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FEDERAL RESERVE BANK
OF DALLAS

To the Member Banks in the
Eleventh Federal Reserve District:

The Statement of Condition and the earnings and expenses of the
Federal Reserve Bank of Dallas for the year 1965, with comparative
figures for 1964, are shown herein. Lists of the directors and officers of
the Bank and its branches as of January 1, 1966, are also included.

A review of economic and financial developments in the Nation
and the District during 1965 is being presented in the January 1966
Annual Report Issue of the Business Review of this Bank.

Additional copies of these publications may be obtained upon request
to the Research Department, Federal Reserve Bank of Dallas, 400 South
Akard Street (mailing address: Station K, Dallas, Texas 75222).

Sincerely yours,

WaTtrous H. IroNs
President
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Earnings and Expenses
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51,185,796
363,107
24,917
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30,585,650
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strong expansion
in 1965

The Nation’s economy maintained a
strong expansionary stance in 1965, pro-
pelled to successive new highs by increased
demands in most major markets. The char-
acter of the expansion changed somewhat
as the year progressed. While the upward
climb was rather uneven in the first half of
the year, the pace of the advance became
more uniform in the last 6 months since
the effects of work stoppages — actual and
threatened — in a number of key industries
began to wane.

In addition, the early-season concern
over a possible slowing of the business up-
turn in the second half was replaced by a
threat of inflation late in the year. A num-
ber of basic industries operated at or near
capacity, skilled labor became harder to
find, delivery schedules lengthened, and
order backlogs rose. The closer approach
to capacity usage of resources, both human
and material, brought a new set of chal-
lenges to the economic scene and cast in a
new light some long-standing problems
associated with the underutilization of
resources.

@ Changes in the gross national product
reflected economic developments last year.
The value of final goods and services pro-
duced in the Nation during 1965 totaled
approximately $675 billion, or 7.5 percent
higher than a year earlier — a gain that
somewhat exceeded the performance of the
economy in 1964. The private sectors of
the economy provided the main upward
thrust of demand, with personal consump-

tion outlays and private domestic invest-
ment accounting for almost nine-tenths of
the increase. State and local government
spending remained on an uptrend, while
Federal expenditures began to move ahead
at an accelerating rate in the last half of the
year, reflecting the growing U.S. commit-
ment in Viet-Nam. Although the volume
of U.S. foreign trade increased, the surplus
on goods and services account declined
from the exceptionally high 1964 level.

® The strength of the domestic economy
was also reflected in financial developments
during 1965. There was a strong demand
for credit at the Nation’s commercial
banks, the money supply expanded ma-
terially, and the public made further sub-
stantial additions to its already large hold-
ings of financial savings. Moreover, after
advancing moderately during the July-
November period, interest rates rose rather
sharply in early December in response to
the upward adjustment from 4 percent to
414 percent in the discount rate of the Fed-
eral Reserve banks.

Monetary policy became less stimulative
in March, and the reduced level of reserve
availability which prevailed thereafter was
reflected in net borrowed reserves in most
weeks. Although the U.S. balance-of-pay-
ments position showed notable improve-
ment after the January-March quarter,
international financial developments con-
tinued to be an important factor in domestic
financial markets and in national economic
policy considerations.

business review/january 1966
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economic developments

Among the four major markets for final
products — investment, consumer, govern-
ment, and foreign — gross private domestic
investment exhibited the greatest relative
strength last year by advancing almost 13 per-
cent to approximately $105 billion. Business
investment in plant and equipment and in
larger inventories accounted for nearly all of
the increase, since the value of residential
construction was little changed from 1964.

Business capital spending approached boom
proportions in 1965, with every major line of
commercial enterprise adding to the heavy
demands for structures and equipment. Contrib-
uting to the continued uptrend of fixed invest-
ment were such factors as record profits,
increased depreciation allowances, higher oper-
ating rates, and the expectation of further strong
sales gains. In the last quarter of the year, the
rising calls for defense goods were a factor in
boosting investment outlays in some industries
above the levels anticipated earlier in the year.

Whereas the transportation industries paced
the strong expansion in investment spending in
1964, the manufacturing sector reported the
largest relative and absolute gains last year.
The fabricators of durable goods and the pro-

PLANT AND EQUIPMENT OUTLAYS
United States

(Dollar amounts in billions)

Percent

Industry group 1965 1964 increase

Manufacturing ............ $22.5 $18.6 21
Durable goods . ......... 11.3 9.4 20
Nondurable goods . ...... 11.2 9.2 22

MIBINE .« vione s mmne b smmss s 1.3 1.2 9

Transportation ............ 4.5 3.8 19

Public utilities ............ 6.8 6.2 10

Commercial and other? ..... 16.7 15.1 10
All industries ........... $51.8 $44.9 15

1Based upon anticipated expenditures as reported by
business in late October and in November 1965.
2 Includes trade, service, finance, communications, and
construction. -
SOURCES: Securities and Exchange Commission.
U.S. Department of Commerce.

ducers of nondurables each raised capital out-
lays by close to $2 billion. Over half of the
increase in the durable goods industries came
from stepped-up outlays by the makers of
nonelectrical machinery and of motor vehicles
and parts, while about the same proportion of
the enlarged investment in the nondurable
goods industries was provided by the producers
of chemicals and of petroleum products.

