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The Money and Bond Markets in November

The money and bond markets werc subject to strong
crosscurrents during November, In the first part of the
month, bond prices fell sharply, rcflecting increasing con-
cern over rapidly expanding demands for capital funds
and the uncertain outlook for monetary and fiscal policy.
Prices of corporatc and tax-exempt bonds and Treasury
coupon issues rebounded strongly around midmonth. The
improvement was triggered by rumors of possible peace
moves in Victnam and by thc news that one large cor-
porate offcring had been postponed and another halved,
leading market participants to feel that some of the de-
mands in the capital sector might bc abating. The re-
covery halted on November 17, when the British pound
came under increasing pressure in the foreign exchange
markets, and the attention of the domestic money and
bond markets shifted to the developing international cur-
rency crisis.

On November 18, the British government announced a
14.3 per cent devaluation of the pound from $2.80—its
official valuc since 1949—to $2.40 and an incrcase in the
discount rate of the Bank of England from 6'2 per cent
to 8 per cent (the third boost in this rate since mid-
October). In the wake of the British action, the Board
of Governors of the Federal Rescrve System approved
actions by the directors of the Federal Reserve Banks of
Boston, New York, Cleveland, Richmond, Atlanta, Chi-
cago, Minncapolis, Kansas City, Dallas, and San Fran-
cisco increasing their discount rates to 4%% per cent from
4 per cent, effective Monday, November 20. (The Fed-
eral Reserve Banks of Philadclphia and St. Louis sub-
sequently followed suit.) The discount rate change was
the first since April when the ratc was lowered by Y2 per-
centage point to 4 per cent. The Board statement ex-
plained that:

In the light of the action of the British govern-
ment to change the parity of the pound, the Federal
Reserve System . . . had taken actions to assure the
continucd orderly functioning of United States finan-
cial markets and to maintain the availability of re-
serves to the banking systcm on terms and conditions

that will foster sustainable economic growth at home
and a sound international position for the dollar.

. . . the Board affirmed that borrowing by mem-
ber banks for purposes of making adjustments to
market pressures is an appropriate use of the dis-
count mechanism.

At the same time, the Federal Reserve Board ex-
pressed its confidence in the basic economic and
financial strength of the United States and pledged
to do its full share in maintaining the soundness of
the dollar, both domestically and internationally.

On Monday, November 20, prices of United States
Government securities and corporate and tax-exempt
bonds fell steeply in early trading in response to the
British action and the increase in the Federal Reserve dis-
count rate. Becausc of the uncertain financial situation,
several corporate and tax-exempt issues which had been
scheduled to be offered over the rest of the month were
postponed. Market conditions remained orderly, however,
and activity was largely confined to the professionals.
Bond prices subsequently recovered some of their earlier
losses when hopes for a tax incrcase and reductions in
Government expenditures were revived. Treasury bill
ratcs moved narrowly in early November and then edged
lower around midmonth in response to a fairly good de-
mand. Rates rose by 23 to 35 basis ‘points following the
discount ratc increase and stabilized in the higher range.
Rates on other money market instruments also quickly ad-
justed upward, and on November 21 most of the major
commercial banks across the country raised their prime
lending rates to 6 per cent from 5%2 per cent.

BANK RESERVES AND THE MONEY MARKET

Money market conditions remained relatively comfort-
able during the first half of November. Nationwide re-
serve availability (see Table I) was little changed on
average from the predominant October level. However, re-
serve distribution generally favored banks located outside
thc major moncy centers, and the basic reserve positions
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Teable 1 Table I
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maturity. Bond yield equivaleats, related to the amount actually invested,

would be alightly higher.
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of “city” banks deteriorated (see Tablc 11). In order to
cover mounting rescrve deficiencics, reserve city banks
purchased a substantial amount of Federal funds (gen-
erally at rates ranging from 4 per cent to 4Va per cent)
and also borrowed from the Federal Reserve Banks.

The money market functioned smoothly in the wake of
the devaluation of the pound sterling, the rise in the
British bank rate, and the increase in the Federal Rescrve
discount rate. Fedcral funds traded chiefly around the
higher discount rate. The money market was essentially
comfortable despite some declinc in average nationwide
free reserves. Reserves shifted heavily toward the major
money ccnter banks, and the excess rescrves of “country”
banks remained on the low side.

