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The Dollar: National and International Bulwark*

By A lf r e d  H ayes  

President, Federal Reserve Bank of New York

I should like to talk to you tonight about the dollar— 
the role it plays in the world and the urgent problems we 
face if we want to see that role maintained. My theme runs 
about like this: The strength of the United States, both 
at home and abroad, is inextricably linked with the strength 
of the dollar, and the dollar in turn is a key component of 
the free world’s financial structure. While the dollar still 
commands a high degree of confidence, there has been a 
perceptible lessening in its relative strength during the past 
five years of heavy international payments deficits for the 
United States. Despite all our efforts to date, and some of 
them have been quite effective, the payments deficit re
mains much too high. A prolongation of heavy deficits 
cannot fail to damage the dollar badly, and to damage 
along with it the payments system that has fostered eco
nomic growth here and abroad since the end of World 
War II. As a nation, we have the power to arrest and 
reverse these deficits, and to do so in a way that will 
preserve the basic structure that we want. Like all major 
national issues, the problem is one of priorities—in this 
case, whether we are willing to assign a top priority to 
the goal of restoring the dollar’s unquestioned standing.

The dollar attained pre-eminence in much the same 
undirected, almost unconscious, way that the United 
States became a great nation. Gradually, it became the 
medium of exchange for a large part of the world’s trade 
and investment transactions, sharing this role princi
pally with the pound sterling. Beyond this, the special 
role of the dollar as a standard and store of value was 
clearly recognized in the Bretton Woods Agreements 
of 1944, which provided for world currencies to be 
valued in either gold or the dollar. Indeed, the world’s

*An address before the Economic Club of New York, New 
York City, April 22, 1963.

monetary reserves now consist largely of gold and dollars.
The role of the dollar as a reserve currency rests on 

several considerations: (1) a strong United States econ
omy, in which the dollar is expected to remain immediately 
usable for a wide variety of goods and services at reason
ably stable prices; (2) a strong United States creditor 
position in the world, with our foreign assets—largely 
long term—exceeding our total foreign liabilities by a sub
stantial margin; (3) our large gold stock, now comprising 
some 40 per cent of the world’s monetary gold, and avail
able to foreign monetary authorities at the fixed price of 
$35 per ounce.

Faith in a currency has the quality of being scarcely 
noticeable until there is reason to question it. Until re
cently, the dollar’s impregnable position was so taken for 
granted that few observers bothered to analyze carefully 
what lay behind this strength and what might endanger it. 
We can all recall the concern for those nations in Europe 
and elsewhere that faced a so-called “permanent dollar 
gap”. Yet within a few years the dollar has lost some of its 
lustre and is no longer immune from occasional fears and 
suspicions. At home, the conclusion is inescapable that 
concern over the dollar’s future is, in Chairman Martin’s 
words, “a major shadow over our economy”, restraining 
that full flowering of business confidence that is essential 
to the vigorous economic growth we all seek.

The question naturally arises whether we should wel
come or deplore the unique position of the dollar—in 
short, whether the burdens of a key currency are worth 
bearing. This is not the place for lengthy analysis, but 
I believe the tangible and intangible benefits from this role 
are great. Clearly, we must recognize the importance of a 
strong dollar if our national voice is to carry full weight in 
political, military, and economic dealings with other 
nations. It is clear, too, that only a dollar of unquestioned 
soundness can continue to share with gold the role of 
providing the world’s monetary base. Moreover, I cannot
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conceive how we could relinquish the key position of the 
dollar, even if we were willing to, without also isolating 
ourselves from our partners in world trade and pay
ments—obviously at enormous real cost.

Even if our international payments were now in balance 
we would still have the responsibility, as the world’s lead
ing banker, for running our internal affairs so as to main
tain the confidence of our foreign depositors and our own 
people. For those foreign dollar holdings, representing an 
accumulation of past deficits, confront us with a sobering 
relationship between our liquid assets and liabilities. But 
the position of the dollar would be far stronger if we put 
a stop to the deficits that have reduced our gold stock and 
swelled our short-term indebtedness to the rest of the 
world.

Before considering ways to eliminate the balance-of- 
payments deficit, let’s recall how it has been financed to 
date. Over the past five years the deficits liave aggregated 
about $16 billion. Of this, about $7 billion was paid for 
through sales of our monetary gold. Another $7 billion was 
financed through increases in dollar holdings of official 
foreign and international monetary authorities, while the 
private dollar holdings of foreign banks, corporations, 
and individuals increased about $2 billion. There are 
limits, however, to the willingness of either official or 
private foreign entities to add to their holdings of dollars. 
Relatively easy credit conditions in this country tend to 
discourage private holders of dollars, even though the 
Federal Reserve System and the Treasury have sought to 
prevent this easy credit from being translated into exces
sively low short-term interest rates. To the extent that 
dollar investments appear unattractive to these private 
holders as compared with investments in their own or 
other countries, the dollars tend to find their way into 
foreign central banks’ reserves. Once these official dollar 
holdings reach ample levels, there is naturally a reluctance 
in some countries to enlarge further the dollar component 
of their growing monetary reserves, and they tend to use 
additional dollars to buy gold.

Until a year or two ago these gold outflows or increased 
dollar holdings were the only means for settling our deficits 
with foreigners. But in recent months the Federal Reserve 
has arranged reciprocal currency drawing rights with most 
of the countries of major importance in international pay
ments, while the Treasury has also acquired foreign ex
change by issuing United States bonds denominated in 
foreign currencies. These arrangements, eliminating any 
exchange risks, have been useful in reducing immediate 
claims on our gold, and in avoiding or moderating tempo
rary imbalances such as those caused by international 
tensions or speculative pressures—against other currencies

as well as the dollar. The stability of the exchange markets 
during the Cuban crisis was a good case in point. These 
Federal Reserve and Treasury arrangements mark new 
milestones along the path of more effective international 
financial cooperation, which I am happy to say has not 
been affected by the recent policy differences among the 
major western nations on the military and trade fronts.

There are also other major means of financing a deficit, 
at least temporarily, which are still untapped and which 
constitute a most important reserve. I am thinking specifi
cally of the normal resources as well as the enlarged lend
ing facilities of the International Monetary Fund. But so 
long as the United States is in the process of correcting a 
long-continued deficit, the Fund is probably best regarded 
as pretty much a “lender of last resort”; it would be fool
hardy to neglect going to the root of the problem because 
of the existence of these special resources. And besides, it 
is obvious that any borrowing from the IMF is only a 
respite and that future repayment of such borrowing would 
require not merely equilibrium in the balance of payments, 
but actual surpluses.

I have heard our swaps and foreign currency borrowings 
criticized as “cover ups” that cause us to lose sight of the 
underlying need for payments equilibrium; but I can 
assure you that neither the Treasury nor the Federal Re
serve has had the slightest illusion that they are in any 
sense a substitute for the needed remedial actions. Rather, 
apart from their longer term value as a contribution to 
world liquidity, they serve at present as a holding operation 
while we undertake, by more fundamental measures, to get 
our basic payments deficit under control.

This brings us to the nature of the deficit itself. The 
bare bones of this problem can be set out as follows: 
(1) we have heavy Government commitments abroad, 
military and economic; (2) we have large private capital 
outflows—including direct investment, long-term portfolio 
investment, and volatile short-term flows; and (3) while 
we sell more goods and services abroad than we buy from 
abroad, and recoup a growing return from our large foreign 
investments, the excess is not large enough to offset the 
other factors.

It is easier to prescribe what not to do to get rid of our 
deficits than it is to find the right combination of remedies. 
First, it is clear that the United States has rightly rejected 
devaluation of the dollar or any impairment of the inter
convertibility of gold and the dollar at the fixed price of 
$35 per ounce. Such a step would be a breach of faith with 
our friends abroad, and with our own citizens, that would 
undoubtedly wreck the international financial structure we 
have been building since World War II. Incidentally, we 
have seen within recent years how disturbing to inter
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national confidence any tampering with fixed exchange 
rates can be. I am confident that none of the major nations 
will upset our world financial structure by seeking tem
porary competitive advantage through exchange rate ad
justments—and clearly such action is unthinkable in the 
case of the dollar.

Second, we should not take steps that run counter to 
our basic objective of unrestricted trade and investment 
flows. Of course the tying of our economic aid is somewhat 
vulnerable on this count but it can be justified as a tem
porary measure, facilitating special Government transac
tions largely outside the ordinary commercial channels. 
Any form of exchange control, however, whether by legal 
restriction or by moral suasion, is clearly excluded if we 
adhere, as I am sure we will, to the sound principle of 
promoting a free flow of trade and payments.

Let me digress a moment. Many people have told me that 
they have heard that the Treasury—or the Federal Reserve 
Bank of New York speaking for the Treasury—has advised 
bond underwriters, insurance companies, commercial bank
ers, or managers of pension funds not to extend dollar 
credits, or arrange for such extension, to foreign borrowers. 
To be sure, where large amounts are involved, we have 
always felt free to discuss with those concerned the timing 
of such payments, having in mind the desirability of avoid
ing undue market pressures. But I would like to emphasize 
as strongly as I can that we at the Federal Reserve and 
the Treasury have not interfered with private decisions to 
lend abroad nor raised objections as to amounts. These 
are private business decisions and they should remain so.

Having touched on what we should not do, let us turn 
to the possibilities that are open to us for a vigorous 
attack on our payments problem. First, with respect to 
increasing our exports and our favorable trade balance, 
the level of our costs and prices is crucial in the long run— 
and it is the long run that will count, since a major change 
in our export volume can hardly be achieved overnight. 
We should welcome the efforts that are being made to get 
America more “export minded”, to provide Government 
assistance in finding markets, and to streamline our meth
ods of export financing and insurance; but important as 
these aspects are, it is on the field of costs that the battle 
will be won or lost. In the past couple of years, sharp rises 
in European wage rates and attendant price increases have 
helped us to some extent, but it would be foolishly compla
cent to count on Europe to continue indefinitely this in
voluntary help. For one thing, rapidly rising productivity 
abroad is still working hard in the opposite direction; and 
besides, serious resistance to higher costs on the part of 
foreign governments and central banks is beginning to 
appear in a number of countries,

Some in this country argue that we needn’t worry too 
much about costs but rather should push for faster growth, 
on the theory that a more active economy would auto
matically boost productivity and reduce costs. Much as I 
would welcome more rapid growth, I don’t think we can 
count on this for “automatic” cost improvement. On the 
contrary, unless we consciously aim at vigorous cost con
trol, higher business activity could reawaken the infla
tionary pressures that plagued us in the nineteen fifties. 
Keeping wage and salary increases within the limits of 
national productivity gains would seem to be a minimal 
target in this area. Corresponding moderation is also essen
tial in other cost elements, including executive compensa
tion, as well as in pricing policies.

With respect to our Government financial commitments 
abroad, while I am encouraged by the reductions initiated 
or accomplished in the last year or two, a great deal more 
remains to be done. The tying of our economic aid is not 
a full answer to that source of dollar drains, since a part 
of the tied aid may well be used to buy goods that would 
have been purchased from us even in the absence of aid. 
Doubtless, further gains can be made in the area of sharing 
the aid burden more equitably with our friends abroad, 
even granting the difficulty of reaching agreement on fair 
yardsticks for sharing. I suspect that greater emphasis on 
multilateral aid would produce real long-run savings. I’m 
sure many of you have read with keen interest, as I have, 
the report of the President’s advisory committee on foreign 
aid (known as the Clay committee), and I am heartened 
by the attention being given to these proposals by the 
Government. I would also hope that the program of match
ing United States military spending abroad with foreign 
military purchases in this country will be pushed to the 
maximum. This, too, should result in meaningful savings 
of foreign exchange.

But even after all these have been done, we may still 
face the hard question whether we can afford all of the 
commitments we have taken on, or whether some of them 
which do not directly contribute to our military security 
should not be substantially reduced. In seeking an answer, 
we cannot forget that the widespread use of, and reliance 
on, a strong dollar by the entire free world is a vital part 
of our national strength—political as well as economic.

We come now to capital movements. Our efforts to 
sustain short-term interest rates over the past year or two 
have been helpful, but the outflow of short-term capital 
remains too large. Partly, this outflow is due to the tend
ency of corporations, and sometimes banks, to take 
advantage of the higher rates obtainable abroad, often in 
the Euro-dollar market. Sizable outflows of long-term 
capital are also continuing. While the interest rate gap
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has been narrowed somewhat by declining rates in Europe 
in the past year or so, I am doubtful that we can count 
on further declines substantial enough to relieve us of this 
problem. I see no reason, for example, to believe that 
foreign monetary authorities will refrain from using re
strictive credit measures to protect their currencies from 
the threat of cost or price inflation.

As I have already indicated, I am glad that our Gov
ernment has taken a firm position against direct controls 
over capital flows. We should by all means continue our 
efforts to encourage further development of the European 
capital markets and a larger influx of foreign long-term 
capital into this country. However, this problem is not one 
that can be solved overnight by the removal of various 
remaining European government restrictions. A psycho
logical heritage of inflation fears, scarcity of savings, and 
heavy domestic capital needs all suggest that improvement 
in this direction will be relatively slow.

There remains, of course, the possibility of curbing the 
capital outflow through changes in our interest rates and 
credit availability. While this is, in a sense, “home terri
tory” for the Federal Reserve System, I would hasten to 
add two caveats: (1) The level of interest rates and the 
availability of credit, especially long-term credit, depend 
importantly on the balance of savings and investment 
within this country, as well as on deliberate monetary 
policy. In the last year or two, with our resources less than 
fully employed, there has been a distinct tendency for the 
supply of savings to outrun investment demands. (2) We 
must not, of course, lose sight of the effects of monetary 
policy on our domestic economy. Fortunately, we do not 
need to worry about having to make money any easier, in 
view of the country’s present ample liquidity.

For several years now, monetary policy has walked a 
narrow path between international and domestic con
siderations, and it will undoubtedly have to continue to do 
so. But I am convinced that what might appear to be a 
stark short-term conflict between domestic and inter
national objectives disappears in the long run. There could 
be but a precarious gain in domestic activity if we do 
not surmount our long-run payments problem—while a 
vigorous domestic economy that attracted funds to these 
shores would contribute most importantly to achievement 
of balance in our international accounts. But in any case, 
as I have said on previous occasions, monetary policy must 
be prepared to act decisively in defense of the dollar if 
the need should become sufficiently acute.

Let me say a word about tax policy. Once we get away 
from the controversial details of the proposed program, I 
am impressed by the broad support for a reduction in both 
individual and corporate income tax rates as a means of

removing a drag on our economy and improving the atmos
phere for productive private investment. I have been 
bothered by the unduly sharp distinction drawn between 
tax reduction and tax reform, since it seems clear to me 
that the most needed reform is a reduction in tax rates. 
Apart from objections to the specific measures presented 
as reforms, most of the dissatisfaction with the tax pro
gram seems to reflect doubts as to whether there has been 
enough restraint on the spending side. I have been en
couraged by recent statements that defense and space out
lays should reach a plateau in the next year or two. How
ever, I am not at all sure that there could not be some 
further paring even in these two categories. And it is all 
too evident that some of the civilian programs are much 
larger than could be justified on sound economic grounds. 
Evidence of more effective limitation of total expenditures 
would, quite logically, facilitate wider acceptance of tax 
reduction.

