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The Money and Bond Markets in February

A deeply cautious tone pervaded the capital markets in
February, and prices in both public and private scctors
moved sharply lower over the month. Market attention
turned increasingly to the substantial current and prospec-
tive demands for funds—oparticularly on the part of cor-
porations and Government agencics—which were con-
verging upon the credit markets. It was widely believed
in the market that such demands spelled significant fur-
ther upward pressures on interest rates.

The money market was consistently firm in February,
and member bank borrowings from the Reserve Banks
rose moderately. Many banks in the leading money centers
were under reserve pressures, but a good availability of
excess reserves in the Federal funds market resulted in the
smooth accommodation of a large portion of these needs.
Treasury bill rates receded in early February, partly re-
flecting switches out of coupon issucs into short-term debt
instruments by investors anticipating higher interest rates.
Subsequently, however, the cautious atmosphere evident
in the capital markets penctrated the bill sector as well,
and rates rosc irrcgularly until late in the month when
they again edged lower. At the close of the month, a large
New York City commercial bank increased the interest
rate paid on nonnegoliable savings certificates of deposit
of nine months’ or longer maturity from 4% per cent to
3 per cent.

THE GOVERNMENT SECURITIES MARKET

An cxtremely hesitant atmosphere descended upon the
market for Government notes and bonds in February
when several factors revived uncertainties over the via-
bility of prevailing interest rate levels. Predominant among
these developments were the prospective hcavy demands
upon the capital markets which came to light, the large
volume of corporate, tax-exempt, and Government
agency financing which was completed during the month
itsclf, and the lukewarm response accorded a sizable
offering of Export-Import Bank participation ccrtificates.
Government agency flotations along, including large issues
of the Federal Land Banks, the Federal Intermediate
Credit Banks, the Federal Home Loan Banks, and the

Federal National Mortgage Association, tapped the credit
markets for over $1 billion, and it appeared likely
that such financing, both to refund maturing issucs and
to obtain new money, would continuc at a brisk pacc.
The market also reacted hesitantly to news that the Federal
Housing Administration had raised the maximum permis-
sible interest rate chargeable by lenders on insured mort-
gages from 5% per cent to 5% per cent. In addition,
market participants were influenced by discussions in the
press and in market advisory letters of the situation in
Vietnam, continuing economic expansion, intensificd in-
flationary pressures, the uncertain prospects for additional
fiscal restraint, and the possibility of more restrictive
monctary policy.

The announcement carly in the month of the uncx-
pectedly large response to the Treasury’s February re-
funding of 1966 issues produced little improvement in the
underlying market sentiment. In that refunding, $9.8
billion of the total of $28.8 billion of outstanding notcs
and bonds eligible for cxchange was converted into two
new Treasury notc issues.’ Subscriptions for the new 474
per cent notes of August 1967 and the 5 per cent notes
of November 1970 aggregated $2.1 billion and $7.7 bil-
lion, respectively. Public owners of the eligible outstanding
issues converted approximately 83.6 per cent of their
holdings of the February 15 and April 1 maturitics and
44 8 per cent of their May 15 and August 15 maturities.

Against the backdrop of the widespread expectation of
upward pressurcs on intercst ratcs, prices of most out-
standing Treasury notes and bonds declined sharply dur-
ing February. Expanded offerings of coupon issues uarose
mainly from professional sources, but also included some
investor selling. In the cautious atmosphere which gen-
erally prevailed, demand favored the short-term arca
where a few issues rose in price over the month. The new
5 per cent notes of 1970, in particular, enjoyed a petr-
sistent demand. Price declines of as much as 3 points in