Business investment in inventories advanced
approximately $7.4 billion in 1965, compared
with a gain of $4.8 billion in the previous year.
Although the accumulation of stocks during
1965 was the largest for any year since 1951,
inventories — except in the case of steel —
generally remained in a favorable relation to
sales, with the overall stock-sales ratio for
manufacturing and trade holding close to the
level of 1964 and remaining fractionally lower
than in 1963. The threatened steel strikes, first
on May 1 and then on September 1, caused
durable goods producers to inventory sizable
tonnages of the metal during the first 8 months
of the year. After the labor agreement in the
steel industry was reached in early September,
the liquidation of excess steel holdings began,
thereby sharply reducing the rate of business
inventory accumulation in the fourth quarter.

Spending for residential structures in 1965
was little changed from the previous year,
despite a reduction in the number of new
private houses started. The decline in housing
starts was concentrated in multifamily units and
was offset by higher unit values, which partly
reflected increased construction costs.

Personal consumption expenditures, another
major market for final goods and services which
offered a pacesetting lift to the economic ex-
pansion in 1965, rose slightly over 7 percent to
about $429 billion. This increase represented
the largest part of the overall gain in GNP.
Consumers sharply increased their spending for
a broad range of durables, nondurables, and
services.



Consumer outlays for durable goods spurted
close to 11 percent over the record level of
1964, with higher automobile sales accounting
for a significant proportion of the gain. Auto-
mobile sales in 1965 totaled approximately 9.3
million units, or about 15 percent more than a
year earlier. Part of this marked advance,
however, reflects the effects of strikes in the
automobile industry in the fall of 1964, which
forced thousands of consumers to defer their
new-car purchases until early 1965. The carry-
over in sales may have been on the order of
250,000 units.

Although not a pacesetter in 1965, govern-
ment purchases of goods and services provided
strong support to the overall advance by climb-
ing 5 percent to approximately $135 billion.
Not surprisingly, state and local government
expenditures continued a long-standing uptrend
and rose slightly over 8 percent. This relative
gain was in line with the advance in 1964, de-
spite a moderate reduction in the rate of ex-
pansion in outlays for new public facilities.

While Federal purchases recorded the largest
increases — both relative and absolute — since
1962, the advances were fairly modest as such
purchases edged upward a little over $1 bil-
lion in 1965, or about 2 percent. During the
first half of the year, defense spending, on
an adjusted annual-rate basis, was below the
1964 total. The pace of defense outlays about
matched the 1964 level in the July-September
period and, then, moved ahead strongly in the
final months of 1965, reflecting both a military
pay raise and larger outlays for defense goods.
Despite added spending for the Great Society
programs and a pay increase for civilian em-
ployees late in the year, Federal outlays for
nondefense purposes climbed only about 8
percent, the smallest relative gain since 1959.

The U.S. balance of trade with foreigners
was a negative factor in the economic expan-
sion last year, since net exports totaled about
$1 billion below 1964. The continued strong

The larger output of durables in the
Nation last year contributed markedly to
the growth of industrial production . ..
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SOURCES: Board of Governors, Federal Reserve System.
Federal Reserve Bank of Dallas.

growth of the domestic economy kept imports
in a rising phase during 1965. Moreover, the
threatened steel strike led to a significant in-
crease in imports of the metal during the year.
While exports of goods and services also rose,
they increased less than imports. This develop-
ment partly reflected a slowing in the rates of
industrial expansion in a number of foreign
countries, particularly Great Britain, France,
and Japan — all of which are important trading
partners of the United States.

To provide the primary energy, materials,
and products needed for the economic expan-
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sion last year, the Nation’s mines, factories, and
utilities boosted the volume of industrial output
approximately 7.8 percent. While all major
industry groups experienced output gains in
1965, manufacturers of durable goods were the
hardest pressed to meet market demands. In
fact, the 10-percent increase in durable manu-
factures last year accounted for nearly two-
thirds of the overall advance in industrial
output in the Nation. The machinery, transpor-
tation equipment, primary metal, and fabricat-
ed metal products industries all made signifi-
cant contributions to the larger outturn of hard
goods during the year.

The sharp increase in the output of machin-
ery, both electrical and nonelectrical, reflected
the greater demand by business firms for pro-
ducers’ durable equipment and by consumers
for household appliances, especially color tele-
vision sets. In addition, machinery production
was stimulated in the second half by the
growing demand for defense goods, a growth
which stemmed from the escalation of the war

CONSUMER INCOME AND SPENDING

UNITED STATES
(Seascrally adpsted)

INCOME: ANNUAL RATE SALES
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in Viet-Nam. Larger calls for transportation
equipment came from the Nation’s airlines and
railroads. Both truck and automobile produc-
tion last year established records. U.S. car
makers assembled approximately 9.3 million
units, which represents an increase of about 19
percent over 1964 and is well above the
previous high of 7.9 million cars turned out in
1955.

Many of the primary metal industries operat-
ed at or near capacity during much of 1965.
The producers of the big-volume nonferrous
metals — aluminum, lead, copper, and zinc —
were under pressure throughout the year to
provide the industrial sector with its needs for
these metals. In the case of copper, demand
tended to outrun supply; as a result, the pro-
duction of some types of wire and brass mill
products was constrained near the end of the
year. Steel production in 1965 totaled approxi-
mately 130 million tons, up slightly from the
previous high set in 1964. Of course, part of
the output in 1965 was inventoried.

