30 MONTHLY REVIEW, FEBRUARY 1969

The Money and Bond RMarkets in January

In the first month of the new year, following the sharp
upward adjustments in interest rates that had occurred
in December, market psychology improved considerably
for a time and the money and bond markets showed in-
creased rate stability. Late in the month, however, a
cautious atmosphere reappeared as the cumulative effects
of increased monetary restraint became more visible.

After a brief reaction to the rise in the prime lending
rate of commercial banks on January 7, prices of Gov-
ernment coupon issues were steady to higher over a large
portion of the month, Contributing to the better tone
were forecasts of Federal budget surpluses for fiscal 1969
and 1970, progress in procedural matters at the Vietnam
meetings in Paris, and the absence of large-scale liquida-
tion of securities by commercial banks.

Late in the month, caution revived as monetary indi-
cators pointed to sustained monetary restraint. In addi-
tion, nervousness grew in the corporate and tax-exempt
bond markets when investors exhibited lackluster interest
in new offerings. At the same time, market activity con-
tracted in the Government coupon sector and prices
moved irregularly as participants awaited an announce-
ment from the Treasury concerning its February refund-
ing. The market reacted with some restraint when the
Treasury offered either a fifteen-month note (priced to
yield about 6.42 percent) or a seven-year note (priced to
yield about 6.29 percent) as alternative replacements for
the $14.5 billion of outstanding coupon issues maturing in
mid-February. As the month drew to a close, prices of
Treasury notes and bonds declined in quiet trading.

The money market displayed a firm tone through the
major part of January, and most trading in Federal funds
occurred in a 6% to 658 percent range. Large commer-
cial banks continued to experience sizable runoffs of cer-
tificates of deposit (CD’s) during the month, as rates on
Treasury bills and other competing short-term money
market instruments remained more attractive. The major
banks adjusted, in part, to the CD drain by increasing
their borrowings in the Euro-dollar market.

THE GOVERNMENT SECURITIES MARKET

An atmosphere of caution persisted in the market for
Treasury notes and bonds in early January. There was
concern on the part of market participants over the pos-
sible severity and duration of monetary restraint. The Jan-
vary 7 increase in the prime rate briefly generated some
nervousness over the interest rate outlook. Prices of Trea-
sury notes and bonds consequently fluctuated in the first
few days of January and then declined sharply in initial
response to the prime rate action.

Subsequently, a continuing strong demand for short-
term securities contributed to the view that near-term in-
terest rate pressures might prove less severe than some
observers had forecast, In addition, market sentiment was
encouraged by an improvement in the technical position
of the coupon sector, by the absence of any alarming
amount of investment selling, particularly by banks, and
by a steady demand—especially for intermediate-term is-
sues—from a variety of investor sources. The market
was also buoyed by the predictions of a Federal budget
surplus and by the announcement that there had been
a surplus in this nation’s balance of payments in 1968.
As a result, prices throughout the maturity range gen-
erally moved higher from January 8 through midmonth.
(Associated yield declines are illustrated in the right-hand
panel of the chart.)

On January 16 it was announced that negotiators in
Paris had reached an agreement on certain procedural
matters that had delayed the start of expanded Vietnam
peace discussions. This news strengthened market hopes
that interest rates might already have reached their peaks,
and triggered a fairly sharp rise in prices of coupon issues.
Subsequently, the market tone became less buoyant when
commercial bank selling of intermediate-term issues de-
veloped, accompanied by some investor switching out of
long-term Treasury securities into corporate and Fed
agency issues. Moreover, overall activity contracted
attention began to focus on the Treasury’s approaching
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refunding. Thus, from January 21 onward, prices of
intermediate- and long-term coupon issues generally
edged irregularly lower.

