


Robert H. Boykin

Whether from one of earth’s natural resources or
from the drive of an individual’s spirit, energy transforms
our lives into production. Here in the Eleventh Federal
Reserve District, energy motivates activity in areas such
as agriculture, finance, industry and education, The focus
of this year’s annual report traces the development and
importance of the energy industry to this District and to
its financial institutions.

These financial institutions experienced a year in
which they adjusted further to deregulation, the expan-
sion of nonbank banks and falling interest rates. They also
witnessed the failure of almost 80 banks and nine savings
and loan institutions nationwide. Although the past
several years have seen a refinement as well as an expan-
sion of the services financial institutions can offer, these
institutions have overcome many problems and are emerging stronger and more
capable of handling the challenges of the 1980s. The continued recovery of the na-
tion's economy helped our own District’'s economy by lowering unemployment,
allowing more growth in business development and spurring renewed interest in
both the housing and manufacturing sectors.

Here at the Federal Reserve Bank of Dallas, many
new services were introduced in an effort to expand our
offerings to the financial community and keep pace with
innovations in the ever-widening arena of electronic bank-
ing. As always, efforts to provide high quality and efficient
services remained foremost in our minds. We hope that
we have been able to provide institutions in this District
with accurate and timely services, and input concerning
areas where we may be lacking is encouraged. Our rela-
tionship with institutions in this District is our greatest
asset, and we hope to see the continued growth of that
relationship throughout the coming year.

We also hope to see an expansion of the positive
spirit and energy so prevalent throughout 1984.

Sincerely,

Robert D. Rogers
Chairman of the Board

X W bl

Robert H. Boykin
President

Rabert D). Rogers
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THE ENERGY INDUSTRY
ITS CHANGING ROLE IN THE TEXAS ECONOMY

Energy. Its importance to the state of Texas is legendary. Throughout the 20th
century, the extraction and processing of oil and natural gas have accounted for a
large share of economic activity in Texas. The industry provides employment and in-
come, and contributes to the growth and development of the economic fabric of the
state.

This article traces the interactions between the dynamic energy sector and the
Texas economy. A review of the evolution of the energy sector demonstrates its im-
portance to the Texas economy.

The importance of the energy industry to the Texas economy has changed as
the industry has developed and matured. At times, especially in the 1970s, energy
provided the driving force for economic growth in Texas. At other times, however,
the energy industry played a lesser role in economic growth—as in the 1960s when
development of a diversified non-energy sector dominated new job creation.

Energy’s importance to the Texas economy can be seen in the diversity of ac-
tivities that comprise the whole. Drilling contracting firms, drilling service firms, oil
field equipment manufacturers, pipeline firms, tanker and trucking firms, refineries,
and petrochemical manufacturers are all considered part of the vast energy industry.
And these firms are supported by a much broader portion of the economy—including
financial and service institutions as well as manufacturers of cement, electronics,
fabricated metals and primary metals.

Employment and value added to the products through the production process in
the energy industry also illustrate the importance of energy to the Texas economy.
In 1983, for example, 8 percent of all non-agricultural employment in Texas was
concentrated in the narrowly defined energy industry—oil and gas extraction, oil
field equipment manufacturing, refining and petrochemicals. Estimates of the share
of employment related to energy, including other manufacturing and service in-
dustries that principally cater to the energy industry, range from 15 percent to as
high as 25 percent. The energy industry supplies an even larger share of industrial
value added in the state. In the 1977 Census, the narrowly defined energy sector
was estimated to have accounted for nearly 59 percent of total value added in mining
and manufacturing.

Several factors are important in considering energy’s role in the Texas
economy. First, although energy appears to have contributed to raising the growth
of per capita income in Texas above that of the nation, the state has been successful
in developing other industries to compensate for periods when the energy industry
performed poorly. Current expansion of the electronics and defense industries in-
dicates that this process will continue.

Second, the energy industry itself is diversified and does not respond uniformly
to price changes in oil or natural gas. In the current oil market, changes in oil prices
are primarily the result of increases or decreases in the supply of foreign oil.
Because price declines are not necessarily the result of decreasing consumption by
domestic consumers, falling oil prices may not reduce the strength of the segments
selling fully processed, or final, oil and gas products. Although descending oil prices
may lessen growth in oil and gas extraction employment, they boost consumption of
refined products and petrochemicals. Consequently, expectations of a drop in oil and
gas prices may reduce employment in oil and gas extraction but not in refining or
petrochemicals.

The implications of changes in the role of energy in the Texas economy are
especially important in light of the current outlook for the energy sector. The
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declines in production and in reserve supplies of both oil and natural gas, when
coupled with expectations of falling inflation-adjusted prices for oil, suggest that the
energy industry will decrease in importance in coming years. The effect that this
development is likely to have on overall growth in employment and income is of vital
concern to the Texas economy.

The history of the energy industry and its effects on the Texas economy are
separated into four phases in this article. The first phase covers the period from the
turn of the century through World War II. In this period Texas began changing from
a largely agrarian economy to a more diversified urban economy. Discoveries of
major oil and natural gas reserves led to development of the oil and gas extraction in-
dustry and the oil field equipment and service industries. Combined with develop-
ment of the refining and petrochemical industries, the energy sector emerged as an
important source of employment to the growing non-agricultural population.

The second phase is the postwar period before the oil embargo in 1973.
Although Texas reigned as a dominant power in world energy markets, the perfor-
marnce of the energy industry was mixed. Nominal oil prices were stable, but real
(inflation-adjusted) oil prices declined. This decline led to a slump in the energy sec-
tor during the late 1950s and 1960s. Employment continued to increase in energy-
related service and manufacturing industries, but an even more rapid increase
occurred in non-energy-related manufacturing. As a result, the Texas economy
became more diversified.

The third phase of development, the period from 1973 to 1983, was dominated
by oil price shocks brought about by the Organization of Petroleum Exporting Coun-
tries (OPEC). The slumping sections of the energy sector rebounded in 1973 as oil
prices quadrupled. The move away from energy employment that characterized the
previous phase was reversed, and the share of employment in energy industries
grew. Because of the countercyclical performance of the energy sector during the
national recessions in 1974 and 1980, the Texas economy outperformed the U.S.
economy. Subsequently, increased dependence on energy delayed Texas' entry
into the recession until 1982 and slowed the ensuing recovery.

The current period can be considered a fourth phase. In the near term, much of
the energy industry is expected to recover from the deep recession of 1982. Over
the longer period, however, declining reserves, increasing foreign competition in
energy markets and expectations of limited growth in energy prices may lead to a
smaller role for oil and natural gas in the Texas economy. The challenge of providing
continued economic growth in Texas, therefore, may shift to non-energy sectors of
the economy.

EMERGENCE OF THE ENERGY ECONOMY

The Texas economy changed fundamentally between the beginning of the 20th
century and World War II. Once a largely agricultural state, Texas became much
more urbanized, more mechanized, more industrialized. The process of in-
dustrialization was influenced strongly by the emerging energy industry. Major
discoveries of oil and natural gas reserves helped create a large energy sector that
provided employment for the growing non-agricultural population.

These two factors—reduction of the agricultural population and development of
the energy sector—were responsible for much of the change in the Texas economy
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during this period. Industries were created to serve oil and gas drilling and to pro-
cess the oil and gas. Building and expansion of the energy infrastructure occurred
during this period.