The robust expansion of the economy last
year was reflected in significant gains in em-
ployment and income. Although the civilian
labor force increased about 1.3 million persons,
the number of civilians employed rose even
more. Consequently, the average rate of job-
lessness for the year was reduced to 4.6 percent
of the work force, down from 5.2 percent in
1964. Much of the reduction in the unemploy-
ment rate occurred in the last half of 1965 —
an improvement that was evident from declines
in the jobless rates for all major classes of
workers. The total number of persons added
to payrolls increased about 2.3 million over
1964, with sizable gains reported for manu-
facturing (especially durables), trade, and state
and local government.

Buoyed by increased employment, higher
wage rates, and significant amounts of overtime
in some industries, personal income in the
Nation advanced about 7.2 percent last year, or



W holesale prices in the United States
climbed upward in 1965 ...
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approximately $36 billion. Most of the climb
over the 1964 level of income stemmed from
larger receipts for labor services, which rose
about the same relative amount as overall
personal income. Contributing to the higher
total of wages and salaries last year were Fed-
eral pay raises for military personnel in Sep-
tember and for civilian employees in October.
Moreover, new union contract settlements pro-
vided an upward bias to wage rates.

Other important increases in income were
reported by farmers and recipients of transfer
payments. Whereas farm income declined in
1964 from the prior year, such income spurted
upward in 1965 under the combined impact of

higher prices for meat animals, fruits, and
vegetables and the appreciably larger outturns
of a number of important crops. Transfer
payments were boosted significantly by the
increased social security benefits which were
paid in the last 4 months of the year, including
a lump-sum retroactive disbursement of $885
million in September.

Prices climbed more strongly in 1965 than in
any year since the late fifties. Wholesale prices
rose 1.9 percent; much of the gain was concen-
trated in the first 6 months, when costs of farm
products and processed foods were trending
sharply upward. Industrial commodity prices
moved ahead somewhat more evenly over the
year and averaged 1.3 percent higher than in
1964. The major impetus to higher costs for
industrial commodities came from such diverse
items as petroleum products, hides and skins,
construction machinery, and nonferrous metals.

Consumer prices advanced 1.7 percent in
1965, an increase that is somewhat greater than
the average gain of 1.2 percent shown for the
preceding 4 years of the business expansion. As
in prior years, the costs of medical care, public
transportation, and homeownership trended up-
ward. The really important difference in 1965,
however, was the strong increase in food prices,
particularly for meats and fresh vegetables.

financial developments

Loans at all commercial banks in the United
States rose close to 15 percent during 1965 and,
according to preliminary estimates, reached a
seasonally adjusted level of approximately $192
billion at the year-end. An especially strong
demand by corporate and other business bor-
rowers paced the advance. Business loans
surged an estimated 19 percent, compared with
the increase of nearly 12 percent in 1964, and
accounted for about 45 percent of the total
dollar expansion in loans.

Business recourse to commercial bank credit
expanded during 1965 as internally generated

business review/january 1966 :



funds became inadequate, in contrast to the
experience of other recent years, to meet work-
ing capital and other requirements. Moreover,
greater reliance upon bank credit was fostered
by the continued attractiveness of loan rates
in relation to comparable market rates for
business borrowing.

The advance in business loans was especially
vigorous in the first half of the year, when
borrowing from banks was stimulated by spe-
cial factors associated with the dock strike, the
threat of a strike in the steel industry, inventory
building in the automobile industry, and antici-
pation of the extension of the interest equaliza-
tion tax to bank loans made to foreigners.
Although business loan expansion slowed dur-
ing the second half of the year, partly as a result
of the constraints of advanced loan ratios and
reduced reserve availability, the July-December
growth continued strong at about the year-earli-
er pace,

Consumer loans and real estate loans also
contributed importantly to the advance in total
loans last year. Consumer loans rose almost 15
percent, or at a substantially faster pace than in
1964. Consumers increased their borrowing at
banks to finance purchases of durable goods —
especially automobiles — and to provide for
other personal outlays. Rapidly improving em-
ployment opportunities and high and rising
levels of income enhanced both the willingness
and the ability of consumers to add to their
personal indebtedness. Real estate loans in-
creased about 12 percent last year, or slightly
more than in 1964.

Last year, commercial banks reduced their
holdings of U.S. Government securities by an
estimated $4.3 billion, or around 7 percent,
and added to their investments in higher-earning
non-Government securities — mainly state and
local government and Federal agency issues —
in the amount of about $5.6 billion, or almost
15 percent. Although these changes represent
a continuation of trends that began in 1962,

the adjustments in investment holdings last year
were considerably sharper than those made in
1964. Bank sales and redemptions of Treasury
issues were especially large during the first
half of 1965, reflecting a rapidly expanding
loan demand within a framework of a less
expansive monetary policy. On the other hand,
bank acquisitions of non-Government securities
accelerated early in 1965 as time and savings
deposits grew more rapidly.

Loans at the Nation’s commercial banks
continued to rise sharply in 1965 . ..
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The liquidity positions of commercial banks
receded further last year under the pressure of
a mounting loan demand. By late summer, the
loan-deposit ratio had increased 3.6 percentage
points to a postwar high of 64.1. At the year-
end, the ratio remained near this advanced
level.

