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The Money and Bond Markets in May

The money and capital markets exhibited divergent
movements in May. Conditions in the money market
remained generally comfortable and some short-term inter-
est rates declined further, but yields in the intermediate- and
long-term sectors—which had begun to climb sharply in
April—continued to advance until the last week of the
month. At their late May highs, offering yields on new
corporate issues were very close to their 1966 peaks, and
yields on tax-excmpt issues were within about Y2 per-
centage point of last year’s peaks. Yiclds on long-term
Treasury issues rcached 4.84 per cent in late May, before
falling somewhat over the final week of the month.

The upward pressure on bond yields during May largely
reflected the same factors that pervaded the capital mar-
kets in April. In particular, congestion persisted in both
the corporate and tax-exempt scctors under the weight of
the heavy flow of current and prospective flotations. Only
a few of the new issues in May were accorded good investor
receptions dcspite progressively higher yields. In addition,
there was growing apprchension over anticipated large
Treasury financing needs (including sales of participation
certificates) in the months ahead, especially in view of
possibly increased military spending for the Vietnam war.
While the statistics rcleased during the month indicated lit-
tle change in the level of economic activity, and resulted
in some temporary improvement in market sentiment
around mid-May, most market participants generally looked
for an early strengthening in the economy. The better mar-
ket tone that emerged late in the month was most pro-
nounced in the Treasury sector. The technical position of
that market had improved considerably, reflecting the
cumulative effects of sizable official purchases during the
month. There were also expectations—stimulated by dis-
cussion in the press—that the Federal Reserve might con-
tinue to purchase some Treasury coupon issues over
succeeding weeks in the course of meeting the midyear
reserve nceds of the banking system. In addition, investors
began to find the prevailing high yields on corporate and
municipal securities attractive, and underwriters werc able
to clear out some of their inventories of unsold new issues.

In the Treasury bill markct, rates declined throughout

the month with some issues falling to their lows of the year.
There was good decmand from investors and other sources.
Demand particularly favored shorter maturities, in part
reflecting generally cautious investor attitudes, and thus
there was a progressive widening in the rate spread between
short- and long-tcrm bills.

Free reserves continucd to fluctuate in the range of re-
cent weekly variations during May, and the distribution of
reserves shifted in the second half of the month toward
banks in the money centers, who apparently were making
preparations for loan demands expected in connection with
mid-June corporate tax payments. Banks had little diffi-
culty in covering most of their residual needs in the Federal
funds market at rates gencrally at or below 4 per cent, and
borrowings from the Federal Reserve System werce light.
A heavy volume of negotiable certificates of deposit (C/D’s)
matured during May, and to stem further attrition some
banks moved up thcir offering rates, especially on longer
maturities. This contrasted with movements in other short-
term rates, which generally declined during May.

THE GOVERNMENT SECURITIES MARKET

Early in May, attention in the market for Treasury
notes and bonds was centered on the Treasury’s refunding
of up to $22.1 billion of notes and bonds maturing in May,
June, and August (of which $9.0 billion was held by the
public). Holders of May and June maturities were offered
the right to exchange them for either a 44 per cent fifteen-
month note or a 434 per cent five-year note; holders
of August maturitics were given the opportunity to ex-
change them for the latter note only.! Market reaction to
the terms of the refunding, announced on April 26, was
somewhat hesitant for a while but gradually became more
positive. By the time the subscription books were closed
on May 3, the public had exchanged 81 per cent of its

1 For further details of the offcring, see this Review (May 1967),
page 90,
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holdings of May and Junc maturities and about 26%2
per cent of its holdings of August maturitics, taking a total
of $2.0 billion of the new fiftcen-month note and $2.7
billion of the five-year notc.

The improved tone of the market cxtended through May
4, when a reduction in the British bank rate from 6 per cent
to 5%2 per cent was announced. Investor activity subse-
quently contracted, howcver, and as a wcaker overall tonc
reemerged, dealers became increasingly restive with their
ncwly enlarged positions of refunding issucs. In this atmo-
sphere, professional offerings cxpanded and prices of Trea-
sury coupon issues declined throughout the list.

The downward movcment in prices of outstanding
coupon issues accelerated somewhat on May 8 and 9,
as professional offcrings of intermcdiate-term issucs—
where dealer positions were largest—wcighed heavily on
the market and as prices of Government securitics were
strongly affected by further detcrioration in the corporate
and tax-exempt markets. In addition, there was wide-
spread apprehension that the size of thc Treasury cash
financing needs might be larger than previously anticipated
in the last half of this calendar ycar and in fiscal 1968
generally, particularly in vicw of newspaper reports of the
possibility of further escalation of the Victnam conflict.
However, sizable investment orders from official accounts
as well as other buying at the lower price levels on thesc
two days removed somc of the heavy overhanging supply
of sccurities on dealers’ shelves, and prices of intermediate-
term issues subscquently moved back up somewhat, with
some of the gains also carrying over into thc longer term
sector. Reports of lower retail sales in March than had pre-
viously bcen estimated, a large drop in bank loans to
busincsses in the statcment week ended on May 10, and
the absence of any significant selling prior to the refunding
settlement date helped reinforce this improved atmospherc.