Hopefully, tax reduction and the resulting stimulus to 
the economy would benefit our balance of payments, both 
by making investment in this country more attractive and 
by making United States funds somewhat more expensive 
and less readily available to foreign borrowers, as domestic 
demands for credit became more pressing. Moreover, tax 
reduction would free monetary policy from some of the 
burden it has been carrying of encouraging domestic busi
ness expansion, leaving it better able to respond promptly 
and flexibly to international strains on the dollar. I was 
gratified by Secretary Dillon’s clear recognition of this 
point in his excellent address to the ABA Monetary Con
ference in Princeton last month.

I have heard the objection that our foreign friends5 
confidence would be so shaken by the enlarged budget 
deficits resulting from tax cuts that we would lose the 
benefits to be gained in other directions. This view I cannot 
share. I believe that they would not be disturbed by a 
temporarily enlarged budget deficit—provided it was 
soundly financed and that expenditures were being brought 
under control. Under these conditions, they could expect 
an accompanying economic expansion and associated 
credit developments leading to a better payments balance.

Perhaps a word is in order here about Federal deficits 
in general. That a long series of substantial deficits should 
be avoided seems to be incontrovertible. There have been 
too many examples in history of inflation engendered by 
uncontrolled deficits to permit us to lose sight of the 
ever-present threat of abuse. Having in mind the usual 
gap beween targets and actual performance, we would be 
unwise to abandon the objective of balanced budgets over 
an extended period of time. But this is quite different from 
saying that a Federal deficit automatically spells inflation,
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present or future. As the experience of the last four years 
seems to have shown, much depends on the nature of 
demand or cost-push pressures in the economy arising 
from the combination of all relevant factors, both public 
and private. Moreover, the means of financing the deficit 
can be crucial. The 1962 experience in this regard was 
reassuring, and I am sure that neither the Federal Reserve 
System nor the Treasury would countenance an inflationary 
method of financing whatever enlarged temporary deficits 
may result from tax reduction.

I believe a solution of our balance-of-payments problem 
can be found in some combination of actions along the 
lines that I have sketched this evening. A good start, of 
course, has already been made on most of these measures. 
The harder steps lie ahead of us, but they are no less 
urgent on that account. We cannot have a vigorous and 
expanding economy, nor can we play a role in world 
affairs worthy of the United States, if the dollar becomes a 
weak currency. We still have time for the right measures 
to become fully effective if we have the courage to see them 
through—and I firmly believe that we do.

F E D E R A L  R E SE R V E  
O P E N  M A R K E T  O P E R A T IO N S  IN 1962

The Board of Governors of the Federal Reserve 
System has published in its Federal Reserve Bulletin 
for April 1963 a report entitled Federal Reserve 
Open Market Operations in 1962. This report— 
which was prepared by Robert W. Stone, Manager 
of the System Open Market Account and Vice 
President of the Federal Reserve Bank of New York, 
assisted by associates on the Trading Desk—de
scribes the open market operations of the Federal 
Reserve System against the background of broad 
System policy objectives, on the one hand, and 
money and capital market developments, on the 
other. The report is reprinted as an insert in this 
issue of the Monthly Review. Additional copies may 
be obtained from the Public Information Depart
ment, Federal Reserve Bank of New York, New 
York 45, N. Y.

The Business Situation

As winter gave way to spring, the improvement in busi
ness sentiment found confirmation in a variety of economic 
statistics. Profits have apparently remained near the rec
ord fourth-quarter level, and such measures of activity as 
industrial production, nonfarm employment, and private 
housing starts all increased significantly in March while 
retail sales continued upward. For the first quarter as a 
whole, gross national product increased at a seasonally 
adjusted annual rate of $8 Vi billion, or by slightly more 
than the rise of the previous quarter. Early returns for 
April suggest further advances in production and a con
tinued high level of consumer spending. The latest 
McGraw-Hill survey, moreover, at least confirms earlier 
indications that capital spending may move up later in 
the year and suggests the possibility of a somewhat larger 
rise than had previously been estimated.

Despite these favorable signs, some caution is necessary

in interpreting recent developments. Available data on 
actual business capital outlays and on orders and contract 
awards have not as yet shown the kind of pickup that is 
indicated in the surveys of spending plans. Unemploy
ment in April remained higher than a year earlier—again 
pointing up the persistent underutilization of economic 
resources. Moreover, some of the improvement in other 
indicators reflected a removal of the temporary dampen
ing influences of strikes and of unusually severe weather 
earlier in the year. In addition, part of the gain has come 
from efforts to build up steel inventories as a hedge 
against a possible steel strike—a process that is expected 
to be reversed later in the year. Finally, while the success 
of the steel industry in putting through selective price in
creases has undoubtedly given an immediate boost to 
business sentiment, the ultimate effects on demand, on 
prices generally, and on wages are still uncertain.
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P IC K U P  IN P R O D U C T IO N  A N D  E M P L O Y M E N T

After showing little change since mid-1962, the index 
of industrial production advanced by one full percentage 
point in March to a record 120.4 per cent of the 1957-59 
average (see Chart I). To be sure, the steel industry alone 
accounted for about one third of the over-all gain. At the 
same time, however, there were increases in the output of 
most other industries. In April, weekly figures for ingot 
production moved to the highest level in two years, with 
the total for the month as a whole registering a larger 
increase, after allowing for seasonal factors, than in Feb
ruary and March combined. Automobile assemblies in 
April remained at the high seasonally adjusted rate that 
has prevailed since mid-1962. Recent statements by some 
industry spokesmen indicate that they have raised their 
sights for the current year and now consider it possible 
that total output will reach seven million cars.

New orders received by durable goods manufacturers 
presented a mixed picture in March. While the total of 
such orders moved to a record level (see Chart I), orders

received by manufacturers outside the steel and automo
tive industries remained at about the same level as in Feb
ruary. Steel bookings moved up substantially during the 
month, but this pace may, of course, not be sustained 
once the uncertainties surrounding the steel labor con
tract are removed. At the same time, there was a signifi
cant decline during March in “new orders for motor 
vehicles and parts”. These are not really “orders” in the 
usual sense, however, since they mainly include manufac
turers’ deliveries to dealers and thus do not foreshadow 
future production.

Accompanying the March pickup in production was a 
rise of 200,000 persons in nonfarm payroll employment, 
after seasonal adjustment. This was the biggest increase in 
almost a year and extended the advance begun in the pre
vious month (see Chart I). Interestingly, most of the 
March gain was in manufacturing and trade employment, 
both of which had trended downward during the latter 
half of 1962. In April, total employment moved up still 
further, according to the Census Bureau’s household sur
vey. However, with the rise in the number of people 
looking for work, unemployment edged up to 5.7 per 
cent of the civilian labor force. This marked the third 
month in a row in which the unemployment rate exceeded 
its level of a year earlier,

D E V E L O P M E N T S  IN KEY D E M A N D  SE C T O R S

Buoyed by the brisk March gain, gross national product 
in the first three months of 1963 rose to a seasonally 
adjusted annual rate of $572 billion, according to prelimi
nary estimates by the Council of Economic Advisers. The 
increase was slightly larger than in the fourth quarter of 
1962 (see Chart II) and significantly greater than in the 
three preceding quarters. It also topped most Government 
and business forecasts.

Nearly two thirds of the first-quarter rise in total GNP 
reflected increased consumer expenditures. Purchases of 
durables advanced only moderately from the already high 
level attained in the fourth quarter of 1962, and the rise 
in expenditures for services was the same in both periods. 
There was, however, a sharp first-quarter pickup in spend
ing for nondurable goods. As a result, the over-all ratio 
of consumption to disposable income rose to 94 per cent, 
the highest level in two years. Most of this gain in con
sumer spending occurred after midwinter. Thus, retail 
sales held at about the same level from November through 
January but then moved upward in the next two months 
(see Chart I). In April, auto dealers apparently delivered 
about as many new cars to customers as in March (after 
seasonal adjustment), and aggregate sales volume of
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other retailers seems to have continued close to the record 
March level.

Government spending also contributed importantly to 
the rise in the first quarter, as it has throughout the 
current expansion. While there was some slowdown in the 
growth of state and local government purchases of goods 
and services, the increase in total government purchases 
in the first three months of 1963 was larger than in any of 
the three previous quarters.

Residential construction outlays declined for the sec
ond consecutive quarter. As in early 1962, however, 
unusually severe weather was a dominant force. The 
issuance of building permits is less affected by weather, 
and these were at a high level throughout the first quarter. 
With the coming of better weather in March, the number 
of private nonfarm housing starts jumped by 17 per cent 
to a seasonally adjusted annual rate of 1.5 million units. 
This was only moderately below the peak reached last 
November.

Business investment spending showed mixed trends in 
the first quarter. On the one hand, inventory investment 
increased significantly more than in the final quarter of 
1962. For the current quarter an even faster build-up in 
inventories is likely. A Commerce Department survey 
in February had indicated manufacturers expected 
that their inventories alone would show a $3.4 billion 
seasonally adjusted annual rate of increase in the second 
quarter, with enlarged steel inventories the major factor 
in the advance (see April issue of this Review). The same 
survey also suggested a smaller rise in first-quarter factory 
sales than has now been realized, and this better than 
expected performance may have pushed up near-term 
inventory spending plans.

Outlays for new plant and equipment, on the other 
hand, edged downward in the first quarter, the first reduc
tion in two years. Despite this decline, however, capital 
spending for the year as a whole is expected to exceed the 
1962 level. Indeed, the recent McGraw-Hill survey, taken 
in March and early April, found businessmen planning to 
increase their spending for plant and equipment by 7 per 
cent over the 1962 level. About two fifths of this pros
pective gain was attributed to the revised depreciation 
rules and the investment tax credit, suggesting that these 
changes are exerting a greater impact than many business
men originally anticipated.

The increase projected by this recent survey is some-

C h a r t  II

RECENT CHANGES IN GROSS NATIONAL PRODUCT 
AND ITS COMPONENTS

S e a s o n a l ly  a d ju s t e d  a n n u a l  ra te s

| C h a n g e  fro m  th ird  q u a rte r  
I 1 96 2  to fo u rth  q u a r t e r  1 96 2

GRO SS NATIONAL PRODUCT

Inventory investment 

Final demand

C h a n g e  fro m  fo u rth  q u a rte r  
1 9 6 2  to f irs t  q u a rte r  1963

Consumer expenditures 
for durable goods

Consumer expenditures for 
nondurables and services

Residential construction

Business fixed investment

Federal Government 
purchases

State and local government 
purchases

Net exports of goods 
and services

2 4 6
B i l l io n s  o f d o l la r s
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S o u rc e s :  U n ite d  S ta te s  D e p a r tm e n t  of C o m m e rc e ; C o u n c il o f E co n o m ic  A d v is e r s .

what larger than the 5 per cent rise indicated by a survey 
taken two months earlier by the Commerce Department 
and the Securities and Exchange Commission. To be sure, 
the McGraw-Hill spring survey has always shown more 
strength than the Commerce-SEC winter survey. More
over, the latter survey has generally come closer in pre
dicting actual spending levels. Nevertheless, in the ma
jority of expansion years, the McGraw-Hill results have 
correctly pointed to the direction of later revisions in the 
Commerce-SEC series, and in this sense the latest report 
is encouraging. It is also noteworthy that preliminary 
plans for capital spending in 1964-66, according to 
McGraw-Hill’s findings, are distinctly larger than plans 
for comparable future periods that were reported in 
previous surveys.
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The Money Market in April

The money market remained generally firm in April, 
although easing briefly at the close of the weeks that ended 
on April 3 and April 17. On these occasions the flow of 
funds to the money market banks coincided with an over
preparation by banks for periods of anticipated stress 
around the end-of-quarter statement publishing date, the 
April 1 Cook County tax date, and the April 15 payment 
date for $2.5 billion of one-year Treasury bills. In addi
tion, funds tended to flow to New York as the two-week 
reserve settlement periods for “country” banks ended on 
April 3 and 17. Thus Federal funds, which traded at an 
effective rate of 3 per cent during most of the month, 
dipped to 1 Yi per cent on April 3 and again to 2Va per 
cent on April 17. Rates posted by the major New York 
City banks on call loans to Government securities dealers 
were generally within a 3 Y% to 3 Yi per cent range, although 
they moved down to a 23A to 3 per cent range on April 3.

On April 9 the Treasury sold $300 million of new 
Treasury bonds of 1989-94, the second sale of Treasury 
bonds through competitive bidding by underwriters for 
reoffering to the public. The successful bid—one of three 
submitted—was at a price of 100.55119 for a 4Ys per 
cent coupon, resulting in a net interest cost to the Treas
ury of about 4.093 per cent. The winning underwriting 
group reoffered the bonds to investors at 100.75 to yield 
4.082 per cent. Investors showed only limited interest in 
the bonds at this rate, and reportedly half of the issue 
remained unsold when the syndicate terminated price re
strictions late on April 25. (At the first such sale, held in 
January of this year, the winning bid carried a price of 
99.85111 for a 4 per cent coupon, making the cost to the 
Treasury about 4.008 per cent, while the bonds were 
subsequently reoffered at par and sold out immediately.) 
On April 10, the Treasury auctioned $2.5 billion of one- 
year bills, replacing $2.0 billion of outstanding bills and 
raising $500 million of new money. The bills, issued at an 
average rate of 3.062 per cent, were delivered on April 15.

On April 24, after the close of the market, the Treas
ury announced the terms of its refinancing of the three 
securities maturing May 15, 1963. Holders of the $9.5 
billion of maturing issues were given the opportunity to 
exchange them, par for par, for new 3Y\ per cent cer

tificates maturing May 15, 1964 or for additional amounts 
of the 35/s per cent notes maturing February 15, 1966. 
Subscription books for the exchange were to be open 
from April 29 through May 1. Cash subscriptions were 
not to be accepted.

Prices of outstanding Treasury notes and bonds moved 
irregularly downward through about the middle of April 
against a background of gains in business indicators, selec
tive advances in steel prices, and a large volume of cur
rent and prospective bond offerings by corporations and 
state and local governments. In addition, the Government 
securities market still showed the effects of the large 
advance refunding operations in March. The unenthusias- 
tic reception accorded the Treasury’s new 4Ys per cent 
bond of 1989-94 reflected this atmosphere and contributed 
to the sluggish tone in the markets for Government, cor
porate, and tax-exempt bonds. Prices of Treasury bonds 
steadied in the latter part of the month and improved 
somewhat after the Treasury announcement of terms for 
its May refunding in which relatively short issues were 
offered. Treasury bill rates changed little over the month, 
as increased supplies offered both in the regular weekly 
auctions and in the quarterly auction of one-year bills 
were readily absorbed by a continuing demand, par
ticularly from public funds.