On January 29, the Treasury announced that holders
of the 556 percent notes and 4 percent bonds maturing
on February 15 could, if they wished, convert their
holdings into new 63 percent notes of May 1970 which
were priced to yield about 6.42 percent and/or into new
6% percent notes of February 1976 which were priced to
yield about 6.29 percent. The public holds approximately
$5.4 billion of the maturing securities, while an additional

9.1 billion is held by the Federal Reserve and Government
écounts. (Subscription books for the exchange offerings

ere open from February 3 through February 5.) In the
closing days of the month, activity was fairly light in the

coupon sector. Prices of outstanding issues of short- and
intermediate-term maturity receded slightly in adjustment
to the refunding offerings. At the same time, longer term
issues, which were affected by the heavier tone of the
corporate and tax-exempt bond sectors, declined fairly
sharply.

A good tone prevailed in the Treasury bill sector as the
new year commenced. A broadly based demand for bills
was evident from both professional and investor sources,
while offerings were moderate and readily absorbed. News
of the prime rate increase triggered a sharp but brief
upward adjustment in -bill rates on January 7. Subse-
quently, however, a steady investment demand for bills and
some professional short covering spurred a rapid market
recovery, and bill rates generally declined (as illustrated
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in the left-hand panel of the chart). Good commercial
bank intercst emerged at the January 14 auction of
$134 billion of additional June tax anticipation bills for
which commercial bunks were permitted to pay through
credits to Treasury Tax and Loan Accounts. The tax bills
were sold at an avcrage issuing rate of 5.940 percent.
More optimistic reports concerning the Paris peace talks
generated lively professional demand and produced a
relatively sharp drop in bill rates on January 16. Over the
next few days, rates continued to move lower in response
to persisting investment and professional demand. From
January 22 through the end of thc month, however, a
more cautious tone emerged in the bill sector. Investment
activity in outstanding bills contracted somewhat, and con-
cern over monetary restraint began to revive. Market par-
ticipants appeared hopeful, however, that the Trcasury’s
approaching rcfunding would generatc demand for bills
from holders of the maturing coupon issues who chose not
to take on the Treasury'’s exchange offerings. Neverthelcss,
in the closing days of January, the refunding operation
appeared to be producing litde demand for bills. Moreover,
bank offcrings of the June tax anticipation bills expanded.
At the final regular weekly auction of the month, held
on January 27, average issuing rates for the new three-
and six-month bills were set at 6.167 percent and 6.255
percent, respectively, 3 and 8 basis points below the
average rates established a month earlier. At the first
monthly auction of the ncw year, on January 28, average
issuing rates on the new nine- and twelvc-month bills
were set at 6.195 percent and 6.144 percent, respectively,
29 and 27 basis points lower than the record average
rates at the comparable December auction (scc Table I1I).

OTHER SECURITIES MARKETS

In the markets for corporate and tax-cxempt bonds,
yields continued to rise during the first few days of Jan-
uary, in some cascs to record highs. Nonetheless, some
new flotations encountered investor resistance. The un-
dertonc of caution was reinforced by the prime ratc
incrcase announced early in the month. Subsequently,
however, a steadier tonc emerged in both sectors. A fairly
good investor intcrest in new and rccently issucd tax-
exempt securities developcd before midmonth. At the same
time, underwriters in the corporate scctor probed for new
trading levels. While some corporate offerings werc
marketed at slightly lower yields, they often drew mixed
receptions from investors.

In the final third of the month, prices of corporate and
tax-exempt bonds moved lower on balance in rclatively
light trading. A more cautious undcrtone again emcrged

in both sectors during this period, rcflecting some con-
cern about the lack of investment intcrest in thesc secup’
ties as wecll as uncertainty over the outcome of
Treasury’s refunding operation,

At the end of January, The Weekly Bond Buyer's yield
index of twenty seasoned tax-exempt issues was quoted
at 4.91 percent, 6 basis points higher than a month carlier.
Moody’s indcx for seasoned Aaa-rated corporate bonds
closed the month at 6.59 percent, 4 basis points higher
than a month earlicr. The Blue List of advertised dealer
inventories of tax-cxempt securities totaled $601 million at
the end of the month as against the December 31 level of
$547 million.