Commercial banks experienced an accelerat-
ed inflow of time and savings deposits during
1965. In December, these deposits (excluding
interbank deposits) averaged, after seasonal
adjustment, nearly 17 percent higher than a
year earlier. In 1964, time deposits expanded
12.8 percent. The rapid inflow of time deposits
last year was associated, in part, with the
higher rates offered by banks after the permis-
sive rate ceilings were raised, effective late in
1964, to 4 percent on all savings deposits
and 4% percent on time deposits held 90 days
or more. Inflows in January and February were
at near-record rates. Although a slackening
occurred after this initial surge, banks con-
tinued to bid aggressively for and to attract
these funds in subsequent months.

Reserve positions of member banks became
less easy in 1965. During the first half of the
year, reserve availability receded rather sharply
under the influence of a strong loan demand
and a less expansive monetary policy. The
shrinkage in excess reserves and expansion in
member bank borrowing at the Federal Reserve
banks during January-June were reflected in
average net borrowed reserves of $185 million
in June, in contrast to net free reserves of $168
million in December 1964, Net borrowed re-
serves were slightly less deep during July-Oc-
tober. A sharp, further improvement in reserve
availability occurred, especially during Decem-
ber, as System open market operations provided
large amounts of reserves.

The Nation’s money supply (demand depos-
its adjusted plus currency in the hands of the
public) rose sharply in 1965, expanding almost
5 percent. The growth in the money supply last

Time deposits at all commercial banks
in the United States maintained their
rapid growth . ..
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year exceeded the rate recorded for any other
year since 1951. The expansion was especially
rapid during the second half of 1965; during
the July-December period, the money supply
advanced almost 7 percent on an annual-rate
basis, compared with an increase of 2.6 percent
in the first half. Growth in the stock of money
was also accompanied by a further rise in the
rate of use of money, as indicated by the turn-
over of demand deposits at commercial banks.

Liquid assets held by the public continued to
rise sharply during 1965, principally reflecting
increases in the money supply and time de-
posits of commercial banks. In the first 9
months, liquid asset holdings advanced at an
annual rate that was slightly higher than the
pace of 7.1 percent recorded for all of 1964.
The net inflow of funds to savings and loan
associations during the first 10 months of 1965
totaled $5.9 billion, or markedly less than the
$8.0 billion in the comparable 1964 period.
Savings inflows to mutual savings banks also
slowed and were $2.7 billion in January-Oc-
tober, compared with $3.3 billion during the
first 10 months of 1964. The reduced rate of
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net savings flows to savings and loan associa-
tions was associated, in part, with the fact that
maximum interest rates paid by these institu-
tions were not appreciably higher in 1965 than
in the preceding 2 years. On the other hand,
rates offered on time and savings deposits by
commercial banks were higher last year than
in 1964.

The volume of mortgage debt outstanding
continued to expand in 1965, rising slightly
more than $30 billion to a level of approxi-
mately $342 billion. On a seasonally adjusted
basis, the rate of expansion through the third
quarter of the year held at a level slightly below
the peak reached in the second half of 1964,
when the net increase in multifamily and com-
mercial mortgage debt was at a high. With little
or no upturn in residential construction during
the year, the growth in debt on 1- to 4-family
properties was virtually unchanged from the
pace of the second quarter of 1964. Although
mortgage funds were in relatively plentiful
supply in 1965, a slightly firmer tone developed
in mortgage markets, especially during the final
months of the year. Acquisitions of mortgages
by savings and loan associations continued to
moderate in line with altered competitive and
regulatory influences.

State and local governments borrowed a total
of about $10.4 billion of new funds in the
capital market during 1965, or about $200
million more than the advanced volume report-
ed for 1964. As in past years, this debt
financing primarily reflected outlays for educa-
tional facilities and public improvements, as
well as less than adequate tax revenues. Com-
mercial banks continued to be heavy purchasers
of municipal obligations; however, they tended
to moderate net additions to portfolios after
midyear under the pressures of tightened li-
quidity positions and other demands for credit.

Corporate borrowing in the capital market
increased substantially last year. New security
offerings for cash totaled about $15.2 billion,

10

up almost $2.2 billion over the 1964 volume.
Corporate debt financing expanded sharply —
approximately 31 percent— as both public
offerings and private placements rose. Stock
issues reaching the market declined about 30
percent from the high level reported for 1964.
Heavy corporate financing requirements in 1965
were related, in part, to the high and rising
level of outlays for plant and equipment.

Net demands by the U.S. Treasury on credit
markets were substantially lighter in 1965 than
in the previous year. Unexpectedly large tax
receipts and small cash payments in the first 6
months permitted both debt repayment and a
large buildup in the Treasury’s cash balance.
Debt retirement was accomplished mainly by
the repayment of maturing Tax Anticipation
bills in March and June. In the second half of
the year, the Treasury sold $6.5 billion of tax
bills in October and November to meet season-
al needs for cash. At the year-end, the market-
able public debt was $214.6 billion, reflecting
an increase of $2.1 billion over December
31, 1964.