Prices for corporate and tax-exempt bonds declined 
gradually during most of April in response to many of the 
same factors influencing the market for Government bonds. 
A number of new offerings, especially in the corporate 
sector, tended to move slowly. In the latter part of the 
month, a steadier tone emerged in these markets and 
greater progress was made in distributing new issues.

B A N K  R E S E R V E S

Market factors provided reserves on balance from the 
last statement period in March through the final statement 
week in April. Gains stemming primarily from increases 
in float and in vault cash were only partly offset by expan
sions in currency in circulation and in required reserves. 
Net reserve gains due to market factors were partially 
counterbalanced, however, by the effects of System open
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CHANGES IN FACTORS TENDING TO INCREASE OR DECREASE 
MEMBER BANK RESERVES, APRIL 1963

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

Factor

Daily averages—week ended

Net
changesApril

3
April
10

April
17

April
24

Operating transactions
Treasury operations* ................................ -f 133 — 4 +  81 — 176 +  34
Federal Reserve flo a t.................................. — 253 -f- 80 -f 205 -f 289 -j- 321
Currency in circulation ............................ — 110 — 220 — 170 4-230 — 270

— 3 +  5 — 6 — 2 — 6
Other deposits, etc........................................ — 13 — 5 -f- 53 - f  38 +  73

Total ...................................... — 244 — 147 -f 165 +  379 -f 153

Direct Federal Reserve credit transactions
Government securities:

Direct market purchases or sa le s ........ -f- 336 4- 251 — 160 — 357 4- 70
Held under repurchase agreements . . . -j- 26 — 60 — 40 — 42 — 116

Loans, discounts, and advances:
Member bank borrowings .................... — 67 — 87 +  70 _ — 84

— — +  1 4- 1
Bankers' acceptances:

Bought outright ...................................... —  1 ___ — 1 — 2 — 4
Under repurchase agreements.............. — — — — —

+  294 -1- 103 — 131 — 399 — 133

Member bank reserves
With Federal Reserve B a n k s.................. +  50 — 44 +  34 — 20 -f 20
Cash allowed as reserves!........................ — 40 — 191 -f 279 +  61 +  109

Total reservest ......................................... +  10 — 235 -f 313 4- 41 4- 129
Effect of change in required reservest....... — 19 +  156 — 159 — 57 — 79

Excess reservest ....................................... — 9 — 79 -f- 154 —  16 -f 50

Daily average level of member bank: 
Borrowings from Reserve B a n k s .................. 174 87 157 157 1441

Excess reservest .......................................... 454 375 529 513 46St

Free reservest .............................................. 280 288 372 356 324 +

Note: Because of rounding, figures do not necessarily add to totals.
* Includes changes in Treasury currency and cash, 
t These figures are estimated. 
t Average for four weeks ended April 24.

market operations. System holdings of Government securi
ties under repurchase agreements declined on average by 
$116 million from the last statement period in March 
through the last statement week in April, while outright 
holdings expanded by $70 million. Net System holdings of 
bankers’ acceptances fell by $4 million. From Wednesday, 
March 27, through Wednesday, April 24, System holdings 
of Government securities maturing in less than one year 
declined by $242 million while holdings maturing in more 
than one year rose by $142 million.

T H E  G O V E R N M E N T  S E C U R IT IE S  M A R K E T

Prices of Treasury notes and bonds moved irregularly 
lower in early April, continuing the declines that had been 
in progress since about the middle of March, as the 
market weighed the implications for interest rates of 
advances in business indicators, the expanding calendar 
of corporate and tax-exempt flotations, and the imminent 
Treasury bond auction. All of these factors contributed to 
a feeling in the market that interest rates were unlikely to

decline and might well increase. The vigorous advance of 
stock prices seemed to reinforce this view.

Against this background, underwriter bidding at the 
April 9 Treasury bond auction was less aggressive than 
at the first such auction in January. Moreover, the new 
bonds encountered considerable investor resistance when 
reoffered by the winning syndicate, and the slow distribu
tion of the new issue contributed to the mildly bearish tone 
already evident in the market. Additional market caution 
was induced by further favorable business news and by 
the announcements of selected steel price increases begin
ning April 10 which suggested to some observers the pos
sibility of inflationary repercussions. At the same time, the 
Government bond market was influenced by the heavier 
tone in the market for corporate issues—in part as a result 
of the announcement that a $250 million corporate refund
ing issue would be offered in early May. It also still re
flected the heavy extension of Treasury debt in the March 
advance refunding. As a result of these various influences 
prices fell rather sharply from April 8 through April 17, 
with largest reductions centered in long-term issues.

A moderate investment demand developed as prices 
moved down, however, and market sentiment strengthened 
in the latter part of the month. While continuing favorable 
business news still exerted a restraining influence, the 
market was bolstered by expectations—subsequently con
firmed—that the Treasury would confine its May re
financing offering to the relatively short-term area and by 
press comments to the effect that monetary policy was 
likely to remain relatively easy.

The refunding announcement of April 24, described 
above, was well received in the market, causing minimal 
price impact on outstanding issues. Trading activity in 
“rights” and “when-issued” securities was reported to be 
relatively light, and most observers expected “attrition” to 
be low. At the close on April 30, dealers quoted the issues 
offered in the exchange at 100%2 (bid) on a when-issued 
basis.

After the close of the market on April 25, the syndi
cate marketing the $300 million of new 4Vs per cent 
bonds of 1989-94 was terminated. The next day the 
bonds began to trade at about 100%, compared with the 
syndicate’s offering price of 100%, and it was reported 
that good progress was being made in distributing the 
issue to investors. By the end of the month, the new bonds 
were quoted at 100ni2 (bid). Over the month as a whole, 
prices of outstanding intermediate and longer term issues 
were from % 2  higher to 2% 2  lower.

Rates for Treasury bills were steady to slightly lower 
during the early part of April, as buying by state trust 
funds added significantly to a moderate demand from
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other sources—readily absorbing the $100 million in
creases sold by the Treasury in each weekly auction. This 
trend was interrupted on April 10 and 11 in the wake of 
both the long-term bond auction and the auction of the 
new one-year bills where dealer awards were substantial 
and where the Treasury was raising $500 million of new 
cash. Investment demand remained strong, however, and 
after a small upward movement through about the middle 
of April, bill rates edged lower again until about April 22 
when a cautious note reappeared.

After the announcement of the Treasury’s forthcoming 
refinancing on April 24, some demand for bills arose from 
switching operations out of the issues coming due in May, 
but this activity was relatively light. The month closed in 
an atmosphere of caution, with some feelings in the 
market that rates might be pressing close to the lower 
end of the range likely to be experienced in the near 
future. At the final auction of the month, held on 
April 29, average issuing rates were 2.898 per cent for 
the new three-month issue and 2.988 per cent for the new 
six-month issue, 2 basis points lower and 1 basis point 
higher, respectively, than the rates established in the last 
auction in March.

O T H E R  SE C U R IT IE S  M A R K E T S

Prices of corporate and tax-exempt bonds edged lower 
through most of April, but steadied in the latter part of 
the month. As in the Government market, investor hesi
tancy was nurtured by a somewhat more optimistic busi
ness outlook, by concern over the implications of the steel 
price increases, and by the slow distribution of the new 
Treasury bonds. In addition, a relatively heavy volume of

new issues flowed into the tax-exempt sector during the 
month, while an expanding calendar of forthcoming flota
tions contributed to a cautious tone in both sectors. 
Against this background, investor demand proved selec
tive and the distribution of recently marketed bonds 
generally proceeded slowly at progressively higher yields. 
Several slow-moving issues moved up as much as 5 to 10 
basis points in yield in market trading immediately after 
syndicate price restrictions were removed. Over the month 
as a whole, the average yield on Moody’s seasoned Aaa- 
rated corporate bonds rose by 4 basis points to 4.23 per 
cent, while the average yield on similarly rated tax-exempt 
bonds increased by 7 basis points to 3.00 per cent.

The total volume of new corporate bonds reaching the 
market in April amounted to approximately $345 million, 
compared with $490 million in the preceding month and 
$640 million in April 1962. The largest new corporate 
issue publicly marketed during the month was a $50 mil
lion (Aa-rated) AV2 per cent utility company debenture 
issue maturing in 2003. Reoffered to yield 4.37 per cent, 
the debentures—which are not redeemable for five years 
—were given only a fair investor reception. New tax- 
exempt flotations during the month totaled approximately 
$810 million, as against $930 million in March 1963 and 
$870 million in April 1962. The Blue List of advertised 
dealer offerings of tax-exempt securities receded by $4 
million during the month, to $631 million on April 30, 
after having reached a record level of $681 million on 
April 17. The largest new tax-exempt offering during the 
period consisted of $109 million (A-rated) municipal 
various-purpose bonds. Reoffered to yield from 1.70 per 
cent in 1964 to 3.40 per cent in 1993, the bonds were 
well received.
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Reprinted from the Federal Reserve Bulletin, April 1963

Federal Reserve Open Market Operations in 1962

This report describes the open market operations of the Federal Reserve System 
against the background of broad System policy objectives on the one side and 
money and capital market developments on the other. It supplements the Annual 
Report of the Board of Governors of the Federal Reserve System, which traced 
the development of Open Market Committee policy over the year, with a report 
from the particular vantage point of the Trading Desk at the Federal Reserve Bank 
of New York. This was where actual trading operations were effected in order to 
carry out the System's open market policies on a day-to-day basis.

The report was prepared by Robert W. Stone, Manager, System Open Market 
Account, and Vice President of the Federal Reserve Bank of New York. Associates 
on the Trading Desk assisted in its preparation.

Monetary policy in 1962 was directed toward providing 
stimulus to a somewhat sluggish domestic economy, while 
avoiding money market conditions conducive to outflows 
of funds abroad. These objectives continued without ma
jor change throughout the year, as indeed they had con
tinued through 1961. There were some modest shifts in 
emphasis, however, including a slight movement toward 
less ease around midyear, and a similar shift during the 
closing weeks of the year. The continuance of a generally 
easy monetary policy since the spring of 1960 made this 
the longest period of uninterrupted ease since 1951.

In the background of open market operations during 
1962 was a domestic economy that gave rise to recurrent 
hopes but somewhat disappointing results. Although there 
was a moderate rise in business activity, it lacked vigor 
and at no time came near to utilizing fully either the man
power or plant and equipment available to the economy. 
Unemployment remained above 5 per cent of the labor 
force—it averaged 5.6 per cent—even though it was sig
nificantly below the average of 6.7 per cent for 1961.

At times, particularly in late summer and early fall, a 
number of analysts suggested that the economy was in 
danger of sliding into a recession unless monetary or fiscal 
measures, or both, were used more vigorously to promote 
expansion. There were several jolts to business confidence 
during the year, notably a conflict between the Adminis

tration and the steel industry over prices, a sharp break 
in the stock market in the spring, and international crises 
over Laos and particularly over Cuba.

There was no evidence to suggest that the economy was 
held back by an insufficient availability of credit, how
ever. On the contrary, credit seemed to be abundantly 
available throughout the year. Long-term interest rates 
moved lower while short-term rates fluctuated within a 
narrow range, closing the year at levels slightly above 
those at the end of 1961.

Although developments in the domestic economy called 
for a continued policy of monetary ease, the stubborn 
persistence of a sizable deficit in the United States balance 
of international payments was still a major problem. The 
deficit in 1962 was $2.2 billion— down only slightly from 
the $2.4 billion deficit of the previous year, and financed 
to the extent of $900 million through a further outflow 
of gold. Moreover, in both 1961 and 1962 the payments 
deficits were reduced because of certain special trans
actions that could not be counted on to continue. It was 
difficult to measure the precise extent to which private 
capital outflows enlarged the balance-of-payments deficit 
and also difficult to assess the exact role of relative levels 
of interest rates in encouraging or discouraging such out
flows. But clearly without significant improvement in the 
balance of payments, these considerations were important
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both in the formulation of policy and in the choice of 
techniques to be used in pursuing such policy.

Even though domestic and international objectives 
tended to exert different pulls on monetary policy, it was 
widely recognized that the two sets of objectives have 
much in common. Progress toward balance in international 
payments depends in no small degree on the achievement 
of a healthy, noninflationary, and increasingly productive 
domestic economy. And domestic expansion depends in 
part on the same factors that can bring a better balance 
in international payments— including an increase in our 
favorable balance of trade and an attractive investment 
climate that would retain investable funds and even draw 
funds into the United States from abroad. It was also rec
ognized that our adverse balance of payments casts a long 
shadow over domestic activity and that a solution to our 
payments problem would probably give an important psy
chological lift to the domestic economy.

SYSTEM OPERATIONS

Given the objectives outlined above, System policy was 
designed to maintain reserve availability at a level sufficient 
to encourage expansion of bank credit and the money 
supply, yet not so abundant as to encourage an outflow of 
funds by depressing interest rates—particularly short- 
term interest rates.

C h a r t  i \

FREE R E S E R V E S  flu ctu a te d  from w e e k  to w e e k  j

M i l l i o n s  of d o l l a r s  M i l l i o n s  or d
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N e ' e :  M e m b e r  b a n k  free  r e s e r v e s  a r e  e x c e s s  r e s e r v e s  less  b o r r o w i n g s  
f ro m  the F e d e r o !  R e s e r v e .  B o r r o w i n g s  a r e  b o r r o w i n g s  f rom  the 
F e d e r a l  R e s e r v e .  F e d e r a l  f u n d s r a t e  is the r a t e  p a i d  b y  m e m b e r  
b a n k s  in b or t  l o r  e x r 3 » i  re se rv e s  f rom  o th er  m e m b e r  b a n k s .  A l l  
a r e  w e e k l y  a v e r a g e s  of d a i l y  f i g u r e s .  The r a t e  for  t h r e e - m o n t h  
T r e a s u r y  b il l '-  is fh s \  o » “. r u i n g  rate .

p r o f i l e  o f  p o l i c y  o v e r  t h e  y e a r . During the f i r s t  

half of the year there was widespread concern over the 
sluggishness of the domestic economy, especially in the late 
spring when there were signs of faltering in the already 
slow rate of business expansion and when the stock market 
sustained its sharpest break since 1929. The balance of 
payments also played a role in the formulation of policy, 
although the seriousness of the country’s payments situa
tion was somewhat obscured by the temporary benefits 
accruing to the United States from a major flow of funds 
from Canada, which culminated in a speculative onslaught 
against the Canadian dollar in June.

System policy in this period was easy, as may be seen 
in various indicators of reserve availability. Weekly aver
ages of free reserves typically ranged from about $400 
million to $600 million from January through mid-June, 
and for the first 5V2 months of the year averaged about 
$440 million. Federal funds were in comfortable supply, 
trading most frequently below the 3 per cent discount rate, 
while member bank borrowing averaged in the neighbor
hood of $70 million.

Toward midyear, while the economic advance remained 
sluggish and hesitant, it became increasingly apparent that

the balance-of-payments problem was further from solu
tion than many had hoped. Moreover, attention began to 
focus on the size of the expansion in bank credit and total 
liquidity that had already occurred. It appeared that mone
tary policy might be reaching the limit of its usefulness as 
a stimulus to economic activity. Consequently, after mid- 
June the System shifted the emphasis of monetary policy 
toward slightly less ease and toward maintaining a mod
erately firm tone in the money market. However, policy 
remained basically easy and encouraging to credit expan
sion. This policy posture was maintained throughout the 
summer and fail.

