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The Money and Bond Markets in December

The incrcase in the Federal Reserve discount rate from
4 per cent to 42 per cent—made effective first at the
Federal Reserve Banks of Ncw York and Chicago on
Dccember 6' and shortly thereafter at the remaining ten
Federal Reserve Banks—was the single most important
factor shaping dcvclopments in the money and bond mar-
kets in December. In preceding weeks, market participants
had already begun to doubt the tenability of prevailing
interest rate levels, but the actual timing of the ¥2 percent-
age point rise in the discount rate came as a surprise, Sub-
sequent rate and price adjustments in the money and se-
curities markets proceeded in an orderly manncr as yields
rose to their highest levels since early 1960,

Although thc major market adjustment took place im-
mediately after the discount rate increase, rates on Treas-
ury bills continued to move higher through the midmonth
tax and dividend dates and over much of the remainder of
the month, Increases in rates on bankers’ acceptances, com-
mercial paper, and finance company paper also occurred
during the month. Prices of intermediate- and long-term
Government sccurities declined irregularly, raising yiclds
on intermediate-term issucs over the month by about 2
pcrcentage point to almost S per cent (bid), whilc yiclds on
long-term issues rose by about Y& pcrcentage point. Initial
declines in prices of corporatc and tax-exempt issucs
paralleled those on long-term Governments, but after these
adjustments most new corporate and tax-cxempt bonds
were accorded generally favorable receptions at the higher
rate levels.

The upward adjustment in the maximum interest ratc
ceilings on time deposits under Regulation Q*, which ac-
companied the discount rate change, also affected the
money and bond markets in December. Posted rates on
new negotiable time certificates of deposit moved upward
by about 25 to 35 basis points.

Aided by a larger than scasonal provision of reserves by

1 For the details, see this Review, December 1965, pages 254-55.

the Federal Reserve Systcm, the money market handlcd
without difficulty the heavy flows of credit and deposits typi-
cal of December. The tone of the moncy market fluctuated
between easc and firmness during the month, as banks cx-
perienced the usual amount of difficulty in anticipating the
extent of their reserve needs. The banking system moved
from a position of $110 million daily average net bor-
rowed reserves in the week cnded December 1 to free
reserves of $73 million two weeks later. The System first
accommodated the adjustment to the discount rate change
and then sought to alleviate the buildup of pressure around
the midmonth corporate tax and dividend dates. After
midmonth, a firm tone reappeared in thc money market as
the banking system gradually returned to a net borrowcd
reserves position, and this firm tone generally prevailed
through the remainder of the month with Federal funds
trading largely at rates of 4%2 per cont and 4% per cent.

THE MONEY MARKET AND BANK RESERVES

Immediately after the discount rate increase, most com-
mercial banks raised thcir prime loan rate from 4% per
cent to 5 per cent, By the end of the month, incrcases in
rates on thc various maturities of financc company paper
amounted to ¥3 to 2 of a per cent, while commercial paper
rates and rates on bankers’ acceptances had been increascd
by 3 of a per cent and ¥2 of a per cent, respectively.
Following the Regulation Q revision and similar revisions
by the New York State Banking Board, major banks in
New York City posted rates on new time certificates of
deposit. Three-month certificates were offered in a 4.75-
4.80 per cent range at the end of the month, and rates on
six-month and over one-year certificates were quoted in a
4% -4% per cent range, as against the previous ceiling of
4Y2 per cent for all thcse maturities. Rates on prime certifi-
catcs trading in the secondary market rose to as high as 5
per cent in some cases.

The money market was quite firm early in December,
on the eve of the discount rate change. After the weekend
announcement of the increase to 4¥2 per cent in the dis-



FACTORS TENDING TO INCREASE OR DECREASE

Table I
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MEMBER BANK RESERVES, DECEMBER 1965

