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The Money and Bond Markets in May

‘The money market was generally quitc firm in May,
although there was some variation in the intensity of mar-
ket pressures within individual statement weeks, Member
bank reserve positions remaincd under considerable pres-
sure during the month, as the credit demands of the econ-
omy continued to push against shrinking nationwide rc-
serve availability. Member bank borrowings from the
Federal Reserve Banks were substantial, und most trad-
ing in Federal funds took place in a 4% to 5% per cent
range, marking the first time the effective rate on Fed-
eral funds has been as much as 3 of a per cent above the
discount rate. Indeed some trading occurred at a record
high of 5% pecr cent, ¥ per cent above the discount rate.

In the Treasury bill market, a fairly good overall de-
mand c¢cmerged during the first half of the month. How-
ever, investor interest in bills concentrated in the short
maturity arca where rates declined, while rates for longer
bills edged higher. Subscquently, demand for bills per-
sisted, but firmer conditions in the money market made
dealers quite cautious and bill rates fluctuated narrowly
over the remainder of the moath.

Prices of Treasury notes and bonds moved irregu-
larly through mid-May with prices of most issucs showing
a net increase. Crosscurrents in market scntiment were
cvident as traders reacted to the continuing public debate
over the likelihood of an anti-inflationary tax increase and
to various other developments. In particular, the coupon
sector was affected by news of a contraction in automobile
production, which had a depressing effect on stock prices.
Against this background, investment demand for coupon
issues remained rather light and trading was dominated by
professional participants. In the second half of the month,
prices of coupon issues drifted lower in reaction to the
widespread view that prospects for a tax increasc were
dimming, to uncertainties over the future posture of mone-
tary policy, and to indications that pressures were mount-
ing in other sectors of the bond market.

In the corporate and tax-cxcmpt scctors, traders focused
their attention in May upon the heavy flow of current and
scheduled flotations. Offering yiclds on new issues climbed
to rccord levels, while the termination of syndicate price
restrictions also led to a scrics of subsequent dealer price

concessions, particulurly in the corporate arca. Neverthe-
less investor demand remained restrained and  sclective
throughout thc month.

THE MONEY MARKET AND BANX RESERVES

The firmer tone which had developed in the money
market during April intensified in May. Rates on a variety
of short-term money market instruments—including
bankers’ acceptances, commercial paper placed by dealers,
and dircetly placed finance company  paper—were  in-
creased from & to ¥ of a per cent, whilc rates posted by
commercial banks on call loans to Government securities
dealers generally were about 44 of a per cent higher than
in April. At the same time, Federal funds traded mainly
in a 4% to 5% per cent range.

Several moncy market banks posted higher offering
rates during May on time certificates of deposit maturing
in threce months or more. Towurd the ¢nd of the month,
a few banks reportedly were paying the maximum per-
missible rate of 5%z per cent on certificates maturing in
threc months, while the ceiling rate was quite commonly
applied to longer maturitics. To some cxtent, the higher
rates were aimed at attracting funds to replace the approxi-
matcly $1.1 billion of certificates reaching maturity at
the weekly reporting member banks during the month, as
well as the additional $3.9 billion maturing in June when
corporate dividend and tax payments come due. Partly as
a result of the more attractive yields, the weekly reporting
member banks were able to increase their time certificates
outstanding by about $295 million in May.

As the credit needs of the economy pressed against a
contracting availability of bank reserves, member banks
were under reserve pressure. They responded to this pres-
surc by making purchascs of Federal funds at rising
rates, and by recourse to the Federal Reserve “discount
window™ where borrowings averaged S$653 million (see
Table 1).

Intraweckly patterns of variation in market pressures,
which had also been evident in April, were superimposed
on the underlying May trend toward more stringent moncy
market conditions. During the statement week ended May
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Table I

