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TO OUR MEMBER BANKS:

We are pleased to present the Annual Report of the
Federal Reserve Bank of Richmond for 1966. The report features
an analysis of "The Longest Prosperity,” the period of economic
expansion from 1961 to the present. Also included are the
Bank's annual financial statements, a brief summary of the high-
lights of the year's operations, and a current list of officers and

directors of our Richmond, Baltimore, and Charlotte offices.

On behalf of our directors and staff, we wish to thank
you for the splendid cooperation and support you have extended

to us throughout the past year.

Sincerely yours,

Chairman of the Board President

Federal Reserve Bank of St. Louis
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THE LONGEST PROSPERITY

STRATEGIC ELEMENTS OF A BUSINESS EXPANSION

The business expansion which be-
gan in early 1961 has perhaps been
observed more closely than any other
in history. In every phase and at
all levels it has been described,
diagnosed, analyzed, appraised, and
evaluated. This is not surprising be-
cause it has been a remarkable period
of prosperity. By the middle of 1966
it had added nearly seven million to
the ranks of jobholders, raised indus-
trial production and GNP by about a
half, almost doubled corporate profits,
and boosted per capita personal in-
come by almost a third. Chart | shows

the strong and steady growth of GNP
in both current and constant dollars.
Per capita disposable personal in-
come in constant dollars rose by more
than a fifth while net private debt
was increasing by somewhat more
than a half.

This period has been—by a wide
margin—the longest expansion in our
peacetime history. For a time itgave
promise of being the ideal expansion
—one which afforded substantial,
balanced economic growth without
inflation. But in late 1965 and
throughout 1966, growing infla-
tionary pressures made it necessary
to invoke the strongest anti-infla-
tionary measures used in a genera-
tion. At this writing the expansion



continues although the restraints are
It is still un-
certain whether, when, and how the

biting in some sectors.

inflationary forces generally can be
curbed without precipitating a
damaging recession.

Because of the close range at which
the expansion has been followed and
the great detail in which it has been
analyzed, the trees have received
most of the attention at the expense
of the forest.

appropriate time to take a

The present may be an
longer
look at the whole period, gain some
perspective, and note some of the
larger relationships. In future years,

this long period will undoubtedly be

Chart

Cum. %

the subject of many elaborate, com-
prehensive, and sophisticated studies.
This report could not aim at such a
study even if the
propriate. The

time were ap-
much more modest
goal is to make a summary review of
the past six years, to point out the
major or characteristic developments,
to note, if possible, the factors which
caused the expansion to get out of
control, and to trace the policy moves
which were made first to stimulate
and later to restrain expansion.
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Economic developments are closely
interrelated, and if they are presented
in true perspective they should be dis-
cussed in the context of a large pano-
ramic view of the
section attempts to develop such a

economy. This

view, covering the period from the
first quarter of 1961 to the second
quarter of 1966.
more details.
For convenience, the whole time
span is divided into subperiods. There
satisfactory way of

Later sections give

is no entirely

doing this for all sectors of the
economy although, with some logical
three may be

The first runs from the

support, subperiods
marked out.
starting point in the first quarter of
1961 through the second quarter of
1964. The second covers the year
from mid-1964 to mid-1965, while the
third covers the following year. The
logic for the division is given as each
Throughout the

study, quarterly data are used and in

period is discussed.

nearly all cases the charts show cumu-
lative percentage changes by quarters
from the starting point, which was the
trough of the 1960-61 recession. This
method was chosen as a middle course

data,
under-

between presenting absolute

which in many cases would

emphasize change, and quarter-to-

quarter percentage changes, which

A PANORAMIC

would overemphasize it. Another ad-

vantage is that it facilitates com-
parison of one series with another and

of one expansion with another.

BACKGROUND

Some historical background is help-
ful in evaluating this expansion. For
this purpose, the behavior of the in-
dex of industrial production is used
as a proxy for the behavior of the
economy as a whole. Two peacetime
periods of approximately 20 years
each are considered, each starting
with the first quarter after the end of
a major war. The first covers the
years from 1919 to 1939 and the
second runs from the end of 1945 to
mid-1966. Chart Il compares these
periods, with the earlier period in the
bottom panel and the later period at
the top.

As the bottom panel shows, the

trend line of the interwar years was

quite flat. This was due in large part
to the 50 per cent drop between 1929
and 1933, the sluggish recovery in

1934-35, and a second large drop in
1937-38. The average annual growth
was only 1.4 per cent but the total
rise from the low point of early 1919
to the high peak at the end of 1939
was 84 per cent. In sharp contrast,
the postwar period showed an annual
growth rate of 4.3 per cent, three
times the prewar rate, and posted a
total gain of 171 per cent. The pre-
war period, of course, would have
made a much better record except
for the long and deep depression of

the thirties.

VIEW

The economy's performance since
early 1961
markable

constitutes the most re-
feature of the postwar

period. Starting after 15 years of
quite rapid growth, industrial produc-
tion "took off" in the first quarter of
1961 and over the next five and a
half years maintained a growth rate
of 6.9 per cent per year—a rate al-
most two thirds above that of the
previous 15 years and five times the
prewar rate. Furthermore, after the
first year, the growth accelerated as
the period advanced, rising by 7.8
per cent in 1964-65 and 9.2 per cent
in 1965-66. The smooth and steady
expansion on a quarterly basis lends
additional

formance.

significance to the per-
While there were a few
figures, the

declines in monthly

guarterly averages moved up

without a break.

THE STARTING POINT

While the first quarter of 1961
marked the trough of the 1960-61 re-
cession, it was a very shallow trough
—the shallowest of the postwar period.
From the peak in the second quarter
of 1960 to the first quarter of 1961,
GNP, civilian employment, and whole-
showed

sale prices virtually no

change. There were small declines in
industrial production, inventories, and
manufacturers' unfilled orders, but the

drops were quite modest. As further
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evidence of the mildness of the re-

cession, several major series regis-

tered small increases. These included

consumer prices, expenditures for new

construction, and personal income.
Farm income and personal interest
receipts rose appreciably. The com-

parative stability of personal income
that the
hardly more than a brief pause in

indicated "recession" was
the upward course of the economy.

Two major indicators showed sub-
stantial changes. Corporate profits
dropped by 12.2 per cent, which was
not unusual for this volatile series in
a period of slack business. More im-
portant was the rise in the number of
unemployed from 3.7 million to 4.9
million, or more than 30 per cent.
The rate of unemployment rose from
5.3 per cent to 6.8 per cent. Total em-
ployment remained fairly steady near
67 million, and the sharp rise in un-
employment was caused very largely
by an increase of one million in the
civilian labor force. This increase in
nine months was much

the average annual

preceding ten years.

larger than
increase in the
Fiscal policy was a restraining
force during the early part of the re-
cession. For the calendar year 1960,
the Federal cash budget produced a
surplus of $3.6 billion, following a
large deficit of $8.0 billion in 1959.
For the peak second quarter of 1960,
the surplus (unadjusted) was $4.5 bil-
lion; this declined rapidly and by the
first quarter of 1961

deficit of $2.3 billion.

there was a

Monetary policy was eased even
before the peak was reached in May
1960, and by June free reserves ap-
By the first quarter of 1961
these amounted to about $500 mil-

peared.

lion. Stimulated by these moves, the
money supply and bank
Interest rates fell, but not

increased
credit rose.
as much as in earlier recessions. Long
rates fell only slightly, while rates on
short Treasury bills dropped by about
a fourth. The Federal Reserve System
did not supply reserves as generously
as it might have done otherwise and
it took special steps to put a floor
under short-term interest rates, both
in an effort to discourage the flow of
funds abroad.

In summary, itwas a very brief and
very mild recession. In most areas
activity slackened or leveled off for
a brief time but there was no em-
barrassing accumulation of inven-
tories nor any significant financial
distress. There was no problem of
adjusting business or individual debts
and the economy was in a strong and
healthy condition to resume the ad-
vance when the trough was passed

in February 1961.

THE FIRST PHASE

The period chosen to represent the
first phase of this expansion covers
approximately three and a half years
early 1961 to the middle of
1964. It is somewhat longer than

—from

the average of previous expansions
in the postwar years. It was chosen
primarily because it covers an ex-
tended

with stable wholesale prices. In many

span of substantial growth

respects the expansion during this
phase was similar to that in other up-
swings, but there were a number of
important differences, some or all
of which may account for the un-
usual

length and magnitude of

this expansion.

Well-Balanced Growth
most significant general characteristic

Perhaps the

of this phase was a smooth, steady,

and well-balanced growth. Some
sectors did experience a slackening of
growth in the last half of 1962, but
otherwise the expansion proceeded at
a relatively steady pace. Inventories
were held in close control and usually
grew less rapidly than sales, while
manufacturers7 unfilled orders in-
creased only moderately. Expendi-
tures for new plant and equipment re-
mained moderate in 1961 and 1962
but in early 1963

and steady rise.

started a long
No major industry
substantial

suffered any reverse

and none was stimulated into a
speculative boom.

The automobile industry was in the
forefront of the expansion and pro-
vided much of the impetus for the up-
swing. At times it appeared to be
operating at an unsustainable pace as
the production of passenger cars rose
from 5.5 million in 1961 to 7.7 mil-
lion in 1964.

there was no

But sales kept pace and
inventory problem.
To many observers it seemed that
the market was insatiable as new
sales records were set and broken
regularly.