In October and early November, at the time of the 
Cuban crisis, particular emphasis was placed on main
taining as steady a climate as possible in the money market. 
In the closing weeks of the year, with business sentiment 
perceptibly improved, with bank reserves, bank credit, and 
money supply showing strength, and with the balance of 
payments still unsatisfactory, the System shifted credit 
policy once more toward slightly less ease.

Indicative of the mildness of the shift in emphasis to
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ward less ease in June, weekly average free reserves most 
often moved in a range of about $350 million to $500 
million from mid-June to mid-December. This range 
largely overlapped the range of fluctuation earlier in the 
year—free reserves averaged about $410 million, com
pared with $440 million in the first 5V2 months. Federal 
funds traded mainly in a 23A to 3 per cent range from 
mid-June to mid-December, compared with 2XA to 3 per 
cent earlier. Member bank borrowing averaged around 
$100 million. In the latter part of December, net reserve 
availability was reduced somewhat further, and Federal 
funds tended to trade more steadily at 3 per cent; member 
bank borrowing increased.

g u i d e l i n e s  f o r  o p e r a t i o n s . During the course of 
1962, a good deal of consideration was given to the matter 
of appropriate guidelines for the conduct of open market 
operations.

Continuing attention was paid to free reserves, but not 
to the extent of pursuing particular free reserve levels at 
the expense of wide swings in the general tone of the 
money market. Consequently, free reserve levels some
times fluctuated widely from one week to another. Mean
while close attention was given to the location of reserves, 
the availability of Federal funds, dealer financing needs, 
and trends in short-term rates. The general pattern of 
capital market developments, of credit expansion, and of 
growth in the money supply was also followed carefully.

Thus the wide fluctuations in measures of reserve avail
ability during 1962 were usually accompanied by changes 
in the distribution of reserves between money centers 
and “country” banks, or by changes in the intensity of use 
of reserves and hence of the demands on the money 
market. At times, it was appropriate for free reserves to 
rise in order to accommodate temporarily enlarged de
mands for liquidity. At other times, when liquid funds 
were in less demand and banks sought to employ their 
reserves in the Federal funds market and the Treasury 
bill market, it was appropriate for free reserves to contract 
in order to avoid undue downward pressure on short-term 
rates.

With free reserves ranging rather widely, tendencies 
toward excessive ease or restraint in the market were 
cushioned. Particularly during the second half of the year, 
the rate for Federal funds seldom fluctuated sharply and 
money market conditions were relatively stable. On a 
few occasions, however, there were departures from that 
general stability when unusually high amounts of Federal 
Reserve float provided reserves in greater than expected 
volume or when country banks shifted large amounts of 
excess reserves to the money centers on the final day or

two of their reserve computation periods.
In addition, various measures of total and required 

reserves were analyzed intensively during the year. At 
times, especially during the summer months, total reserves 
and required reserves grew only moderately, if at all. In 
other periods—notably toward the year end—total and 
required reserves bulged sharply above earlier growth 
trends. It was clear that such measures had to be con
sidered as part of the total picture that also included the 
other indicators noted above, particularly those bearing 
on the day-to-day condition of the money and securities 
markets.

t e c h n i q u e s  o f  o p e r a t i o n s . As in 1961, the defense 
of the short-term rate structure against fairly persistent 
downward pressures was an important consideration not 
only in shaping monetary policy but also in the choice of 
the techniques used to achieve policy objectives.

Thus in order to supply reserves while exerting as little 
downward pressure on short-term rates as possible, the 
System continued to buy intermediate-term and some long
term obligations as an alternative to purchases of bills or 
short-term coupon issues. Sometimes the System bought 
longer issues to offset the reserve effect of the bill sales 
made to cushion downward pressures on short-term rates. 
These operations in intermediate and longer term securities 
were in accordance with the change of procedures adopted 
in early 1961. Compared with 1961, however, there were 
few periods during 1962 when investors were seeking to 
sell intermediate- and long-term Treasury obligations on a 
large scale. At the times when the System needed to supply 
reserves, there was not always a substantial availability of 
such obligations that could be purchased without pushing 
prices to unsustainable levels.

System purchases of intermediate and longer issues were 
accordingly smaller and less frequent than in 1961, as the 
Trading Desk continued to make its purchases on a scale 
and in a manner intended to exert minimum direct in
fluence on prevailing prices and yields. Typically, this 
meant that the Desk did not solicit offerings from dealers 
but rather purchased some of the securities offered at the 
dealers’ initiative. Generally, an effort was made to leave 
a portion of the offerings in the market rather than to 
corral all or most of the available supply at any time. 
Prices and yields were thus established by the market, with 
the System being to a large extent a marginal, albeit sig
nificant, participant in the market. This method of opera
tion would appear to have furthered the System’s objec
tives more satisfactorily than if prices had been pushed to 
unsustainable levels in an effort to buy more securities 
than were readily available at current prices.

3
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In addition, instead of buying Treasury bills outright 
and driving short-term rates down, the System often used 
repurchase agreements as a means of meeting temporary 
reserve needs. Almost all of these agreements were made 
at the discount rate of 3 per cent. That rate was usually 
competitive with the rates of other lenders when the use 
of the repurchase agreement technique was particularly 
important. However, sometimes the conduct of System 
operations was complicated by the fact that securities 
acquired by the Federal Reserve under repurchase agree
ments were withdrawn on a fairly large scale in advance of 
their maturities as dealers found financing on more attrac
tive terms or as they made outright sales of the securities.

Outright purchases of Treasury bills to meet reserve 
needs were also necessary on many occasions. Indeed in 
the first statement weeks of July, August, and October, 
System purchases of bills in the market ranged from about 
$500 million to $1.1 billion. These very large purchases 
had little downward impact on Treasury bill rates, how
ever, because they coincided with periods of large dealer 
inventories and accompanying market pressures toward 
higher rates.

In making market purchases of Treasury bills, the 
System avoided as much as possible the maturity area 
closely surrounding the three-month bill because of the 
particular importance of three-month rates as a focal point 
in the short-term rate structure. Similarly the System 
frequently concentrated sales of bills in this area. As the 
year progressed, however, the yield curve for short-term 
issues flattened to the extent that purchases or sales of 
any bills seemed to have almost as much effect on the 
three-month rate as operations in issues of that maturity.

Use was also made of transactions directly with official 
foreign accounts maintained with the Federal Reserve. 
The System made sizable purchases of securities, mostly 
Treasury bills, from such accounts as a means of supply
ing reserves without injecting System buying directly into 
the market. On an even larger scale, the System sometimes 
sold bills to foreign accounts in order to reduce the volume 
of foreign account buying in the market. Even so, only 
about 20 to 30 per cent of the volume of transactions 
executed for foreign accounts at the Trading Desk was 
arranged directly with the System; the greater share was 
executed in the market.

A final important means of minimizing downward rate 
pressures was the October action of the Board of Gov
ernors of the Federal Reserve System in reducing from 5 
per cent to 4 per cent reserve requirements against time 
and savings deposits. This release of reserves, amounting 
to about $780 million, satisfied a substantial part of the 
seasonal need for reserves in the last two months of the

year. Open market purchases to meet seasonal reserve 
needs were accordingly reduced.

p o r t f o l i o  c h a n g e s . Over the year as a whole there 
was a net increase of $1,939 million in the System’s hold
ings of Treasury obligations, of which $1,756 million 
represented outright purchases, and $183 million repur
chase agreements. Holdings of bankers’ acceptances in
creased by $59 million, comprising an increase of $4 
million in outright holdings and a rise of $55 million in 
holdings under repurchase agreements.

In rough terms, the System’s total net purchases of 
almost $2 billion, together with a rise in member bank 
vault cash of about $370 million, offset the combined 
effect on reserves of a gold outflow of about $900 million 
and a $1,400 million rise in currency in circulation. Net 
changes in other factors affecting reserves for the year 
were relatively small. The release of about $780 million 
of reserves as a result of the lower required reserve ratio 
against time and savings deposits was approximately 
matched by the rise in reserves needed to support increases 
in total deposits.

C h a r t  II

SYSTEM INCREASED ITS HOLDINGS of securities 
by $2 billion

B ill io n s  of d o l la r s  B i l l io n s  of d o l la r s

1962
N o te :  C u m u la t iv e  c h a n g e s  in S y ste m  h o ld in g s  of T r e a s u r y  issu e s  a n d  

a c c e p t a n c e s  b oth  on a n  o u t r ig h t  b a s is  a n d  u n d e r  r e p u r c h a s e  
a g r e e m e n t .  W e d n e s d a y  f ig u r e s  a n d  D e c e m b e r  31.
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Outright System holdings of Treasury securities matur
ing within a year decreased by $65 million as bill holdings 
were down by $751 million while short-term coupon issues 
were increased by $686 million. Holdings of one- to five- 
year issues increased by $2,070 million, mainly reflecting 
net purchases of nearly $1.5 billion of securities in that 
maturity range. The System also bought $326 million and 
$37 million of securities maturing in five to ten years and 
over ten years, respectively. But the System’s holdings in 
these two maturity categories decreased by $133 million 
and $116 million because of the shortening effect of the 
passage of time on issues held in the Account. At the 
close of 1962 the average maturity of System Account 
holdings was 20.4 months, compared with 20.9 months a 
year earlier and 19.4 months at the end of 1960.

In addition to its open market operations in Treasury 
securities the Federal Reserve System continued to conduct 
some open market operations in bankers’ acceptances. 
These operations, which are typically quite small com
pared with System operations in Treasury securities, are 
designed to maintain contact with, and encourage the 
further development of, this important market in the 
financing of world trade.

Federal Reserve holdings of acceptances on an outright 
basis varied between $30 million and $52 million during 
1962. In line with the practice of previous years, outright 
holdings were reduced in the first half of the year by 
allowing maturities to exceed purchases and were in
creased in the second half by stepping up purchases. 
There was a deviation from this pattern in July, however, 
when System holdings were temporarily increased as the 
market experienced a sharp influx of acceptances. The 
System’s outright holdings were at a peak at the end of 
the year, when market supplies were exceptionally large 
under the influence of heavy seasonal pressures. The Sys
tem also acquired acceptances under short-term repurchase 
agreements from time to time during the year. These 
holdings also reached a peak during the year-end period.

T R E A S U R Y  D E B T  M A N A G E M E N T

Throughout the year, System open market operations 
were closely meshed with Treasury debt management 
operations; both worked toward similar domestic and inter
national objectives.

s h o r t -t e r m  d e b t . In an effort to resist downward 
pressures on short-term interest rates, the Treasury added 
almost continuously to the weekly offerings of three- and 
six-month bills. It sold a strip of $1 billion of regular 
bills. It increased the January and October quarterly

offerings of one-year bills by $500 million each. In addi
tion, it sought to include an attractively priced short-term 
anchor issue in each of its regular refundings.

As a result, the volume of Treasury bills outstanding 
increased to $48.2 billion at the end of 1962 from $43.4 
billion a year earlier—despite a decline from $6 billion to 
$3 billion in the volume of outstanding tax anticipation 
bills. So strong was the market’s appetite for bills that 
even the strip of $1 billion of bills, offered in November 
without the privilege of bank payment through Tax and 
Loan Accounts, was readily absorbed—after an upward 
adjustment in rates. In contrast, a similar offering a year 
earlier had had a sharper impact on rate levels and market 
atmosphere.

At the same time, partly because of a successful pre
refunding operation, total coupon issues maturing within 
a year declined from $42.5 billion at the end of 1961 
to $39 billion at the close of 1962. As a net result of these 
operations, the amount of marketable Treasury issues due 
within one year increased by $1.4 billion over the year. 
But with bill issues increased so persistently during the 
year and up so sharply for the year as a whole, the market 
impact of Treasury operations on the short-term debt 
structure probably was greater than this modest net in
crease might suggest.

d e b t  e x t e n s i o n . The Treasury also significantly ex
tended the maturity of the debt during the year, partly by 
offering intermediate and longer term options in its regular 
refundings but mainly by means of two advance refundings. 
In the first of the advance refundings, in February, about 
$5 billion of obligations maturing from 1964 to 1972 was 
extended to longer maturities. In the second, in Septem
ber, $8 billion of early 1963 issues was prerefunded out 
to 1967 and 1972. As a result, the volume of marketable 
debt maturing in over five years increased by $9 billion 
during 1962, while one- to five-year maturities declined 
by $3 billion. The average maturity of the debt at the 
end of the year was four years eleven months, compared 
with four years seven months a year earlier.

Toward the end of the year, market attention was di
rected to a prospective Treasury offering of a long-term 
bond through competitive bidding by syndicates. This 
experiment was part of a long-standing Treasury effort to 
find better techniques to sell long-term debt—an effort 
that was given further impetus by the market’s initially 
mediocre response to the 4Va per cent bonds of 1987-92 
sold in the summer of 1962. The first auction sale of $250 
million bonds was carried out successfully in early 1963, 
with a net interest cost to the Treasury of under 4.01 
per cent for a 1993 maturity callable in 1988.
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C R E D IT  M A R K E T S

The System’s monetary policy of moderate ease helped 
to encourage substantial flows of funds through the capital 
markets during 1962, largely at steady or declining rates 
of interest Commercial bank credit played a key role in 
this process, with total bank loans rising by $14 billion 
during the year. Bank investments increased by $5 billion, 
with holdings of tax-exempt securities up particularly 
sharply. Commercial bank holdings of United States Gov
ernment securities actually declined slightly during the 
year.

The total bank credit increase of $19 billion, the largest 
in the postwar period, was associated with a very sharp 
rise in time and savings deposits. These grew with par
ticular rapidity in the first half of the year following the 
permitted increase in ceiling rates of interest; time de
posits were up $15 billion for the year. In contrast, private 
demand deposits changed relatively little. In fact they 
edged slightly lower through August (seasonally adjusted), 
and then spurted up in the final months of the year. They 
rose only by about $1 billion for the year as a whole.

Although the money supply—as conventionally defined 
to include private demand deposits and currency outside 
banks—rose by only about $2 billion during the year, the 
volume of close money substitutes expanded sharply. Esti
mated total liquid assets held by the nonbank public in
creased by about $34 billion, or 8 per cent, over the year. 
And the ratio of such assets to gross national product rose 
to 80.6 per cent in the final quarter of 1962 from 78.2 per 
cent a year earlier. This indication of ample and expand
ing liquidity in the economy agreed with a market impres
sion that the economy was not pinched for want of credit, 
and that credit was generally available to encourage and 
support further economic expansion.

t r e a s u r y  b o n d  y i e l d s . The pattern of movements in 
long-term yields within the year can be seen in the course 
followed by Treasury bonds. In the opening weeks of the 
year participants in the Treasury bond market were 
cautious about the outlook for bond prices, particularly in 
the light of fairly optimistic views about business, concern 
over the balance of payments, and a related belief that 
monetary policy might have moved a little away from the 
degree of ease prevailing in 1961. Average yields on long
term Treasury bonds, which started the year at 4.07 per 
cent reached a high of 4.14 per cent in February.