In millions of dollars; (+) denotes increase,
{=) decrease in excens reserves

Table 11

REBERVE POSITIONS OF MAJOR RESERVE CITY BANKS

DRCEMBER 1568

In millions of dollars
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count rates of thc New York and Chicago® Rescrve
Banks, borrowings from the other Reserve Banks, which
still quoted the 4 per cent rate, bulged sharply on Monday,
December 6. When the market opened that day, the Sys-
tem purchased Treasury bills in volume to facilitate
orderly ratc adjustments in thc Government securitics
markct. The cumulative cffects of excess reserves amassed
by heavy borrowings at other Reserve Banks and as a re-
sult of System purchases in the opcn market led to an
casier tone in the Federal funds market. Borrowings from
the Federal Reserve dropped to nominal levels on the last
two days of the December 8 statement period, averaging
$478 million for the week as a whole. The Federal funds
rate, which rose bricfly to 4v2 per cent immediately after
the discount rate change, declined to ¥2 per cent by Wed-
nesday, December 8, as large unused rcscrve cxcesscs
piled up at money market banks. On a daily average basis,
System open market operations provided $497 million of
reserves, and net borrowed reserves declined from $110
million in the preceding week to $23 million for the weck
ended December 8 (sce Table ).

in the following week the money market readily accom-
modated the large transfers of funds associated with the
quarterly corporate tax and dividend dates, both of which
fell within the period. The money market was gencrally
quite firm. Federal funds were strongly bid at 4%2 per
cent, and some funds moved at 455 per cecnt on scveral
days as ‘“country” banks accumulated cxcess reserves
which averaged about $440 million in the first week of
their two-week reserve settlement period. As the major re-
serve city banks came undcr increased pressure, they pur-
chascd Federal funds in volume and borrowed rather
hcavily from the Reserve Banks (see Table I1). On the final
day of the week, however. the major New York City banks
found that they had provided for more than their reserve
nceds. Thercfore, they sought to sell reserves, and some
Federal funds traded at 1%2 per cent. Country banks were
hcavy purchasers of funds at the low rates, but the eight
major New York City banks nevertheless ended the period
with cumulative reserve excesses of over $300 million.

During the December 15 statcment period, the weekly
reporting member banks increased their total loans® and
investments by approximately $3.2 billion, with the rise
in loans accounting for $2.9 billion of the gain. Much of
the expansion in bank credit during this period reflected

2 After a shor interval, the other ten Rescrve Banks followed suit.

1 Exclusive of loans lo domestic commercial banks and after
deduction of valuation rescrves.

credit needs of businesses and nonbank financial inter-
mediaries over thc midmonth tax and dividend period. On
the liabilities side of bank balance sheets, total demand
deposits (including checks in process of collection) at
weekly reporting member banks rosc by $8.4 billion as
corporations built up the dcposits with which to pay divi-
dends and Fedcral taxes.

As the second half of the month began, the moncy mar-
ket displayed a firm tone. Banks in New York and in other
major money centers were under heavy reserve pressure as
they continued to carry a large volume of the loans ex-
tended over the tax datc and experienced deposit drains as
dividend and tax checks cleared. However, Federal funds
were in fairly good supply at rates of 42 to 454 per cent
from banks outside the money centers, and member bank
borrowings from the Federal Reserve declined to fairly low
levels. In the final statement week of the month the money
market was firm, with Federal funds trading predominantly
at 43% pcr cent. Some of the reserve pressure, which had
lingered in the money market after the tax and dividend
period, abated; however, country banks built up excess re-
serves during the week which was the first weck of their new
reserve settlement period. With nationwide reserve avail-
ability also declining, member bank borrowings from the
Reserve Banks rose to the levels characteristic of earlicr
months.

THE GOVERNMENT SECURITIES MARXKET

A cautious atmosphere characterized the Government
securities market at thc beginning of thc month in the
aftermath of a late November shift in market cxpectations
toward anticipations of higher interest rate levels—a shift
which followed news of an cnlarged Federal deficit for
the current hscal year. Nevertheless, the Board of Gov-
crnors’ announcement of a rise in the discount rate and
changes in Regulation Q caught the market by surprise,
and sharp adjustments followed. Treasury bill rates initi-
ally moved about 15 to 25 basis points higher (scc the
left-hand panel of the chart), but comfortable mon¢y mar-
ket conditions and System purchases contributed to or-
derly adjustments in the bill sector. Nevertheless, con-
siderable uncertainty continued, as the market watched
the rate adjustments on new negotiablc time certificates
of deposit which compete with Treasury bills for invest-
ment funds. The ultimate extent of their rise was con-
sidered a key element affecting the entire structure of
short-term rates. Additional factors contributing t0 unccr-
tainty—and thus caution—included expectations of new
Treasury cash financings in the bill market during January,
and the high costs of refinancing the sizable volume of
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bills rcturning to dealers in December from maturing re-
purchase agreements.