On the other hand, residential con-
struction did not show the vitality it
had displayed in the 1950's.

vious cycles, housing had frequently

In pre-

moved contra-cyclically, rising in re-
cession years because of low interest
rates and abundant credit and then
being choked off in recovery as rising
rates and
While in-
terest rates remained stable and funds

demand for credit raised
shut off the flow of funds.

were readily available, housing never-

theless responded only sluggishly and
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peaked out in early 1964. Chart Il considerable margin of unused pro- techniques of inventory control also

shows the movements in expenditures ducing capacity in the economy. Ac contributed to this result. Finally,
for nonfarm residential construction cording to one measure, manufactur- fiscal and monetary policies pursued
and in housing starts. Perhaps con- ing plants were operating at less than during these years made important
sumers had reached a stage where 80 per cent of capacity in early 1961. contributions to orderly growth.
they wanted many more automobiles The cushion provided by this reserve
and only a little more housing. capacity did much to discourage a

As in most recoveries, debt in its scramble to place orders, accumulate
various forms increased faster than inventories, and bid up prices. Better

economic activity. From the end of
1960 to the end of 1963 net private
debt grew at a rate some 40 per cent
faster than GNP, while the consumer
and mortgage debt of individuals was
rising at a rate more than one and a
half times as fast as disposable per-
sonal income.

It is not feasible to attempt to give
here a definitive explanation for this
moderate and balanced growth, but
a few reasons may be suggested.
First was the mildness of the 1960-61
recession. There had been no violent
decline or widespread readjustment

such as often stimulates a sharp Chart Il

bounce back. In particular, short- PRIVATE NONFARM CONSTRUCTION AND HOUSING STARTS
term interest rates had not dropped to Cum. % Change

very low levels. Second was the From Trough Thous,
period of price stability which had 1700

prevailed since early 1958. One
whole cycle, although a short one, “ 1600
had passed with practically no change
in wholesale prices. This did much to
dispel the inflationary psychology of 1500
the 1950's and to create a climate of
price expectations more favorable to -1400

stable growth. Third, there was a

-1300
-1200
-1100
1961 1962 1963 1964 1965 1966
Source: U. S. Department of Commerce.
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Stable Prices and Interest Rates The

remarkable stability of wholesale
prices which had begun in 1958
continued throughout this phase.

Actually, the general index was
slightly lower in mid-1964 than it had
in the first quarter of 1961.

This long period of price stability was

been

the more remarkable in view of the
vigor of the expansion between 1961
and 1964.
ponents of the

Further, all major com-
wholesale index
showed about the same pattern, so the
stability of the general index was not
achieved by divergent movements of
the components. Consumer prices
moved up at a rate of 1.2 to 1.3 per
cent per year, due chiefly to the long
secular rise in the prices of services.
Prices of consumer durable goods rose
quite slowly, at an annual rate of

about 0.5 per cent.

Chart IV

Interest rates were unusually stable
for a period of expansion, as can be
seen from Chart IV. Long-term rates
were especially steady, showing no
sustained upward trend. Several fac-
tors accounted for the stability. Rates
had declined only moderately in the
short recession of 1960-61. Savings
were high and were sufficient to meet
the demands on the capital markets.
Monetary and fiscal policies, rep-
resented in part by "Operation Twist,"
attempted to keep short-term interest
rates up for balance of payments
purposes while maintaining low long-
term rates to stimulate the domestic
economy. In combination these factors
produced three years of remarkably

stable interest rates.

INTEREST RATES

Cum. % Change

Source:

Board of Governors of the Federal Reserve System.

Corporate Profits and Capital Outlays
The behavior of corporate profits was
an outstanding feature of this phase
and of the whole expansion period.
Chart V compares profits after taxes
in this expansion with a composite of
their behavior in the four preceding
postwar expansions. Typically, those
earlier upswings had shown sharp
rises in profits lasting only a year or
a little more, followed by a leveling
off or a decline. This time profits rose
considerably more slowly but also
more steadily and the upward move-
By the
end of the first phase, after-tax profits

ment continued much longer.

had risen by more than 50 per cent
and by the middle of 1966 they had
almost doubled.

Corporate profits are discussed in
some detail in a later section, so only
They
were significant both as cause and

a few points are noted here.

effect. Several factors contributed to
their substantial growth: (1) the
steadily rising volume of economic

activity; (2) steady or slightly declin-
ing unit labor costs; and (3) lower
taxation. Soaring profits were an im-
portant factor in the expansion as
they provided both a strong incentive
and a large amount of funds to
stimulate large programs of capital
outlays. Steady interest rates and the
ready availability of investment funds
were factors
in the

veloped after the early part of 1963

important contributing

investment boom which de-
to become a dominant feature of
the expansion.
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Fiscal and Monetary Policies Both near that level. The discount rate was second major problem was unemploy-

fiscal and monetary policies played raised in July 1963, almost entirely ment. In early 1961 the number of
important roles in promoting balanced because of considerations affecting unemployed, seasonally adjusted,
economic growth during this first the balance of payments. fluctuated close to five million or
phase. Fiscal policy contributed in the Major Problems Although the first about 7 per cent of the labor force.
opening months through a number of phase was a period of substantial By the second quarter of 1962 it had
large new expenditure programs. The growth and prosperity, two major dropped to about four million, or 5.6
closing months saw the enactment of problems persisted. The first was the per cent, and then remained in that
one of the largest reductions in indi- large and continuing deficit in the general range for about two years.
vidual and corporate income taxes in balance of payments. This problem is

our history. In between were the sub- discussed in a later section. The

stantial liberalization of depreciation
allowances and the enactment of the
investment tax credit, both in 1962.
The general purpose of all these mea-
sures was to raise the rate of economic
growth and reduce unemployment.
Federal cash payments rose steadily
from $99.5 billion in fiscal 1961 to
$120.3 billion in fiscal 1964, while
cash receipts mounted from $97.2 bil-
lion to $115.5 billion. On a seasonally
adjusted basis, there was a cash
deficit each quarter, ranging between
$0.7 billion and $2.1 billion. The
total deficit for the 13 quarters was
$17.4 billion.

The general position of monetary
policy throughout the period was
easy but the degree of ease declined
after 1963. The constraint which pre-
vented more ease was the large deficit

in our balance of payments and the Chart V CORPORATE PROFITS AFTER TAXES

desire to prevent domestic short-term Cum. % Change

interest rates from going so low as From Trough
to encourage the movement of funds
abroad. Throughout 1961 the dis- 100

count rate was 3 per cent, free re-
serves averaged somewhat more than
$400 million, and the three-month Average of Four Previous
Treasury bill rate fluctuated around Expansions

2Va per cent. In the first half of 1964

free reserves averaged about $120

million, the discount rate was 3\é per

1961-1966 Expansion

cent, and the Treasury bill rate was

20

-20 +
1961 1962 1963 1964 1965 1966
Source: U. S. Department of Commerce.
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The stubborn
to decline as economic activity

refusal of these figures
rose
gave rise to a growing concern and
to political

THE SECOND PHASE

The second phase covered the year
from the middle of 1964 to the middle
of 1965.
tivity moved ahead at a somewhat

pressures for action.

In this phase economic ac-

more lively pace, with some emerging

signs of imbalance. Total civilian em-
ployment rose by 2.6 per cent, while
the civilian labor force increased by
less than 2 per cent; personal income
was up by 7.2 per cent; and industrial
production was higher by 8.0 per cent.
Unemployment finally began to de-
cline, dropping from about four mil-
lion to near three and a half million,
or from 5.4 to 4.6 per cent of the

labor force.

1966

Chart VI MANUFACTURERS' INVENTORIES AND ORDERS
Cum. %Change
From Trough
60%
— lol I | | | |
1961 1962 1963 1964 1965
Source: U. S. Department of Commerce.

12

Excess Demand Appears This was a

year of incipient inflation. The stimuli

were several. The money supply and

bank credit grew at a faster pace.
Spending for capital outlays ac-
celerated, rising by 16 per cent.

Capacity utilization approached the

level and labor shortages

In the

optimum
developed in some sectors.
fiscal area, the full effects of the large
tax cut of 1964 were realized and a
number of excise taxes were elimi-
reduced. A

nated or substantially

large number of new Federal ex-

penditure programs in the welfare,

educational, and developmental areas

were initiated and some old ones
were expanded. These included social
security benefits, Medicare, housing

and urban development, aids to edu-
cation, manpower and training pro-
grams, Appalachian regional develop-
ment, and others.

Evidence of growing inflationary

pressures emerged with increasing

frequency as the year progressed.
Manufacturers' new orders continued
their rapid but uneven growth. Un-
filled orders—a significant measure of
excess sharply up-
ward about the middle of 1964 and

inventories began a distinctly faster

demand—turned

rise about the same time. Movements
in these series are shown in Chart VI.
Wholesale prices also began to climb
at the middle of 1964.
that the acceleration of
this
coupled with the progressive

In retrospect,
it is clear
aggregate demand in second
phase,
reduction in idle capacity and unem-
ployment, laid the groundwork for the
inflation which became increasingly
in the following phase.

Sources of Financing Despite the fact
that in this
second phase was approximately

investment

evident

residential construction

stationary, gross private

rose at a vigorous 13 per cent rate.
The increase came mainly in nonresi-
dura-

construction, producer

Most of these

dential

bles, and inventories.
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outlays were financed by nonfinancial
corporations and during this period
there occurred a significant change in
financing Chart VII
shows, from 1961 to late 1964 gross
savings of corporations (retained earn-

methods. As

ings plus depreciation) were about
equal to business capital expenditures.
After that, however, capital expendi-
tures outran gross savings and cor-
porations had to turn increasingly to
the capital market and to banks for
funds. As a result, corporations in-
creased their use of external sources
of financing from some $19 billion in
1963 to $31 billion in 1965. The in-
crease in bank financing was from
$2.8 billion to $8.6 billion.