Through the rest of the year, varying market appraisals 
of the factors mentioned above largely shaped the trend 
of prices and yields. Thus after the opening period of 
caution it became apparent that the business expansion

C h a r t  HI

INTEREST RATES ON BONDS declined during 1962

P e r  ce n t P e r  ce n t

1961 1962
N o te : A a a  c o r p o r a t e  a n d  A a a  s ta te  a n d  lo c a l b o n d  y ie ld s  a r e  M o o d y ’s 

In v e s to r s  S e r v ic e  s e r ie s .  S t a t e  a n d  lo c a l  b o n d s , g e n e r a l  o b l ig a t io n s  

o n ly ,  b a s e d  on T h u rs d a y  f ig u r e s .  C o r p o r a t e  b o n d s  a n d  U n ite d  S ta te s  
G o v e r n m e n t  b o n d s  a r e  W e d n e s d a y  f ig u r e s .  U n ite d  S t a t e s  G o v e r n m e n t  
b o n d s  a re  a v e r a g e s  fo r  is s u e s  m a tu r in g  o r  c a l la b le  in  ten y e a r s  o r  m o re .

was proceeding slowly at best, while the outlook for the 
balance of payments seemed more promising. Bond prices 
began to rise and the average yield declined, reaching a 
low of 3.84 per cent in early May.

Treasury bond yields moved generally higher through 
June and July in a market cautious for several reasons. 
The Canadian foreign exchange situation was considered 
to have adverse implications for our own balance-of- 
payments problem. Discussion of a quick tax cut to 
stimulate the lagging economy produced expectations of 
larger Federal budget deficits. And related to both of 
these developments, there was a feeling in the market that 
Federal Reserve policy might move away from ease. Under 
these circumstances the market sensed the System’s shift 
toward slightly less ease in mid-June almost immediately. 
By the end of July, a number of longer term Treasury 
issues were yielding more than 4 per cent, and a new long
term Treasury bond elicited only limited interest when 
offered to yield 4.19 per cent.

Over the next three months yields again declined, 
approaching or attaining new lows for the year around 
mid-November. One factor that helped to initiate the rising 
price trend was the President’s decision to postpone a
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request for a tax cut. In addition, at the annual meetings 
of the International Bank for Reconstruction and Devel
opment and the International Monetary Fund in Septem
ber, and in various discussions and statements related to 
these meetings, there was widespread comment to the 
effect that significant progress was being made in reducing 
the United States balance-of-payments deficit. At the same 
time, the domestic business situation still showed no par
ticular vigor. Indeed a number of analysts believed that 
the economy’s next move might be downward rather than 
a continuation of the sluggish advance.

In these circumstances the Board of Governors’ an
nouncement in late October of a reduction in reserve 
requirements against time and savings deposits was initially 
regarded by some as heralding an easier credit policy 
rather than as a device to supply seasonal reserve needs 
by means other than open market operations. This belief 
provided some further temporary strengthening to bond 
prices—although the market reappraised the significance 
of the move fairly soon thereafter. The Cuban crisis, 
occurring about that time, had remarkably little impact 
on bond prices.

Later in November and into early December there was 
more confidence in the business outlook, which was re
flected in a slight rise in yields. This change in market 
sentiment came when dealer holdings of intermediate-term 
Treasury obligations were particularly large, following 
Treasury refunding operations. The increased market 
supply of securities enabled the System to meet a large 
part of the remaining seasonal reserve needs through pur
chases of securities outside the short-term area and thus to 
minimize downward pressure on short-term rates. The 
System’s buying, in turn, helped to improve the technical 
position of the market by enabling dealers to reduce their 
inventories.

The market then strengthened and in the week before 
Christmas a number of issues reached new high prices for 
the year. The average yield on long-term issues returned 
to the May low point of 3.84 per cent. Prices receded 
again in the final few days of the year as the market began 
to take some cognizance of the System’s further slight shift 
away from ease undertaken in mid-December. At the year 
end, the average yield on long Treasury bonds was 3.87 
per cent—down 20 basis points for the year as a whole.

o t h e r  l o n g -t e r m  m a r k e t s . An important part of 
the flow of funds in 1962 found its way into the tax-exempt 
area. For the second successive year, new offerings of 
state and local government securities aggregated over $8 
billion. During the first half of the year these issues were 
avidly sought by commercial banks striving to employ

time and savings deposits profitably. Yields declined 
through early May. Yields then rose until early August 
as bank demand for tax-exempt bonds tapered off some
what. During the balance of the year, the demand re
mained sufficiently strong so that the continuing sizable 
volume of new issues was floated at declining yields. 
Moody’s index for Aaa-rated obligations of state and 
local governments fell to a low of 2.88 per cent in early 
November, a level not reached since mid-1958. Over the 
year, yields on Aaa-rated tax-exempt issues declined by 
37 basis points to 2.94 per cent.

Corporate bond financing in 1962, although still a siz
able $9 billion for the year, was not so large as in either 
1958 or 1961. This lower borrowing reflected in part a 
rise in internally generated corporate liquidity. This 
liquidity not only lessened corporations’ needs to borrow 
but also made them steady purchasers of short-term obliga
tions, thereby accentuating the downward pressure on 
short-term rates. Corporate bond yields declined until 
late May from the levels prevailing in the latter half of 
1961. But the decline was gentler than that for tax- 
exempt bonds, which benefited from the heavy bank buy
ing. At the close of 1962 Moody’s Aaa corporate bond 
index, at 4.22 per cent, was 22 basis points below a year 
earlier.

During much of the year, corporate underwriters bid 
aggressively for new issues and reoffered them to investors 
at yields about equal to or even a little below the yields 
on recently offered issues of similar quality. In the latter 
part of 1962, high-grade corporate utility issues were 
being reoffered at yields of around 4.22 to 4.30 per cent, 
compared with about 4.44 to 4.69 per cent a year earlier. 
In addition, there was a tendency for the spread between 
top-grade and lesser rated securities to narrow as investors 
reached for higher yields.

Dwarfing the increases in municipal and corporate 
borrowing, the increase in mortgage debt was an un
precedented $24 billion during 1962 as a large share of 
institutional savings found outlets in this area. Here, too, 
there was some downward drift in yields over the course of 
the year.

s h o r t -t e r m  r a t e s . The range of fluctuation for short
term money market rates was relatively narrow throughout 
the year. The average issuing rate for three-month Treas
ury bills remained between about 2.65 and 3 per cent and 
was most often between 2.75 and 2.85 per cent.

Throughout the year the combined influence of the 
moderately easy monetary climate fostered by the System 
and a steady demand for bills from corporations and other 
nonbank buyers exerted persistent downward pressure on
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rates. This tendency was resisted by the coordinated use 
of System open market operations and Treasury debt 
management techniques, however, in order to keep United 
States rates competitive with yields in foreign money 
markets. The availability of time certificates of deposit as 
an alternative investment also tended to relieve downward 
pressures on rates. On balance, short-term market rates 
actually rose slightly over the year. Nevertheless, there 
was no attempt to set rigid floors under rates, at which 
the authorities would make unlimited amounts of bills 
available. Rates fluctuated enough to provide some market 
uncertainties and to require an appraisal of market forces 
in the management of both dealer positions and investment 
portfolios.

At the same time, the official actions in response to 
downward market pressures on bill rates probably con
tributed to the flattening of yield curves, including both a 
narrowing of spreads between short- and long-term issues 
and a narrowing of spreads within the short-term area. 
At times, the spread between three- and six-month Treas
ury bills decreased to as little as 2 or 3 basis points.

Treasury bill rates dropped to their lowest levels of the 
year in May, when large System purchases were super
imposed on vigorous bank and nonbank demands. This 
brought the market rate for three-month bills down to 
2.63 per cent (bid) on May 11. The year’s high rate level 
for three-month bills (2.98 per cent) was reached in July 
following the slight firming in monetary policy and in
creased concern over the balance of payments.

After their high point in July, bill rates declined until 
late October as corporate and other nonbank demand 
absorbed the almost uninterrupted increases in bill supplies 
marketed by the Treasury. Rates turned up again in Novem
ber after the Treasury announced its plans to auction 
a $1 billion strip of bills. Although the strip was readily 
absorbed, rates tended to remain at their higher level as 
the money market atmosphere firmed somewhat. The 
three-month bill closed on December 31 at 2.93 per cent 
(bid)—about Vk per cent above the comparable rate at 
the end of 1961.

The level and movement of short-term rates was such 
that—after allowance for the cost of forward cover in the 
foreign exchange market—the spread between rates on 
three-month Treasury bills of the United States and the 
United Kingdom favored the United Kingdom bills by a 
maximum of about 70 basis points during the year, a high 
reached in late October. In 1961 the covered spread in 
favor of London had been as much as 105 basis points, 
and in 1960 it had ranged up to about 165 basis points.

During most of 1962, the covered spread in favor of 
London was no more than 25 or 30 basis points. At

times the spread favored United States bills—as in April, 
shortly after the British bank rate had been reduced for 
the third time in the space of two months. However, part 
of the effect of these successive reductions tended to be 
offset either by lower bill rates in the United States or by 
a decline in the discount on forward sterling.

Further assistance in keeping United States short-term 
rates competitive with those abroad came in October when 
new legislation removed for three years the ceiling interest 
rates on time deposits held in member banks by foreign 
official accounts.

Along with the rise in market supplies of Treasury bills, 
negotiable time certificates of deposit, introduced to the 
market in early 1961, assumed greater importance as a 
money market instrument during 1962. This was partly 
due to the higher rates permitted on these obligations and 
to the banks’ aggressiveness in using the instruments to 
attract deposits during the year.

Total time certificates issued by New York City banks 
and outstanding at the year end were $1.8 billion, com
pared with $1 billion at the end of 1961. Certificates of 
Chicago banks increased by almost $300 million during 
the year to $545 million. Large increases also took place 
in the outstanding volume of certificates issued by banks 
in many other centers. In early December, the total vol
ume of outstanding certificates at weekly reporting mem
ber banks throughout the country was estimated to be 
somewhat over $6 billion. Active trading in certificates 
developed in the secondary market. The market tended 
to broaden during the year as new investors appeared and 
as certificates of lesser known banks gained wider accept
ability.

b a n k e r s ’ a c c e p t a n c e s . In contrast to the sizable 
increases in the volume of Treasury bills and time certifi
cates of deposit in 1962, the volume of bankers’ accept
ances in the United States declined slightly. The net 
decline of $33 million to a year-end total of $2,650 mil
lion interrupted a period of almost steady growth since the 
fall of 1959. Market activity was also somewhat lighter 
during the year, with dealers’ average weekly sales slipping 
to $110 million from $130 million in 1961.

One reason for the slowdown of acceptance financing in 
1962 seemed to be a shift in the relative cost of such 
credits vis-a-vis other means of financing. Domestically, 
the previous cost advantage of acceptance credits over 
direct bank loans apparently shrank to little or nothing. 
While clear-cut comparisons would involve analysis of a 
number of variables, it seems significant that in 1962 the 
effective cost of three-month acceptance credits (the rate 
of discount plus the acceptance commission) never fell
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below the prime bank loan rate of 4Vi per cent, and 
often exceeded that rate by as much as Vs to Va per cent. 
In contrast, during 1961 the cost of acceptance credits was 
generally below the prime loan rate.

In addition, there seemed to be some narrowing of the 
cost advantage of United States acceptance credits over 
credit facilities available to borrowers in a number of for
eign countries. Again, precise comparisons are difficult to 
make, but it can be pointed out that while acceptance credit 
costs moved somewhat higher in the United States there 
was an easing in commercial credit conditions in some 
foreign countries. In general, however, the cost of credit 
in the United States continued to be lower than that avail
able in a number of important foreign money markets.

Another factor that apparently restrained the growth of 
acceptance financing was the changing pattern of United 
States exports. In previous years, increasing exports to 
Japan—financed to a considerable degree through accept
ances—had helped to account for the rapid rise in 
acceptance credits. In 1962, while total United States 
exports increased, exports to Japan declined. This decline 
probably accounted for part of the nearly $200 million 
decline in acceptance financing of exports over the year.

The basic demand for acceptances remained good dur
ing most of 1962. Although the yield advantage of 
acceptances over Treasury bills was smaller than in 1961, 
it was high enough so that market supplies of acceptances 
were readily absorbed during most of the year. However, 
the margin of unsatisfied demand was not strong enough 
to push rates down. It may seem paradoxical that accept
ances yielded, for the investor, a smaller interest advantage 
over Treasury bills in 1962 than in 1961, while at the 
same time from the borrower’s standpoint acceptance rates 
tended to be a bit higher relative to alternative financing 
sources than a year earlier. This result seems to have 
emerged out of the flattening of the yield curve in 1962. 
While for the investor acceptance rates compete with rates 
on Treasury bills and other short-term marketable paper, 
the more relevant comparison for the borrower is between 
acceptance rates—plus related fees—and bank lending 
rates to high-grade borrowers.

Reflecting the general stability of short-term rates over 
the year, there were only four general changes in accept
ance rates during 1962. The rates were reduced by Vs of 
a percentage point in May and were raised by a similar 
amount in late June; they were further increased by Vs in 
July but reduced again by that amount in early October. 
As a result, rates were at the same level at the beginning 
and end of the year.

Early in 1962, with demand exceeding supply, dealers’ 
portfolios declined rapidly from their end-of-1961 level of

somewhat above $60 million to around $10 million to $20 
million by late January. Inventories fluctuated close to 
this range until the latter part of June. The rate reduction 
in early May failed to produce substantially increased 
supplies, as other rates were also declining. By late June, 
however, the supply reaching the market was augmented 
by commercial bank sales in the somewhat firmer money 
market, while demand tapered off with the rise in Treasury 
bill rates. As a result, dealers’ inventories reached a high 
of $123 million on July 16, despite a rate increase in late 
June. In these circumstances another increase in rate was 
made on July 17. Dealers’ portfolios declined rapidly 
thereafter, and rates moved lower again in early October. 
However, inventories rose very sharply in the closing weeks 
of the year under the impact of exceptionally large seasonal 
supplies. Dealers’ holdings reached $218 million on De
cember 31—a level attained only once before, in January 
1930. Dealers refrained from increasing rates in the year- 
end period, hoping that January 1963 reinvestment de
mand would relieve their swollen inventories. But such 
demand, while good, was not up to expectations and did 
not reduce dealer portfolios appreciably. Shortly after the 
turn of the year, rates were moved up again.

C H R O N O L O G IC A L  R E V IE W

A more detailed description of System operations for 
the major periods of 1962 is given in the following section, 
along with more detail on related money and capital market 
developments. The connections between System operations 
and developments in the short-term money market were 
particularly close throughout the year, as the magnitude 
and the techniques of System transactions were partly 
guided by, and were in turn an important influence on, 
money market trends.