A heavier tone returned to the market again on May
15—thc settlement date for the Treasury’s refunding. Sen-
timent was initially dampencd by Secretary Fowler’s re-
quest for two revisions affecting the 4%4 per cent interest
rate ceiling on long-term Treasury issucs. Specifically, the
requests were to cxtend from five to ten years the maximum
maturity on Trcasury notes, to which the ceiling does not
apply, and for authority to scll up to $2 billion of bonds
annually without regard to the interest ceiling.? Treasury re-

2 Later in the month, the Housc Ways and Mcans Committce
voted approval of an extension of the maximum maturity of Trea-
sury notes 1o seven years but did not approve the sale of bonds out-
side the interest ceiling.

quests for an incrcase in the debt cciling and its cstimates
of budgctary deficits had largely been anticipated and had
only a limited initial cffcct on quotations, but over suc-
ceeding days more and more attention was focused on the
prospects of very large Treasury cash needs in the second
half of this calendar year. Of immediate concern, more-
over, was the likelihood of another sizable sale of participa-
tion ccrtificates before the end of the current fiscal year.
Pressure on long-term rates eased somcwhat during the
last week of the month, and the heavy atmosphere that had
been in the market earlicr gradually lifted. Market partici-
pants took heart from indications of concern within the
Administration over the recent steady risc in interest rates
and from increascd discussion of the possibility of a tax
rise later this year. System purchases of coupon issues
around this time contributed to a further improvement in
the technical position of the market, and overall senti-
ment was buoycd by discussion of the likelihood of addi-
tional System buying in thc course of mccting reserve
needs over the weeks ahcad.

Treasury bills were in strong demand during May. Over
the month as a whole, market rates declined generally by
15 to 30 basis points on outstanding bills maturing within
five months and by 4 to 20 basis points on longer maturi-
ties. Decmand as a rulc favored the shorter maturities, and
conscquently the rate sprcad between three- and six-month
bills widened to 28 basis points at the end of the month,
the largest diffcrential since November 1966. The broad-
based demand for bills reflected in part expectations by
some investors of continued upward pressure on long-term
rates. Additional decmand for bills came from commercial
banks and from other financial institutions rebuilding their
liquidity, while corporations were active buyers of the
June tax anticipation bills. In addition, some of the
proceeds of recent corporate and tax-cxempt bond flota-
tions apparcntly have been invested temporarily in Trea-
sury bills. Bidding in the five weekly bill auctions held in
May was aggressive, as dealers sought to rebuild their gen-
crally depleted positions. At the final weekly auction, aver-
age issuing rates on the new three- and six-month issues
were sct at 3.477 per cent and 3.733 per cent, respectively,
down about 24 and 4 basis points from the ratcs establishcd
in the last auction in April, Demand was not so insistcnt
for the longer maturitics, however. In the auction of nine-
month and one-ycar Treasury bills in late May, average
issuing rates werc set at levels about 10 basis points above
the rates sct a month carlier, though they remained below
the lcvels of March. (For information on avcrage issuing
rates of other Treasury bill auctions in May, scc Table III.)

Movemeants in the market for Government agency secur-
itics during May closely paralleled those in thc market for
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Tabie I

FACTORS TENDING TO INCREASE OR DECREASE
MEMBER BANK RESERVES, MAY 1967
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direct Treasury coupon securities. Prices generally moved
lower over the month, with the largest changes in the
longer maturity area, which was especially affected by
concern over expected further sales of participation cer-
tificates in the next several weeks. These expectations
were confirmed on May 31, when the Federal National
Mortgage Association announced that it would sell $900
million of participation certificates on Junc 15, $250 mil-
lion of which would be sold directly to Government trust
accounts. Only two issues due beyond a year were offered
during the month. One was a $341 million offering of
twenty-month Federal Land Bank bonds priced to yield
4% per cent. This offering, which was made on May 10,
raised $161 million of ncw money; it was well received.
On May 16, the Tennessee Valley Authority sold $70 mil-
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lion of twenty-five year bonds on a competitive basis to
an underwriting syndicate. The issue afforded five-year
call protection and was rcoffered to investors at a 5.70 per
cent yield. The offering was well rcceived. A total of
approximately $1.1 billion of shorter term agency issues
was marketed during the period and most were generally
accorded good initial receptions by investors.