Demand for funds from other
souces was increasing also, and while
personal savings were rising, they
were not growing as rapidly as de-
mand. It soon became evident that
unless bank credit was increased at
an ever faster pace, interest rates
must rise. In brief, the economy had
acquired a considerable momentum
in the form of a large program of
capital outlays and a mounting back-
log of unfilled orders. To finance
rising inventories, larger capital out-
lays, and other capital needs, more
funds were required than were sup-
plied by savings.
the deficit.

Price Pressures and Monetary Policy
The excess demand exerted its effects

on prices.

Bank credit covered

Wholesale prices broke

their long stability and moved up for

The rise was concentrated largely in
farm products and processed foods
which rose by 6.6 per cent; industrial
commodities were up only 1.6 per
cent. Consumer prices increased their
rate of advance, rising by 2.0 per cent
compared to 1.3 per cent in the pre-
vious year.

In the face of these price pressures,
monetary policy was adjusted pro-
gressively toward less ease through-
out this period. Free reserves declined
of the

reserves ap-

steadily and near the end

period net borrowed

peared. The discount rate was raised

Chart VII

$ Bil.

in November 1964, very largely for
balance of payments considerations.
Shortly after this move, several com-
mercial banks announced increases in
their prime rates but rescinded their
actions under considerable pressure.
The maintenance of the prime rate at
4Vl per cent at a time when market
rates had moved much higher tended
to channel credit demands into the
banks and away from the capital
market and thus to offset the restraint
on investment that may have been

exerted by the higher rates.

CORPORATE NONFINANCIAL BUSINESS

a rise of 2.8 per cent in one year.

Source: Board of Governors of the Federal Reserve System.
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THE THIRD PHASE forces and is approaching, but has armed forces. Total civilian employ-

. . not reached, the upper limit of pro- ment grew slightly faster, while both
This phase covers the period from . .
. i . ductive capacity. Table 1 shows how payroll and factory employment grew
mid-1965 to mid-1966, a year in i i .
. . . . some of the major segments of the at considerably faster rates. This
which inflation emerged as a major . A
economy behaved compared to their latter was possible partly because of
problem. The economy responded as . ; . .
. L . action in the previous year. a sharp drop in farm employment,
it always does when it is operating K . . . .
) ) ) Changes in a Boom Period The which declined by 10.5 per cent in
under the influence of inflationary o . .
civilian labor force showed no in- 1965-66. This represented the con-
crease in its growth rate, partly be- tinuation of a trend which had been
cause of larger numbers entering the going on for a long time and which

has caused, over the years, a large
change in the structure of employment

Chart VIII in the economy. The increase in

PRODUCTION OF EQUIPMENT AND CONSUMER GOODS

Cum. % Change

From Trough
70 Industrial production grew even

faster in 1965-66 than in the preced-
ing year, rising at a rate of 9.5 per

factory employment was the more re-
markable in light of the great ad-
vances in automation.

60
cent. The increase was general, but
was especially strong in Dbusiness
50 equipment. Defense equipment began
a very sharp rise in early 1965. Gains
40 in food, fuel, and other consumer
staples were considerably more
30
20
Table IANNUAL RATES OF CHANGE
10
0 Series
Civilian labor force
-10 Total civilian employment

Payroll employment
Source: Board of Governors of the Federal Reserve System.

Factory employment
Number unemployed
Industrial production
Personal income
Retail sales
Wholesale prices

Consumer prices

Source: Board of Governors of the Federal
Reserve System, U. S. Department

of Commerce and U. S. Depart-
ment of Labor.
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modest. The divergence between busi-
ness equipment and consumer goods
was striking, as is shown in Chart
VIIl. The gap between the two cate-
gories had been widening for some
time as capital outlays mounted, but
it assumed striking proportions in
1965-66 as the output of equipment

rose by 17.2 per cent while produc-

crease in wholesale prices was
actually a little less than the 2.8 per
cent increase of the previous year but
the change in the behavior of the com-
In 1964-65

the greater part of the advance was

ponents was significant.
in farm products and foods, which
rose by 6.6 per cent; in 1965-66 those
groups were up by only 4.1 per cent.

dustrial commodities reversed this

pattern, rising first by 1.6 per cent
and then by 2.3 per cent. Consumer
prices also moved up at a faster pace,
rising by 2.5 per cent in 1965-66
against 2.0 per cent in 1964-65. Food
and services showed the greatest ad-
vances while prices of durable com-

modities were virtually unchanged in

tion of consumer goods gained only As shown in Chart IX, prices of in- both years.
5.6 per cent.

Personal income not only continued
to rise but increased its rate of gain
to 8.5 per cent. Retail sales moved
about in step, rising by 8.7 per cent.
Feeling the impact of inflation, manu-
facturers stepped up their new orders
by 11.8 per cent over the period while
shipments rose only 10.3 per cent.
Inventories mounted along with
orders, gaining 11.5 per cent. un-
up from $60.6

billion to $74.8 billion, an increase of

filled orders moved

Chart IX

Cum. % Change
From Trough

23.4 per cent, or about twice the rate PRICES
of growth of orders and shipments.

As usually happens when the
economy is operating under pressure,

prices moved up. The 2.5 per cent in-

OF SELECTED ECONOMIC SERIES

June 1964- June 1965-
June 1965 June 1966
1.9 1.9
2.6 2.7
3.9 5.3
4.2 6.4
-10.3 -13.4
8.1 9.5
7.2 8.5
71 8.7 Source: U. S. Department of Labor.
2.8 2.8
2.0 2.5
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Sources of Imbalance In retrospect,
we can see how imbalance developed
At the middle of
1965 the economy was operating at a

in the economy.

high level, approaching the optimum
rate. Unemployment was low and
labor shortages were spreading. A
large and growing program of capital
investment was under way. Expendi-
tures for new plant and equipment,
which had

1963, continued and gathered speed,

started a sharp rise in

as can be seen from Chart X. As a
proportion of GNP they exceeded 8
per cent, which is often regarded as
a sign of overheating. In July our
Viet Nam program was sharply in-
creased, with a doubling of the
monthly draft call and higher defense
outlays. No revenue measures were
adopted to meet the added expendi-
tures. Indeed, a substantial reduction
in excise taxes had just gone into ef-
fect. Moreover, increased social se-
curity benefits, retroactive to January
1965, became effective in September
while increases in payroll taxes to
cover them did not start until Janu-

ary 1966. Before the end of 1965

16

military and civil service pay scales
were raised and a number of new ex-
penditure programs were started. The
budget for fiscal 1967, presented in
January 1966, proposed only limited
and temporary fiscal restraint, de-
pending mainly on accelerating tax
payments dates and the sale of assets
or participations by Federal agencies.

The Federal cash budget operated
deficits in the
quarters of 1965 and the first quarter
of 1966. In the second quarter of
1966 the full effects of the accelerated
tax payments and the sale of assets

with large last two

were felt and the surplus in the cash
budget soared to over $10 billion—
probably the largest quarterly surplus
in history. This was largely a tem-
porary, nonrecurring development but
it was a significant factor in causing
some easing of inflationary pressures.
Growth rates of economic activity de-
clined and prices rose more slowly.

Monetary Policy in the Third Phase
In the second half of 1965, money and
policy
In December the discount rate

credit became progressively
firmer.
was raised from 4 to 4.5 per cent, the
first discount rate action in the cur-
rent expansion dictated primarily by
domestic considerations. This increase
came at a time when widening dis-
parities between market rates and key
institutional rates were creating
serious distortions in the flow of funds
through the

capital markets.

nation's money and

The discount rate change was not
followed immediately by any reduc-
tion in reserve or credit availability.
The Federal Reserve System provided
new reserves liberally in order to fa-
cilitate an orderly adjustment to the
new rate level. As a result, the money
supply, bank credit, and related series
grew for a time at unusually rapid
rates. By late spring, however,
money and credit expansion had been
brought under firm control and the
effects of monetary restraint began to
manifest themselves. Reinforcing the
effects of the large second quarter
surplus in the Federal cash budget,
tight money was also a major factor
contributing to the economy's reduced
rate of growth in the spring quarter.
Second Half, 1966—A New Phase?
After the second quarter of 1966 the
economy moved into what appeared
to be another phase. Defense spend-
ing continued to accelerate and the
business

boom in investment pro-

ceeded unabated. The rate of busi-
ness advance picked up again, al-
though it continued to fall short of the
feverish first quarter pace. By mid-
summer it was clear that the long ex-
pansion had

finally generated a

significant inflation, with all its
corollary problems.

The effects of tight money were in-
creasingly obvious in the third quarter.
Interest rates moved steadily upward,
reaching the highest levels since the
1920's.
into a tailspin as mortgage money be-
Residential build-

Construction spending went

came very scarce.
ing fell off sharply. Automobile sales
and production slowed significantly.
Prices, while continuing to move up
generally, began to behave more er-
ratically and declines showed up in

a few significant areas.
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For the entire third quarter, mone-
tary policy alone bore the brunt of
effort. But it
soon became clear that serious risks
Tight
money and high interest rates have

the anti-inflationary

were involved in this course.

no effect on Federal spending and
probably little on spending by state
and local governments. Similarly,
business investment plans are of a
relatively long-run nature and out-
lays cannot be quickly curtailed in
response to tight money. Yet the gov-
ernment sector and the business in-
vestment sector provided much of the
impetus for the accelerating advance.
Moreover, by midsummer tight money
interest rates had

and rising gen-

erated expectations which posed a
threat to the smooth functioning of
the capital markets. Increasingly it
was noted that too much reliance on
monetary policy was producing severe

dislocations in the economy.
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Against this background, Congress
in October enacted legislation to sus-
pend for 18 months the 7 per cent in-
vestment tax credit and two formulae
providing accelerated depreciation al-
lowances. Whether or not this fiscal
measure will provide sufficient ad-
ditional restraint on the boom is, at

the present writing, problematical.