After midyear, interest rates advanced
appreciably . . .
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In early January 1965, the Treasury again
employed the advance refunding technique to
achieve a more even distribution of the Federal
debt and to lengthen its average maturity.
Holders of eight outstanding issues of notes and
bonds maturing from February 15, 1965, to
November 15, 1967, were offered in exchange
two issues of new bonds maturing in 1970 and
1974 and an additional amount of the 44 -per-
cent bonds maturing on August 15, 1992. Is-
sues eligible for the exchange were outstanding
in the amount of about $33.1 billion, with
public holdings totaling $22.1 billion. Investors
holding $9.7 billion of the eligible issues elected
to make the exchange. Other refunding opera-
tions during 1965 involved Treasury notes
maturing on May 15, August 13, and Novem-
ber 15, which were refinanced by offerings of
notes and bonds maturing in 15 months to
9 years.

Interest rates in money and capital markets
rose appreciably during 1965. Although rates
in some sectors of these markets began to
firm in the first 6 months of the year, the
increases accelerated in the second half and
became general by early December. The up-
ward movement in interest rates during the year
was in response to a number of factors — in-
cluding the broadly based and continuing ex-
pansion of the domestic economy, heavy bor-
rowing demands from both the private and the
public sectors, uncertainties associated with
international developments, and official policy
actions in the field of money and credit. At the
year-end, most short- and long-term interest
rates were close to the advanced levels reached
in late 1959.

In the first 2 months of 1965, market rates
on 3- and 6-month Treasury bills rose modestly
— by 9 and 6 basis points, respectively; but by
June, yields had receded to levels slightly be-
low those prevailing in December 1964. In
the case of Federal funds, however, the rate
continued upward through May but receded
slightly in June to a level that was 19 basis

points above the average for the last month
of 1964. Most other money market rates
climbed during the first quarter and generally
held at these higher levels until early December.
In the second half of the year, rates on Treasury
bills and Federal funds rose, on balance, through
November. Yields in that month averaged 4.08
percent for the 3-month bill, 4.24 percent for
the 6-month bill, and 4.10 percent for Federal
funds, with all being substantially above their
December 1964 levels.

In capital markets, rates on corporate and
municipal bonds began to rise in March; in
November, yields on high-grade issues
(Moody’s Aaa bonds) reflected increases of 19
and 37 basis points, respectively, over the
average levels prevailing during February.
Yields on long-term Treasury bonds were vir-
tually unchanged during January-July but ad-
vanced 19 basis points by November to 4.34
percent.

During December, interest rates in money
and capital markets advanced sharply and gen-
erally, in response to the upward adjustment to
414 percent in the discount rate of the Federal
Reserve banks (effective on December 6 for
two of the Reserve banks). Although reaction
to the discount rate increase was immediate and
sharp, the adjustments in prices and yields
which occurred throughout the financial mar-
kets proceeded in an orderly manner.

By mid-December, yields on money market
instruments reflected increases of ¥ to slightly
more than 3 of a percentage point over the
rates prevailing immediately before the increase
in the discount rate. Market rates on Treasury
issues maturing in 3 to 5 years advanced 29
basis points to 4.81 percent. In the capital
markets, yields on high-grade corporate bonds
advanced 11 basis points, while rates on long-
term Government bonds and high-grade munic-
ipals gained 8 and 5 basis points, respectively.
The prime rate charged by commercial banks
to customers with the highest credit rating was

business review/january 1966 11



also advanced promptly by a number of bank-
ing institutions, with the rate rising from 42
percent to 5 percent. Similar increases were
announced subsequently by other major banks.

Federal Reserve operations during 1965
were conducted with a view to meeting the
seasonal and sustainable growth requirements
of the domestic economy, under conditions
approaching full employment of human and
physical resources, and to providing a monetary
climate conducive to improvement in the Na-
tion’s persistently adverse balance-of-payments
position. Although monetary policy became
firmer after February and the discount rates of
the Reserve banks were raised in December,
the System was a net supplier of reserves in
each quarter of the year. Reserves were sup-
plied in amounts sufficient not only to offset the
reserve-absorbing effects of a greatly enlarged
outflow of monetary gold but also to support
the bank credit and money requirements of an
cxpanding economy.

Effective December 6, the Board of Gover-
nors of the Federal Reserve System announced
that it had approved actions taken by the
Federal Reserve Banks of New York and
Chicago increasing the discount rates of those
banks from 4 percent to 412 percent. (Subse-
quently, the Board approved similar actions
taken by each of the other Reserve banks.)
Simultaneously, the Board increased, to 5%
percent, the maximum rates that member banks
are permitted to pay their depositors on all time
deposits, including certificates of deposit, having
a maturity of 30 days or more. Previously, the
maximum rates payable were 4 percent for time
deposits and certificates with maturities of 30 to
89 days and 4'2 percent for those having
maturities of 90 days or more. No change was
made in the maximum rate payable on savings
deposits (4 percent).

In announcing its actions, the Board visu-
alized that these steps should have the three-
pronged impact of backing up the Govern-
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Member bank borrowing at the Federal
Reserve banks rose as pressures on
reserve positions intensified . ..
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ment’s efforts to prevent inflationary excesses
from damaging an economy already carrying
the added burden of military operations in
Viet-Nam; bolstering the Government’s pro-
grams to overcome persistent deficits in the
U.S. balance of payments; and demonstrating
anew the Nation’s determination to maintain
the international strength of the dollar.

balance of payments

The continuing adverse balance-of-payments
position of the United States weighed heavily in
the Nation’s economic policy decisions in 1965.
On February 10, the President of the United
States announced a broad program of actions
and proposed measures to improve the persist-
ent deficits which have prevailed since 1958.
The immediate objective and central focus of
the President’s program was to reduce net
outflows of U.S. private capital from the ex-
traordinarily high rates of 1964 to rates more in



line with previous experience and, in this way,
bring about a substantial improvement in the
Nation’s payments position.