Agriculture was the dominant source of employment in Texas throughout this
period. However, agricultural employment fell steadily (7able 1). The proportion of
agriculture, forestry and fisheries employment declined from 62.4 percent in 1900 to
only 30.3 percent in 1940. In contrast, employment in food and food processing,
lumber and other manufacturing industries rose considerably during this period. The
share of employment in oil and gas mining rose from 0.3 percent to 2.9 percent.

Several forces affected the transition from an
agrarian economy. Mechanization and technolog-

Tt ical change led to the consolidation of farms into

Percentage Composition of larger, more efficient tracts. It was claimed that

Texas Employment

Agniculture, Forestry

Important source
of employment

each tractor replaced one to three families of farm
workers. The demonstrated efficiency of
mechanized agriculture led to deterioration of the
tenant farmer, or sharecropper, system. As a
result of increased mechanization, the number of
farms decreased, their average size increased
and employment in agriculture declined.

Continuation of the Industrial Revolution
decreased the relative importance of agriculture.
As per capita income grew, expenditures on food
and fibers did not keep up proportionately. Con-
sequently, an increasing share of income was
directed toward consumer goods, boosting the
manufacturing and service sectors.
10000 1000 1000 1000 1000 Finally, the severe agricultural depression in
the late 1920s and the 1930s caused net emigra-
tion from Texas—primarily from agricultural communities. Falling prices for crops
and livestock forced numerous small farmers out of business, and many migrated to
California.

As a result of these trends, the population in Texas became increasingly con-
centrated in urban centers. By 1940, 45 percent of the population lived in urban
centers compared with only 17 percent in 1900.

16900 1410 1530 1930 1940

Energy provided an increasing share of total employment during this period. By
1939, energy employment—including employment in energy-related manufactur-
ing—accounted for 7.1 percent of non-agricultural employment, up from 0.6 percent
in 1900. From 1900 to 1940, the percentage of Texas employment in manufacturing
and construction rose from 7.4 to 15.2. Although a large part of this rise was
unrelated to the energy industry, growth in drilling brought about a demand for oil
field equipment and fabricated metals, and provided employment in the construction
of refineries, pipelines and petrochemical facilities.

The energy boom also affected the pattern of population growth during this
period. In 1890, for example, Dallas was twice as large as Houston. With the
discovery of substantial oil reserves in South Texas, Houston became the largest
city in Texas by 1930. The development of refining also explains much of the 23-fold
increase in population in Jefferson County (Beaumont-Port Arthur area) between
1890 and 1930.




Finally, the ratio of per capita income in Texas to that in the United States
moved with the fortunes of the energy industry. Although income in Texas has
followed national movements for the most part, per capita income has tended to rise
faster in Texas than in the nation in periods in which the energy sector expanded
(Box I). Income in Texas rose relative to the national average in the early 1930s
with increased production, fell in the mid-1930s with the Great Depression, and rose
during the war with the expansion of the refining industry and the rapid development
of petrochemicals.

Discovery and Development of the energy industry began with the discovery of major fields of
extraction oil and natural gas. Between 1900 and 1945, Texas emerged as the largest producer
of oil and natural gas in the nation. Beginning with the discovery of Spindletop in
1901, reserves continued to climb, Spindletop produced more than 18 million barrels
of oil in 1902—equal to 20 percent of total U.S. production that year. By 1935,
reserves in Texas had risen to 50 percent of the U.S. total, following the discovery
of the 5.5 billion-barrel East Texas Field in 1931—the largest discovered field in the
world to that date.

Oil production followed the increase in reserves, growing rapidly between 1918
and 1945. Production grew 758 percent between 1918 and 1931 (Chart 1). After the
institution of production restrictions by the Texas Railroad Commission between
1931 and 1935, production grew more slowly until World War II. Nevertheless, by
1945 Texas accounted for 44 percent of U.S. production and 29 percent of world
production.

The oil boom during this period led to the creation of a drilling industry and other
industries to support drilling. Crude technology at the turn of the century—which
was not very different from the method used to drill water wells—was replaced by
more sophisticated processes. Equipment specially designed for oil and gas drilling
became increasingly prominent, and a manufacturing sector to produce oil field
equipment developed. By 1939, 47 percent of all oil field equipment manufacturing in
the United States was in Texas.

In addition to the development of more sophisticated equip-
ment, specialization and differentiation of tasks prevailed. Firms
providing seismic surveys, drilling mud, cement and logging—
together with drilling services—accounted for 41 percent of all ex-
penses incurred in procuring oil by 1939.

Natural gas also was found in abundance, often in conjunction I
with oil, but was treated almost as a nuisance. The lack of easily
available transportation made sales difficult to all but the im-
mediate area. Natural gas required pipelines for transmission, i
while oil could be moved by tanker, truck, barge or train. The
relative expense of transporting the gas held wellhead prices at
approximately one-fifth of the energy-equivalent price of oil. As a
result, natural gas production remained low, and producers were
restrained from flaring (burning off) surplus gas only by restric-
tions eventually imposed by the Texas Railroad Commission.

Chart 1

Texas Oil Production
1918-1945

(Millions of barrels per year)

B0

Major The emergence of Texas as a major energy-producing state led to the establish-
developments in ment of major refining and petrochemical complexes. The refinery industry in Texas
refining and appeared in Beaumont soon after the discovery of oil. Between 1896, when the first
petrochemicals refinery opened, and 1929, 83 refineries were constructed. A significant portion of
these were built in the Beaumont-Port Arthur area. The majority of Texas refineries




Box 1

ENERGY AND THE GROWTH IN TEXAS
RELATIVE TO THE NATION

With the possible exception of the 1970s, the energy industry has
been principally responsible for Texas' deviations from the national
pattern of growth, not for the overall growth rate itself. Per capita in-
come in the United States and that in Texas follow each other very
closely (Chart BI). Per capita income in Texas does change
throughout the period relative to the national average, but the ab-
solute levels remain fairly close. It is significant to note, however, that

per capita income in Texas—which had

trailed the national average—did rise
Chart B1 above the national average in 1980 dur-
ing the period of rapid energy sector
growth.

In addition to a relatively stable
relationship between per capita income
in Texas and the nation, major business
7.500 expansions and contractions have been

similar in timing and magnitude. Reduc-
tions in per capita income during major
postwar recessions were observed in
both Texas and the nation in nearly all
1630 1935 4040 A4 1850 1655 1860 1505 o7 Lws 190 | cases.iCleayly the ipopular belief that
the Texas economy is less exposed to
national recessions is based on the
limited experience of the past 10 years and is not representative of the
longer time frame.

A comparison of per capita income in Texas relative to the na-
tional average provides more evidence to indicate the importance of
the energy sector. Relative income has responded to changes in the
share of employment in the energy industry (Chart B2). Between
1939 and 1955, energy employment rose from 7 percent to 10 percent
of total non-agricultural employment. During this period, relative per
capita income in Texas rose from 75 percent of the national average to
89 percent. Between 1956 and 1973,
the share of energy employment
declined, but relative per capita income Chart B2
did not change as per capita income in Per Capita Income of Texas Relative to
both the United States and Texas grew ].S. and Texas' Share of Non-agricultural
at the same rate. A major increase in Employment in Energy
the share of energy employment be- (RS
tween 1973 and 1981 and the decline in
energy's share following 1981 were
matched by similar movements in
relative income in Texas.

Texas and U.S. Per Capita Income

10,000

5000

1840 1945 1950 1955 1960 1965 1970




Chart 2

were situated along the Gulf Coast to be close to the source of supply and to reduce
the cost of transporting refined products to the East Coast.