This apparent disposition of the Ad-
ministration to employ effective fiscal
policy steps to curb the boom exer-
cised a salutary effect on market ex-
pectations in much of the second half.

chart x EXPENDITURES FOR NEW PLANT AND EQUIPMENT

Cum. % Change

From Trough % of GNP
1961 1962 1963 1964 1965 1966
Source: U. S. Department of Commerce,
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Two major measures of the per-
formance of an economy are the em-
ployment it affords and the amount
of goods and services it produces.
Both measures moved well into new
high ground in the present expansion.
This section considers briefly some
further aspects of employment and
output.

Civilian Labor Force During this ex-
pansion the civilian labor force grew
from 71.7 million to 76.7 million, for
a total increase of 7 per cent, or an
annual average

cent.

of about 1.25 per
The total population increased
slightly more, 7.6 per cent, but the
annual growth rate declined steadily
and fell to near 1 per cent by 1965.
As can be seen from Chart XI, the
labor force changed little during 1961
and 1962. The total growth for the
two years was only about 0.8 million.
The major reason for this was prob-
ably the low birth rates during the
latter years of World War Il. The
babies of those years
"civilian working age" in 1961 and
1962 and
much

arrived at

their numbers were not
larger than the
those leaving the labor force.
1962,
million people per year were added

numbers of
After

however, something like 1.3

18

EMPLOYMENT AND PRODUCTION

to the labor force. The growth slowed
1965 and
1966, partly because of the increasing

somewhat in late early
numbers going into the armed forces.
Employment and Unemployment The
total employed
from 66.8 million to 73.7
during this expansion.

number increased
million
This was an
increase of 6.9 million, or 10.3 per
cent, and was about equal to the net
gain during the whole decade of the
1950's.

workers declined about 1.5 million,

Since the number of farm

the number of nonfarm workers in-
Chart XI
shows increases in employment regu-

creased by 8.4 million.

larly moving ahead of the rise in the
labor force after the first year. As a

result, unemployment was reduced
by nearly two million, or about 40
per cent.

The number of unemployed in early
1961 was close to five million, or 7
per cent of the labor force. During the
first year of the expansion the num-
ber fell by about a million, bringing
the rate down to 5.6 per cent. But
then the improvement halted, and for
number

more than two years the

of unemployed fluctuated narrowly
around the four million mark and the
rate of unemployed moved between
5.6 and 5.8 per cent. Since nearly all
other elements of the economy were
moving up strongly, this seemed in-

consistent. As it persisted it gave rise

to more and more concern and, along
with the balance of payments, came
to dominate much of economic policy.
Efforts to solve this stubborn problem
resulted in fiscal and monetary policy
moves which eventually generated
much of the inflationary pressure of
1965 and 1966.

analysis, four factors seem to have

On a preliminary

helped to maintain unemployment on
a high plateau.

After the middle of 1962 the civilian
labor force grew more rapidly, rising
by more than a million each year.
The growth rate of the economy was
sufficient to reduce unemployment so
long as the labor force grew slowly
but not fast enough to do so when
the labor force was growing at a rate
of more than a million per year.

A second factor was the moderate
level of capital investment, which is
the source of most new jobs. The ex-
pansion started with a considerable
margin of unused capacity, and there
was no strong inducement for busi-
ness firms to expand capital outlays
until most of this capacity was brought
into use. Capital investment did not
1963.
One development which probably de-

begin on a large scale until
layed its start was the sharp decline
in stock prices in the second quarter
of 1962,
a distinct slowing

which was followed by

of growth rates

in several important sectors of
the economy in the second half of
that year.

As another factor, Congress in 1961
raised the minimum wage from $1.00

to $1.25 per hour and extended its
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coverage. The provisions went into
effect at different times, ranging up
to four years. The increase was up-
ward of 25 per cent for some of those
newly covered. These moves affected
also the wages of many in wage
brackets just above the minimum.
Unless it is assumed that the demand
for labor is entirely independent of
the wages at which it can be hired,
these increases must have had a re-
straining effect on the number of
people employed as the economy
grew. At the same time it quite

likely stimulated the demand for more UL
automatic, labor-saving machinery CIVILIAN LABOR FORCE, EMPLOYMENT, UNEMPLOYMENT
0 .
and equipment, which, in turn, re- Cum. % Change (Seasonally Adjusted)
From Trough
quired more capital investment. That 20
was a factor in the investment pro-
gram discussed above. But time was 10

required to plan, finance, and activate Civilian Employment
an investment program, and in the o
A i Civilian Labor Force
interim the demand for labor lagged 0

below what it would have been with-

out the increase in the minimum

o L -10 '\
wage. This is indicated empirically \ Farm Employment
by the fact that unemployment in % _
those groups which are marginal with -20
respect to the minimum wage, mainly Number Unemployed
teenagers and nonwhites, has con-
. L . -30
sistently been significantly higher than
in other groups.
-40 Vioes
-50 L X
1961 1962 1963 1964 1965 1966

Source: U. S. Department of Labor.
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chart Xl NONAGRICULTURAL PAYROLL EMPLOYMENT

Cum. % Change

From Trough
301

—51 | | |

1961 1962 1963 1964
Source: U.S. Department of Labor.
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1965

[

1966

Finally, the secular decline in farm
employment has contributed to the
unemployment problem. After declin-
ing for many years, farm employment
fell further—from 5.7 million in early
1961 to 4.3 million in the second
quarter of 1966. From an annual de-
cline of 4.5 per cent in 1961-65, it
plunged to 10.5 per cent in 1965-66.
In the face of this remarkable reduc-
tion, total farm production was not
only maintained but increased. The
index of total farm production rose
from 107 in 1961 to 115 in 1965. This
feat was accomplished, of course, only
by extensive changes in farm size,
equipment, techniques, plant varieties,
and cropping patterns. This revolu-
tion in farm technology released at
least 1.5 million workers for employ-
ment elsewhere in the economy.
Employment Patterns Except for agri-
culture, nearly all sectors of the
economy showed increases in employ-
ment. Relatively, as Chart XIl shows,
civilian government employment led
the list with an increase of 27.5 per
cent, from 8.5 million to 10.8 million.
This increase was equal to approxi-
mately one fourth of the total gain in
nonagricultural employment. State
and local governments, with an in-
crease of 2.0 million, or 32.5 per cent,
accounted for the greater part of the
increase in the public sector. Much of
the increase in employment by the
Federal Government came in the first
two quarters of 1966.

Perhaps the sharpest break with
past patterns of employment occurred
in manufacturing. After showing only
a weak and erratic upward trend for
15 years, factory employment rose by
2.9 million, or 18.1 per cent, in this
expansion. This was substantially



greater than the total increase be- of the index of industrial production. goods production was rather sharply

tween 1946 and 1960. Durable goods It is pertinent, therefore, to take a depressed in the first quarter of 1961,
industries accounted for 77 per cent, closer look at manufacturing produc- and the use of that period as a base
or 2.2 million, of the recent rise, while tion. In the comparison which fol- would wunduly distort some of the
the remaining 23 per cent, or 0.7 mil- lows, the statistical base used in comparisons.

lion, was in nondurable goods in- measuring growth in the present ex-

dustries. Despite its great increase, pansion is shifted from the first

however, manufacturing's share of quarter of 1961 to the annual average

total nonfarm payroll employment de- for 1960. The reason is that durable

clined slightly, as Table 2 shows.
Elsewhere in the economy, the
residual category of finance, services,
and miscellaneous showed gains
second only to those in the govern-
ment sector, with a rise of 2.4 million,
or 23.4 per cent. Although itinvolved
a relatively small number of workers,
contract construction had an increase
of 17.5 per cent, representing a little
less than a half million workers. This,
however, was after a sharp drop in
the second quarter of 1966. Employ-
ment in wholesale and retail trade

grew by some 1.9 million, but this .., >,  DISTRIBUTION OF NONFARM PAYROLL EMPLOYMENT

constituted a growth somewhat below

the average. . 1961 S 1366

t t t
Industrial Production Industrial pro- irst Quarter econd Quarter
duction rose by 12 per cent in the Number  Per Number  Per
) Y P ) (000) Cent (000) Cent
first year of recovery but registered
little additional gain in the second Total 53.465 100.0 63.617 100.0

half of 1962. Thereafter the rise was
resumed at a pace which accelerated Manufacturing 16,120 30.2 19,031 29.9
from an annual rate near 4 per cent

Durables 8,906 16.7 11,136 17.5
to one of about 9 per cent. The total
increase to the second quarter of 1966 Nondurables 7,214 13.5 7,895 12.4
was 49.6 per cent, or a little more
Nonmanufacturing (private) 28,888 54.0 33,802 53.1

than the 45 per cent gain realized in
the entire decade from 1950 to 1960. Mining 678 1.3 618 1.0
Manufacturing accounts for an

Contract construction 2,800 5.2 3,290 5.2
overwhelming part (over 86 per cent)
Transportation and public utilities 3,907 7.3 4,130 6.5
Wholesale and retail trade 11,298 21.1 13,170 20.7
Finance, insurance, real estate 2,704 5.1 3,078 4.8
Service and miscellaneous 7,501 14.0 9,516 15.0
Government 8,457 15.8 10,784 17.0
Federal 2,229 4.2 2,532 4.0
State and local 6,229 11.7 8,252 13.0

