Treasury 
announced the terms of its November refinancing oper- 
ation. It offered for cash a new issue of 4¼ per cent 
notes dated November 15 and maturing in May 1967 

priced at 99.83 to yield 4.37 per cent, the highest initial yield 
for any Treasury offering in some time. lhe proceeds 
from the sale of the new notes will be used to redeem 
$9.7 billion of Treasury notes maturing on November 15. 

Subscription books for the new notes were open only on 
November 1. The refunding terms were closely in line with 
earlier market expectations, but only moderate interest in 
the new issue dcvelopcd. In the final days of the month, 
prices of outstanding issues due in from one to two years 
were only slightly changed. At the same time, prices of 
other outstanding issues continued to decline as profes- 
sional offerings increased. 

On November 3, the Treasury announced the results of 
the refunding. Subscriptions for the new 4¼ per cent notes 
totaled approximately SI 2 billion, of which $9.7 billion was 

accepted. Subscriptions in amounts of $200,00() or less 
were allotted in full, as were subscriptions from various 
official organizations. All other subscriptions were subject 
to a 48 per cent allotment (but assured of a minimum award 
of $200,000). 

The tone of the Treasury bill market also improved in 
early October, following the sharp upward adjustment in 
rates which had occurred in late Septemher. Demand Irotil 
investor and official sources expanded, so that dealer in- 
ventories contracted and the technical position of the bill 
market strengthened markedly. At the Treasury's Oc- 
tober 5 auction of $3 billion of March and SI billion of 
June tax anticipation bills, a lively interest developed, 
particularly froni commercial banks which were permitted 
to pay for their purchases in full by crediting Treasury 
Tax and Loan Accounts. The market valued the Tax and 
Loan deposits that would be created in connection with 
the operation at approximately 40 to 45 basis points for 
the March bills and 25 basis points for the June bills. In 
recognition of this factor, the average issuing rates of 
3.783 per cent and 3.938 per cent, respectively, for the 
March and June tax bills were far below prevailing market 
rates for outstanding bills of comparable maturities. A 
strong corporate and professional demand appeared for 
the new bills in "when-issued" trading prior to the Oc- 
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tober 11 payment date, and commercial bank offerings 
were rcadily absorbed at prevailing market rates. Investor 
interest in outstanding bills was also good during this 
period—particularly for those bills maturing within three 
months. As market supplies were rapidly absorbed, acute 
scarcities developed in certain bill maturities, and rates 
generally moved lower. During this period, the shorter 
maturities generally recorded the larger declines. 

Around midmonth, bill rates edged a bit higher on in- 
creased bill offerings from commercial banks and dealers. 
Late in the month, bill rate movements were narrowly 
mixed. Although investor interest was modest, dealers 
appeared willing for a time to maintain their inventories 
in the expectation that enlarged bill demand would soon 
arise from the Treasuiy's November refunding and from 

anticipated seasonal bill purchases by the System Account. 
Rates tended to edge higher at the close of the month, re- 
flecting some professional disappointment that the Trea- 
sury's refunding would be on a cash basis rather than on a 
"rights" basis and, consequently, would not generate any 
immediate reinvestment demand from holders of the matur- 
ing issues. The three- and six-month Treasury bills closed 
the month at 4.06 per cent and 4.19 per cent bid, respec- 
tively. 

OTHER ECURUTIES ARKETB 

The same factors which bolstered the tone of the Gov- 
ernment securities market in early October also con- 
tributed to the emergence of a steadier atmosphere in the 
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markets for corporate and tax-exempt bonds. In the cor- 
porate sector, there was a resurgence in the demand for 
recent issues with relatively attractive yields. At the same 
time, the excellent reception accorded two high-grade 
utility bonds marketed at the beginning of the month, 
coupled with the light calendar of scheduled flotations, re- 
sulted in a more confident tone which prevailed during 
most of the month. Toward the end of October, however, 
caution emerged again in the corporate sector when inves- 
tor demand became more restrained as the calendar of 
scheduled flotations expanded. In the tax-exempt sector, 
dealers made considerable headway in reducing thcir 
inventories of state and local bonds as demand expanded 
following the recent downward price adjustments. Some 