Refining quickly became a major source of employment and value added.
Refinery employment rose rapidly after 1919, increasing 170 percent between 1919
and 1939 (Chart 2). Value added also rose at a rapid rate after 1919—rising 151 per-
cent by 1939 and 615 percent by 1947. By 1939, Texas plants refined over 34
percent of all domestically refined crude oil. Refining was the most important
manufacturing industry in the state. By 1939, refining accounted for 15 percent of
total manufacturing employment and 27 percent of value added by the manufacturing
sector in Texas.

The growth of refining was driven by major technological changes. Initially, the
principal refined product was kerosene for lighting and heating. Later, the rapid ex-
pansion of automobile use led to more emphasis on producing gasoline. World War I1
brought a surge in demand and an expansion in the number of refined products. Pro-
duction, which had slumped during the Depression, expanded 25 percent between
1942 and 1945. Gulf Coast refineries took the lead in developing new products,
which included high-octane aviation fuel, asphalt, lubricants and toluene used in
dynamite.

World War 1I also sparked the development and rapid expansion of the
petrochemical industry. Because naturally occurring commodities were not available
in sufficient quantities for the war effort, a wide range of products derived from oll
and natural gas feed stocks (raw materials) were created. Production of synthetic
rubber, explosives, fibers and plastics increased dramatically during the war. An in-
dustry that had been virtually nonexistent prior to the war employed 12,000
workers by 1947. Most of the petrochemical plants were built near refineries to en-
sure dependable and inexpensive sources of petroleum and natural gas products.







ENERGY INDUSTRY GROWTH SLOWS

Following World War I and before 1973, the energy sector became less promi-
nent relative to the rest of the Texas economy. Oil and natural gas production con-
tinued to rise, as did refinery and petrochemical plant capacity. However, the share
of employment contributed by the energy sector fell, even though the agricultural
proportion of total employment fell from 30 percent in
1940 to 4 percent in 1970.

Chart'3 Two factors account for this decrease. First, in-
creased federal expenditures on defense and major in-
novations in electronics provided important additional
sources of employment in Texas outside the energy sec-

(1980 Bollars per-barre) tor. Electronics, aerospace and service industries grew,

145

Economy
diversifies

making the Texas economy generally less dependent on
energy as a source of new employment.

Second, growth of employment in energy was re-
strained. Production restrictions imposed by the Texas
Railroad Commission had the effect of maintaining virtu-
ally constant nominal oil prices in the United States. After
adjustment for inflation, oil prices fell (Chart 3). Partly
because of this fall in inflation-adjusted oil prices, the
1950 1955 1960 1965 1970 share of employment in energy industries declined
relative to employment in other industries in Texas.

Employment in the energy industry became a smaller share of total non-
agricultural employment during this period (Chart 4). Manufacturing employment
rose rapidly—146 percent between 1947 and 1972—becoming the major source of
employment. The largest increases within manufacturing were in in-
struments—which rose 834 percent—and electronics. Transportation equipment
also grew considerably.

Part of this movement to manufacturing was the result of growth in the defense
industry. Technological innovations and increased outlays for national defense,
especially during the Vietnam War, encouraged the development of electronics and
aerospace manufacturing, transportation and services in Texas. The value of
shipments from Texas manufacturers to the Department of Defense rose
from $716.7 million in 1963 to a peak of $4.0 billion in
1968—constituting 14 percent of the value of all shipments by
Texas manufacturing industries. With the diminishing U.S. involve-
ment in the Vietnam War, this share fell to only 4 percent by 1972.

Electronics became particularly important to the state

Chart 4

economy. The invention of the integrated circuit, which occurred in Employment in Energy

Texas, provided the impetus for a growing national center in elec- s
trical equipment. Electric and electronic equipment employment ’
grew from 1,900 workers in 1947 to 54,600 in 1972, increasing
from 0.7 percent to 7.5 percent of total manufacturing employ-
ment. Some of the leaders in this process, it should be noted, first
developed as energy firms. Texas Instruments, for example, began
as a geophysical company serving the energy industry before turn-
ing its chief production concerns to the electronics industry.
Throughout this period, professional and financial services also ;
rose dramatically. Between 1950 and 1970, these services rose i
from 6.5 percent of total employment to 16.1 percent.

1955

1960 ~ 18656 1970
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Chart 11

Although the share of employment in the energy sector fell after 1955, not all in-
dustries within the sector declined. Oil and gas extraction employment declined in
proportion to energy employment, but employment in petrochemicals and oil field
equipment increased in importance (Chart 5).

Oil and gas production rose throughout most of the period. Oil production in-
creased 71 percent between 1946 and 1972 (Chart 6). The natural gas industry also
developed rapidly in Texas. Production increased over 400 percent between 1945
and 1972 as a result of improved transportation networks and growing demand
(Chart 7). Consumption of natural gas in the nation rose almost 500 percent during
this period. As the usefulness of natural gas became more evident, major pipelines
were built to bring the natural gas to refineries, petrochemical plants and utilities
along the Gulf of Mexico and to the East and West Coasts.

Despite these increases in oil and natural gas production, drilling fell sharply
after 1955. This led to a decline in oil and gas extraction employment. The U.S. rig
count fell from an average of over 2,500 rotary rigs in 1955 to fewer than 1,000 rigs
in 1971 (Chart 8). The decline in the rig count in the midst of in-
creasing production is explained to a large extent by disincen-
tives to drill resulting from production restrictions imposed by

Real Value Added in the Texas Railroad Commission (Box 2). Production was

Chemical and
Allied Products in Texas

(Millions of 1970 dollars)

1950 1955 1960 1965 1970

restricted on existing wells to less than 30 percent of the amount
that could be efficiently produced from existing wells in the early
1960s (Chart 9). With prices remaining unchanged and the pro-
duction limits on existing wells very stringent, there were few
incentives to drill additional wells. Increased production was
accomplished through gradual lifting of controls, rather than
production from new wells.

Despite a declining Texas and U.S. rig count, the manufac-
turers of oil field equipment prospered. By the 1960s, Texas
was the nation's major supplier of equipment and a significant
source of equipment for the rest of the world. Decreases in
Texas oil field activity were more than offset by increases in
drilling outside the United States. Employment in oil field equip-
ment grew from 13,446 in 1947 to 27,541 in 1972 (Chart 10).

Although total energy industry employment declined after 1957, output from
the refining and petrochemical industries continued to grow. Employment in refining
fell after 1953, but that trend reflected increasing capitalization rather than declining
production. Value added in refining rose 270 percent between 1947 and 1972. The
relatively new petrochemical industry also continued to record steady growth in out-
put (Chart 11). Increased use of plastics and rubber supported the expansion. In
fact, by 1958 the petrochemical industry contributed 14 percent of total value added
in manufacturing, surpassing the contribution of the refining industry.




Box 2
THE ROLE OF THE TEXAS RAILROAD COMMISSION

The discovery of the massive East Texas Field provided the
impetus for enlarging the power of the Texas Railroad Commission
(TRC) to make it one of the most powerful organizations in the world.
Immediately following the discovery in 1930, a large number of oil
companies converged upon the tract. Between 1930 and 1933, 24,940
wells were drilled in East Texas. The resulting increase in production
drove prices down as low as 10 cents per barrel. The ensuing chaos
prompted Governor Sterling to call out the National Guard to impose
order on the field. The Texas Legislature responded by granting the
TRC the right to regulate the production of oil.

