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The Money and Bond Markets in July

The nation’s financial system demonstrated great resil-
iency during July by withstanding its most strenuous trial
in years. Confidence in the commercial paper market was
severely tested in the wake of the filing on June 21 of a
petition for reorganization by the Penn Central Company
covering its railroad subsidiary., The prompt response of
the Board of Governors of the Federal Reserve System in
suspending Regulation Q ceilings on large short-term time
deposits, effective June 24, helped to prevent the emergency
from snowballing into a cumulative spiral of business
failures. The Board’s action promoted a rechanneling of
credit through the banking system. Banks were able to ob-
tain funds through sales of negotiable certificates of deposit
(CD’s), thereby facilitating lending to firms having diffi-
culty rolling over maturing commercial paper. Banks also
obtained liberal accommodation at the Reserve Banks’
discount window. The Federal Reserve System thus ful-
filled its historic role as lender of last resort.

The severe pressures affecting the commercial paper
market did not spread to other securities markets. Al-
though some uneasiness was evident, rates generally de-
clined. The Federal funds rate moved slightly lower in July,
as did Treasury bill rates despite the Treasury’s auction
of $434 billion of tax anticipation bills (TAB’s). The
capital markets were buoyant and yields on United States
Government, municipal, and high-grade corporate bonds
declined substantially over the month. Yields on lower
rated corporate issues remained at record levels, however,
reflecting a shift in investor preference toward minimiza-
tion of credit risk. Market sentiment was encouraged by an
apparent improvement in the prospects for peace in the
Middle and Far East and by indications that the slowdown
in the economy was bottoming out. There was also a grow-
ing belief that securities yields had seen their peaks for the
current cycle.

BANK RESERVES AND THE MONEY MARKET

The commercial banking system met a rapidly expand-

.ing demand for short-term credit in July (see Chart I),

when many borrowers were unable to obtain adequate
financing in the commercial paper market. The value of
outstanding commercial paper (not seasonally adjusted)
issued by institutions other than banks dropped by $23%
billion in the four weeks ended on July 22, reflecting the
new emphasis placed by investors on higher quality assets.
This shift in investor preference forced borrowers of
lesser standing to approach commercial banks for loans
or, in some instances, to sell receivables. Banks were able
to meet the higher credit demand through additional de-
posits made possible by the partial suspension on June 24
of Regulation Q ceilings and through increased reserves
supplied by the System. CD’s at weekly reporting banks
increased by $3.9 billion during the four weeks ended on
July 22. In the same four-week period, member bank
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Table I

FACTORS TENDING TO INCREASE OR DECREASE
MEMBER BANK RESERVES, JULY 1970

In millions of dollars; (4) denotes increase
(—) decrease in excess reserves

Table IT

RESERVE POSITIONS OF MAJOR RESERVE CITY BANKS

JULY 1970

In millions of dollars

Daily averages—week ended an
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R X Factars affecting five weeks
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week ended on July July Jijly July July July 29
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borrowings from the System rose almost $2 billion (see
Table 1) over the average of the previous four weeks in
June. The basic reserve position of the forty-six major
reserve city banks averaged $5.3 billion in the five weeks
ended on July 29 (see Table I1).

The Federal funds rate hovered around 72 percent
for most of July before moving somewhat lower at the end
of the month (see Chart II). Euro-dollar rates remained
at the lower levels established in late June, as United States
banks further reduced their Euro-dollar borrowings.

The impact of recent financial developments is clearly
evident in the growth of time deposits in July. The up-
surge in CD’s after the partial suspension of Regula-
tion Q led to a jump in time deposits (see Chart I1I).

Daily average time deposits at all commercial banks ex-
panded at a 40%4 percent seasonally adjusted annual rate
during the four weeks ended on July 22, compared
with the average of the previous month. The July advance
followed a 734 percent annual rate of increase in June.
Similarly, the adjusted bank credit proxy, which includes
time deposits as well as all other member bank deposits
and nondeposit liabilities, showed substantial growth in
July, rising at a 17%2 percent annual rate during the four-
week period ended on July 22. In June, the bank credit
proxy had increased at a 7 percent rate. The seasonally
adjusted average money supply rose during the same four
weeks in July at an annual rate of 53 percent after de-
clining at a 134 percent annual rate in June.
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THE GOVERNMENT SECURITIES MARKET

The downward movement in yields on United States
Government securities continued during July in response
to optimistic reports on both the domestic and international
fronts. Developments in the shorter term area of the mar-
ket were punctuated by two auctions of TAB’s on July 2
and July 16. Activity in the longer term sector was quiet
and overshadowed, particularly later in the month, by par-
ticipants® anticipation of the upcoming August refunding.