Source: U. S. Department of Labor.
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Table 3 shows the increases in pro- ference was somewhat less in the most others, except for the drop in the

duction for selected components of in- second period, suggesting a slower fourth quarter of 1964 caused by
dustrial production for the 1950-1960 growth in productivity. In nondurable strikes. For much of the time they
decade and for the present expansion. lines, production increased 17 times ran ahead of gains in both all manu-
Changes in employment also are as much as employment between facturing and durable goods. The
shown for three major components. 1950 and 1960, but less than five leveling off in late 1965 and the de-
Three aspects of the data are worthy times as much since 1960. Third, the cline in early 1966 brought it to a
of note. First, the increases in produc- figure for the production of motor level only a little above that for non-
tion in the present expansion are of vehicles and parts for the present durable goods.

the same order of magnitude as the period is misleading. As Chart XIIl A brief analysis of the movements
increases for the entire previous shows, until the end of 1965 gains in of the major components of manu-
decade. Second, gains in production this component were greater than facturing production may give some
were several times the growth in em- indication of when and where im-
ployment in both periods, but the dif- balances developed in the industrial

sector of the economy. While relative
increases during the 1950-1960 dec-
ade cannot be regarded as norms or
standards, the figures may have some
value as a basis of comparison. As
Table 3 shows, each of the major
components moved up in the previous
decade by amounts not far from 45
per cent. Machinery did somewhat
better, but motor vehicles lagged far
behind. During 1961 and early 1962
distortions produced by the recession
were corrected and the rates of gain
of the various components con-
verged, as can be seen in Chart XIII.
Thereafter, for about two years, all
series advanced at substantially the

Table 3 PER CENT CHANGES IN SELECTED COMPONENTS same rate. Beginning in early 1964
OF INDUSTRIAL PRODUCTION AND EMPLOYMENT the rates began to diverge and con-
tinued to do so at accelerating rates,
1950 to 1960 1960 to 2nd Q 1966 except for motor vehicles, through
Industrial Industrial 1965 and 1966.
Production Employment Production Employment
Total production 45.1 42.8
All manufacturing 43.7 10.2 44.8 13.3
Durable goods 46.4 16.9 51.3 17.7
Nondurable goods 44.1 2.6 36.5 7.6
Motor vehicles and parts 25.1 38.4
Machinery 52.4 63.0

Note: Changes computed from averages of monthly data.

Source: Board of Governors of the Federal Reserve System and U. S. Depart-
ment of Labor.
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In the first quarter of 1964 there more, and machinery 41 per cent entirely coincidental that this diver-

were only insignificant differences more, than all manufacturing, while gence in growth rates became pro-
betweeh the cumulative growth rates nondurables had fallen behind by 19 nounced at about the same time the
of production in all manufacturing, per cent. Durable goods would have wholesale price index began to
durable goods, and nondurable shown an even greater gain except move up.

goods, but machinery showed a sub- for the decline in automobile produc-

stantially greater growth after the tion in 1966. It may not have been

middle of 1963. By the second
gquarter of 1966, however, durable
goods had advanced 15 per cent

chart x1i PRODUCTION OF MANUFACTURED GOODS
Cum. % Change
from 1960 Average

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



The behavior of corporate profits
has been one of the outstanding, and
probably one of the most dynamic,
developments of the present expan-
sion. A brief look at the behavior of
profits in the earlier postwar years
will afford some perspective for an
evaluation of their recent perform-
In this discussion pI’OfItS will
mean profits after taxes unless a dif-

ance.

ferent meaning is indicated.
Corporate
volatile and fluctuate widely during

profits are inherently
the course of a business cycle. This
was especially true in the 15 years
before 1961, when profits often de-
clined even in periods of business ex-
pansion. In the 40 quarters from the
end of 1950 to the end of 1960,
profits declined in 18 although GNP
declined in only eight.

The general cyclical pattern before
1961 was a sharp rise in profits dur-
ing the first year or so of recovery,
followed by an irregular decline dur-

This is
Over the
years this pattern produced a slow

ing the rest of the expansion.
shown clearly in Chart V.

and irregular secular growth. In 1949
profits amounted to $18.5 billion. By

CORPORATE PROFITS

1960, which had a position in the
cycle approximately comparable to
1949, they had risen to $26.7 billion.
This was a total increase of 44 per
cent and was equal to an annual
growth rate of 2.8 per cent. During
the same period GNP grew by 96 per
cent and personal income by 93 per
cent. As a margin of sales, profits
before taxes Were s.s cents per doltar
in 1949, rose to nearly 12 cents in
1950, and then declined irregularly
to below 7 cents in 1958 and 1960.
As a return on net worth, profits of
large corporations as compiled by the
First National City Bank of New York
declined rather steadily from 11 per
cent in 1949 to 9.1 per cent in 1960.
In brief, corporate profits during this
period fluctuated irregularly but de-
clined significantly in relation to GNP,
personal income, sales, and net worth.

Since 1960 the trend of profits has
been substantially different.
pared with earlier

Com-
upswings, they
grew more slowly in the early months
of this expansion, but then accelerated
and have continued upward for a
In the 21

after the first quarter of

much longer period.
quarters
1961, they were unchanged in two,
showed small declines in two, and
rose in 17. By years, the percentage
increases, beginning with 1961, were:

1.9, 14.7, 6.1, 16.9, and 15.0. Over

the period as a whole, to the middle
of 1966,
doubled, a growth somewhat more

profits approximately
than twice that of GNP and personal
income. As a margin of sales, they
rose from less than seven cents per
dollar in early 1961 to nearly ten
cents in the first part of 1966.

return on net worth, profits were up

As a

from 8.7 per cent in 1961 to 11.1 per
cent in 1965.
rose from 5.2 to 6.5 per cent.

In relation to GNP they
Thus
the trends which had prevailed in
the 1950's
expansion.

were reversed in this

Because of the slow and irregular
growth of profits between 1950 and
1960, it may be instructive to look at
profits over a longer period. From
1950 to the second quarter of 1966,
GNP, 157 per
cent; personal income, 152 per cent;

the increases were:

and corporate profits, 96 per cent.
Thus over the whole span of more
than 15 years profits increased by less
than two thirds as much as the other

two variables.
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The long, steady, and vigorous time wage increases were more ment in producing facilities. As a part

growth of profits in the present ex- moderate and were approximately of the general tax reduction of 1964,
pansion was the result of a number offset by a steadily growing pro- the tax rate on corporate income was
of factors. First, and perhaps most ductivity. Third, corporations realized reduced, in two steps, from 52 to 48
importantly, it was the natural cyclical larger profits from foreign operations, per cent. It has been estimated that
reaction of profits to a prolonged an amount now estimated by one in 1965 these three measures saved
period of business expansion. A authority at more than $3 billion corporations more than $6 billion.
steadily rising volume of business per year. The strong growth of profits was
should normally produce a substantial A final important factor in the cause as well as effect. When it be-
increase in profits. In addition, cor- growth of profits after taxes was tax came evident that profits were not
porations were producing a somewhat reduction. During World War Il the going to repeat their former roller-
larger proportion of the total na- peak rate applicable to most cor- coaster pattern and when Congress
tional product. Second, unit labor porate profits was 40 per cent but showed a definite intention to reduce
costs in manufacturing held steady or many corporations were subject to an the tax load on corporations, con-
declined somewhat over almost the excess profits tax. The peak rate was fidence and optimism rose in the busi-
whole period. In earlier expansions reduced to 38 per cent after the war ness community. In particular, as pro-
this type of development usually but was raised to 52 per cent during duction approached the optimum level
marked the first year or so of the ex- the Korean War and again an excess in one industry after another, busi-
pansion and then was reversed. This profits tax was levied for a short nessmen were encouraged to embark
time. The regular corporate tax rates on ambitious programs of capital out-
were not lowered in the tax reduction lays. This was all the more true be-
of 1954, but provisions for accelerated cause retained earnings and deprecia-
depreciation were enacted in that tion allowances provided much of the
year. Thus in 1960 the regU al' cor- funds needed to finance the outlays,
porate tax rates were somewhat at least in the early stages.

above those in effect during World
War Il. In 1962 depreciation sched-
ules for tax purposes were liberalized
considerably and corporations were
granted a tax credit, equal in most
cases to 7 per cent, for new invest-
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While investment has been an im-
portant source of strength in this busi-
ness expansion, its timing and com-
differed
from earlier postwar experience.

position have significantly

Housing In previous postwar cycles,

residential construction activity, as

measured by housing starts, rose
sharply in the recession and early re-
covery periods, peaking out about six
months after the trough in general
business activity. Starts generally de-
clined throughout the rest of the ex-
pansion phase, providing a partial
offset to other expansive factors. In
this expansion housing starts behaved
quite differently.

upturn

There was no dis-
cernible before the general
recovery got under way, and the up-
swing which finally came was quite
mild. It

lasted for approximately

three years, however, peaking in
January 1964.
While no precise explanation of

this different behavior is possible, a
partial explanation may be a decline
in the underlying demand for housing
and a different monetary policy. With
the tremendous backlog of demand
having been worked off in the 1950's,
housing activity in the early 1960's
did not surge forward as money be-
came easy. In contrast to earlier ex-

perience, monetary policy in this

latest expansion remained easy for
a long time, and this probably con-
tributed to the prolonged rise in hous-
ing activity, despite weaker under-
lying
finally outweighed the

demand. The latter factor
stimulus of

easy money and housing starts began

26
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drifting down from an annual rate of
about 1.6 million units in early 1964
to about 1.5 million units
1966.

mortgage yields and reduced availa-

in early
Since that time a sharp rise in

bility of mortgage credit have con-
tributed to a precipitous drop.