The program included a call on the Federal
Reserve System —in cooperation with the
Treasury — to work with all banks to limit
lending to foreigners and a call on the U.S.
Department of Commerce to work with corpo-
rations having business interests abroad to
effectuate a reduction in their capital outflows.
Other major features of the program included
immediate action to impose the interest equali-
zation tax on bank loans to foreigners (with
maturities of 1 year or more) ; proposed legisla-
tion to continue the interest equalization tax
through December 31, 1967, and to apply the
tax, retroactive to February 10, 1965, to non-
bank credits to foreigners (with maturities of 1
year or more); an intensified effort to reduce
military expenditures abroad; continued ac-
tion to minimize adverse balance-of-payments
effects of foreign aid programs; and a more
vigorous export promotion drive.

Under guidelines prepared by the Board of
Governors to implement the President’s Volun-
tary Foreign Credit Restraint Program, com-
mercial banks were requested to limit the
growth in their credits to foreigners during
1965 to 105 percent of the amount outstanding
on December 31, 1964. It was visualized also
that, within this limit, banks would give abso-
lute priority to credits for financing exports
from the United States. High but secondary
priority was also recognized for nonexport
loans to certain less-developed countries. Lend-
ers were requested to avoid restrictive policies
that would place an undue burden on Canada,
Japan, and the United Kingdom. Similar guide-
lines were established for nonbank financial
institutions.

Response to the credit restraint program was
immediate and supported the more optimistic
expectations. Largely as a result of this favor-
able response by U.S. banks and other lenders

and investors, there were net reflows from
abroad, beginning in March and continuing
through August, of both U.S. bank credits and
liquid money market investments. In the first
half of the year, the deficit on regular transac-
tions was at a seasonally adjusted annual rate
of $1.3 billion, compared with a deficit of more
than $3 billion in each of the preceding 7
calendar years.

Although data with respect to the U.S.
payments position are not available for all of
1965, the deficit on regular transactions may be
about one-half as large as a year earlier. The
substantial reduction in the deficit last year
occurred, despite a narrowing in the trade
surplus from the high level of 1964, mainly
because of the improvement in capital outflow.

On December 6, the Board of Governors of
the Federal Reserve System issued new guide-
lines for financial institutions to follow during
1966 in cooperating with the President’s pro-
gram to improve the Nation’s balance of pay-
ments. Under the 1966 program, commercial
banks are requested to restrain any expansion
in foreign credits to such an extent that the
amount outstanding does not exceed 109 per-
cent of the amount outstanding on December
31, 1964. In order to spread throughout the
year any outflow necessary to meet priority
credit requirements, the Board has requested
that the expansion be utilized at a rate of not
more than 1 percent per calendar quarter. That
is, the target is 106 percent of the 1964 base
during the first quarter, 107 percent during the
second quarter, 108 percent during the third
quarter, and 109 percent for the remainder of
the year. Special consideration for banks with
small bases is expected to add about 1 percent
to the total, bringing the possible expansion for
1966 for the banking system as a whole to
about the same amount as that provided for
1965.

With respect to nonbank financial institu-
tions, the 1966 guidelines have been made
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broadly comparable with those for commercial
banks. The priorities established by the 1965
guidelines remain in effect. The Department of
Commerce has also issued new guidelines for
U.S. commercial and industrial firms making
direct investments abroad during 1966.

International financial developments during
1965 included a continued high level of cooper-
ation among the central banks and treasuries of
major industrial countries in matters of mutual
interest. Currency swap agreements between
the Federal Reserve System and foreign central
banks — arrangements which have contributed
significantly to international financial stability
in recent years — were continued and refined.
The United States, as the major reserve-cur-
rency country of the world, demonstrated its
continued willingness last year to assist other
important currency countries in countering
speculative attacks or other seriously destabiliz-
ing movements affecting normal international
financial transactions.

Developments in foreign exchange markets
during 1965 were dominated, in the main, by
speculative pressures focusing on the British
pound. By mid-January, sterling began to show
signs of recovery from the speculative on-
slaught of late 1964. In March, however, the
market once again was beset by doubts as to
whether the British Government’s pledge to
defend the sterling parity would be matched by
effective measures. New complications arose as
the U.S. Voluntary Foreign Credit Restraint
Program led to some withdrawal of funds from
London. New restraint measures contained in
the Chancellor’s budget message of April 6 and
steps announced by the Bank of England, in
late April and early May, to restrain bank
credit expansion resulted in a strong upward
movement in sterling; but publication of disap-
pointing trade figures for April subjected the
pound once again to downward pressures.

Against the background of market sentiment
that a new sterling crisis would develop in the
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autumn months, the British Government took
further corrective action on July 27, announc-
ing cutbacks and deferments in public spending
programs and a further tightening of instalment
credit. Favorable market reaction to these
measures was quickly swamped, however, by
the report, in early August, of larger than
expected reserve losses; as a result, sterling was
heavily offered in both spot and forward mar-
kets. On September 2, the British Government
announced its intention to seek statutory au-
thority to require notification and, if deemed
appropriate, temporary deferment of wage and
price increases. This basic policy went a long
way toward relieving the market’s apprehension
regarding a progressive undermining of the
sterling parity by wage and price inflation and
tended to strengthen the pound.