The market for United States Government notes and
bonds remained firm in July. During the first days of the
month, yields on long- and intermediate-term Treasury
securities showed substantial declines in continuation of
the rally that began late in June. Subsequently, however,
yields on most issues fluctuated in quiet trading that re-
flected some profit taking and a movement by investors
into corporate securities. Activity increased in the third
calendar week of July, after improved prospects for a
Middle East truce stimulated investor demand. However,
yields showed little change during this and the final week
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of the month, as the market awaited details of the Trea-
sury’s August refunding.

The Treasury bill market continued to receive an in-
flow of funds from other financial markets, as investors
placed increased emphasis on the quality of their invest-
ment holdings. Treasury bill rates moved somewhat higher
during the first full business week in July, when dealers
reduced their positions in bills prior to receipt of the newly
auctioned TAB’s. Conditions improved in the second week
of the month, however, with Federal Reserve purchases
and increased foreign demand for bills contributing to the
better atmosphere. In the third week, modest but steady
investor demand continued to lower rates on most bills,
but this tendency diminished toward the end of the month.
Over the month as a whole, rates on bills due within three
months were generally 8 to 30 basis points higher while
rates on longer term bills were from 1 to 40 points lower.
The average issuing rates on new Treasury bills set at the
weekly and monthly auctions declined (see Table III).
The March 1971 TAB’s auctioned on July 2 were issued
at an average rate of 6.452 percent, while the April 1971
TAB’s auctioned two weeks later yielded 6.504 percent.

On July 29 the Treasury announced the terms of its
August refunding, The Treasury offered holders of the
$6.5 billion of 63 percent notes and 4 percent bonds
maturing August 15 the option of exchanging their hold-
ings for a 734 percent 3Y2-year note, priced at par, or
a 7% percent seven-year note which will be discounted
to yield about 7.80 percent. In addition, the Treasury
announced it will offer for cash approximately $234 billion
of a 7V4 percent eighteen-month note which will be priced
to yield about 7.54 percent. Payments for this note would
cover the unexchanged portion of the August 15 maturities
and raise some new cash. Qualified depositories will be
permitted to make payment for the eighteen-month note
by crediting up to 50 percent of their purchases to their
Treasury Tax and Loan Accounts. The subscription period
for the 3%5- and seven-year notes will run from August 3
through August 5, while subscriptions for the eighteen-
month note will be accepted only on August 5.

OTHER SECURITIES MARKETS

The corporate and municipal securities markets re-
bounded strongly in July, and yields fell to their lowest
levels since March. Some uneasiness, however, was appar-
ent in the shift of investor preference away from less highly
rated offerings. Issuing rates on lower rated securities re-
mained at very high levels over the month, prompting
some postponements of previously planned new financings.

The resurgence of demand for corporate securities that
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developed during the second half of June continucd into
the first week of July amid light new issue activity. The
rally culminated in substantial declines in yields on July 7
and 8, but some profit taking and a buildup of the schedule
of new offerings later caused yields to fluctuatc until mid-
month. Subscquently, yields resumed their declines until
late in the month, when hcavicr new issue activity and
uncertainty over the terms and market effect of the Trea-
sury’s refunding briefly caused yields to rise. The down-
ward trend in yields sincc mid-June was underscored by
an offering on July 21 of $100 million of Aaa-rated tele-
phonc company bonds. The bonds, which werc due in
thirty-six years and carried five yecars of call protection,
were offered at a yield of 8.50 pcrcent, or 55 basis points
below a similar offering on Junc 30 and 85 basis points
below another top-rated tclephonc company flotation
marketed on Junc 16. Although not all the bonds werc
placed with investors at that price, a World Bank issue
consisting of $200 million of Aaa-rated 2S5-ycar bonds
was offered two days later at 8.625 percent and met an
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excellent reception.

Yiclds on most outstanding and new tax-exempt issues
declined decisively during most of July. New issue activity
was heavicr than usual, as declining yields allowed some
issuers, who were unable to float new securities earlicr
because of interest rate ceilings, to return to the market.
A boost was given to the tax-exempt market on July 22,
when a long-anticipated Internal Revenue Scrvice ruling
indicated that intcrest costs incurred by banks in the ordi-
nary course of business would be deductible for tax pur-
poses unless there were circumstances demonstrating a
dircct connection between these borrowings and tax-
cxempt investments. Prior to this ruling, there was con-
siderable controversy over whcther banks would be al-
lowed to deduct costs of acquiring funds which were then
used in part to obtain tax-cxempt securities. Over the
month as a whole, yiclds were sharply lower and The
Weekly Bond Buyer’s index of seasoned tax-cxempt bonds
declined 46 basis points, the largest such dccline since
Fcbruary of this year.