1 For dctails of the offering, sce this Review (February 1966),
page 43.



Table 1

FACTORS TENDING TO INCREASE OR DECREASF.
MEMBER BANK RESERVES, FEBRUARY 1966

In millions of dollars; (+) denotes increase,
(—) decrcase in Cxeess 1eserves
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Changes in daily averages—
week ended
Net
Faetors . .1 changes
!
Feb. Feb. Feb. Feb.
2 9 16 23
vMarket'* factors
Aember bank required reserves........ — 44) 0 166 | e BT 428
Opernting transactions (subtotsl)....... —  280] = B34 | 4 185 (4482 — 4
Fudesol Heserve float ........covceneen —~ 18| — 238 | 4. 68 (4 BUZ | — 41
Treasury operationat ..............-. - 43— 33| = 29 | 4334 -4 109
(10d and foreign BLCURAL . ... ... .... - — 3[4+ 9|4 16| 4 €| &+ 13
Currency cuthlds hanka® .. ... ..., 4+ 59| — 40 | 4132 | 4 685 — 73
Other Federal Resorse
accounts (BeLBY ..o iemirinne —  G3| =173 ] = N1 | — 187 ' — 306
L
Total “‘market” fattors ......c. - v— 9m| —03d | aan (e | — o
|
Diroot Fedoral Rosorys eredit
transactions
Opm market inatruments
Qutright bholdings:
Qovernment seeuritses .. ... 4+ BB 4 [ —188 3R] 4+ 14
Banhers® acceplances ... ... ... — tg=— V[ 114 1 —_
Hepurchase ngreements:
Government secufliles ... oenn + 28| 4. M0 | — U2 245 —
Banhers® aneplanced . ...... ...« '— M| df— C|—- 2 — 38
Member bank borrowlngs .. ... .- ... e 66| 4 BS | O | 4 €T | 4183
Other loans, discuuntx, and sdcsnees. .. |=— 1| - 1 -— -— —_
TORBY .ovoeevreieainr ey s A87| 4 656 | — N3 | — 828 + 140
Encasy MOSETVES® ... ... . . eoeceee + 4|4 w2|— a2z | 4 52 l G B2
Daily awerase levels
Member bank:
Total ressrves, including vawlt cash®. ... 22,804 | 22,350 | 2142 | 22 nn | 22.2)4%
Required Fuserves® ... ......cocanannts 32,190/ 25,430 | 21.814 ns £).025¢
Ftcari reservea® s T o8 URT 364§
BOPEORIAEE . ocovvmeorrssnnnssmammmts 418 503 153 520 4744
Froeo roserven® 70| — 133 | ~ 025 | —233 | — 115§
Nunhorrowed reserved® ............se0n 22,120 21,847 | 2LGED | 2L.5A4 | 21.510%
Changes in Wadnesday levels
Bystem Accoant boldings of Government
securities maturing In:
Less than 008 FEBF. ... oo ovonvms enrnar 'H]- Loee]| 4 10 | 113 | =230 + 911
More (RAD OB FEAT. . ... e - - — 057 | 4 10 — oty
L PP or009| 4 18| =834 |~z [ — 35

Table 11
RESERVE POSITIONS OF MAJOR RESERVE CITY BANKS
In millions of doliars
Daily averages——week ended A:!'ng!
Factors aftecting it
basi¢ reserve positions i :,:::;
Feb. Feb. Feb. Feb. Feb. 23
2 9 16 23 *
Elghi banks In New York City
Reserve excess or deficiency(—)* . s 15 ~ 32 21 2
Less borrowings from Reserve Banks.. 10 142 16 103 93
Less net interbank Fed.enl runds
purchases or sales(—) .. i a2 4 9% | — 17 3
Gross purchases ... . 1,048 | 1.19¢ | 1002 | 1,106
Gross sales .. 1044 1098 | 1,274 | 1104
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I.ess net integhank Federal funds
purchases or salcs(—) 686 837 694 639 714
Gross purchases . . 1,519 1455 | 1,460 \ 1361 1,499
Gross sales . . .. 844 617 767 922 785
Fquals net basic feserve surpluq
or deficit{—) . .. | =753 — 894 | 738 | —742 | =TR2
Net Joans to Gn\emm:nl
securities dealers 278 168 184 7 176

Nute: Because of mundlng figures Jo not neceasarlly add to totals.
* Regserves held after all adjustments applicable to the reporting period less

required reserves and carry-over reserve deficiencies.

AVERAGE ISSUING RATES®
AT REGULAR TREASURY BILL AUCTIONS

Table 1L

Notn: Becauss of roynding, flgures do not necemnrlly add to totals.

* These figures aro estimated.

1 1ncludes ahanges in Treasary carrency and cash.
+ Locludns masets denuminated in foreigm currencias.
I Avecage fue four weeks ended Februsry 82, 1u66.

In pet cent
Weekly ouction dates—Feb. 1966
Matwrities
Feb, Feb, Feb. Feb.
7 1 2 23
Three-month o] 4,650 4.695 4.696 4.661
Six-month oo e 4774 4.876 4.892 4.861
Monthly auction dates—Dec. 1965-Fed. 1966
Dec. Jan. Feb.
23 25 23
[0 7 T35 - PP 4.7 \ 4.699 4945

© Jotercst rates on bills arc quoted In terms of a 360-day year, with the dis-
counts from par as the return on the face amount of the bills payable at
maturity. Bond yicld equivalents, related to the amount actually invested,
would be stightly higher.
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the longer maturities, however, left yields on long-term
Government bonds at their highest levels in more than
forty years. (The right-hand panel of the chart illustrates
the recent rise in yields.)} After midmonth, demand from
official and investment sources triggered some professional
short covcring and prices of coupon issues improved. The
rally wuas of short duration, however, and a very heavy
tone reappcarcd in the latter part of the month when ag-
gressive professional offerings and investment sclling once
again drove prices considerably lowcr.