Two reasons were cited in the decision to control production.
First, oil production is facilitated by either water or natural gas
pressure within the oil reservoir, If production occurs too rapidly, the
pressure falls and total recoverable oil declines. Without clearly de-
fined property rights to a resource that shifts its location relative to
the surface, no individual producer has the incentive to regulate the
rate of production to achieve the maximum cumulative output.
Government-imposed production controls are one way of regulating
the rate of production to obtain the maximum recoverable reserves.
Second, maintaining higher and stable prices was generally in the in-
terest of the government and the oil producers, but the enforcement
power of the government was required to ensure compliance by all
producers,

To accomplish these goals, the TRC implemented prorationing of
oil fields. The TRC first determined the maximum efficient rate of pro-
duction, which is defined by the quantity that can be produced without
prematurely breaking down the geologic formation containing the olil.
Prorationing then limits the production of each well in a given field to a
percentage of this ‘‘maximum efficient rate.”’ Determination of the
percentage is based on the expected demand for oil. Each refinery
estimates the quantity of oil it will require in a period, given the price
of oil at the time. The TRC then sets the percentage to match that
demand.

This process results in higher than free-market prices because of
the imposed reduction in output but spreads production over a longer
period of time. Because of the large share of total production
originating in Texas, the TRC was able, in effect, to set the price of oil
in the United States and in much of the world by manipulating the
percentage of allowable production.




The power of the TRC

The TRC was able to hold prices for Texas producers constant
before 1973 through production limits. This power to hold prices
stant ebbed during the 1960s and early 1970s. Competition, especially
from the emerging OPEC cartel, steadily increased the world's supply
of oil and decreased the share of oil originating in T Oil produc-
tion in Texas rose throughout this period, increasing 50 percent
between 1950 and 1970. Nevertheless, Texas' share of world produc-
tion fell. Texas produced 21 percent of the world's total in 1950 but
produced only 12 percent in 1960 and 9 percent in 1970 (Chart B3).
The largest increase was in production by OPEC, rising from 9 per-
cent of the total in 1960 to 56 percent by 1973.

Although world oil reserves grew rapidly in the 1950s, 1960s and
early 1970s, consumption grew n faster. In the United States, for
instance, oil consumption rose 226 percent between 1950 and 1970.
During this period, the TRC controlled production in the state to main-
tain a constant price of oil but one that was higher than would have
prevailed without TRC production controls. To keep the price of
crude oil from rising as demand grew faster than supply, the TRC
gradually increased the percentage of allowable production from less
than 30 percent in the early 1960s to 100 percent in 1972. This easing
of restrictions increased oil
production in the state, but
when allowable production
reached 100 percent of the
maximum efficient rate, the
TRC no longer affected
market prices.

Chart B3
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THE PERIOD OF OIL PRICE INCREASES

While the energy industry had declined in importance, it still accounted for a
larger share of activities in Texas than in other states. As a result, the strength of
the Texas energy industry helped the state's economy achieve higher rates of
growth than the rest of the nation in the 1973-83 phase. The sharp oil price in-
creases in 1973 and 1979 fueled strong growth in the energy sector and increased its
share of Texas economic activity. Because of the sharp rise in oil prices, the diver-
sification away from energy begun in the

Chart 12 previous phase was reversed. Consequent-
Texas and U.S. Industrial Production Indexes ly, growt{] in the Te’fas economy paralleled
(1967 = 100) the state's energy industry more closely

than in any of the earlier phases.

Toward the end of this period, how-
ever, the heavy reliance on energy hurt the
Texas economy. A major recession in the
drilling industry that started at the begin-
ning of 1982 pushed Texas into its worst
economic recession since the Great De-
pression. Furthermore, the continued
weakness of oil prices and world oil demand

1973 1974 1075 1976 1977 1978 1979 1980 1981 1482 109834 restrained recovery in the energy sector
and held the state’s recovery behind the
nation’s.

Dependence Between 1973 and 1983, the Texas economy reflected the fortunes of the

on energy  energy sector. Spurred by a rapid expansion of the energy industry, industrial pro-

increases  duction in Texas grew rapidly relative to industrial production in the nation, In-
dustrial production in Texas doubled during this period, while the nation's industrial
production rose only 20 percent (Chart 12). Per capita income in Texas rose from 11
percent below the nation’s average in 1973 to 2 percent above the nation’s average
by 1980.

Besides expanding more rapidly than the nation's economy, the Texas economy
became increasingly dependent on the energy industry. The energy sector’s share
of employment rose from 5.7 percent in 1973 to 7.9 percent by 1981. The impor-
tance of energy to the rest of the Texas economy also grew during this period. Be-
tween 1967 and 1979, the share of total sales by all firms in Texas accounted for by
the energy industry rose more than 3 percentage points. Fur-
thermore, the proportion of total sales accounted for by non-

energy manufacturing firms fell over 2 percentage points be- Table2
tween 1967 and 1979 (Table 2). Wholesaling—which relies heav- l-‘E{n:erll =:>l‘__T0lai ‘mleh
ily on transactions with the energy industry—had a large in- by Texas Economic Sector

and Subgroup’

creage in sales, while retailing—which does considerably less
business with energy firms—decreased its share of total sales.

In addition to accounting for a larger share of the Texas
economy, the energy sector had a greater impact on overall
economic growth. For example, after adjustment for the effect
that oil production had on firms supplying products or services to
oil firms (such as creating jobs), the production of a dollar's
worth of oil by a Texas oil extraction firm for final use had an
economy-wide impact of $1.43 in 1979. This *‘multiplier effect"’
was up 17 percent from 1967, when a dollar’s worth of oil pro-

'Excluding sales of libo




duction had an economy-wide effect of only $1.22. This increased multiplier effect
reflects the growing infrastructure to serve the energy industry in Texas. Increases
in multiplier effects also were registered in gas extraction, oil and gas services,
organic chemicals and mining equipment. Only refining's multiplier fell between
1967 and 1979, reflecting an increased reliance on imported oil and decreased pro-
duction of crude oil in Texas.

0il field activity The strength of oil field activity in Texas was a direct reflection of the price in-
shaped by oil  creases in world oil markets and the resulting changes in federal price regulations.
prices and Drilling responded positively to the price increases. Although federal price con-
regulation trols—which kept the domestic wellhead price well below the international
price—limited the response to some degree. Shortages and increased emphasis on
domestic production of oil and natural gas eventually led to the phased decontrol of
oil and natural gas prices. The decontrol, in turn, put the energy sector into a more
exposed position toward the end of the period, allowing a more pronounced
response to the 1979 oil price increase than to the 1973 increase. When prices re-
spond to market conditions rather than to changes in regulated prices, the price paid

to domestic producers moves with prices in the world market.
The beginning of the drilling boom began with the OPEC embargo and the
doubling of oil prices in 1973. Although the effect on domestic oil production
was dampened to some extent by
domestic price controls, prices began to

Chart 13
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rise for oil and natural gas. The price paid
to domestic producers by refineries was
below the price refiners paid for imported
oil, but the gap narrowed between 1974
and 1979. During this period, refiners’ ac-
quisition costs for domestic crude oil rose
35 percent after adjustment for inflation
(Chart 13). The inflation-adjusted price of
natural gas also rose during the period, in-
creasing 163 percent (Chart 14).