On December 22, the Treasury outlined a portion of its
cash financing plans for the remainder of the fiscal year
ending in June 1966, It announced that it would auction
on December 29, for payment on January 5, an additional
$1 billion of tax anticipation bills maturing on June 22,
1966 and would permit commercial banks to make pay-
ment through credits to Treasury Tax and Loan Accounts.
The Treasury also disclosed that—beginning with the
January 3 regular bill auction—it would increase the
weekly three-month bill issues by $100 million each, prob-
ably until the full thirteen-week cycle of bill maturities has
been rolled over. The Treasury also announced that it
would make another short-term cash offering of approxi-

mately $1.5 billion early in 1966. These borrowings will
fill the bulk of the Treasury's $5 billion cash needs for
the rest of the fiscal year.

The Treasury’s announcement triggered some further
upward adjustments in yields of Treasury bills, and rates
edged irregularly upward over the remainder of the month.
At the higher emerging rate levels, investment intcrest ex-
panded both for outstanding bills and for the new bills
auctioned during the period. The Treasury’s sale of June
tax bills attracted considerable interest from commercial
banks anxious to obtain the accompanying Tax and Loan
Account deposits, and a 4.281 per cent average issuing rate
was set. Demand for outstanding bills favored short maturi-
tics which were sought for scasonal year-end statement
purposes. The newest outstanding three- and six-month
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Treasury bills closed thc month at 4.49 per cent and 4.67
per cent bid, respectively.

After the initial pricc markdowns of from % point to
almost a full point following the discount rate change, an
atmosphcre of caution continued to dominate the market
for intermediate- and long-term Government issues. The
vigorous performance of the economy, renewed concern
over the mounting dcfense spending caused by the Viet-
namese conflict, and the prospects of increased Treasury
financing needs during the first half of 1966 were the pri-
mary factors contributing to market uncertainty. The down-
ward pressure on prices was especially pronounced in the
case of intermediate Government issucs. The market ex-
pected the 4%4 per cent interest rate ceiling applying to
coupons on Government bonds to restrict Treasury finan-
cing to the undcr-five-year area. Pressure developed initially
from the efforts of decalers to reduce positions rather than
from an expansion in outright investor selling. Late in the
month, markct sentiment was temporarily buoyed by dis-
cussion of possible pcace overtures in Vietnam. As the ycar
drew to a close, a large volume of tax-swapping operations
dominated market activity, but some outright investment
and professional offerings also developed.

OTHER SECURITIES MARKETS

Prices of corporate and tax-cxempt bonds drifted lower
during early December in light trading. After December 6,
activity expanded and prices of corporate and tax-exempt
bonds went down sharply, paralleling the price declines re-
corded by long-term Government securities. Subsequently,
demand for corporate and tax-exempt issues expanded at
the lower price levels, and new issucs marketed after the
Fcderal Reserve action were accorded fair to excellent
receptions. One of the largest issues of the period, a $100
million Aa-rated utility company issue, rcached the market
at midmonth. The issue, which consisted of 5 per cent first

and refunding mortgage bonds maturing in 1996 and non-
rcfundable for five ycars, was reoffered to yield 4.95 per
cent and received an excellent investor response. By the end
of thc month the issue had risen in price to the point that
the yield to the investor was 4.84 per cent. As the year drew
to a close, activity contracted in both the corporate and
tax-exempt sectors and prices fluctuated narrowly.

Over the month as a whole, the average yiclds on
Moody’s seasoned Aaa-rated corporate bonds rose by 13
basis points to 4.73 per cent, while The Weekly Bond
Buyer's serics for twenty seasoned tax-excmpt issues (car-
rying ratings ranging from Aaa to Baa) rose by 7 basis
points to 3.54 per cent (see the right-hand panel of the
chart).

MONEY AND ECONOMIC BALANCE

An updated version of Money and Economic Bal-
ance has been published by the Federal Reserve
Bank of New York. The 32-page booklet, which
first appcared in August 1962, is primarily a teacher’s
supplement to the 16-page picturc pamphlet, Keep-
ing Your Money Healthy.

Money and Economic Balance is also of interest
to the layman secking a simplified explanation of the
role of money in our cconomy. It describes how the
Federal Reserve analyzes the business situation and
uses its powers over bank rcserves and money cre-

ation. Free copies are available from the Publica-
tions Scction, Federal Reserve Bank of New York,
33 Liberty Street, Ncw York, N. Y. 10045,