The composition of residential con-
struction has also been different in
this expansion. Single family dwell-
ings declined in relative importance,
boom occurred in

while a virtual

apartment construction. Multifamily
starts as a fraction of the total rose
from 21 per cent in 1960 to 37 per
cent in 1963, but declined somewhat
later.

Inventories Inventory investment also
has differed from earlier cyclical pat-
terns. In earlier expansions inven-
tories rose sharply from about the be-
ginning of general recovery until
about midway of the expansion, when
a marked falloff in the rate of ac-
cumulation occurred. In this expan-

sion, inventory investment rose
sharply in the first year of recovery,
then leveled off and remained on a
plateau until the latter part of 1964.

The slower rate of accumulation
during most of this expansion has
been due to both secular and cyclical
factors. On the secular side, the grow -
ing use of computer-based methods of
inventory control has enabled busi-

nessmen to operate with reduced in-

ventories relative to sales. At the
same time, the cyclical factors en-
couraging accumulation have been

weaker. Until 1964 prices were stable
and excess capacity permitted prompt
delivery of orders. These conditions
began changing in 1964 and for the
past two years inventory accumula-
tion has distinctly

proceeded at a

faster pace.

INVESTMENT

It has been customary to assume
that the relatively low ratio of inven-
tories to sales, in both manufacturing
and trade, is an indication that in-
ventories are not excessive and are
in a stable equilibrium. The optimum
relationship here, however, has prob-
ably been changed

the secular trend toward better meth-

significantly by
ods of inventory control. In view of
this, a leveling off or a slight upturn
in inventory-sales ratios might have
a significance equal to much sharper
upturns in earlier expansions.

Plant and Equipment The long and
accelerating growth in expenditures
for plant and equipment has been a
dominant feature of this expansion
since early 1963. On the average,
these expenditures have increased at
a rate of nearly $1.8 billion per
guarter since the first quarter of 1963,

far greater than the $1.0 billion

average quarterly increase in the
1954-57 expansion, and more than
twice the average increases in the
1958-60 and the 1949-53 periods.

They climbed from 6.5 per cent of
GNP in the second quarter of 1961 to
slightly more than 8 per cent in early
1966, the highest ratio since 1956-57.

In the first two years of the present
expansion these outlays, shown in
Chart X, were concentrated heavily on
modernization, but after the middle
of 1963 they were devoted increas-
ingly to enlarging capacity. From an
annual rate of $37 billion in the first
quarter of 1963, they rose to a level
of $60 billion in the second quarter of
1966, a total increase of 61 per cent.

Over the past three years the annual
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14 to 17
This growth has put great

increase has ranged from
per cent.
pressure on the capacity of machinery
and equipment producers, who in turn
have had to expand their facilities.
Their expenditures for plant and
equipment increased 19 per cent in
1964, 33 per cent in 1965, and an
estimated 31 per cent in 1966.

Plant and equipment expenditures
are significant for several reasons.
Like all forms of capital formation,
the first
So long as there is a re-

they are in instance ex-
pansionary.
serve of producing capacity in the
economy, this is a healthy develop-
ment and contributes toward fuller
employment and production, but
when demand is pushing close to ca-
pacity it can generate strong

Also, they involve

infla-
tionary pressures.
a long lead "turnaround
When large programs have

been planned and started it is very

time, or
time."

difficult and costly to halt them before
completion. Corporations with large
spending programs well advanced are
often prepared to bid very high rates
to get the necessary funds to complete
them. Their demand for funds in the
face of strong monetary restraints can
produce serious dislocations in money
and capital markets.

Finally, capital outlays are highly
cyclical. On the basis of past ex-
perience, annual increases of 14 to
17 per cent cannot be sustained for
any extended period of years. In
previous postwar expansions, addi-
tions to capacity outran demand for
final output soon after expenditures
on plant and equipment began mov-
ing up.
rates signaled overinvestment relative

Declining capacity utilization

to final demand and cutbacks in plant
and equipment expenditures followed
after a considerable lag. Over most
of this expansion, capacity expansion
has been more in line with demand,
and utilization rates have edged up-
ward. For the past several quarters,

however, utilization rates have re-
mained on a high plateau.

Financing Corporate Investment Since
World War |, in this

country have obtained a majority of

corporations
their investment funds from internal
sources; that is, from their cash flow
which is composed almost entirely of
retained earnings and depreciation
allowances. Only marginal amounts
have had to be financed by borrowing
in the capital market or at commercial
banks. Like all marginal figures, this
external financing has tended to fluc-
tuate widely. It has grown sharply in
the past two years and thereby con-
tributed substantially to the pressure
on capital markets and helped to pro-
duce high interest rates.

In earlier expansions corporations
were forced to resort to external fi-
nancing fairly early in the upswing.
The reason was that profits usually
faded out early, before capital out-
lays, which usually lag behind other
business started
Thus

programs got under way,

activities, upward.
by the time capital spending
retained
earnings were declining and borrow-
ing was necessary. This increasing
dependence on outside borrowing, at
rising rates of interest, fairly early in
the upswing tended to dampen the
investment spending and keep it
within limits.

In this expansion it was different.
Retained earnings grew over a longer
period, and at the same time de-

preciation allowances were signifi-

cantly liberalized. The use of internal

funds by nonfinancial corporations
moved up from $35.6 billion in 1961
to $51.0 billion in 1964, while ex-
ternal funds used remained steady at
slightly below $19 billion.
portion of total funds used, external

As a pro-

funds dropped from 35 to 27 per
cent. But by 1965 outlays were far
outstripping cash flows and the use of
external funds increased sharply from
$18.6 billion to $33.4 billion—an in-
crease of 80 per cent. In that year

external funds represented 38 per

cent of total investment funds. A
large part of this increase was ac-
counted for by bank loans, which rose
by $6.5 billion, or 190 per cent. This
bank
considerable part to the fact that the

bank prime rate remained for nearly

spurt in lending was due in

the whole year at 4.5 per cent while

market rates were rising, in many
cases to well beyond 4.5 per cent.
The large increase in bank loans was
a major factor contributing to the 10
per cent increase in bank credit in
1965—the largest increase since World
War I
Corporations continued to rely
heavily on external financing in 1966.
At annual rates the figures for the
first half were $35.4 billion, higher
than the figure for the whole of 1965
below that for the

fourth quarter of that year. Corporate

but somewhat

borrowing moved more heavily into
the capital market, however, and the
growth of bank loans dropped sharply
from 35.9 per cent of the total to 28.0
This helped to hold down
the growth of bank credit to an an-

per cent.

nual rate of 8.6 per cent for the first
six months of 1966.
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FISCAL POLICY

Chart XIV
FEDERAL CASH TRANSACTIONS WITH THE PUBLIC
N gH (Seasonally Adjusted)
-2
-3
-4 L
1961 1962 1963 1964 1965 1966

Source: Bureau of the Budget and U. S. Treasury Department.
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Fiscal policy has substantially in-
fluenced economic developments dur-
ing this expansion. On the expendi-
ture side, three types of expenditures
have grown rapidly: those for de-
fense, those for social security and the
older welfare programs, and those for
new welfare and development pro-
grams. Chart X1V shows the quarterly
changes in cash payments and the
amounts of the quarterly deficits or
surpluses.

On the revenue side, two innova-
tions featured the period. First, two
important measures were designed
specifically to reduce business taxes.
Second, there was a major reduction
in income taxes at a time when busi-
ness was expanding and the budget
was still showing a sizable deficit.
Other significant developments in the
fiscal area included the moving up of
certain tax payment dates, a greater
use of revolving funds, and larger
sales of assets by Federal agencies.
Receipts, Payments, and Deficits Table
4 gives a summary statement of the
Federal cash budget for the fiscal
years 1961 to 1966. Receipts and
payments each increased by 38 per
cent, but payments are understated
because of the sales of assets while
receipts are overstated because of the
acceleration of tax payments in 1966.
Reflecting the large corporate profits,
receipts from the corporate income tax



showed the largest increase. Despite Table 4 FEDERAL CASH RECEIPTS FROM AND
the Viet Nam War, national defense PAYMENTS TO THE PUBLIC