Rising oil prices, however, began to
expose problems with federal energy
price regulations especially in the natural
gas market. A dual pricing system had
been established through a series of
regulations. Natural gas transported
through intrastate pipelines was not
regulated, and gas transported through
interstate pipelines was. This difference
in price flexibility caused a differential to
emerge In prices paid by pipeline com-
panies for gas at the wellhead. Because
the intrastate market was unregulated,
prices were able to rise well above the
price paid by interstate pipelines even
though these pipelines could not purchase
enough gas to meet demand. Consequent-
ly, shortages appeared in the interstate
market,




Shortages of natural gas and a federal

policy aimed at achieving energy in- Chart 15
dependt?nce resulFed .in major legislative s of U.S. Rig Count and
reform in 1978. Oil prices were scheduled . se Wellhead Price of Crude Oil

for phased decontrol between 1978 and
1981, with new oil discoveries immediate-
ly deregulated. Natural gas prices were
scheduled for phased deregulation be-
tween 1978 and 1985 in the Natural Gas
Policy Act (NGPA) for approximately half
of the sources of natural gas. As was the
case with oil, gas that was difficult to ac-
quire and more expensive to produce was
deregulated almost immediately to en- o978 1979 1680 1981 1982
courage its production. Furthermore, to
eliminate the shortages in the interstate
market, gas committed to the intrastate
market also was brought under price
regulations. R Db s oy

With decontrol set into motion, the i;;_‘i:’,;}n g Rubitg
1979 price increase accompanying the
Iranian revolution led to a major increase |RE
in drilling (Chart 15). Oil prices rose more
than 270 percent between 1978 and 1981,
while natural gas prices rose 200 percent Bl
(Charts 13, 14). Drilling for oil and natural
gas increased sharply, from an average of
2,259 active rigs in 1978 to a peak of 4,525
by the end of 1981 (Chart 16). Drilling in
Texas followed the national pattern, rising (974 1978 1976 1977 7S 1oN%: 11880
from 855 rigs to 1,449 during this period.

Higher oil prices again boosted the
demand for natural gas. Because prices
for much of the gas could not rise as a g
result of price ceilings in the NGPA, the Indexes of o
increased demand for natural gas was met )
by the higher-cost sources that were ex-
empt from controls. Completions of
unregulated deep gas wells—below
15,000 feet—rose 20 percent between
1980 and 1981.

Following the rapid increase in oil and
gas prices, pressure began building for a
price decline in early 1981, The worldwide
recession and higher oil prices significantly
reduced oil consumption. World consump-
tion of oil fell from 62.6 million barrels per
day in 1979 to 52.5 million barrels in 1983. Higher prices resulted in conservation
and fuel-switching investments in industrial countries that permanently reduced
their oil-to-GNP ratios. The problem of declining consumption in foreign countries
was aggravated by the appreciation of the dollar against other currencies, which
caused the price of oil—quoted in those currencies—to rise even further (Chart 17).
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Following the
drilling pattern
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Declining consumption and the gradual restoration of Iranian and Iraqgi produc-
tion in 1981 put downward pressure on the price of oil. Beginning in February 1981,
the dollar-denominated international price of oil began to fall in both inflation-
adjusted and nominal terms. With the rising dollar, however, the currency-adjusted
price for most European countries continued to rise through 1982.

Declining prices did not immediately affect the energy industry. Expectations
about future prices—which were based on a belief that consumers were not able to
significantly reduce their consumption of energy with rising prices—were not quickly
revised. With the remainder of the national economy entering a recession, the still-
growing energy sector became a popular target for investment. Only with the grow-
ing evidence of the inevitability of a decline in prices did drilling finally collapse at the
beginning of 1982—nearly a year after prices began to fall.

The collapse began in deep gas drilling and quickly spread. Falling oil prices
reduced natural gas consumption. Because deep gas was the marginal source of
gas—receiving prices nearly triple regulated prices—deep gas drilling was the first
to decline. The remainder of drilling quickly followed suit, and the national rig count
fell 60 percent by April 1983. Employment in oil and gas field extraction dropped 20
percent as the rig count in Texas fell 51 percent between December 1981 and April
1983.

The manufacturing sector dedicated to producing equipment for oil and gas ex-
traction reflected the boom-bust cycle of drilling. In the early part of the 1970s, the
oil field equipment manufacturing industry in Texas consolidated its position as the
major supplier of equipment to the nation and to the world. In 1977, Texas produced
70 percent of the nation’s supply of drilling equipment.

The rise in drilling in Texas, the United States and the world boosted employ-
ment and production in the oil field equipment manufacturing sector. This industry
registered an increase of more than 200 percent in employment between 1973 and
the end of 1981 (Chart 18).

With the collapse in drilling at the beginning of 1982, however, the oil field
equipment manufacturing sector was particularly hard hit. Large, undesired inven-
tories of equipment caused by the sudden decline in demand led to major layoffs.
Some of the large primary metals firms that had specialized in manufacturing drill
pipe significantly reduced employment and output in 1982. Employment in oil field
machinery dropped 50 percent between December 1981 and early 1984.




Effects of
federal policy

Although the major oil price increase in 1973 would have been expected to
reduce demand for refined products and petrochemicals, federal regulations helped
reverse the effect. The elimination of federal regulations in 1978, however, along
with the drop in demand following the 1979 oil price increase dimmed the fortunes of
these two industries in Texas.

Despite higher oil prices, consumption of refined products and petrochemicals
climbed between 1973 and 1979. Refined product consumption rose 10 percent,
while petrochemical output rose 30 percent. With the decline in consumption of
refined products in 1980, however, refining production fell, causing the closure of 83
refineries nationwide.

Federal price regulations helped shelter the refining and petrochemical in-
dustries from the effect of higher prices. Because oil price controls kept the acquisi-
tion cost of domestic crude low, domestic refiners had a cost advantage over foreign
refiners. Natural gas price controls gave the petrochemical industry in Texas an ad-
vantage over many other parts of the country. The availability of abundant sources
of natural gas on the intrastate market for use as feed stocks encouraged develop-
ment of new petrochemical facilities in Texas. On the other hand, parts of the coun-
try dependent on interstate supplies of natural gas faced potential interruptions in
supply during periods of shortage.

These regulatory side benefits to the refining and petrochemical industry were
eliminated following the removal of oil price controls and the passage of the NGPA in
1978. The rise in product prices caused a decline in consumption. Employment in
the refining and petrochemical sectors fell. Between the end of 1981 and the end of
1983, employment in refining dropped more than 8 percent.
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Recovery driven
by non-energy
industries

Slow recovery
likely for energy

A RECOVERY DOMINATED BY NON-ENERGY INDUSTRIES

The economic recovery in Texas has been dominated by non-energy industries.
The energy sector has begun to recover slowly as inventories of equipment have
been used and economic growth has increased the consumption of refined products.

The domination of economic growth by non-energy industries is expected to
continue through this recovery. Given current expectations of falling real prices for
oil and natural gas, energy extraction industries probably will not contribute heavily
to the growth of the economy in the near future. Resurgence in demand for refined
products and petrochemicals should help those sectors, but the oil field equipment
industry is not expected to recover quickly. Given the continued expansion of non-
energy-related industries, therefore, the Texas economic recovery is most likely to
reflect growth in those activities.

The latest economic recovery in Texas has been propelled by residential and
non-residential construction, defense expenditures, and investment in plant and
equipment. Energy-related industries slowed the overall rate of recovery. Although
non-agricultural employment in Texas bottomed-out in April 1983, two months after
the U.S. employment trough, the state’s energy-related employment continued to
fall for several months. The Texas industrial production index (TIPI) reached its
trough in November 1982, the same month in which the U.S. index did, but mining
production (a category of the TIPI) fell for an additional four months.