FACTORS TENDING TO INCREASE OR DECREASFE
MEMBER BANK RESERVES, MAY 1966

In millions of dollars; (+) denotes increase,

(—) decrease

in excess reserves

Changes in daily averzges—
week ended
Nat
Fatlors . changes
May May May May
4 11 18 25
Barket” factors {
Member tank foquired ruserves®........ — 214 ] 4100 } 101 | +|. 223 | 4 500
Upcrating transacslons (subtotald.......| — 246 | — 884 | 4178 | — 322 | — 966
Foderal Heserve floal ....... — 60| — 181 | 4244 | — 43 - 3
Trea:ury operacinast .. = 18 {4 18| — 85| —289 | — 349
Gold audd focelan sceawmd. ..o -ne--- — 2|4 N |- 024 7| — 87
Carrency outside banks® . ..oooeee-os — 184 | — 458 | 4-124 | 4163 — it
Othar Foderal Reoerva
Aco0UNEA (Me2)T ...ihii-iieiiiinaaes + ul + 18| — 15| —13 ! — IR
|
Total “‘merkat’™ ACTArs ......e.--. —at0 | —38 ) 29| —100 | —uid
Dirset Foderal Roserve crndit
transaetions
Open marke! lstritoients
Qulright holiiogs:
Gosornment securitles ool 309 § 4183 | — 128 | 4 203 | 4 550
Bonkers® aceeptancksd ... + 3 —_ —_ + 1 4+ 4
Repurehase dgreements: ]
Covernment securithes oL oo 4 2} 27 | — 13| —133 —
Bankers' aceepeances ... ...l - - 43 - + 0| — 3
Atember baank besromines . ...ooaaon — Ml 63| = 1T | = 10 + 1
Otlier loans. discounts, and amances...| — ¢t 4 2 — - | =3
TULAL Lovrriieni i 4006 | 4423 ) — 304 | 4 9B 4 578
CXOE) PEICTVRA® ... . .iiiiriaranas - L 54| - 2= 2 — 71
j ] :
Daily average levels
Mocaber bank:
Tutal reverves, Incimiting vaull eash®... .| 22,735 | 29,803 | 22,403 | 22,238 | I%.547¢
Roquired femecres® ... . .icieiiraranans 28,440 | 23,233 | 2282 | 21,029 | 22,1908
FXeess reacrves® ... 356 340 in 313 2119
Bortowings ......-... o1y 880 843 (143 €53%
Froo reserses® ... ... ..cieiiriraananns — 231 | —830 | — 358 | — 3394 | — 3438
Nonhorrowed reseTves® ......ovvv-aeeer 22,138 | 21,013 | 21,800 | 31583 | 21851
|
Chanpes in Wednesday levels
System Accoont holdings of Gowvernmeat
socurities maturing in:
Lens than 0ae Yesl, . .ivicnaeroamannens 4550 ] — 270 | —488 ] 4250 | 4 56
Moro than uoe year.....ocooeancvannnns - — + 282 — + 282
TUAL coroeen e o589 | — 3230 | — 20l | 4. 260 | o 338

Note: Bocause of rounding, figures do not necessarily add Lo totals.

® Thesa figured arg estimatnd.

¢ Includes changes in Treasury currency and cash.
1 Inctudee asanta dennminaied in focelgm currencles.

§ Awaaage for fnur weeks ended May 28.

Table 11
RESERVE POSITIONS OF MAJOR RESERVE CITY BANKS
MAY 1966
In millions of dollars
Daily averages=——weed ended Arveraze
Factors affectiny ﬁ.':.';r
basic resarve positions " " " » ended
ay ay ay ay
a | 11 | 18 | 23 [MrB
Elght banks tn New York City
Reserve excess or deficiency(—)*.... 7 29 7 7 13
Less bonmvlngs from Reserve Banks. 115 B2 69 13 70
Less net interbank Federal funds
purchases or sales(—) .. 179 565 U8 |— 19 268
Gross purchaies .. 985 | 1,029 927 8§34 94¢
Gross sales . . &6 463 578 833 675
Equals net basic reserve surplus
or deficit(—) .. vereerneen ) = 287 | — 619 | — 410 13 | ~ 326
Net toans to Government
securities €ealers .. .. e 980 699 629 520 o
Thirty-elght banks outside New York City
Rmrvc cxcesa of deflciency (==)® ... s 23 19 37 29
Less borrowings frum Reserve Banks. 67 126 138 18 87
Less net interbank Federnl funds
purchases or sales(—) 174 290 57 280 278
Gross purchases . 1231 1,131 | 1160 1,194 | 1,179
Gross sales ... ... .| 1,087 §42 803 914 904
Equals net basic reserve uurplus
or deficit(—-) . rerrrereeenn ) = 203 1 — 393 | — 473 | —- 261 [ — 333
Net loans to (-ovemmtm
securities dealers ... 478 387 324 27 366

Note: Because of rounding, figures do not n:cesm.rnx add to totals.

* Reserves held after all adjustients applicable to t

e reporting period less re-

quired reserves and carry-over reserve deficicncies.