On September 10, the Bank of England
announced that new facilities for support of
sterling had been provided by the U.S. mone-
tary authorities, together with nearly all of the
other central banks that had joined in the 1964
rescue operation. Immediately following this
announcement, concerted market action was
initiated, and the rate for spot sterling moved
up. As short covering developed, further im-
provement in the rate occurred. These actions—
coupled with earlier measures and improv-
ing market sentiment that the pound would be
defended — imparted strength to sterling,
which held during the remainder of the year.

district situation

The exuberance evident in the national econ-
omy in 1965 also was characteristic of econom-
ic developments in the southwestern states of
Arizona, Louisiana, New Mexico, Oklahoma,
and Texas. After reaching record levels in
1964, the broad indicators of economic activity
in the Southwest in 1965 advanced significantly
further. The region’s factories, mines, oil fields,
and farms all experienced production gains.
Nonagricultural employment rose from the ad-
vanced 1964 level, farm and nonfarm incomes



both increased, and consumer purchases rose
sharply. The strength in southwestern economic
sectors extended into the banking and financial
area, as bank credit demands increased vigor-
ously.

A feature of industrial activity in the South-
west last year was the continuation of a rather
broadly based increase in the physical volume
of output. Overall industrial production, as
reflected in data for Texas, showed a gain of
about 5 percent, a little less than the advance of
almost 7 percent in the State in 1964. Output in
each of the three broad categories — durable
manufactures, nondurable manufactures, and
mining — rose over the 1964 levels. Among
the 21 industrial subcategories, only the petro-
leum refining and metal, stone, and earth
minerals groups failed to exceed their 1964
production levels.

The major impetus to the expanding south-
western output of goods stemmed from in-
creased activity in the manufacturing sector,
since mining production advanced only slightly.
As was the case in 1964, the most vigorous
gains in manufacturing output last year were
centered in durable goods manufacturing. Out-
put of durables rose about 9 percent, a rate
somewhat smaller than the nearly 12-percent
rise in 1964. Industries producing machinery
(particularly electrical components), primary
metals, fabricated metal products, and trans-
portation equipment experienced the largest
relative gains in output last year. These same
industries also had registered the strongest
relative increases in 1964.

The production of nondurable goods by
southwestern manufacturers in 1965 increased
almost 6 percent, a rate likewise below the
year-earlier gain (7 percent). As in the pre-
vious year, the 1965 increase in nondurable
goods output was paced by increased produc-
tion from the Southwest’s growing textile and
apparel industries and by further expansion in
the manufacture of chemicals and allied prod-

Manufacturing continued te pace the rise
in industrial production in Texas . ..
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In manufacturing, production of durable
goods showed the greatest expansion . ..
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ucts. Moderating the growth in nondurable
goods manufacturing in 1965 was the slight
decline in output of refined petroleum products.
Refining activity through August of last year
remained below the levels in the comparable
months in 1964 as refiners drew on stocks to
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meet increasing consumption. In the fall of
1965, however, refining activity began to pick
up in response to the rising needs for fuel oil in
eastern and midwestern markets.

Somewhat paralleling the trend in refining,
crude petroleum output was weak during the
early months of the year but began to increase
in mid-1965 to push total production for the
year slightly above the year-earlier level. The
weakness in southwestern drilling activity per-
sisted, and, for the year, both the number of
well completions and the footage drilled were
below their 1964 totals. Gains in the produc-
tion of both natural gas and natural gas liquids
were major contributors to the rise in overall
mining output last year. The use of these two
products in space heating and other energy
markets has continued to expand.

Although the number of southwesterners
entering the labor market in 1965 rose signifi-
cantly, job openings increased at a faster rate,
and the number of unemployed workers and
the unemployment rate declined. Nonagricul-
tural employment rose about 3.8 percent as
hirings in both the manufacturing and the
nonmanufacturing sectors increased over their
1964 levels. On the other hand, the work force
in agriculture continued its longtime downtrend
as a result of mechanization and improved
output per worker. In the manufacturing sector,
hiring by durable goods makers was particu-
larly strong last year; in nonmanufacturing, all
of the categories of employment contributed to
the year-to-year advance, with construction,
services, government, and trade showing the
largest relative gains.

The improvement in the Southwest’s job
picture and the concomitant reduction in unem-
ployment have resulted in a tightening labor
situation for skilled and experienced workers.
The unemployment rate in the Southwest each
month last year remained below the rate for the
comparable month in 1964. The unemploy-
ment rate in the five southwestern states aver-
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aged a little under 4.0 percent in 1965, com-
pared with 4.4 percent in the previous year. In
a few of the major southwestern metropolitan
labor markets, the unemployment rate dipped
to less than 3 percent of the civilian labor force
in the latter months of 1965.

The stronger employment picture, together
with the increasing level of output, resulted in a
stretch-out in the length of the workweek,
especially in manufacturing. In addition, aver-
age weekly earnings were higher in most major
employment categories.