In contrast to the weakness evident in the coupon scc-
tor, a steadicr tone prevailed in the Treasury bill market
in the first third of the month. During this pcriod, bill
rates edged irregularly lower (sce left-hand panel of the
chart) on fairly active demand favoring the shorter ma-

turities. The interest in bills partially reflectcd switching
out of coupon issucs, as well as temporary purchases of
short-term obligations by investors postponing commit-
ments in the bond markets. Gradually, concern over the
interest ratc outlook also became more prominent in the
bill sector. Bill rates generally rose from February 10
through February 16 as the underlying uncertainty
prompted aggressive profcssional offerings. At the higher
rate levels that emerged, 2 moderate demand for short-
dated bills persisted, including demand from statc and
municipal bodics, and rates receded at times. Although
the affinity of investors for short-term debt instruments
in periods of deep uncertainty continued to provide
some reinforcement to the bill market, a hesitant under-
tone dominated the sector, and as the March dividend and
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tax datcs drew nearer, Government securities dcalers be-
came more cautious, Late in the month, however, bill
rates declined slightly when demand arising from the tem-
porary investment of the proceeds of recent sccurities
issues and from sources defcrring bond investments de-
pleted market supplies. At the closc of the month, the
newest outstanding threc-month bill was bid at 4.64 per
cent, 1 basis point above the comparable rate quoted on

January 31.

OTHER SECURITIES MARKETS

As in the Government securitics market, prices of cor-
porate and tax-excmpt bonds moved lower through most
of the month while investors wcighed the impact on inter-
est rates of current and prospective heavy demands for new
capital. The tax-exempt sector was besieged, in addition, by
continuing reports of sclling by commercial banks. New cor-
porate and tax-exempt bonds which were publicly floated
in February totaled approximatcly $550 million and $745
million, respcctively. They were marketed at progressively
higher yiclds but were nevertheless accorded mixed recep-
tions. (In addition, a substantial volume of corporate bonds
was privately placed in February.) Among the major new
corporate offerings, all the issucs that were reccived favor-
ably during the month carried special protection against
early refunding. Dealers made some hcadway in paring their
inventories of older bonds, although only after offering siz-
able price concessions. As the month drew to a close, all
signposts seemecd to point to the maintenance of market
pressures, since a stcady stream of announcements raised
the March calendar of prospective public offerings to about
$% billion in the corporate sector and $1 billion in the tax-
exempt scctor.

Over the month as a whole, the average yicld on
Moody's seasoned Aaa-rated corporate bonds rosc by
10 basis points to 4.84 per cent, while The Weekly Bond
Buyer's series for twenty scasoned tax-exempt issucs
(carrying ratings ranging from Aaa to Baa) climbed by 25
basis points to 3.76 per cent (see the right-hand panel
of the chart). At the same time the average yield on new
corporate bonds, adjusted to an Aaa basis, also rosc by 25
basis points to 5.10 per cent. All these indexes are, how-

ever, based on only a limited number of issues and do not
necessarily reflect market movements fully,

THE MONEY MARKET AND BANK RESERVES

The money market displayed a firm tone during Febru-
ary, but no unusual pressures devcloped. The major money
market banks as a whole remained in a relatively deep,
though diminishing, basic rescrve deficit. These banks
bought large amounts of Federal funds—chiefly at the “pre-
mium” rate? of 4% per cent—from a few New York City
banks which had substantial basic rescrve surpluses as well
as from “country” banks. The residual reserve needs of the
deficit banks wcre filled through moderatcly greater bor-
rowings from thc Fedecral Reserve than had occurred in

‘January. As the month progressed, nationwide rcserve

availability contracted somcwhat, and average net bor-
rowed reserves returned to a level more closely in line with
the levels which had prevailed in early autumn.

Rates posted by the major New York City banks on
their call loans to Government securitics dealers ranged
from 5 per cent to as low as 4% per cent on most days.
Early in the period, dealers in bankers’ acceptances in-
creased most of their rates by V& of a per cent, making the
ratc on nincty-day uncndorsed acceptances 5 per cent
(bid). At the close of thc month, commcrcial paper dealers
also raised their rates by ¥8 of a per cent, setting the offer-
ing rate on primc four- to six-month paper at § per cent.
In addition, the offering rates posted by many of the large
New York City banks on ncgotiable time certificates of
deposit were adjusted progressivcly higher with rates on
new three- and six-month and one-year ccrtificates rising
by about 10, 12, and 25 basis points, respectively, during
the month. Despite these more attractive rates, the volume
of negotiable time certificates of deposit outstanding at
weekly reporting banks in New York City declined by more
than $350 million in the four wecks ended Fcbruary 23, in
contrast to an increasc of about $275 million in such
deposits during the corresponding period last year.

2 Le., above the 4%4 per cent Federal Reserve discount rate,