Construction and construction-related manufacturing industries (lumber and
wood products, stone, clay and glass) led the recovery in Texas. In the fourth
quarter of 1982, housing permits were 83 percent above the previous year's level.
Increases in defense contracting also helped spur the Texas economic turnaround.
Between 1981 and 1982, Texas manufacturers’ shipments to the Department of
Defense rose 13.7 percent.

The electronics industry—which is tied to both defense and non-military
markets, such as computer equipment—also has been important during the
recovery. Electronics and related products as a portion of capital investment have
risen from 16 percent in the mid-1960s to 49 percent in 1983. The capital invest-
ment increases accompanying the U.S. recovery, together with a significant in-
crease in the share of capital investment in computers and other microchip-based
products, resulted in major gains in electric and electronic equipment production in
Texas during the recovery.

These non-energy sectors should continue to stimulate growth in the state.
Although growth in housing construction has begun to fade, the balance of the up-
turn will be led by the other non-energy industries that helped to start it. Planned in-
creases in defense expenditures should provide a source of continued growth.
National defense expenditures in fiscal year 1985 are projected to be $272 billion and
are expected to rise 14 percent in 1986. Defense-related purchases of goods and
services in Texas, therefore, are expected to rise in 1985 and 1986.

In the absence of a major oil price change, it is reasonable to assume that the
recovery in the energy industry will remain weak in several key sectors. The con-
sumption of petroleum products should increase with lower prices. Even with such
increases, refining and extraction-related sectors probably will remain sluggish.

Reduction in real oil prices and a continuation of the economic recoveries in the
United States and Europe should further boost consumption of energy-related final
products. Although conservation and energy efficiency technologies will continue to




be incorporated into the economy—especially in automobiles and housing—the sharp
declines in consumption evident from 1980 to 1982 are not likely to be repeated.
With industrial expansion brought about by the national recovery and declining
relative costs for energy, demand should continue to expand.

A strong expansion is not expected for the segments of the energy industry that
depend on extraction. Drilling should continue to be a profitable industry, but the
rate of drilling is not likely to return to the record levels of 1981 unless oil or natural
gas prices rise dramatically. Increased lease sales on offshore tracts should bolster
offshore drilling in the Gulf of Mexico. Decontrol of natural gas—especially if it is ex-
tended to gas from older fields—may result in higher average wellhead prices for
Texas fields, increasing incentives to drill for natural gas. Nevertheless, falling real
world oil prices may restrain drilling.

With the limited growth expected for drilling worldwide, the outlook for the oil
field equipment industry is mixed. For the most part, manufacturers of oil field
equipment should experience some growth because the high inventories present at
the time of the drilling collapse have been used. Increasing foreign competition in the
drill pipe industry and the low rig utilization rate, however, may keep the local in-
dustry from recovering to its 1981 level.

The increase in consumption of petroleum products will not be large enough to
increase employment in Texas refineries. Excess world refining capacity will con-
tinue to hamper the industry. This may be aggravated by the completion of export
refineries in OPEC countries.
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LONG-TERM OUTLOOK:
GROWTH IN NON-ENERGY SECTORS TO REPLACE ENERGY

Over the longer run, the importance of energy to the Texas economy probably
will diminish. Barring major price increases for oil or natural gas, the trends of falling
production and reserves in both oil and gas are expected to continue. Increasing
competition for oil field equipment manufacturing and oil field services from oil-
exporting countries may challenge the state’s strength in those areas. The develop-
ment of major petrochemical and refining industries by OPEC members and other
countries is likely to put increased pressure on Texas firms. Nonetheless, although
these forces will limit the prospect for significant growth, the energy sector will
likely remain an important part of the economy through the end of the century.

The decline of energy as a major source of economic growth in Texas does not
imply that the state's economy will stall. Expanding computer and high-technology
industries may keep the growth of the Texas economy above the nation’s. The
decline does mean, however, that the Texas economy will depend increasingly on
non-energy industries.

Reserves A major determinant of the importance of energy to the Texas economy in the
declining but future will be the level of oil and natural gas reserves. Since the early 1970s, produc-
still considerable tion has exceeded additions to reserves. Proven reserves
of oil in Texas have shown a nearly continuous decline since

1967, falling from close to 14.5 billion barrels to around 7.6 el
billion barrels by 1983 (Chart 19). Natural gas reserves also 'ILE‘XES Oil Reserves
have fallen, from 125 trillion cubic feet in 1967 to 50 trillion 1945-1983

(Billions of burrels)

cubic feet by 1982 (Chart 20). As discussed earlier, these
declines in reserves have led to reduced production of both
oil and gas in Texas. Oil production has fallen from 3.6
million barrels per day in 1972 to the current level of 2.5
million barrels. Natural gas production has fallen from 8.7
trillion cubic feet per year in 1972 to 6.5 trillion cubic feet
per vear in 1982.

The relatively rapid decrease in reserves may cause an
even faster drop-off in production. The reserves-to-produc-
tion ratio—which indicates the number of years current pro-
duction levels can be sustained with current proven
reserves—has been falling for both oil and natural gas. The
Texas ratios of reserves to production for oil and natural gas

are now well below the national averages and may begin to Chart 20
impose a larger constraint on production. Texas Natural Gas Reserves
Despite this outlook for declining production, Texas can 1945-1982

be expected to remain an important domestic producer of oil _ (Trillians of cubie feet)
and natural gas. Proven reserves are declining but remain
considerable. The U.S. Geological Survey, for example,
estimates that with current technology and prices, econom-
ically recoverable resources may be three to five times the
level of currently claimed proven reserves. Emerging im-
provements in drilling technology probably will increase this
figure, especially in offshore fields. Furthermore, any rise in
oil prices brought about by the gradual depletion of oil Ll S|
reserves worldwide also will increase the amount of oil and 945 1950 1955 1960 1955 1970
natural gas reserves considered economically recoverable.




Box 3

SEVERANCE TAXES IN TEXAS

The period between 1973 and 1983 was characterized by a major
growth in the importance of oil and gas severance taxes in Texas. Tax
collections mirrored the pattern of oil and natural gas prices. The ten-

fold increase in oil prices during the
1970s caused the severance tax collec-
tions to become the second largest
source of revenue for the state govern-
ment by 1982.

Oil and gas tax rates throughout
this period were set at 4.6 percent and
7.5 percent of the value of oil produc-
tion and gas production, respectively.
Although the production of oil and
natural gas fell substantially during the
period, revenues to oil and gas pro-
ducers rose sharply (Charts B4, B5).
Consequently, tax revenues rose from
$332.4 million in 1973 to $2.4 billion in
1982 (Chart B6). As a share of total tax
collections, the severance tax rose in
importance, increasing from 12.9 per-
cent to 27.4 percent, over the same
period. This major increase in

severance tax receipts, in turn, en-

abled Texas to support the growth in
government expenditures without rais-
ing other taxes,

The decline in oil prices beginning
in 1981 and in natural gas prices in
1983, on the other hand, caused a
reduction in severance tax revenues in
fiscal year 1983. Revenues fell $122.5
million from the level in fiscal year
1982.

Chart B4
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Chart B6
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Increasing
competition in
services

Facing strong
competition in
refining and
petrochemicals

Declining
prominence

Even with falling oil and natural gas production, the demand for oil field services
should remain strong for some time. As reserves are depleted, drilling actually may
rise as producers begin to develop smaller fields and use enhanced recovery tech-
nigues in old fields to extract the remaining oil. Furthermore, oil field equipment
manufacturing services and oil field engineering services have developed in Texas
and remain the dominant source of equipment and technology for the world. Conse-
quently, the decline of Texas as a major producer of oil and gas may not affect the
larger world market for oil field equipment and services.