Other moncy market rates advanced following the dis-
count ratc increase. By the close of the month, bankers’
acceptance rates had risen % perccntage point above their
late October levels, dealer offering rates on prime four- to
six-month commercial paper had moved 3% percentage
point higher, rates on many maturities of dircctly placed
finance company paper had increased % percentage point,
and the New York City banks were generally quoting the
515 per ccnt cciling ratc on new time certificates of deposit
maturing in ninety days or more. On November 20, a large
commercial bank in Chicago announced an immediate in-
crease in its prime loan ratc from 5% per cent to 6 per
cent, a rise matched by most major commercial banks the
following day.

THE GOVERNMENT SECURITIES MARKET

A very cautious atmosphere persisted in thc market for
Treasury notes and bonds during the early part of No-
vcmber. Participants becamc increasingly apprehensive
over the extremely large financing calendar in other sec-
tors of the capital market. The conviction also grew that
the fading prospects for cnactient of the Administration’s
tax increase proposal might nccessitate some tightcning
in monetary policy in order to combat inflationary pres-
sures. Against this background, offerings from dealers
and others cxpanded and prices declined sharply through
November 13. (The corresponding risc in yields is illus-
tratcd in the right-hand pancl of the chart.) Losscs re-
corded by coupon issues maturing within five ycars ranged
as high as a full point, while prices of longer term issucs
fell by 3 point to more than 3 points. To a considcrable
extent, the pricc declines represented markdowns in dealer
quotations as they attempted to reduce their inventories in
the face of light demand.

A better tonc emerged in the coupon sector around
midmonth—first in responsc to rumors that thc outlook
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for Vietnam peace negotiations might be brightening. The
market was further buoyed when the United States Steel
Corporation postponed a $225 million offering of thirty-
year dcbentures which had been scheduled to reach the
market on November 14. This action, together with the
reduction in the size of another large corporate offering,
removed some immediate pressurc from the heavily bur-
dened capital market and prompted professional short
covering in Government securities. At the samc time,
investor interest in coupon issues broadened, partly reflect-
ing reinvestment of the proceeds of Treasury securitics
which matured on November 15. Thus, from November
14 through November 16, prices rallied sharply and some
long-term issucs recorded gains of more than a point.

On Friday, November 17, the British pound camc un-
der severe pressurc in foreign exchange markets. Prices
of Treasury notes and bonds fell in response to rumors
that thc pound might be dcvalued and to official com-
ments that, if taxcs were not increased, the budget deficit
might risc as high as $30-35 billion. At the lower pricc
levels for coupon issues, some professional short coveriiig
took place and prices steadied latc in the day.

When trading opened on Monday, November 20, prices
of coupon issues initially plummeted on the weekend news
of the British actions and the Fedcral Reserve discount
rate incrcasc. Subsequently, however, the market steadicd
and the price losses were pared. Early action by the
System Open Market Account facilitated an orderly ad-
justment by the market to the new situation. At the close
of trading on November 20, prices of coupon issues
due within two years were %@ to %: lower for the day,
intcrmediate-term issues werc down %2 to 3%z, and prices
of longer term bonds werc from % point to a full point
lower (after having dropped as much as 15 points earlier
that day). Prices of coupon issucs rebounded on Novem-
ber 21 and 22 after thc announcement that thc House
Ways and Means Committee would mect the following
week to examinc new Administration fiscal proposals. This
development sparked optimism in the bond sector that a
tax increase might yet materialize. In this buoyant atmo-
sphere, rcports of the rise in thc prime loan rate of the
major commercial banks had litde adverse effcct. The
rally was interrupted by concern over the heavy demand
for gold in London on November 24, but priccs largely
retraced their declines after speculative demands for gold
died down. Howcver, at the very end of the month, prices
again camc under heavy downward pressure as hopes
faded for Congressional action on the Administration’s
surtax proposal before the cnd of the year.

The pattern of pricc movements in the market for Gov-
ernment agency obligations gencrally paralleled the be-
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havior of thc coupon scctor during thc month. Prices dc-
clined sharply carly in the pcriod, but a better tone
emerged around midmonth when new offerings from the
Federal Home Loan Banks and the Banks for Coopera-
tives were accorded good investor receptions. In the wake
of the British devaluation and the increase in the Federal
Rceserve discount rate, prices of agency obligations first
moved lower and then rccovered a portion of their carlier
losses. On November 28, a Federal National Mortgage
Association (FNMA) offering of new participation cer-
tificates reached the market. The financing consisted of
$350 million which was placed directly with Government
investment accounts and $650 million which was publicly
floated. The public offering included $450 million of cer-
tificates maturing in Fcbruary 1970, which were priced

at par to yicld 6.35 per cent, and $200 million (priced at
par to yicld 6.40 per cent), which will come duc in De-
cember 1987. At the attractive offering yields, considerable
demand developcd for the certificates and they were rapidly
sold.