BANK RESERVES AND THE MONEY MARKET

The tone of the moncy market was generally quite firm
during January. In the January 8 statement period, reserve
distribution favorcd banks outside the major money cen-
ters. As banks in the central money markct came under
heightcned reserve pressures, largely because of a sizable
contraction in dcmand and time deposits, the average
basic reserve deficit of the eight major New York City
banks deepcned to $1.4 billion (see Table II). Most
Fedcral funds transactions during the week were effected
in a 62 percent to 63 percent rate range.

A firm tone persisted in the January 15 statement pe-
riod. The average basic reserve dcficit at the eight major
New York City banks grew by $130 million to almost
$1.6 billion, whilc the deficit of the thirty-cight major
banks in thc money centers outside New York City rose
by $206 million to almost $2.1 billion. This detcrioration
resulted primarily from a further contraction in deposits
coupled with an increase in required reservcs—an increase
which, because of the two-week lag under the new reserve-
accounting method, reflected carlier deposit growth. On a
nationwide basis, average member bank borrowings from
the Federal Reserve Banks rose during the January 15
week by $189 million and net borrowed reserves increased
fairly sharply (Table I). The largec money market banks
also continued to purchase a substantial volume of Federal
funds (see Table II), at rates which were predominantly
in a 63 to 6% percent range during the statement
period.

A steadily firm tone was cvident in thc money market
during the January 22 statement weck. A pronounced
shift in reserve distribution in favor of the major money
market banks occurred, as evidenced by a sharp improve-
ment in the basic reserve positions of the cight ma
New York City banks and a slight improvement in th
reserve positions of the thirty-eight moncy market banks
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Table X

(—) decrease in excess reserves

FACTORS TENDING TO INCREASE OR DECREASE
MEMBER BANK RESERVES, JANUARY 1969

In millions of dollars; (4) denotes increase

Table IX

RESERVE POSITIONS OF MAJOR RESERVE CITY BANKS
JANUARY 1969

In millions of dollars

Daily averages—week ended

1 ludes changes in Treasury currency and cash,

assets d

1 Average for five weeks ended January 29, 1969.

§ Not reflected in data above.
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outside New York City (see Table IT). At thc same time,
however, nationwide reserve availability contracted some-
what, largely as a result of System open market operations
which more than absorbed the rcserves released by market
factors. Against this background, Fedcral funds traded pre-
dominantly in a 6% to 6% percent range, whilc average
member bank borrowings from the Federal Reserve Banks
rose by an additional $92 million to $780 million.

In the final statement period of the month, the rescrve
positions of the forty-six major reserve city banks improved
dramatically, partly as a result of a sharp contraction in
required reserves and expanded borrowings from foreign
branches. The large New York City banks actually ac-
cumulated an average basic reserve surplus (scc Table
II) for the first time in almost a ycar, and their nct sales of
Federal funds averaged $128 million. Accordingly, most
Federal funds transactions took place in a 6% to 6%
percent rate range. At the same time, nationwide reserve

availability contracted by $195 million as avcrage net
borrowed reserves rose to $735 million. With rescrve d'g
tribution sharply favoring money market banks, pressu

on the rescrve positions of banks outside the moncy cen-
ters intensified. As a consequence of heightened reserve
pressurcs at the relatively smaller banks, member bank
borrowings from the Fcderal Reserve Banks rose by $112
million to $892 million.

Offering rates posted by the major New York City
banks on the various maturities of CD’s generally re-
mained at the Regulation Q ceiling levels in January, while
the outstanding volume of CD's continued to fall. CD’s out-
standing at thc weekly reporting banks in New York City
declined by $810 million bctween December 31 and Jan-
uary 29, compared with a $1 billion contraction in Decem-
ber. At the same time, however, liabilities of United States
banks to their forcign branches rose by $2.6 billion, more
than offsetting the $1.2 billion contraction in December.