Competition from other countries in the oil field services and equipment in-
dustries is likely to get stronger. Investment in these industries by foreign pro-
ducers in an effort to develop their own industrial infrastructures has increased the
competition faced by Texas firms. The current advantage held by Texas industries
may decline as the importance of the state’s own production falls.

The strongest competition for the Texas energy industries is emerging in the
petrochemical and refining markets. OPEC countries—Saudi Arabia and Kuwait in
particular—have undertaken major investment projects to develop petrochemical
and refined product industries. These countries are actively attempting to diversify
and build a broader capital base and are likely to price their outputs competitively.
As a result, the volume of foreign refined products may well rise.

Gulf Coast refineries should continue to have an advantage over other domestic
refineries because of their proximity to the oil they process and their greater
capability in handling the heavier, lower-quality crudes that are now making up a
large proportion of supply—especially the new production from off the coast of
California and from Mexico and Venezuela. These locational and technological ad-
vantages may diminish over time with the decline in Texas production and changes
in the composition of the world oil supply.

The slow growth or decline in the energy industry probably will decrease the
prominence of energy in Texas but does not signal the end of economic growth.
Even with a major recession in the energy sector in 1982 and 1983, unemployment
in Texas was well below the national average. With the expansion of defense spend-
ing and the spread of computer applications, the electronics and defense industries
are likely to grow rapidly. Although competing with many other states, Texas has
been relatively successful in attracting high-technology firms. Furthermore, with
the comparatively favorable business climate in Texas—lower labor costs and no
corporate or personal income taxes—business should continue to migrate to Texas.

The expected change in the industrial composition of the state will have con-
siderable effects on the economy. One issue that currently is becoming important is
the decline of energy severance taxes as a major source of state revenues (Box 3).
Although still a major source, the revenues have been falling recently and likely will
continue to fall unless tax rates are changed. The decline in this source of revenue
will require increases in other taxes or decreases in the rate of growth in state ser-
vices and expenditures.

Therefore, what can be expected in the future is a less prominent energy sec-
tor. Although the energy industry will continue to contribute heavily to income and
the value added in Texas, growth of the state’s economy relative to the nation's will
depend increasingly on the degree to which Texas is able to attract and develop non-
energy industries.
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Electronic
Services

Cash Services

Checks Services

THE YEAR

The past year was an active one for the Federal Reserve Bank of Dallas and its
branches in El Paso, Houston and San Antonio. Throughout 1984 several new ser-
vices were introduced and traditional services were expanded to answer the in-
creasing needs of financial institutions as well as the needs of the Federal Reserve
System. These services ranged from new methods of calculating reserve re-
quirements to new methods of accessing services through direct computer connec-
tions to the Dallas Fed. Interest rates on Treasury bills dropped slightly and the
Federal Reserve's discount rate rose once, then decreased twice to end the year at
8 percent. The prime rate started the year off at 11 percent, reached its 1984 peak
of 13 percent in April and started falling again in September to finish the year at
10.75 percent, With interest rates falling and inflation held to approximately 4 per-
cent, the economic recovery continued its effects on this District and the nation.

CONTEMPORANEOUS RESERVE REQUIREMENTS

The year started off with the Federal Reserve System announcing the establish-
ment of contemporaneous reserve requirements beginning February 2. This
system, which affects approximately 1,200 financial institutions in this District, is
designed to give tighter control over the nation's money supply. It is based on
holding reserves two days following a two-week computation period rather than the
previous one-week delay in holding reserves following a one-week computation
period, The Federal Reserve Bank of Dallas held seminars around the District to
teach financial institutions how to prepare for the changes. The Bank also estab-
lished an ongoing service that answers questions on a ‘‘what if’’ basis. Financial in-
stitutions can phone in their data for a particular reporting period and estimates of
their reserve requirement can be calculated. In this way, the Dallas Fed helps
institutions maintain their ongoing requirements.

FINANCIAL SERVICES

Two new automated clearinghouse (ACH) services—a presorted deposit option
and telephone advice for night cycle transactions—were introduced in 1984. Under
the presorted deposit option, ACH originators are assessed lower fees or are able to
deposit transactions later if they sort transactions according to the receiving Federal
Reserve office. The telephone advice service is provided to those institutions whose
ACH night cycle transactions cannot be delivered by ground transportation in time
for settlement. Fees were lowered for basic wire transfer services, and the Board of
Governors established a fixed monthly fee for institutions having electronic connec-
tions with the Federal Reserve for priced services.

A new method for placing cash orders also was implemented during 1984.
Called the ORDERECORDER, the system allows institutions to order currency and
coin using a touchtone telephone. The new system offers earlier credit information
as well as convenience for financial institutions ordering cash from the Dallas Fed.

On April 23, the Dallas Fed implemented a new premium check collection ser-
vice. The service was the second phase of a major plan by the Federal Reserve
System to improve the efficiency of the nation’s payments system and to speed up
the collection of checks. The program, known as the high dollar group sort, allows
immediate credit for certain non-city items, and return items are processed more
quickly due to faster presentment. In addition, the service also provides significant
improvements in deposit deadlines and is designed especially for the collection of




RESPONSE
Network

high dollar items. The program allows financial institutions to increase their earnings
associated with improved availability and lower net collection costs.

In other areas of check processing, the Dallas Fed opened a regional check pro-
cessing center (RCPC) to serve the El Paso territory of this District. The new
RCPC substantially improves check processing services by increasing the availabil-
ity of funds for financial institutions and allowing overnight delivery of reserve ac-
count statements and ACH data that are generated by the El Paso Branch. Later in
1984, the Dallas Fed also announced the expansion of the Dallas RCPC to include
the territory of northern Louisiana. The Dallas Fed operates four regional clearing
centers as part of its continuing efforts to accelerate the collection of checks.

The Federal Reserve Bank of Dallas introduced the RESPONSE network in
1982. RESPONSE is the communications network that links institutions with the
Dallas Fed computer and the nationwide Federal Reserve communications system.
Since 1982, many service options have been made available to financial institutions
over the network. During 1984, financial institutions were able to electronically
transmit deposit data to the Fed through either dedicated terminals or personal com-
puter connections. On-line institutions can now report data directly to the Fed—a
process which speeds up the calculation of reserve requirements, The Dallas Fed
also announced new options concerning additional computer links to the system for
those already on-line, the availability of new computer equipment to access the
system and memory upgrades on older equipment already on-line with the system.
Financial institutions were also allowed to access the network through their own
computer system if it was compatible with the RESPONSE network. In addition,
two new on-line advice retrieval services were made available in 1984—Treasury
tax and loan transactions and mixed cash letter credit availability.

Financial institutions can be linked to the RESPONSE network in three ways.
They may be directly connected to the Dallas Fed's computer by a computer-to-
computer link, by dedicated computer terminals or by a dial-up arrangement utilizing
personal computers, If an institution decides to be connected by personal computer,
various options are available including two models of personal computers which can
be leased from the Dallas Fed. Or, financial institutions owning their own computer
equipment can connect directly, as long as their systems are compatible with the re-
quirements of the RESPONSE network. By yearend, there were 747 financial
institutions connected with the network, and 558 of these were connected by a
personal computer.