The pattern of activity in the long-term capital markets 
was also significant. For a continuing concern of System 
policy is the smooth functioning of the nation’s capital 
markets, so that savings and newly created credit can be 
channeled efficiently in the directions and at the prices set 
by the interplay of market forces.

j a n u a r y -f e b r u a r y : s e a s o n a l  r e s e r v e  a b s o r p 

t i o n . In the opening weeks of 1962, the joint domestic 
and international objectives of System policy posed no 
serious difficulty to the conduct of open market operations. 
Partly as a result of System operations, Treasury bill rates 
were somewhat higher by mid-February than at the end 
of 1961, despite recurrent downward pressures.

Guided by the need to offset the usual reflux of reserves 
to the banking system, open market operations withdrew
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SYSTEM OPERATIONS IN GOVERNMENT SECURITIES DURING 1962

In millions of dollars

Period

Outright purchases Outright sales

Re-
demptions

Repurchase
agreements

Net
change

Treasury bills

Coupon
issues

Treasury bills

Coupon
issues

Pur
chases Sales

In
market

From
foreign

accounts
In

market
To

foreign
accounts

January 2—February 21............................... 367.2 200.3 92.5 697.1 231.3 177.0 234.1 338.0 497.0 -  838.5

February 22—March 28............................... 733.2 101.2 452.7 224.0 222.6 156.3 496.4 444.4 +  736.2

March 29—May 2......................................... 649.6 135.6 140.0 260.0 73.3 — 36.3 1,150.5 1,129.5 +  576.6

May 3—June 6.............................................. 593.0 124.1 599.5 329.0 321.1 — 229.0 302.0 +  593.5

June 7—July 25............................................. 853.7 200.3 410.0 1,151.4 562.0 160.0 359.4 706.2 706.2 -  768.8

July 26—September 26................................. 856.5 323.6 375.6 679.5 573.3 — 381.0 552.0 552.0 — 78.1

September 27—November 28....................... 1,107.8 302.0 618.7 503.0 330.9 63.0 174.8 1,546.2 1,546.2 +  956.8

November 29—December 31....................... 256.0 8.6 327.4 — 52.7 109.5 10.7 1,097.0 755.0 +  761.1

Total .............................................. 5,417.0 1,395.7 3,016.4 3,844.0 2,367.2 509.5 1,352.6 6,115.3 5,932.3 +1,938.8

a net of $838 million of reserves from January 2 through 
February 21. Sales and redemptions of some $1.3 billion 
of securities, including sales of about $700 million of 
Treasury bills in the market, more than offset purchases 
of $660 million of securities. Holdings under repurchase 
agreements also declined.

At the very start of the year, the System supplied a 
moderate amount of reserves to relieve lingering year-end 
pressures in the money market, primarily through re
purchase agreements and Treasury bill purchases from 
foreign accounts. In addition, repurchase agreements 
were made in moderate volume on January 15, when signs 
of firmness appeared in the money market on the payment 
date for $2 billion of new one-year bills. In late January 
and early February reserves were supplied as float dropped 
sharply. Apart from these three occasions, however, re
serves were absorbed in sizable volume on most days of 
the January 2-February 21 period.

In addition to System operations, several other factors 
helped sustain Treasury bill rates during the first seven 
weeks of 1962. Although there was bank and nonbank 
demand for bills throughout most of the period, its impact 
on rates was blunted by the effect on market psychology 
of the optimistic economic outlook that prevailed at the 
year’s start, by the prospect for increased competition with 
bills from commercial bank time and savings deposits 
following the revision in Regulation Q, and by market

awareness of continuing official concern over the level of 
short-term rates. Debt management actions also con
tributed to sustaining the rates, for the Treasury raised an 
additional $500 million in the auction of one-year bills 
maturing on January 15 and sold $100 million of addi
tional three-month bills in the regular auctions on January 
29 and February 9 and 19.

In this setting, Treasury bill rates continued to edge 
irregularly upward during the first several days of the new 
year, following a sharp rise in the last two months of 
1961 which had carried the three-month rate to 2.67 per 
cent (bid) at the end of December. The $2 billion quar
terly issue of one-year bills was auctioned on January 9 
at an average issuing rate of 3.37 per cent—or about 39 
basis points higher than the previous one-year bill issue 
auctioned in October 1961. Bill rates then moved lower 
through early February, but rose again thereafter. The 
average issuing rates for new three- and six-month bills in 
the regular weekly auction on February 19 rose to 2.85 
and 3.03 per cent, respectively.

Prices of intermediate- and long-term Government 
securities declined at the beginning of the year, continuing 
the trend of late 1961. The decline reflected optimism 
about the domestic economy, prospects for increased de
fense spending, concern over the balance of payments, and 
a related feeling that a less easy credit policy might be 
under way—particularly in view of the strong surge of
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credit demand in the final weeks of 1961.
Despite this bearish atmosphere in the bond market the 

Treasury’s cash offering in January of $1 billion 4 per 
cent bonds of 1969 was accorded a reasonably good mar
ket reception. The 60 per cent allotment was somewhat 
larger than expected, and the issue initially traded slightly 
below the Treasury’s offering price. But it soon recovered, 
and the entire operation appeared to have little price 
impact on other outstanding Treasury issues.

By the end of January, bond market expectations began 
to shift toward the view that significant increases in inter
est rates were unlikely. The President’s proposal of a 
balanced budget for fiscal 1963, the failure of the strong 
credit demands that appeared in late 1962 to continue, 
and the weakness in the stock market lent support to those 
views. These expectations were reinforced in early Feb
ruary as reports on several key economic indicators for 
January raised doubts about the strength of the domestic 
economy. Although the immediate effect of these develop
ments on bond prices was muted by large-scale Treasury 
refunding operations in February, the increasingly favor
able outlook for the bond market contributed to the suc
cess of the operations.

The first of the refundings provided holders of $12 
billion of maturing issues the option of exchanging into 
either a 3 Vi per cent one-year certificate or a 4 per cent 
4 ^ -year note. Holdings by the public—that is, holdings 
by others than the Federal Reserve and Government in
vestment accounts—amounted to $7 billion.

Investor response was excellent. The public acquired 
$3.4 billion of certificates and $2.9 billion of notes, and 
attrition was only about 6 per cent of public holdings. 
(The System exchanged its $4.8 billion of maturing issues 
for $3.3 billion of new certificates and $1.5 billion of new 
notes.) The good demand for the 4Vi-year notes high
lighted the attractiveness of a 4 per cent return—par
ticularly for commercial banks that were paying higher 
rates on time deposits.

On February 15, the Treasury announced an advance 
refunding operation. Holders of nearly $19 billion of out
standing bonds, of which $17 billion was held by the 
public, could exchange into longer maturities at higher 
yields. This offering also won a favorable market recep
tion. Holders of $2.8 billion of 1964 and 1965 maturities 
exchanged into a new 4 per cent bond due in 1971, while 
holders of a 1965 issue exchanged into $563 million of the 
reopened 4 per cent bonds of 1980. In addition, holders 
of 2 V2 per cent bonds of 1967-72 exchanged into $900 
million and $933 million of the 3Vi per cent bonds of 
1990 and 1998, respectively. In all, $5.2 billion of the 
securities eligible for exchange was converted.

By the end of February, after a good deal of debt exten
sion had been accomplished, yields of long-term issues 
were only slightly above end-of-1961 levels. The average 
yield on long-term Treasury issues was 4.08 per cent, com
pared with 4.07 per cent at the end of 1961.

Other sectors of the long-term capital market were more 
buoyant in price than the Treasury bond market during the 
first weeks of 1962, and this helped to moderate the down
ward price tendencies in the Treasury market. The market 
in tax-exempt issues was particularly strong, reflecting 
heavy commercial bank buying as banks sought to employ 
their rapidly rising time deposits profitably. New state and 
local issues totaled about $2 billion in January and Feb
ruary, or nearly half again as much as in the first two 
months of 1961. This enormous flow was absorbed at de
clining rates of interest. By the end of February, Moody’s 
yield index for Aaa-rated tax-exempt issues was down to 
3.08 per cent from 3.31 per cent at the end of 1961.

The rise in corporate bond prices was less pronounced 
than for municipals at the start of the year, and there was 
some decline in corporate bond prices in February. Never
theless, at the end of February, yields on corporate issues 
were still a shade lower than at the end of 1961, with the 
average yield on Moody’s Aaa corporate bonds at 4.42 
per cent compared with 4.44 per cent two months earlier. 
Corporate bond flotations aggregated $1.2 billion during 
January-February 1962, compared with $1 billion a year 
earlier.

f e b r u a r y -j u n e : r e s e r v e  e x p a n s i o n . After com
pleting the seasonal absorption of reserves during the 
opening weeks of the year, the System Open Market 
Account turned in late February to the more difficult task 
of providing funds to maintain an adequate level of reserve 
availability for continued credit growth during a period 
when Treasury bill rates were subject to persistent down
ward pressures. These pressures became particularly pro
nounced as the impact of continuous investor demand was 
reinforced by the psychological effects of three reductions 
of V2 per cent each in the British bank rate that took place 
between March 8 and April 26.

System open market operations on balance provided 
nearly $2 billion of reserves to the banking System over 
the February 22-June 6 interval. The injection of so large 
a volume of reserves without unduly depressing rates in 
the short-term area called for particular attention to the 
techniques and timing of operations.

Thus the Account Management sought to minimize 
purchases of Treasury bills in the market and supplied 
reserves whenever feasible by buying bills directly from 
foreign accounts, by buying coupon securities, and by
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making short-term repurchase agreements. Purchases of 
Treasury bills from foreign accounts amounted to about 
$360 million during the February 22 to June 6 interval, 
and purchases of coupon securities to $1.2 billion. In addi
tion, almost $1.9 billion of new repurchase agreements 
was made, and terminated, during the period.

On occasions when these alternate avenues for supply
ing reserves were not available and it was necessary to buy 
Treasury bills in the market, the System generally avoided 
the three-month area. Moreover, during the midmonth 
periods, when reserves were temporarily provided by float 
and other market factors, offsetting System sales were de
signed to have maximum impact on the three-month bill 
rate. In addition to System sales of $813 million of bills 
in the market during the February 22 to June 6 period, 
$617 million of Treasury bills was sold directly to foreign 
accounts, thereby avoiding the direct impact of these for
eign purchase orders on bill rates.

The opening week of this interval (the week ended 
February 28) proved to be difficult for System operations. 
Statistical indicators pointed to a sizable reserve need, but 
Treasury bill rates, after having risen in the auction on 
February 19, were declining rapidly in response to a 
strong and broadly based demand; the three-month rate 
dropped 14 basis points to 2.66 per cent (bid) by Feb
ruary 26. With only limited opportunities to supply funds 
through purchases of coupon issues or through repurchase 
agreements, the System purchased almost $300 million of 
Treasury bills in the market. In the latter part of that 
week, the System sold some bills in the three-month area, 
thus moderating the downward rate pressure still evident 
in the market, and partially offset the reserve effect of 
these sales through purchases of coupon issues—by then 
in larger supply. After this action, bill rates steadied and 
then edged upward, with the three-month bill closing the 
week at 2.71 per cent.

The increased availability of coupon securities persisted 
for some time, enabling the System Account to meet a 
good portion of the reserve needs of succeeding weeks 
through purchases of these issues. Thus, from February 
22 through March 28, $453 million of reserves was sup
plied through purchases of coupon issues, mostly maturing 
within one to three years. In addition, $496 million of 
repurchase agreements was arranged with Government 
securities dealers.

Treasury bill rates held within a narrow range from late 
February through March, w7ith the three-month rate usually 
at 2.70 to 2.75 per cent. The Treasury’s announcement 
on March 8 of an offering of $1.8 billion of September tax 
anticipation bills, coupled as it was with the news of a $60 
million gold outflow in the week ended March 7, helped to

offset the psychological impact on bill rates of a Vi per 
cent reduction in the British bank rate. While the auction 
of the tax bills on March 20 generated a good interest, 
dealers’ positions were sharply increased as they received 
nearly half of the issue. This increase in dealers’ inven
tories enlarged the dealers’ financing requirements and 
thus enabled the System to make greater use of repurchase 
agreements in meeting subsequent reserve needs.

Such needs increased sharply in late March and early 
April because of a large decline in float and a sizable gold 
outflow. Although the System provided funds through re
purchase agreements and purchases of coupon issues, the 
need for reserves also required substantial purchases of 
Treasury bills in the market. The System again cushioned 
the rate impact of this buying, however, by confining pur
chases to shorter maturities, which were offered in the 
firmer money market that developed around the end of 
March. The three-month bill rate thus remained close to 
or above 2.70 per cent through April and into early May. 
Meanwhile the spread between United States and British 
bill rates, after allowing for cost of foreign exchange cover, 
reached 39 basis points in favor of the United States—the 
widest for the year—following another V2 per cent reduc
tion in the British bank rate on April 26.

The Treasury was in the market again in early April to 
roll over $2 billion of one-year bills maturing April 15, at 
an average rate of 2.94 per cent. This operation tended to 
keep dealers’ inventories at a high level. Thus the System 
could continue to rely heavily on repurchase agreements in 
meeting reserve needs over the balance of April and in 
early May.

Renewed downward pressures on short-term rates ap
peared in May as the money market turned easier. An 
accumulation of large Treasury deposits in commercial 
banks contributed to a surplus of reserves in money center 
banks. Trading in Federal funds moved down from its 
previous range of 2Vi to 3 per cent to a range of 2 to 2 V2 
per cent on most days, and even lower on several days 
in May.

At the same time, the System again found it necessary 
to meet a sizable portion of reserve needs through market 
purchases of bills. As this buying was superimposed on 
strong demand from both bank and nonbank sources, the 
three-month rate dropped to a low for the year of 2.63 
per cent (bid) on May 11. Then, although the additions 
to the weekly auctions by the Treasury were increased 
from $100 million to $200 million beginning with the June 
4 auction, the bill rate generally fluctuated between 2.64 
and 2.70 per cent through June 6. The System was able to 
absorb reserves in the week ended May 23, but sizable 
System purchases of Treasury bills were made during the
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two weeks ended June 6. These purchases were designed 
to offset reserve drains stemming from market factors and 
thus to help assure a steady supply of reserves after the 
sharp break in stock prices in late May.

Meanwhile, the prices of intermediate- and long-term 
obligations tended to move higher, particularly in the first 
part of the late February-early June peroid. For Treasury 
notes and bonds, this tendency was already developing 
toward the end of February. Market confidence was re
inforced by the reductions in the British bank rate, by 
official statements indicating an improvement in the na
tion’s balance of payments (over the poor figures for the 
fourth quarter of 1961), by the relatively noninflationary 
labor contract negotiated in the steel industry in March, 
and by the weakness in the stock market.

By early April, prices of Treasury notes and bonds had 
reached new high levels for the year, with yields on all 
Treasury issues below 3.95 per cent, and average yields on 
long-term Treasury issues at 3.87 per cent compared with 
4.14 per cent on February 20. The Treasury’s $1 billion 
cash offering of 3% per cent bonds of 1968 in early April 
was considered quite attractive. With subscriptions for the 
new issue totaling $6.8 billion, an allotment of only 15 per 
cent was made, and the bonds quickly moved to a premium 
quotation.