OTHER SECURITIES MARKETS

Prices continued to decline in other sectors of the capi-
tal market during May, as the volume of current and
prospective new corporatc and tax-cxempt offerings re-
mained at near-record levels. An improved tone in the
market for corporate securities developed temporarily early
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in the month, when investor interest expanded at the higher
yield levels that were reached following a spatc of syndi-
cate terminations. News of the reduction in the British
bank rate also encouraged market participants bricfly.
With indications of hcavy future demands for capital funds
continuing to mount, however, the pessimistic climate re-
appeared and persisted through the remainder of the
month despite announcements around mid-May of post-
poncments of a total of $328 million of corporate securi-
ties. The respite was generally expected to be short-lived,
and indeed $100 million of the postponed bonds was
offered the following week. The $935 million of new cor-
porate bonds that came to market during the month was
typically offered at progressively higher yields but, even
so, only a few issues were completely sold at the original
reoffering yields. Near the end of the month, two A-rated
industrial issues were offered at about 5.70 per cent with
ten years of call protection, near the highest yield on any
comparablc issue marketed last year. Significant additions
to the forward calendar of corporatec debt offerings were
made during the month, including one issue of $250 mil-
lion of telephone company debentures scheduled for August
1. Corporate bonds on the calendar for June totaled $1.4
billion, and heavy offerings loom in later months as well.

The market for tax-exempt bonds was also gencrally
weak throughout May, and dealers were able to move
bonds only at rather substantial price reductions; after
several syndicate tcrminations, price adjustments resulted
in yields 20 to 45 basis points higher than original re-
offering yields. These price cuts enabled dealcrs to re-
duce the volume of tax-excmpt offerings advertised in the
Blue List to $576 at the end of May, compared with
the recent peak of $847 million reached on April 26. The
largest tax-cxempt offering of the month was the $100
million issuc of State of California bonds (Aa-rated) at
reoffering yields of 25 to 45 basis points above those on
comparable maturitics in the state’s previous issue mar-
keted March 21. The bonds met a fairly good reception.
Several tax-cxcmpt bond issues scheduled for offering dur-
ing May were canceled or postponed becausc of market
conditions. The largest such postponement, announced on
May 23, was that of a $96.3 million issue of New York
City bonds.

The average yicld on Moody’s Aaa-rated seasoned cor-
poratc bonds rose substantially during May, closing the
month at 5.35 per cent. The Weekly Bond Buyer's series for
twenty scasoned tax-cxempt issues, carrying ratings rang-

ing from Aaa to Baa, rose by 27 basis points to 3.96 per
cent (sec the right hand panel of the chart). These in-
dexcs, however, are based on only a limited number of
seasoned issues and do not necessarily reflect market
movements fully, particularly in the case of new and re-
cent issues.

BANK RESERVES AND THE MONEY MARKET

Conditions in the moncy market were generally comfort-
able during May. The Federal Reserve System supplied a
large volume of reserves through open market opcrations,
and a decline in member banks’ required rescrves tended
to increase excess reserves as bank credit showed only
moderate growth, Free reserves averaged $273 million dur-
ing the five weeks ended on May 31, in the upper part of
the range of variation in April. Federal funds, trading in a
narrow range around 4 per cent, accommodated most
short-term needs of banks in reserve deficit, and borrow-
ings from the Systcm averaged a relatively light $94 million
over the period. (Sec Table1.)

The major moncy market banks rcmained in a basic
reserve deficit during May, but moved into a considerably
more comfortable reserve position toward the end of the
month, as they apparcntly began to prepare for loan de-
mands expected around the Junc tax date. In the final
week of the month, the forty-six major money market
banks had a basic rescrve deficit aggregating only $1.3 bil-
lion, the smallest deficit since November 30, 1966, Scveral
of the major moncy market banks moved to stem attrition
in their outstanding C/D’s during the month by bidding
somcwhat more aggressively for large deposits. Some banks
in New York City raised posted rates by Y4 to %2 percent-
age point during May, and some were reportedly paying as
much as 5 per cent on a negotiated basis for six- or scven-
month maturities. In contrast, the highest rate availablc in
New York City at the end of April was reportedly 4%2
per cent. New York City banks recorded a $224 million
rise in their outstanding C/D’s in the five weeks ended on
May 31, following a drop of $257 million in April.

Most other short-term rates declined during May. In
addition to the easing in rates on the three- and six-month
maturities of Trcasury bills noted above, rates on prime
commercial paper declined by ¥6 per cent in May, while
yields on call loans to Government securities dcalers and
bankers’ acceptances showed no overall change despite
a large volume of acceptances being offcred on the market.