Table 11

AVERAGE ISSUING RATES®*
AT REGULAR TREASURY BILL AUCTIONS

In per cent
- _
Weekly auction dates—May 1966
Maturities -
May ! May May | May May
2, 9 16 23 27
Three-monmth ... .ocececrecncaeent - 4.674 4630 4.626 4.638 4.641
Six-month 4.782 4.818 4.823 4.833 4.826
Monthly suttion ¢ates—March-May 1966
March April May
24 26 25
One-year 4.739 4.7 4.966

® Intcrest rates on bills are quoted in terms of a 360-ds ;
counts fromn par as the rcturn on the face amount o

maturity. Bond yicld equivalents,
would be slightly higher.

ear, with the dis-
e bills payable at
related to the amount actually invested,
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4 and to a lesser extent during the May 18 period—in
both cases the first half of a biweekly reserve avcraging
period for “country” banks—net nationwide reserve avail-
ability was relatively abundant before the weekend when,
in addition, reserves tended to be concentrated in the
money center banks. Consequently, as some city banks
built up basic reserve surpluses and others were able to
fill a good portion of their reserve needs in the Federal
funds market, member bank borrowings from the Federal
Reserve were relatively modcrate over the weekend. Fol-
lowing the April 30-May 1 and May 14-15 weekends,
nationwide reserve availability contracted whilc thc dis-
tribution of reserves shifted in favor of the country banks.
City banks moved into deep basic reserve deficits and,
with Federal funds in less abundant supply, borrowings
from the Federal Reserve Banks rose sharply. Such bor-
rowings amounted to $889 million on Wedncsday, May 4,
and $901 million on Wednesday, May 18.

A contrasting intraweekly pattern was cvident in the
money market during the statement periods ended May 11
and May 25, each of which represented the concluding
half of a country bank reserve averaging period. As these
weeks began, reserves were lodged outside the moncy cen-
ters, while the city banks cautiously managed their reserve
positions in the wake of the taut moncy market conditions
which they had encountered on May 4 and May 18. Thus
banks with basic rescrve surpluses held on to their reserves
rather than place them in the Federal funds market over
thc weekend, while deficit banks bid strongly for funds at
rates as high as 5% per cent, and then turned to the Fed-
eral Reserve discount window to fill their residual reserve
needs. Accordingly, borrowings from the Federal Reserve
were substantial over both the May 7-8 and May 21-22
weekends. Following these weckends, the excess reserves
which had been accumulated carlier, partly as a result
of the heavy pre-weekend borrowings, spilled into the
money market. Consequently, some of the tension faded
from thc money market toward the end of the May 11 and
May 25 statcment periods, Federal funds traded oc-
casionally below the discount rate, and member bank
borrowings from the Federal Reserve tapered off.

THE GOVERNMENT SECURITIES MARKET

In the market for Treasury coupon issues, prices cdged
irrcgularly higher through mid-May. Investors generally
remained on the sidclincs assessing a number of unfold-
ing events, and activity was largely of a professional na-
ture. During much of this period, the bond market was
alternately strengthened and depressed by conflicting
opinions on the likelihood of a Federal tax incrcasc. More-

over, when the early May news of cutbacks in automobile
production triggered a prolonged downward spiral in stock
prices, the price behavior of Treasury coupon-bcaring
obligations became quite sensitive to the daily trend of
stock prices. In broad terms, setbacks in thc cquitics
market generally buoyed bond prices during the first half
of May, as dcalers in Government coupon issues covercd
short positions when stock prices fell.

With their attention occupied by other matters,
bond market participants showed little reaction when the
Treasury reported on May 6 that investor response to its
May refinancing had been quite restrained.! Approxi-
mately 43 per cent of the eligible maturing sceurities held
by the public were not exchanged, the largest attrition
percentage in any modern refunding.? While market ob-
scrvers had generally anticipated that the attrition would
bec much greater than usual, the actual net redemption
cxceeded most expectations. The Treasury announced,
however, that the results would not cause any altcration in
its financing plans.

After midmonth, scveral factors began to have a re-
straining effcct on the market for Treasury notes and
bonds. The coupon scctor reacted with caution to a
growing consensus that a near-term increasc in tax rates
was not likely, as well as to news that nationwide reserve
availability had contracted further. In addition, traders
focused their attention upon the sizable current and pros-
pective demands for funds converging upon the corporatc
and tax-exempt bond markets and upon the markct for
Government agency issues. The coupon scctor also wus
affected by the steadier tone emerging in the stock market,
and by the Treasury Secretary’s suggestion that Congress
might consider somec modification in the current 444
per cent coupon interest rate ceiling on Government bonds.
Against this background, prices of intermediate- and
long-term Trcasury issues moved lower from May 18
until the final day of the month when prices cdged higher
in response to some profcssional short covering. (The
right-hand panel of thc chart on page 142 illustrates the
irregular rise in yiclds which accompanied this decline in
prices.)