hesitancy persisted in the tax-exempt sector, however, as 
participants were faced with an unusually heavy calendar 
of impending issues. This cautious tone became more 
prevalent later in the month when a substantial volume 
of new issues encountered a lackluster investor response. 
Over the month as a whole, the average yield on Moody's 
seasoned Aaa-rated corporate bonds rose by 3 basis points 
to 4.56 per cent, while The Weekly Bond Buyer's series 

for twenty seasoned tax-exempt issues (carrying ratings 
ranging from Aaa to Baa) declined by I basis point over the 
month to 3.40 per cent. (See right-hand panel of the chart.) 
These indexes are based on only a limited number of issues 

and do not necessarily reflect market movements fully. 

THE MONEY MARKET AND BANK RESERVES 

Nationwide net reserve availability was little changed 
on average in October, while member bank borrowings 
from the Reserve Banks fluctuated from week to week 
in response to sharp shifts in the distribution of re- 
serves from reserve city to "country" banks and then 
back again. The over-all tone of the money market was 

slightly more comfortable on average in the first week of 
the month, turned firm over most of the remainder of the 

period, and then cased slightly late in the month. The 

major sale.s finance companies raised their offering rates 
on 60- to 270-day directly placed paper by !.4j of a per- 
centage point to 4V8 per cent on October 15. Rates on 
new call loans to Government securities dcalers posted by 
the major New York City banks were generally in a 4¼ 
to 4M3 per cent range, while rates on renewal call loans 
were quoted in a 4¼ to 4½ per cent range. 

System open market operations released substantially 
more reserves to the market during the week ended Octo- 
ber 6 than were absorbed by net movements of market 

factors, with the result that net borrowed reserves con- 
tracted by $123 million to $96 million. This was accom- 
panied by the accumulation of a small basic reserve sur- 
plus at the major New York City banks. The bulk of the 
remainder of the available reserves, however, was lodged 
at country banks, while money market banks outside New 
York City found themselves under reserve pressure. Since 

these other reserve city banks turned increasingly to the 
"discount window" to meet their reserve needs, total 
member bank borrowings receded only slightly to an 
average of $536 million for the week. 

Reserve positions at money center banks outside New 
York City remained under pressure in the following 
week, and pressures also mounted on the New York City 
banks. These developments reflected both the increased 
financing provided to Government securities dealers (who 
acquired from the commercial banks the March and June 
tax anticipation bills auctioned by the Treasury on Octo- 
ber 5) and the sharp expansion in required reserves as the 
banks paid for the bills by crediting Treasury Tax and 
Loan Account deposits. Nevertheless, as country banks 
unloosed a part of the reserve excesses built up in the pre- 
ceding week, the reserve city banks were able to liii a sizable 
portion of their reserve needs through purchases of Federal 
funds generally at 41/8 per cent. Total member bank bor- 
rowings from the Reserve Banks actually declined a bit 
during the October 13 statement week. 

In the second half of the month, the sequence of events 
in the money market closely mirrored the pattern of early 
October. Thus, once again the alternative accumulation 
and redistribution of excess reserves by the country banks 
contributed to opposite movements in net borrowed re- 
serves and in member bank borrowings from the Federal 
Reserve. Early in the statement period ended October 20, 
country banks built up a substantial volume of excess 

reserves and the reserve positions of the New York City 
banks improved somewhat as nationwide reserve avail- 

ability expandcd. At the same time, pressures upon the 
reserve positions of other reserve city banks remained 
heavy, and consequently member borrowings from the 
Federal Reserve Banks bulged temporarily. Subsequently. 
as country banks released a portion of their reserve ex- 

cesses, the flow of Federal funds improved and reserve 

pressures on the money center banks slackened. Thus, 
in the later part of the month the tone of the money market 
was relatively comfortable—with the effective rate on 
Federal funds varying from 4¼ per cent to as low as 3¾ 
per cent—and member bank borrowings from the Fed- 
eral Reserve contracted. 