A fairly good atmosphcre persisted in the Treasury bill
market during the first half of November. Early in thc
month, bill rates fluctuated irregularly when the weak tone
of the Treasury coupon sector occasionally triggered ex-
panded bill offerings. As the month progressed, however,
a broadly based demand for bills developed, particularly
for shorter maturities and tax anticipation issucs, and rates
generally cdged lower from November 8 through No-
vembzr 16 (see the left-hand panel of the chart). On
November 17, bill rates fluctuated quite widely, mainly
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in professional trading, as the international financial situa-
tion became morc uncertain.

After the cvents of the November 18-19 weekend, rates
on outstanding bills moved upward by 23 to 35 basis
points. Timely System action aided the adjustment in this
scctor, and a stcadier tone quickly emerged. At the regu-
lar weckly auction held on Monday afternoon, a good
demand developed at thc high prevailing rate levels.
Average issuing rates were set at 4.989 per cent for the
new three-month bills and 5.517 per cent for the ncw six-
month bills (scc Table 111)—34 and 36 basis points higher,
respcctively, than the average issuing rates at the No-
vember 13 auction and 45 and 47 basis points higher,
respectively, than rates set at the last weckly auction in
October. The tone of the bill market quickly strengthened
in response to good demand, and rates generally receded
on November 21 and 22. Over the remainder of the month,
rates fluctuated around the higher levels.

At the final regular weckly auction of the month on
November 27, average issuing rates were set at 4.957 per
cent for the three-month bills and 5.536 per cent for the
six-month bills, 42 and 49 basis points, respectively, above
rates sct at the final weekly auction in October.

OTHER SECURITIES MARKETS

A mood of apprehension continued to plague the mar-
kets for corporate and tax-excmpt bonds in early No-
vember. During this period, market attention was focused
upon the steady stream of financing announcements—
which swelled an already substantial calendar of sched-
uled new corporate and tax-cxempt bond offerings to ncarly
$2 billion. In addition, FNMA revealed plans for its
November 28 salc of participation certificates. As the
bond sector became increasingly unsettled by the bur-
geoning dcmands for capital funds and the uncertain
outlook for monetary and fiscal policy, sevcral slow-moving
corporate issues were rcleased from syndicate price re-
strictions with subsequent upward adjustments in yields
of as much as 45 basis points. Prices of tax-exempt bonds
were also cut sharply.

The gloom which had pervaded the corporate and tax-
exempt scctors for weeks began to lift on November
13. The improvement reflected reports that a new Viet-
nam peace move might be under way, together with news
that the United States Steel Corporation had decided to
postpone a $225 million offcring of thirty-year debentures
originally scheduled to reach the market on November
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14, and that anothcr corporate offering of convertible
debentures which was floated on November 13 had been
cut in half to $100 million. Subsequent flotations drcw a
lively response from underwriters and investors, while
investment demand for seasomed issues also cxpanded.
Prices of outstanding issues rebounded by as much as a
point on November 14 and 15.

After the financial developments of the November 18-
19 weekend, prices of corporatc and tax-exempt bonds
fell as much as 2 points or morc on November 20. As was
the case in the Treasury coupon sector, price losses were
quite sharp in early trading, but steadier market conditions
developed as the day progressed. Onc corporate issuc was
rcleased from syndicate with an upward adjustment of
about 28 basis points in yield. A week later a sizable Aaa-
rated utility issue was sold out at a 636 per cent yield at a
time when market participants were hopeful of Congres-
sional tax action. The month closed on a more somber note
as these hopes seemed to be fading.

Ovcr the month as a whole, the average yield on
Moody's scasoned Aaa-rated corporatc bonds rosc by 19
basis points to 6.13 per cent, while The Weekly Bond
Buyer’s scrics for twenty scasoned tax-cxempt issues (car-
rying ratings ranging from Aaa to Baa) rose by 15 basis
points to 4.42 per cent (scc the right-hand panel of the
chart). Thesc indexes arc, however, based on only a
limited number of issues and do not necessarily reflect
market movements fully.