The Treasury bill market displayed a fairly strong tonc
in May. As was the case in April, a steady demand for

1 For details of the offering, see this Review (May 1966), page 112.

2 A total of $8.1 billion of the $9.3 billion of notes and honds
maturing on May 15 was converted inta the new 4% per cent
notes of November 1967 otfered in the refunding. However, $6.7
billion of this amount was exchanged by Federal Reserve Banks
and Government accounts.
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SELECTED INTEREST RATES*
Moarch-May 1966
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bills from public funds and other sources prevailed during
the first half of the month. In addition, a portion of the
proceeds of a sizablce sccondary offering of common stock
was reinvested in bills during the period, and bills were
also in demand from owners of maturing notcs and bonds
who had decided not to exchange their holdings for the
Treasury's refunding offering. Demand focused on
short-dated bills, and rates for issucs maturing within three
months declined through midmonth. At the same time,
rates for longer bill maturities, which were somewhat
neglected by investors, generally edged higher (scc the
left-hand panel of the chart). As a result of thc diverse
ratc movements recorded by bills at different points in the
maturity scale, the rate spread bctween three- and
six-month bills widened from 10 basis points in late April

to 20 basis points in mid-May. Subscquently, investment de-
mand remained fairly strong, but with moncy market con-
ditions rathcr firm, dealers became more aggressive scllers
and rates for bills of all maturities fluctuated narrowly.

The market for securities issued by agencies of the
United States Government remained quite active in May.
A flood of agency flotations reached the market during
the month, including offerings by the Federal National
Mortgage Association, the Export-Import Bank, the Fed-
cral Homc Loan Banks, and the Federal Intermediate
Credit Banks. Such offerings totaled approximately $2.4
billion in May, of which a substantial $1.4 billion rep-
resented new money. During most of the month, investors
continued to be quite selective in their response to agency
issues as they awaited the heavy calendar of schedulcd
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offerings in this sector. On May 18, an offcring by the
Federal Home Loan Banks of $656 million of 5.55 per
cent cleven-month notes encountered considerable investor
resistance. ‘T'wo days later, however, investors responded
enthusiastically to a $312 million par offering by the Fed-
eral Intermediate Credit Banks of nine-month debenturcs
carrying a 5.60 per cent coupon ratc. Toward the end of
May, another large addition to the calendar of scheduled
agency issues was made when the Federal National Mort-
gage Association announced a June offering of $530 mil-
lion of participation certificates in its pooled loans. The
sale will take place under provisions of enabling lcgisla-
tion recently passed by Congress.

OTHER SECURITIES MARKETS

In the markets for corporatc and tax-exempt bonds,
prices moved steadily lower over most of the month. De-
mand was quite restrained, as investors evaluated both the
performance of new flotations reaching the market and the
continuing buildup in the calendar of scheduled offerings.
Although ncw corporate bond offerings totaled a relatively
light $385 million in May (cstimated), the volume of sched-
uled flotations grew stcadily larger during the month. By
the cnd of May, the four-week calendar of scheduled cor-
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porate bond offcrings had swollen to approximately $695
million. In the tux-exempt sector, ncw bonds marketed in
May totaled a substantial $845 million (estimated), while
a comparable volume awaited flotation in Junc. With cus-
tomers rather reluctant to invest their funds in new issues
even at record high reoffering yields, underwriters removed
syndicate price restrictions on several recent corporate and
tax-cxempt flotations during the month and adjusted their
yiclds still higher, with the largest concessions occurring
in the corporate sector. (As is apparent in the right-hand
panel of the chart, yiclds on new public utility bonds were
adjusted highcer throughout the month.) Even at the more
attractive emerging yield levels, however, investor demand
remained quite selective throughout the period both for new
and recent isstes.

Over the month as a whole, the average yield on
Moody's scasoned Aaa-rated corporatc bonds rosc by 9
basis points to 5.04 per cent, while The Weekly Bond
Buyer's scrics for twenty scasoned tax-cxempl issues
(carrying ratings ranging from Aaa to Baa) rose by 10
basis points to 3.72 per cent (see the right-hand pancl of
the chart). These indexes are, however, based on only
a limited number of seasoned issues and do not necessarily
reflect market movements fully, particularly in the casc
of new and recent issues.