BANK HOLDING COMPANY ACTIVITY

Bank holding companies experienced a year in which they were allowed to offer
new financial services to their customers. Early in the year, five new activities were
added to the list of nonbanking activities in which bank holding companies may
engage. These were issuing money orders, arranging commercial real estate equity
financing, underwriting and dealing in government and certain money market obliga-
tions, providing foreign exchange advisory and transactional services and acting as
futures commission merchants. Nonbank applications were spurred by a Federal
Reserve Board of Governors’ decision approving the application of U.S. Trust Corp.
of New York to convert its Florida subsidiary from a nondepository trust company to
an institution that accepts demand deposits and makes consumer loans.

Holding company activity in this District continued its growth, and 1,258 bank-
ing institutions were affiliated with 701 one-bank or multibank holding companies by




yearend. These holding companies also had 425 nonbank subsidiaries. Holding com-
panies accounted for 85.28 percent of domestic deposits in the District—18.52 per-
cent for one-bank holding companies and 66.76 percent for multibank holding
companies. Together, financial institutions affiliated with holding companies held
over $121 billion of domestic deposits in subsidiary banks.
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STATEMENT OF CONDITION

ASSETS

Gold certificate account?
Special Drawing Rights certificate account®
Coin
Loans to depository institutions -
Securities:
Federal agency obligations.
.S, government securities
- Total securities
Cash items in process of collection
Bank premises (net)
Other assets
Interdistrict settlement account

TOTAL ASSETS

LIABILITIES

Federal Reserve notes
Deposits:
Depository-institutions
Foreign
Other
Total deposits
Deferred availability cash items
Other liabilities
TOTAL LIABILITIES
CAPITAL ACCOUNTS
Capital paid in

Surplus
TOTAL CAPITAL ACCOUNTS

TOTAL LIABILITIES AND CAPITAL ACCOUNTS

*Detail figures may not balance to totals due to rounding.

December 31, December 31,
1984 1983
(thousands)*®
$ 726,000 $ 750,000
310,000 310,000
33,894 28,176
22,900 69,600
531,441 598,175
10,086,354 10,417,528
$10,617,795 $11,015,703
814,410 1,101,371
18,571 18,198
1,043,736 1,185,882
719,682 (1,247,025)
$14,306,987 $13,231,905
$10,807.478  $ 9,943,735
2,480,242 1,984,968
11,100 10,350
34,141 29,898
$ 2,525,483 $ 2,025,216
551,129 884,466
164,304 163,189
$14,048,395 $13,016,606
$ 129,296 $ 107,650
129,296 107,650
$ 258,592 $ 215,299
$14,306,987 $13,231,905

VThis Bank's share of gold certificates deposited by the U.S, Treasury with the Federal Reserve System. ;
*This Bank’s sharé of Special Drawing Rights Certificates deposited by the U.S. Treasury-with the Federal Reserve

Bank of New. York.




INCOME AND EXPENSES

For the year ended December 31

CURRENT INCOME

Interest on loans

Interest on government securities
Income on foreign currency
Income from priced services

All other income

Total current income
CURRENT EXPENSES

Current operating expenses
Less expenses reimbursed

Current net operating expenses
Cost of earnings credits

Current net expenses
CURRENT NET INCOME

PROFIT AND LOSS

Additions to current net income:
Profit on sales of government securities (net)
All other additions
Total additions
Deductions from current net income:
Loss on foreign exchange transactions (net)
All other deductions

Total deductions

Net additions or deductions
Assessment by Board of Governors:
Expenditures
Federal Reserve currency costs

NET INCOME AVAILABLE FOR DISTRIBUTION
DISTRIBUTION OF NET INCOME

Dividends paid

Payments to the U.S. Treasury (interest on F.R. notes)
Transferred to surplus '

Surplus, January 1

Surplus, December 31

* Detail figures may not balance to totals due to rounding.

1984 1983
: (thousands)* .
$ 72,422 $ 50,351
1,081,773 1,036,724
16,017 18,892
40,471 35,140
914 624
$1,211,598 $1,141,731.
$ 65,246 $ 62,676
(4,491) (3,699
$ 60,755 $ 58,977
4,027 2,579
$ 64,782 $ 61,556
$1,146,815 $1,080,175
$ . 8211 $ 1,433
— 11
$ 3,211 $ 1,444
3 33,656 $ 31,485
889 137
$ 34,546 $ .. 31621
(31,335) (30,178)
$ 6,103 $ 5,024
10,287 11,827
$1,099,091 $1,033,146
b 7,132 $ 6,161
1,070,312 1,013,593
21,647 13,392
107,650 94,258
$ 129,296 $ 107,650




VOLUME OF OPERATIONS

"

HEAD OFFICE AND BRANCHES COMBINED

Number of Pieces Handled

Dollar Amount (thousands)

1984 1983

Currency received and counted 724,028,800 637,770,000

~Coin received and counted 1,434,951,000  1,250,069,576

Food stamps redeemed 189,316,312 193,873,652

Transfers of funds 5,670,374 4,833,717
Checks handled:

U.S. government checks 36,869,773 39,088,000

Fine sort 149,977,916 - 100,157,362

All other? 982,228,872 909,581,341

ACH items handled:
Commercial 20,104,939 14,023,590
* U.S. government . 18,270,673 18,183,267

Collection items handled:
U.S. government coupons paid 85,097 94,365
All other 248,367 131,633

Issues, redemptions and
exchanges of 11.S. government -

securities:
Definitive and book-entry 7,127,230 7,461,702
Loans } 926 978

iExclusive of cheécks drawn on the Federal Reserve Banks:

1984 1983
9.032,996 8,055,781
3,023,819 226,669

779,028 796,289

7,704,004,000  6,524,627,000

41,287,843 39,873,095
51,663,706 41,358,385
586,137,273 593,353,399

49,978,833 71,341,597

9,908,540 9,464,762
41,952 56,670
703.211 424,352

440,362,783 326,897,074

5,374,699 76,867,301




BANK HOLDING COMPANY ACTIVITY

NUMBER OF BANK HOLDING COMPANIES, BANK AND NONBANK SUBSIDIARIES

December 31, December 31,

1984 1983
COMPANIES
One-bank holding companies 559 502
Multibank holding companies 142 105
Total bank holding companies 701 607
SUBSIDIARY BANKS
One-bank holding companies 518* 470
Multibank holding companies 750 693
Total subsidiary banks 1,268 1,163

*These figures are adjusted to reflect ownership of 41 subsidiary banks through intermediate
shell holding companies also known as ‘‘second tier'’ bank holding companies.

NONBANK SUBSIDIARIES* :

One-bank holding companies 75 63

Multibank holding companies 350 340
Total nonbank subsidiaries. - 425 403

*Reflects only nonbank subsidiaries formed under Section 4(c)(8) of the Bank Holding Company Act.

DEPOSIT DATA FOR SUBSIDIARY BANKS OF BANK HOLDING COMPANIES

December 31, December 31,

1984 : 1983
DOMESTIC DEPOSITS IN SUBSIDIARY BANKS (millions)
One-bank holding companies 3 26,490 $ 20,981
Multibank holding companies 95,486 89,053
Total $121,976 $110,034
SUBSIDIARY BANKS, PERCENT OF
DISTRICT DOMESTIC DEPOSITS
One-bank holding companies 18.52 16.1
Multibank holding companies 66.76 68.4
Total 85.28 84.5

~UIBRARY
FEDERAL RESERVE BANK OF DALLA:

47