The market reacted sharply after the news on April 11 
that most major steel companies had increased prices—a 
development regarded in the market as possibly setting 
the stage for a new round of inflation. Bond price declines 
ranged to about V2 point following the announcement. 
These declines were quickly reversed when the steel com
panies, partly because of criticism from the Administration, 
rescinded the price increase. Indeed, expectations about 
bond prices appeared to be more buoyant after the steel 
price episode than before. This reflected renewed con
fidence in the outlook for over-all price stability, and also 
the view of some market observers that the steel situation 
might affect business sentiment and capital spending ad
versely, and thus affect credit demands and monetary 
policy.

Thus the market background was favorable for the 
Treasury’s May refunding. In this offering, holders of 
close to $12 billion of maturing securities—$9 billion held 
by the public—were given the opportunity to exchange 
into 3 V4 per cent one-year certificates, 3% per cent Treas
ury notes maturing in February 1966, or 3% per cent 
Treasury bonds maturing in November 1971. Despite 
some initial disappointment that a 4 per cent issue had not 
been included in the offering, there was a strong investor 
and professional demand for the maturing rights. The 
exchange was $6.7 billion for the certificates (including

the System’s $2.2 billion holding), $3.1 billion for the 
notes, and $1.2 billion for the bonds. Attrition on the 
public holdings of rights was only 7 per cent.

Prices of new and outstanding issues continued to move 
higher after the results of the financing were announced 
in early May. The already favorable outlook for bond 
prices, which reflected expectations of only a moderate 
economic expansion and a continued policy of credit ease, 
was reinforced during this period by further declines 
in stock prices. By the second week of May, most 
intermediate- and long-term issues had reached new low 
yields for the year; the average on long-term Treasury 
bonds was 3.84 per cent—the lowest since June 1961.

Toward the middle of May a technical reaction set in 
following the prolonged rise in Treasury bond prices. 
Demand tapered off at the price levels that had been 
reached, and the market softened further because of in
creased offerings related to the settlement of the May 
refunding. In addition, the deteriorating situation in Laos, 
somewhat better news about the domestic economy, and 
reports of a faster gold outflow contributed to the heavier 
market atmosphere, as did the relatively congested state 
of the corporate and municipal bond markets. Prices of 
intermediate- and long-term Treasury issues thus moved 
lower from May 11 to May 21.

Later in May, investment demand expanded at the lower 
price levels that had been reached, which enabled dealers 
to reduce their large inventories considerably. The bond 
market was also strengthened in late May and early June 
by the accelerated decline in stock prices. However, on 
days when the stock market had its worst sinking spells, 
bond prices also declined as some holders sold bonds hur
riedly in order to raise funds to cover undermargined stock 
purchase accounts. Under the influence of these various 
factors, prices of Treasury issues edged irregularly higher 
from late May through mid-June, although prices failed 
to recover the high levels of early May.

The markets in corporate and municipal bonds also 
strengthened after late February. Yields on tax-exempt 
issues reached a low of 2.92 per cent (Moody’s Aaa 
index) in early May. As a record pace of offerings con
tinued (averaging about $800 million monthly from 
March through June) and demand began to taper off, 
dealers’ inventories mounted and yields began to rise fairly 
sharply in mid-May. The “Blue List” of dealers’ adver
tised inventories rose to a record $680 million on May 17 
and, although the volume of new issues declined toward the 
end of June, yields continued to climb, with Moody’s 
index for Aaa-rated municipal bonds reaching 3.09 per 
cent by early July. The reception of most new issues was 
very good from late February through March and April,
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but after mid-May bonds were sold partly at concessions 
from their original offering prices.

Price movements in the corporate bond market were 
fairly narrow in comparison with those in the municipal 
sector. New bond sales were at a monthly average of 
about $800 million from March through June. Corporate 
bond yields moved lower from March through late May, 
with Moody’s index for Aaa-rated corporate bonds de
clining from 4.42 per cent at the end of February to 4.27 
per cent on May 21. Yields edged up only slightly to 4.29 
per cent at the end of June.

j u n e -j u l y : p o l i c y  s h i f t  t o  s l i g h t l y  l e s s  e a s e . 

System operations from June 7 through July 25 on balance 
absorbed about $770 million of reserves to offset seasonal 
factors and, in the latter part of the interval, to help 
achieve the moderately firm money market tone called for 
by the Open Market Committee’s directive of June 19. 
Gross sales and redemptions of Treasury bills totaled some 
$2 billion during the period, including $1.2 billion of 
Treasury bills sold in the market. Partly offsetting pur
chases of securities included $1.1 billion of Treasury bills 
(of which $854 million was bought in the market) and 
$410 million of coupon securities. In addition, $706 mil
lion of new repurchase agreements was made and ter
minated to meet temporary reserve needs.

With market factors supplying reserves in the early part 
of the period, the System made heavy sales of Treasury 
bills to the market. The securities thus sold added to a 
market supply already swollen by the return of securities 
to dealers from corporations with the approach of mid- 
June dividend and tax dates. The accompanying sharp 
increase in dealer financing needs tended to converge on 
the money center banks. The money market consequently 
firmed, with Federal funds moving up to a 2% to 3 per 
cent range.

In addition to the increased market supply of bills and 
the higher costs of dealer financing, market psychology was 
adversely affected in late June by the announcement of 
the measures being taken by Canada to deal with its inter
national payments problem, which served also to focus 
attention on the United States payments situation. As 
commercial bank and dealer offerings of bills expanded, 
while nonbank demand remained seasonally light, rates for 
Treasury bills moved sharply higher. The three-month 
issue reached 2.90 per cent by the end of June, after 
having moved in a 2.65 to 2.70 per cent range in the early 
part of the month.

The System entered the market as a large buyer of 
securities just before the July 4 holiday to offset the com
bined month-end and holiday reserve drains. It met part

of the reserve need through the purchase of $288 million 
of coupon securities and by arranging $197 million of 
repurchase agreements. The System also purchased over 
$600 million of Treasury bills in the market.

Despite these large purchases, short-term rates con
tinued to edge higher as a note of caution continued to 
characterize the market. This caution reflected not only 
concern over the balance of payments, but now also a 
related concern about credit policy, as recent reserve statis
tics appeared to confirm market views that policy had 
become somewhat less easy. Moreover, in the two weeks 
after July 4, large System sales of bills were made in the 
market to absorb the post-holiday reflux of currency and 
to offset a midmonth expansion of float. Finally, the 
Treasury continued to add $200 million to the regular 
weekly bill auctions through June and July, and also rolled 
over $2 billion of one-year bills on July 10—at an average 
rate of 3.26 per cent, up from 2.94 per cent in April.

Rates on other bill issues moved up to their highest level 
for the year, with the three-month rate reaching 2.98 per 
cent in mid-July. Bill rates declined toward the end of 
July as investor demand strengthened again and as moder
ate System purchases were made. The three-month bill rate, 
however, did not fall below a 2.86 to 2.89 per cent range.

A heavier atmosphere also emerged in the market for 
Treasury notes and bonds after mid-June. As in the short
term area, attitudes of market participants reflected wide
spread discussion of the persisting balance-of-payments 
problem and the related prospect of a somewhat less easy 
credit policy to curb capital outflows. Moreover, many 
market observers felt that, in view of the lack of vigor of 
the domestic economy, any move toward a less easy credit 
policy for balance-of-payments purposes was likely to be 
accompanied by a more expansive fiscal policy, leading to 
larger budget deficits and additional Treasury borrowing. 
In particular, there was widespread discussion of the pos
sibility of an immediate tax cut.

Demand for bonds slackened after mid-June. Although 
liquidation of securities by investors was not heavy, dealers 
sought to lighten their inventories by reducing prices. On 
the two days following news of the Canadian balance-of- 
payments measures, prices fell by V2 to 1 full point, and 
prices edged irregularly downward thereafter. By the end 
of July some issues were as much as 2% points below 
early June levels. Yields on most long-term Treasury 
issues were above 4 per cent once again, with the average 
yield reaching 4.04 per cent on July 31. The July 9 an
nouncement by the Board of Governors of the Federal 
Reserve System of a reduction in margin requirements on 
stock purchases had little impact on the market for Treas
ury issues or for other fixed income securities.
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L A T E  J U L Y  TO L A T E  S E P T E M B E R : O F F S E T T IN G  SE A 

SO N A L  FA C TO R S IN  ST E A D Y  M O N E Y  M ARK ET* S y s t e m

operations from late July through late September alter
nately provided and absorbed reserves in response to sea
sonal forces. There was little net change in System hold
ings over the two-month interval, while operations were 
designed to preserve the money market atmosphere and 
moderate expansion of the reserve base sought by the 
Open Market Committee after mid-June. Market sales 
and redemptions of Treasury bills exceeded market pur
chases of these obligations by about $200 million during 
this period. The System also sold a net of $250 million 
of bills to foreign accounts. These net sales and redemp
tions of bills were largely offset by net purchases of about 
$375 million of interest-bearing securities. In addition, 
$552 million of repurchase agreements was made and 
terminated within the period.

The System supplied about $1 billion of reserves in the 
two statement weeks ended August 8 to offset a sizable 
absorption of reserves through market factors. There were 
few offerings of coupon securities to the Trading Desk— 
the bond market was just in the process of strengthening 
—and the low level of dealer financing needs provided 
little opportunity to make repurchase agreements. Con
sequently, the System purchased $760 million of Treasury 
bills in the market and another $226 million of bills from 
foreign accounts. At the same time, reserves tended to be 
concentrated at money center banks, and the money market 
was slightly easier. This gave rise to commercial bank 
buying that augmented nonbank demand for bills, and 
Treasury bill rates declined moderately in early August.

Later in August, the distribution of reserves shifted in 
favor of country banks and a somewhat firmer tone re- 
emerged in the money market. This firmness increased 
when the System sold or redeemed a net of about $270 
million of bills during the week ended August 22 to offset 
a midmonth expansion of reserves from market factors. 
The System reversed direction in late August and early 
September to meet large seasonal reserve needs around 
Labor Day. These reserves were provided mainly through 
purchases of $266 million of coupon securities during the 
two weeks ended September 5 and through making re
purchase agreements.

With System purchases of bills thus minimal, bill rates 
moved irregularly after the declines of early August de
spite the persistence of generally good investor demand. 
Rates then rose slightly in early September, when cor
porate demand contracted with the approach of the mid- 
September tax and dividend dates.

System sales and redemptions of Treasury bills during 
the three weeks ended September 26 amounted to $1.2

billion, as the post-Labor Day reflux of funds was 
augmented by an exceptionally large midmonth expansion 
in float. Some repurchase agreements were made during 
this period, however, when the New York banks came 
under strong reserve pressures as a result of heavy dealer 
borrowings. After the September dividend and tax dates 
these repurchase agreements terminated. The System then 
moved to absorb funds more actively as reserve avail
ability frequently turned out to be higher than anticipated 
and bill rates came under renewed downward pressure.

These downward pressures on bill rates persisted despite 
the firmness of the money market—in which Federal funds 
traded at 3 per cent during most of September. The de
mand for bills was enlarged by investors purchasing bills 
after selling rights to the Treasury’s September prerefund
ing, and by a resurgence of outright nonbank investment 
buying. Another source of strength to the bill market in 
September was the generally optimistic tone of discussions 
around the time of the annual meeting of the International 
Bank and the International Monetary Fund regarding 
prospects for the United States balance of payments.

Dealers consequently bid aggressively for new bills in 
the weekly auctions, particularly for the attractive Decem
ber maturities. The Treasury’s offering of $3 billion of 
March tax anticipation bills on September 26 was strongly 
bid for and sold at an average issuing rate of 2.62 per cent, 
as commercial banks sought to gain the accompanying 
Tax and Loan deposits.

As to capital market developments in the late July- 
September period, after two months of increase in long
term yields the Treasury announced on July 26 the terms 
of a cash financing to refund $7.5 billion of August maturi
ties and to raise about $1 billion of new money. Public 
holdings of the maturing issues were about $3.7 billion. 
Three issues were offered, including $6.5 billion of 3Y2 
per cent one-year certificates, $1.5 billion of 4 per cent 
bonds of February 1969, and “up to $750 million” of 4lA 
per cent bonds of 1987-92. Except for the 4lA  per cent 
bond, interest in the new issues was excellent. In fact 
the reaction to the offering seemed to be a turning point 
in market psychology as a feeling grew that the recent 
upward yield adjustments might have been overdone. The 
allotments of only HVi per cent and 22 per cent on sub
scriptions for the new 3 Vi and 4 per cent issues, respec
tively, proved to be even smaller than had been expected, 
and tended further to strengthen the market.

Public subscriptions for the AVx per cent bond were 
only $316 million. While there had been no expectation 
that the public would want as much as $750 million, the 
relatively small volume of subscriptions was disappointing. 
However, rather than interpreting this result as a sign of
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weak demand for long-term bonds, a number of observers 
ascribed it to other factors. These factors included the 
inability of some long-term investors to reach a decision 
in the short space of time provided, and the relatively nar
row yield spread between the 1969 and 1992 issues.

The stronger market generated by the successful financ
ing operation was reinforced during August by the Presi
dent’s decision not to request an immediate tax cut and by 
the simultaneous improvement in the corporate and munic
ipal bond markets. Some further impetus was provided 
by the Treasury’s announcement on August 13 that it 
would call for redemption, on December 15, $1.5 billion of 
23A per cent partially tax-exempt bonds of 1960-65, a 
move which was interpreted by the market as indicating 
Treasury confidence that yields would go no higher in the 
months just ahead. Price gains for the month of August 
ranged to as much as 1 V2 points, and the average yield on 
long-term Treasury bonds receded by 10 basis points from 
the end-of-July high point to 3.94 per cent in late August.

The strength in the bond market continued into Septem
ber, providing a favorable atmosphere for the Treasury’s 
prerefunding in that month. In this offering, holders of 
six issues ($19 billion of public holdings) maturing in 
February and May 1963 could exchange up to $9 billion 
of these securities for a 3% per cent note maturing in 
August 1967 or a 4 per cent bond maturing in August 
1972. The offering was well received with little net price 
reaction in the market and with a substantial $7.5 billion 
of the eligible maturities exchanged for the new issues.

Prices continued to edge higher over the rest of Sep
tember, with only temporary hesitancy following the Treas
ury’s announcement that it was considering an experi
mental offering of $250 million of long-term bonds through 
competitive bidding by underwriting syndicates and the 
news that the American Telephone and Telegraph Com
pany would offer $250 million of long-term bonds in late 
October. A continued upward stimulus to bond prices 
was provided by the international financial meetings in 
Washington, with their aura of optimism regarding the 
United States balance of payments. Moreover, continued 
uncertainty regarding the business outlook caused some 
observers to suggest that the next shift in monetary policy 
might be toward greater ease.

By the end of September the average yield on long-term 
Treasury issues was 3.92 per cent, compared with 4.04 per 
cent in late July. The new 4V\ per cent bonds, which 
had elicited only limited interest when offered two months 
earlier at a price of 101 to yield 4.19 per cent, were trad
ing at about 102%, equivalent to a yield of 4.08 per cent 
to maturity.