expenditures rose proportionately less

than the total and declined in relative Eiscal Years 1961-
importance. Payments in the general 1961 1962 1963 1964~ 1965 1966 1966
areas of health, education, welfare, (billions of dollars) % Change
and labor experienced the largest in-
. - RECEIPTS
crease, rising by $7.1 billion, or 24
per cent, in fiscal 1966. Individual income tax 41.3 45.6 47.6 48.7 48.8 55.4 + 34.0
The large general tax reduction of  cgorporation income tax 21.0 20.5 21.6 23.5  25.5 30.1 + 43.5
1964 only slowed, and did not stop, g ipey receipts 35.0 35.8  40.6  43.3  45.4  48.9  + 39.9
the increase in receipts. Receipts from .
. . Total receipts 97.2 101.9 109.7 115.5 119.7 134.4 + 38.2
individual income taxes were ap-
proximately unchanged for one year,
but there was no discernible effect on PAYMENTS
revenue from the corporate income  \ .iiona) defense 47.7 51.5 53.4 54.5 50.8 58.4  + 22.5
tax. In 1966 receipts from both .
h d 1 - to th Education, health,
sources showed large increases to the labor, and welfare 23.3  25.0 26.9 28.6 29.8 36.9  + 58.2
highest totals on record.
. . Other payments 28.5 31.2 33.4 37.2 41.8 42.3 + 48.2
Deficits in the cash budget, shown
in Table 4 and Chart XIV, were Total payments 99.5 107.7 113.8 120.3 122.4 137.6 + 38.2
registered in every quarter but two
and usually ranged well over $1 bil- EXCESS OF PAYMENTS 2.3 5.8 4.1 4.8 2.7 3.2
lion. On a fiscal year basis, annual
deficits ranged between $2.3 billion . i
. X Per Cent Distribution
and $5.8 billion. The expansionary
effect of the deficit was especially im- i i4yal income tax ~ 42.5  44.8  43.4  42.2  40.8  41.2
portant and troublesome in the last . i
. Corporation income tax 21.6 20.1 19.6 20.3 21.3 22.4
half of 1965 and the first quarter of
1966. On a seasonally adjusted basis Other receipts 35.9 35.1 37.0 37.5 37.9 36.4
the cash budget was approximately Total receipts 100.0 100.0 100.0 100.0 100.0 100.0
in balance in the first half of 1965.
But in the second half the Viet Nam National defense 47.9 47.8 47.0 45.3 41.5 42.5
War was escalated sharply, social se- Education, health,
curity benefits were increased, and labor, and welfare 23.4 23.2 23.6 23.8 24.3 26.8
military and civil service pay scales Other payments 28.7 29.0 29.4 30.9 34.2 30.7
were raised. After seasonal adjust- Total payments 100.0 100.0 100.0 100.0 100.0 100.0
ment the deficit for the half was $3.9
billion ‘and the "net fiscal stimulus Source: Bureau of the Budget and U. S. Treasury Department.
as estimated by the President's Council
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of Economic Advisers was "about $7
billion." The trend continued in the
first quarter of 1966 when the season-
ally adjusted deficit was $3.2 billion.
Coming at a time when the economy
was operating near optimum capacity
these deficits generated strong infla-
tionary pressures.
Tax Reductions

of tax policy since 1961 has been the

A prominent feature

reduction of taxes on organized busi-
ness, by both specific and general

measures. Representatives of busi-
ness had long complained about in-
adequate depreciation allowances for
These
were accentuated by the sharp price

rises after World War Il and by the

tax purposes. inadequacies

rapid pace of technological change
which speeded obsolescence. New de-
issued by the
Treasury Department in 1962 sub-
the allowances,

preciation guidelines
stantially increased
producing an annual tax savings to
corporations estimated at the time of
$1.5 billion.

To stimulate new capital invest-
ment further as a means to create new
jobs, Congress in 1962 amended the
tax law to allow a credit against the
income tax equal to a portion of the
new investment in qualified perSOHa|
property (thus excluding real estate).
The amount of the credit was 7 per
cent in most cases; public utilities were
allowed 3 per cent. At the 1962 level
of investment the annual tax saving
was estimated at a little more than
$1 billion; by 1966 the
amount had risen to about $2 billion.

estimated

30

These measures stimulated investment
in three ways.
corporate
optimism and confidence. Second, the

First, by increasing
earnings they promoted

investment tax credit provided a
special bonus for making investments.
Finally, they provided the means, in
the form of retained earnings, to fi-
nance a substantial part of the costs
of the investments.

In addition to these two specific
measures, Congress in 1964 enacted
a general and substantial reduction in
both individual and corporate income
taxes. It became effective in two
steps, the larger one in 1964 and the
other in 1965. The reduction took the
form mainly of lower rates on all tax
brackets; the cuts

were especially

large on the very high rates appli-
cable to the top brackets. The rate on
most corporate income was reduced,
in two steps, from 52 to 48 per cent.
At 1964 income levels, it was esti-
mated that tax savings would amount
to about $11 billion for individuals
and $3 billion for corporations. This
reduction gave another boost to cor-
porate profits and also added sub-
stantially to consumer demand.

The final tax reduction, applying
to a number of excise taxes, came in
1965.
$4.6 billion, to take effect in several
The first
two stages, effective in June 1965 and
January 1966, provided cuts of $1.75

Early in 1966, however,

The total reduction was about

stages extending to 1969.

billion each.
Congress partially restored the cuts in
two of the taxes.

Estimates of the total tax savings
accomplished by these several meas-
ures, made as of the time the various
acts were passed, amount to about
$21 billion per year. But levels of
income and investment have risen
considerably in the interim, and the
1966
investment

annual savings at levels of

income and would be

substantially higher.

While these reductions were being
made, employment taxes were rising
rapidly to cover the costs of the ex-
panding social security program. Col-
lections of employment taxes rose
from $12.4 billion in fiscal 1961 to
$16.9 billion in fiscal 1965. On Janu-
ary 1, 1966, rate increases became ef-
addi-
tional revenues of $6 billion per year.
1966 were $20
billion and were estimated at $24.3
billion in fiscal 1967.
stantial part of the savings on income

fective estimated to produce

Collections in fiscal
Thus, a sub-

and excise taxes was offset by in-
creases in employment taxes.

Budgetary Practices The budget for
1967 made use of
budgetary practices which affected

fiscal extensive
the stated amounts of receipts and/or
expenditures. These practices were
not new,
widely in the 1967 budget than be-

fore. They are the acceleration of tax

but they were used more

payment dates, the use of revolving
funds, and the sale of Government-
owned assets or participations in those
assets.

The acceleration of a tax payment
date does not change the ultimate tax
liability of a taxpayer, or the amount
of taxes eventually collected by the
Government. It merely advances the
time when the payment is made, and
thus is, in a sense, a borrowing from
the future. The 1967 budget pro-
vided acceleration:
graduated withholding on individual

three forms of
income taxes, semimonthly instead of
monthly deposit of withheld taxes by
employers, and earlier dates for pay-
corporate
of the impact of accelerated

ment of income taxes.
Much

payments came in the second quarter
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of 1966 when cash receipts (unad-
justed) jumped sharply to $46.1 bil-
lion, to produce a surplus for the
quarter of $10.1 billion.
sonally adjusted basis, receipts were
$39.6 billion and the surplus $3.8
billion.

The 1967 budget made extensive

use of the sale of assets and par-

On a sea-

ticipations in assets. In a sale of an
asset, a Federal agency or depart-
ment sells to the public mortgages,
notes, or other similar assets which it
holds in its portfolio. The proceeds of
such a sale are not counted as a re-
ceipt but as a reduction of expendi-
tures. Those proceeds can then be
spent or reloaned without showing an
increase in expenditures. Thus,
budget totals for both receipts and ex-
Further, if

the agency involved normally draws

penditures are held down.

its funds from the Treasury, a sale of
assets permits it to engage in addi-
tional operations without using Treas-
ury funds, which would cause further
borrowing by the Treasury and push
the total debt closer to its statutory
ceiling. The sale of participations in
assets has essentially the same effect
as a sale of assets. A Federal agency,
in effect, borrows from the public,
pledging assets which it holds as col-
Debts incurred by Federal

agencies are not subject to the statu-

lateral.

tory ceiling on Federal indebtedness.

Fiscal Policy and Money and Capital
Markets
pluses affect the total demand for

Budgetary deficits and sur-

credit and hence interest rates, and

within limits fiscal policy can be
managed to produce desired interest
rate effects. Over most of the current
expansion, the Federal Government
has been a large net borrower in the
market, mostly in the short-term end,
and chiefly through the sale of Treas-
ury bills. This tended to concentrate
the upward rate pressures in the short-
term area and away from the long-
term area, which was consistent with
the program to reduce the deficit in
Debt

were also

our balance of payments.
management operations
handled with this end in

although

view,
the advance refunding

technique was often employed to
achieve some lengthening of average
maturities.

By the second half of 1965, in-
creases in the Treasury's demands on
the market were superimposed upon
a swollen demand from the private
sector and from state and local gov-
ernments. As a result, interest rates
came under strong upward pressure
despite continuing increases in bank
reserves and bank credit. By the final
quarter of 1965 rates were rising in
all sectors of the money and capital
markets.

1966 were affected

also by heavy borrowing by Federal

Markets in

agencies. From January through
June, Federal agencies sold over $11
billion of new obligations, including
large amounts of participation cer-
Of this total, $5.1 billion

represented net new borrowing. Com-

tificates.

ing at a time when the markets were
already heavily congested with cor-
porate and municipal offerings and a
policy of monetary restraint was in
effect, these

offerings helped push

market rates to record high levels.

Because these agency issues often
carried yields well above 6 per cent,
they diverted funds from other im-
portant market sectors and contributed
to the extreme stringency that de-

veloped in the mortgage market.
Moreover, the prospect of continuing
large agency demands was probably
an important factor promoting mar-
ket expectations of further rate rises.

The combination of burgeoning
credit demands and a tight money
policy produced

money and capital markets in August

serious strains on

and September. The conviction grew
that monetary policy alone could not
be counted on to contain the business
boom, without risking serious disloca-
tions in the money and capital mar-
kets. Fiscal action was needed to sup-
port monetary restraint. In early Sep-
tember the Administration announced
a threefold program to slow the spi-
First, the
Treasury announced temporary post-

raling demand for credit.

ponement of the sale of participations
by the Federal agencies and limita-
tion of agency borrowings to refi-
nancing needs. Second, the President
ordered a cutback in Federal nonde-
fense spending. Finally, the Adminis-
tration asked Congress to rescind tem-
porarily the 7 per cent investment tax
those of ac-

credit and provisions

applying to
Passage of the requested

celerated depreciation
real estate.
legislation was delayed until early
October but the market reacted im-
mediately. The capital market took
on a sharply stronger tone and it was
soon clear that the steady uptrend of
been halted, at

interest rates had

least temporarily.
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1960-1963: Active Ease
policy in the past six years has run
the gamut from easy to very tight.
1960, the Federal
reserves more freely

Monetary

Starting in March
Reserve made
available. Before the end of the year
net free reserves rose to over $500
million and remained near that figure
throughout 1961.
was stimulated
1962

amended to

Credit expansion
further in January
when Regulation
banks to pay

higher rates on time and savings de-

Q was
permit

posits except those with maturities of
six months or less. This enabled banks
to compete more vigorously for the
savings of individuals. It also facili-
tated the marketing of negotiable cer-
tificates of deposit, which by August
1966 swelled in volume to more than
$18 billion. An additional incentive to
solicit time and savings deposits was
provided in October 1962 by a reduc-
tion in reserve requirements on such
deposits from 5 to 4 per cent.