Residential building remained weak in the
five southwestern states in 1965 . . .
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Construction activity in the five southwestern
states reached a record during 1965, with the
value of construction contracts totaling approxi-
mately $5.3 billion — an amount exceeding the
previous year’s contracts by almost 5 percent.
Despite the overall rise in the value of con-
tracts, the performance of the various types of
construction showed considerable differences.
The downtrend in residential building that
began in the latter part of 1964 continued last
year, marking two successive years of decline.



The weakness in the residential sector remained
largely centered in apartment constructien.
Contracts for single-family residences were well
maintained, partly because of the higher aver-
age value for each unit.

The stellar performer last year was nonresi-
dential building. Contracts for office buildings,
educational structures, recreational facilities,
and various kinds of commercial and industrial
buildings were let at a brisk pace in 1965; as a
result, the estimated total value of contracts for
these types of structures was lifted nearly 19
percent over the 1964 total. This expansion
reflects not only the continuing growth in the
economy of the Southwest but also the partici-
pation of the region in the sharp upswing in
capital spending that is under way in the
Nation.

Nonbuilding construction (engineering and
public works) also increased over the high
1964 level. The further expansion of sewerage
and waterworks systems and public utilities
facilities contributed to the climb. Contracts for
additional segments of the interstate highway
network and for urban streets also provided
major support to nonbuilding construction.

Along with the other broad sectors, agricul-
ture contributed strongly to the rise in south-
western economic activity. Crop and livestock
production increased about one-tenth last
year — the largest gain experienced in several
years. Coupled with this larger output was a
stronger price situation, especially for livestock;
and overall prices received by southwestern
farmers and ranchers averaged above those in
1964. As a consequence, gross income from
marketings and Government payments ad-
vanced. Net farm income also increased last
year, as production expenses rose only mod-
estly.

In 1965, more southwesterners were working
than ever before and receiving higher average
pay, and the flow of personal income advanced

over 1964. This higher income, together with
lower Federal income tax rates and the mid-
1965 reduction in some excise taxes, provided
the basis for a step-up in consumer purchasing.
The southwesterner was an eager buyer, in-
deed, in 1965, and retail sales are estimated to
have risen perhaps 9 percent over the high
1964 total.

When individuals are optimistic concerning
the future course of economic events and find
their discretionary incomes higher, they often
boost their purchases of durables. Automobiles,
in particular, continued to capture the fancy of
the buying public in 1965. Total registrations of
new automobiles in four major markets in
Texas — Dallas, Fort Worth, Houston, and
San Antonio — last year rose about 12 percent
above the previous record set in 1964. Al-
though durable goods sales were the pacesetters,
purchases of nondurable goods also increased.

Banking developments in the Southwest last
year reflected many of the same influences at
work nationally. Loans at all member banks in
the Eleventh District at year-end, amounting to
an estimated $8.6 billion, advanced more than
10 percent over the high level a year earlier,
The strength in loan demand was rather general
among all the major categories of loans. In
relative terms, real estate loans — a category
which also turned in a strong performance
during the previous year — showed the greatest
expansion in 1965. Consumer-type loans rose
modestly, but the gain failed to match the
exceptional advance in 1964. Of all the loan
categories, commercial and industrial loans,
which account for almost one-half of total bank
loans outstanding in the District, registered the
largest dollar advance last year and increased
considerably more than in 1964.

Member banks continued to rely heavily
upon time and savings deposits to acquire
earning assets, as demand deposits showed little
growth. The inflow of time and savings deposits
increased at a more rapid rate last year than in
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1964, since banks sought to attract these depos-
its with new savings plans of various kinds
tailored to fit the needs of savers. The supply of
loanable funds did not advance rapidly enough,
however, to prevent a further decline in bank
liquidity. The loan-deposit ratio at District
member banks rose from 55.4 at the end of
1964 to perhaps 57.5 at the end of last year.
Loan-deposit ratios at both reserve city and
country banks increased.

Investment decisions at member banks in
1965 were influenced by the desire to meet
rising loan demands; realize higher earnings in
order to offset rising costs, including interest
payments on time and savings deposits; and
provide secondary reserves and the collateral
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needed for certain types of deposit accounts.
Total investments expanded slightly last year.
As in 1964, however, member banks reduced
their holdings of U.S. Government securities
and increased their acquisitions of non-Govern-
ment obligations.

Participation of District banks in the Federal
funds market increased further last year, with
both purchases and sales of Federal funds rising
over their 1964 totals. Although the differential
between purchases and sales narrowed last
year, Federal funds purchases exceeded sales
by a substantial margin. Eleventh District mem-
ber banks continued to utilize Reserve bank
credit in 1965, but daily average borrowings for
the year were little changed from the 1964
level.

Bank issuance of negotiable time certificates
of deposit continued to grow in importance in
1965. Although somewhat below the level
reached last summer, the amount of time cer-
tificates of deposit outstanding, in denomina-
tions of $100,000 or more, at weekly reporting
member banks in the District totaled $979.3
million in mid-December 1965. This total is
about 4 percent above the year-end 1964
figure. Survey data on the maturity distribution
of CD’s show that, last November, 63.4 percent
of the dollar volume of outstanding CD’s had
maturities of 3 months or less, compared with
55.1 percent 9 months earlier. However, the
proportion maturing within 6 months was
smaller than in early 1965.