The markets for corporate and municipal bonds also

strengthened during August and September, influenced by 
many of the same factors that acted upon the Treasury 
market. The calling for redemption of the 2% per cent 
partially tax-exempt Treasury bonds had a particularly 
bullish impact in the municipal market, where a good part 
of the reinvestment demand by holders of the called bonds 
was expected to center. In addition, the volume of new 
corporate and municipal bond offerings declined by about 
a third in the third quarter, to about $1.9 billion of cor
porate and $1.6 billion of municipal flotations. A steady 
demand was evident through the period and new issues 
were generally well received. By the end of September 
Moody’s indexes on high-grade corporate and municipal 
obligations were down to 4.31 and 3.00 per cent, 6 and 
15 basis points, respectively, below the midsummer high 
levels, although still above the levels reached in May.

o c t o b e r -n o v e m b e r : s e a s o n a l  p r o v i s i o n  o f  r e 

s e r v e s  i n  p e r i o d  o f  i n t e r n a t i o n a l  c r i s i s . By late 
September, the System turned to meeting the seasonal re
serve needs that develop as the economy moves into the 
typical fourth-quarter rise in activity. Open market opera
tions on balance supplied about $1 billion of reserves from 
September 27 through November 28. In addition, the 
reduction in reserve requirements against time and savings 
deposits, effective October 25 for reserve city banks and 
on November 1 for country banks, released an estimated 
$780 million of additional reserves. This reduced the 
System’s need to purchase securities and thereby minimized 
downward pressures on short-term rates—because a good 
part of the securities that it would otherwise have been 
necessary to purchase would have had to be short-term 
issues, if distorting effects on long-term markets were to 
be avoided. Apart from the first week of the period, when 
System purchases of Treasury bills totaled $1.1 billion, 
there was no further need to buy bills in the market.

The balance of the reserve need was supplied through 
the purchase of $619 million of coupon issues, through 
$1.5 billion of repurchase agreements, and through pur
chases of $302 million of bills from foreign accounts. Sales 
and redemptions of Treasury bills during the period 
amounted to about $1 billion, so that on balance the 
seasonal provision of reserves was accomplished with only 
a moderate rise in System bill holdings.

The Cuban crisis, at its height from October 23 until 
early November, did not require any unusual responses 
in terms of open market operations as the market reacted 
to the tense situation with remarkable calmness. The Sys
tem maintained as steady a posture as possible in the 
market, looking both to the continued normal functioning 
of the economy and to the atmosphere surrounding the
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Treasury’s November refunding operation, the terms of 
which had to be decided in the midst of the crisis.

The largest System operations during the October- 
November interval were undertaken in the statement week 
ended October 3, when an all-time weekly record of almost 
$1.5 billion of Treasury securities was purchased to 
counteract a precipitous decline in float from its prolonged 
high level in September and to offset reserve losses stem
ming from other market factors. In spite of this enormous 
injection of reserves, which included market purchases 
of over $1.1 billion of Treasury bills, there was only a 
small decline in bill rates as dealers sold bills willingly 
out of their large inventories. To some extent, impact on 
three-month bill rates was moderated by avoiding pur
chases in that maturity area. Moreover, the Treasury of
fered an additional $500 million of one-year bills in the 
auction on October 9, selling $2.5 billion of new bills to 
replace $2 billion of bills maturing October 15.

During the next three statement weeks in October the 
System sold or redeemed $750 million of Treasury bills 
to offset reserve gains through market factors. Reserve 
needs over the balance of the period through November 28 
were met by purchases of $306 million of coupon issues, 
by purchasing $242 million of bills from foreign accounts, 
and through an extensive use of repurchase agreements 
(amounting to about $1,260 million during the four weeks 
ended November 21). The availability of these alternate 
means of supplying reserves was particularly useful during 
the first week of November, when concern over the level 
of bill rates heightened as the covered rate advantage of 
United Kingdom Treasury bills over United States Treas
ury bills exceeded 70 basis points—the widest spread of 
the year. On some occasions during November, the System 
sold bills to moderate downward pressure on bill rates, and 
offset the reserve impact of such sales by purchases of 
coupon issues. Coupon issues were readily available in this 
period because dealers were attempting to lighten the rela
tively large inventories they had built up during the Treas
ury’s November refunding.

While flexibility in the conduct of open market opera
tions was thus afforded by the ability to provide reserves 
without resort to the Treasury bill market, System opera
tions both in October and November were complicated by 
the erratic behavior of market factors affecting reserves. 
At times these departed substantially from seasonal norms. 
In the latter part of the interval, the conduct of operations 
was further complicated by uncertainties regarding the 
extent to which member banks—especially country banks 
—would use the funds gained through the reduction in re
serve requirements against their time and savings deposits.

As it worked out, the money market remained quite

steady in October and November—moderately firm but 
without significant strain, as Federal funds traded con
sistently in a 23A to 3 per cent range. It temporarily be
came somewhat firmer in mid-October as dealer borrowing 
needs, which were increased in connection with the pay
ment for the new one-year bills, converged on New York 
City banks.

The release of funds to reserve city banks on October 
25 through the reduction in reserve requirements tempo
rarily eased the positions of money center banks, but 
Federal funds traded mainly at 3 per cent after November 
1. While the level of free reserves was somewhat higher in 
November than in October, reserve availability tended to 
be concentrated at country banks following the reduction 
in their reserve requirements. Moreover, heavy churning 
developed in the money market around the midmonth 
settlement date for the Treasury’s November refunding. 
There was no undue tightness, however, and country-wide 
borrowing from the System remained moderate.

In the Treasury bill market, the three-month rate de
clined only slightly at the start of October despite the 
System’s huge purchases, and the rate held within a 2.69 
to 2.77 per cent range throughout October. As had been 
true earlier in the year, an expanded demand for longer 
maturities resulted in narrowing the spread between three- 
and six-month bills, at times to only a few basis points.

The auction of one-year bills in October attracted strong 
interest despite the fact that the Treasury raised an extra 
$500 million in the operation. The average issuing rate 
was 2.97 per cent, compared with 3.26 per cent in the 
July auction of one-year bills, when the amount was only 
$2 billion. By the end of October, three- and six-month bills 
were quoted at 2.72 and 2.80 per cent bid, respectively. 
Although the three-month rate was little changed from the 
level at the start of the month, it appeared low in relation 
to competitive rates abroad. Largely reflecting a decline 
in the cost of forward cover in the foreign exchange mar
ket, United Kingdom Treasury bills at the end of October 
provided a covered yield advantage of more than 70 
basis points over United States bills.

It was partly this factor that prompted the Treasury, in 
raising money in early November, to choose the device of 
a strip of $1 billion of bills. In the operation, the Treasury 
added $100 million to each of ten outstanding bill issues 
maturing from January 17 through March 21, 1963. Com
mercial banks were not permitted to make payments 
through credits to Treasury Tax and Loan Accounts.

As expected, there was a strong initial rate reaction to 
the Treasury’s announcement. The market saw the move 
not only as a means of adding to the supply of bills in a 
manner that tends to have maximum upward impact on
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rates but also as an indication of continued official concern 
over short-term rates. System sales of Treasury bills on the 
day after the announcement of the bill strip tended to rein
force this belief. The outstanding three-month Treasury 
bill rate jumped from 2.72 per cent to 2.83 per cent fol
lowing the news, but then held steady as demand expanded 
at the higher rate level. The auction of the strip of bills 
on November 7 attracted a good interest at an average 
issuing rate of 2.87 per cent, and rates edged downward 
after the auction. Before any significant decline occurred, 
however, the Treasury moved to increase its additions in 
the regular weekly bill auction from $100 million to $200 
million in the final two weeks of November. On November 
26, three- and six-month bills were auctioned at rates of
2.85 and 2.94 per cent, respectively, 17 and 16 basis 
points above the late October levels.

In the long-term bond market, underlying confidence 
in the outlook for stable or slightly lower interest rates 
remained in evidence throughout October and into early 
November. This confidence was based on persisting evi
dence of sluggishness in domestic economic conditions, 
coupled with a belief in the market that reasonably good 
progress was being made with the balance of payments. 
There was a continuing investment demand, augmented 
by purchases of dealers who sought to expand their inven
tories in expectation of further demand. The market also 
derived a temporary boost from the October 18 announce
ment of a 1 per cent reduction in reserve requirements 
against member bank time and savings deposits, which 
some press reports interpreted as a move toward an easier 
credit policy.

All of these influences were overshadowed on Monday, 
October 22, and for several days thereafter, by the Cuban 
crisis—a period in which the market’s behavior was im
pressively calm. Inevitably there was a downward price 
adjustment, but investor selling of securities was very light 
and the price markdowns were minimal. The $250 million 
American Telephone and Telegraph issue was bid for on 
October 23, the day after the President’s urgent Cuban 
message, and was successfully sold at a 4.30 per cent re
offering yield—only slightly above the yield expected 
before the crisis. This performance gave a lift to the whole 
market. Investor demand soon expanded again at the 
slightly lower price levels that had developed, and within 
a few days a confident tone had returned to the market.

In the crisis atmosphere of late October, the Treasury 
faced unusual difficulties in setting terms for its $11 billion 
November refunding, including also $3.8 billion of issues 
maturing or called for December 15. Holders of the matur
ing or called issues were given a choice of a 3% per cent 
one-year certificate, a per cent note maturing Novem

ber 1965, or a 4 per cent bond due in February 1972.
The market’s response was favorable, particularly for 

the two longer issues, as the crisis atmosphere began to 
wane. Of the public holdings of $7.2 billion of the rights, 
$3.3 billion was exchanged for the 3Vz per cent notes, 
$2.3 billion for the 4 per cent bonds, and only about $1 
billion for the certificates. Attrition amounted to about 7 
per cent. System holdings of $3.7 billion of rights were 
exchanged for the certificate.

After the successful refunding, prices of intermediate- 
and long-term Treasury securities continued to move 
higher, with several issues reaching new 1962 highs. The 
average yield on long-term Treasury bonds declined to
3.85 per cent by November 9— 19 basis points below the 
end-of-July level and close to the May low point.

As mid-November approached, the intermediate- and 
long-term sectors of the Treasury market began to experi
ence the lessening of demand that was already pushing 
short-term yields somewhat higher. Market confidence was 
reduced by the emergence of a more optimistic appraisal 
of the economic outlook highlighted by a rebounding stock 
market, by concern over the budget impact of a widely 
discussed tax cut, and by renewed concern over the balance 
of payments as disappointing third-quarter results became 
known.

Dealers consequently sought to reduce inventories which 
had been swollen by substantial holdings of the November 
refunding issues, and in addition some investor selling 
appeared with the approach of the November 15 settle
ment date for that refunding. The price declines were 
moderated by a continuing demand, however, including 
sizable System purchases and a large volume of maturity- 
lengthening swaps undertaken by banks and other inves
tors. Under these influences, the market steadied in late 
November.

D E C E M B E R : A F U R T H E R  SL IG H T  S H IF T  TO W A R D  A

l e s s  e a s y  p o l i c y . System open market operations sup
plied some $760 million of reserves to the market in the 
period from November 29 through December 31. Once 
again the System was able to meet the largest portion of 
these needs without resort to the Treasury bill market. 
In fact, market purchases of bills were undertaken on only 
one day, December 7, when purchases totaled $256 mil
lion. Gross purchases of coupon issues amounted to $327 
million, including $15 million of bonds maturing in over 
ten years. About $1.1 billion of new repurchase agreements 
was made during the period, of which $342 million was 
outstanding at the year’s end.

Operations during the first half of December were de
signed to keep the money market steady in a period when
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market factors were absorbing reserves in sizable volume. 
In addition to the System’s purchase of $256 million of 
Treasury bills on December 7, reserves were provided 
during this period through purchases of coupon issues and 
through repurchase agreements. The money market was 
generally comfortable during this period despite a lower free 
reserve level than in November, because the distribution 
of funds favored money center banks. Federal funds traded 
mainly in a 23A to 2% per cent range until the middle of 
December.

The money market turned firmer around midmonth. 
Dealer financing needs, inflated to record size as corpora
tions sold securities to raise funds for dividend and tax 
payments, placed heavy demands on the money market 
banks. The System met the reserve needs associated with 
these developments only in part, however. For following 
the December 18 Open Market Committee meeting, opera
tions were directed toward the maintenance of somewhat 
firmer money market conditions to offset the anticipated 
seasonal decline in Treasury bill rates, although still within 
the framework of a policy of ease. No outright purchases 
of securities for System Account were undertaken in the 
market after December 7, and reserve needs in the latter 
part of the month were met by making repurchase agree
ments in moderate volume. The effective rate for Federal 
funds remained at 3 per cent through December 28.

Treasury bill rates, which had declined slightly in early 
December, edged slightly higher in the second half of the 
month as demand contracted and the volume of offerings 
grew in the firmer money market. The Treasury’s con
tinued additions to weekly offerings also contributed to the 
slight rise in rates. On December 31, three- and six-month 
bills were quoted at 2.93 and 2.97 per cent (bid), respec
tively, giving a spread of only 4 basis points between the 
two issues. At these levels, the three-month rate was 26 
basis points above the closing three-month bid rate on 
December 31, 1961. The six-month rate was up only 6 
basis points over the year.

The long-term capital markets tended to strengthen dur

ing most of December. In the early part of the month a 
combination of investor and System purchases helped to 
reduce dealer inventories of Treasury notes and bonds 
from the relatively high levels reached at the time of the 
November refunding. Also contributing strength were the 
diminishing prospects for an early tax cut and related 
doubts about the vigor of the economy. Prices of many 
issues thus reached new highs for the year on December 
24, and the average yield on long-term Treasury issues 
receded to 3.84 per cent—equaling the low point in May. 
In the last few days of the year, however, there was some 
decline in prices as some market observers began to think 
that the System might be shifting to a slightly less easy 
policy. By the end of the year, the average yield had edged 
up to 3.87 per cent—which was still 20 basis points below 
the end-of-1961 level.

Corporate bond issues during the fourth quarter 
amounted to about $2.7 billion, up nearly $300 million 
from the same period in 1961. Offerings of $1.7 billion 
of new tax-exempt securities were about $400 million lower 
than in the fourth quarter of 1961. Prices advanced in 
both markets during October and early November, parallel
ing the price rise in the Treasury market. Yields on high- 
grade corporate bonds reached their lowest point since 
early 1961 while tax-exempt yields reached their lowest 
level since early 1958.

Both markets weakened somewhat after early November, 
because of increased investor resistance at the higher price 
levels and the size of dealer inventories. In the corporate 
sector, demand soon strengthened again and brought yields 
to new lows for the year in late December, but in the tax- 
exempt area some congestion remained. At the year’s 
end, Moody’s Aaa corporate bond index stood at 4.22 
per cent, slightly below the early November level and 22 
basis points lower than at the end of 1961. Moody’s Aaa 
municipal bond average, at 2.94 per cent, was somewhat 
above the early November level, but 37 basis points lower 
than at the end of 1961— and lower than at any year end 
since 1957.
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