1963-1964: Restrained Ease In early
1963 the first signs of a departure
from the active ease of almost three
years began to appear. Net free re-
serves began to fall, and borrowings
at Federal Reserve Banks, which had

been small in 1961 and 1962, rose

32

MONETARY POLICY

substantially. The continuing increase
in bank reserves, bank credit, and the
money supply indicated clearly, how-
ever, that any firming in credit was
due to an acceleration in the demand
for credit and not to a reduction in
the supply of reserves. Federal Re-

serve credit supplied through open
market operations continued to rise
steadily. Reserves might have been
supplied more liberally, however, had
it not been for a serious and persis-
tent balance of payments deficit and
the urgent need for additional meas-
ures to deal with it, as explained
elsewhere. For that reason the sup-
ply of reserves was increased at a
slower pace than the demand and
rates rose. The

interest gradual

tightening which ensued was rein-
forced by an increase in the discount
rate from 3 to 3Vfe per cent in July
1963. At the same time, Regulation Q
was revised to permit higher rates on
all time deposits with maturities of
less than one year.

1964 the

rate was raised from 3Vfe to 4 per cent,

In November discount
but again the change was due al-
most entirely to balance of payments
pressures and was not intended to
restrain domestic economic growth.
The move followed a rise in both of-
ficial and market rates in London.
The purpose of the increase was to
maintain domestic short-term rates in
The Federal

Reserve continued to supply reserves

line with foreign rates.

sufficient to allow for the expansion
of the economy at a moderate pace,
and interest rate movements were
related primarily to international

developments.

Growth of Time Deposits The ex-
pansionary policies which began in
1960 bore fruit in the form of an un-
precedented deposit expansion over
Total bank de-
posits, which rose little in 1959 and
1960, increased by more than $100
billion, or nearly 50 per cent, by the
1965.
three fourths of this phenomenal in-

the next five years.

end of Remarkably, about
crease was in time and savings de-
posits, which more than doubled. The
deposits

marked a new attitude toward such

explosive growth in time
deposits. Banks found that they could
sell negotiable certificates of deposit
in the money market. The success of
these instruments led to a prolifera-
tion of similar devices, both negoti-
able and nonnegotiable, for sale to
individual depositors as well as to in-
stitutions. Banks became quite ag-
gressive in the competition for new
deposits to provide funds which could
be used profitably in the loan and se-
curity markets.

The comparatively slow rate of
growth of demand deposits was un-
usual for a period of such rapid ex-
pansion. Chart XV shows that gross
national meas-
ured in constant dollars, grew more
rapidly than the money supply. Many
holders of demand deposits, in-

fluenced perhaps by rising

product, even when

interest
rates on time deposits and other earn-
their
sharply in order to keep funds fully

ing assets, trimmed deposits

invested. As a result, money was
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used much more intensively. Itcan be
seen in Chart XV that money activity,
which is the conventional money sup-
ply with the demand deposit com-
ponent multiplied by an index of
velocity for centers outside New York
City, began to outpace GNP early in
1963 and has climbed more rapidly
ever since.

Not all banks welcomed the shift
in the composition of deposits. Some
found themselves drawn into the in
tense competition for deposits again
their will, and many of them felt thj
any increase in total deposits was
large enough to offset the increa
cost of the rising time deposi
Nevertheless, at most banks time a
savings deposits grew in relative i
portance and at some banks they ros
well above demand deposits.
1965-1966: The Need for Restraint
Late in 1964 the economy began to
show signs of overheating. One of
the first signs of friction was an in-
crease in wholesale prices, which had
remained stable for six years but be-
gan a definite rise as 1964 drew
a close. Consumer prices, which h
advanced steadily but not rapi
throughout the expansion, began
climb faster in 1965. Services, re
and "food away from home" were th
items on which prices rose most'
rapidly. By 1966 the increases be
came larger and more general.
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Monetary policy had begun to move
toward restraint, however, before the
price pressures of 1965 became ap-
parent. On February 2, the Open
Market Committee, primarily because
of recent sharp increases in capital
outflows, modified its policy by mov-
ing gradually toward slightly firmer
money market conditions. This move
was soon reflected in a sharp increase
in borrowing from Federal

Banks and a sustained net borrowed

Reserve

reserve position for member banks for
the first time since early 1960.

34

In the face of strong loan demand
even this slight tightening put con-
siderable upward pressure on market

interest rates, but bank rates re-
mained stable, as can be seen in
Chart XVI. Thus the effects of the

restrictive policy were not transmitted
to bank borrowers where they would
have exerted their maximum restraint
on both inflation and the outflow of

funds. In fact, the stability of bank

rates in the face of the rapidly grow-
ing demand for credit probably had
the effect of speeding up the growth
of the money supply and bank credit.
The banks7 prime rate was below the
rate at which most corporations could
sell new bonds. This diverted demand
away from the capital market and in-
creased the demand for bank loans.
Banks usually met this demand, there-
by increasing their required reserves.
The Open Market Committee usually
sets its short-term monetary policy
goal in terms of specified conditions
in the money market. A rapid rise in
bank
tighten conditions more than the Sys-
tem's goal calls for and the System
supplies additional reserves, thus, in
effect, validating the actions of the

loans and deposits tends to

commercial banks. In this way a
sharp rise in the demand for bank
credit calls forth, in the short run, an
automatic increase in reserves instead
of providing an automatic brake on

the expansion of bank credit.
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The stability in bank rates in late
1964 and 1965 may be at-
tributed to two factors.

early
First, con-
siderable pressure was exerted on
the few banks which announced rate
increases and those moves were re-
scinded. Second, in spite of the dis-
count rate increase, most banks still
could get sufficient reserves to enable
them to expand loans at prevailing
Total Bank

credit supplied continued to rise at a

interest rates. Reserve
rapid pace, and banks found it un-
necessary to ration credit by means
of interest rate increases.

In the second half of 1965, how-
bank

mounted at an accelerated pace, and

ever, the demand for credit

market rates rose relative to bank
rates. By late 1965, bank rates were
so far out of line with other rates that
when the breakthrough finally oc-
curred, a very steep rise took place.
Over the next few months the prime
rate was raised, in four steps, from
416 10 6

A firm credit policy was followed
by the

most of 1965, but it was not until De-

per cent.

Federal Reserve throughout
cember that the discount rate was
raised. The higher discount rate did
not in itself bring about tighter money,
however. On the contrary, in the
period immediately following the

increase, the Federal Reserve pro-

vided an abundance of reserves

through open market operations in
order to smooth the transition to a
higher level of rates and reassure a

nervous market.

Early in 1966, however, as the de-
mand for credit continued to increase
at a spectacular pace, the System in-
creased its restrictive policies. As the
volume of reserves supplied increased
more slowly than the burgeoning de-
mand, banks trimmed their excess re-
serves or borrowed at the discount
window and net borrowed reserves
for all member banks rose rapidly to
levels approaching those of 1959 and
early 1960.

Restrictions on credit expansion in-
tensified competition for the available
supply of funds, and interest rates
rose to record levels as borrowers bid
against each other. Governments as
well as private borrowers competed
for funds. Governments raised in-
terest rates on their obligations, and
Federal Government agencies made
large sales of participations at at-
tractive yields.

Thrift institutions generally suffered
in the competition for funds. The
growth rate of savings deposits at
banks, after
1960,

Savings at mutual savings

commercial climbing

steadily since slowed sub-
stantially.
banks and savings and loan associa-
tions showed an even slower growth
and in a few months declined in

absolute amounts. More attractive

corporate securities, state and local
Federal

government issues, and

agency issues pulled funds out of
the thrift institutions or lured away

potential deposits.

These developments added up to a
severe squeeze on the market for
mortgage funds in the spring of 1966.
The ensuing difficulties for potential
home builders or buyers and for the
construction industry led to a number
of measures designed to channel
additional funds into the mortgage
market.

In addition, Congress enacted legis-
lation to permit Federal regulatory
agencies, in setting ceilings on interest
rates to be paid on time deposits, to
set different rates based on size of
deposits. Immediately the Board of

Governors, the Federal Deposit In-
surance Corporation, and the Federal
Home Loan Bank Board acted to set
rates which gave thrift institutions a
small advantage over commercial
banks in the rates they could pay on
deposits up to $100,000.

expected to limit the very keen com-

This was
petition which had developed in this

area, and reduce the drain of funds
from the thrift institutions.
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deficit in the
United States balance of international
affected both policy

A continuing large

payments has

Chart XVII
U. S. GOLD STOCK AND

*As of end of quarter.

**Quarterly data on seasonally adjusted annual
U. S. Department of Commerce.

Source:

BALANCE OF PAYMENTS

and developments in this expansion.
The size of the deficit depends on how
Chart XVII shows the
deficits in recent years measured by
the two methods presently employed

it is measured.

BALANCE OF PAYMENTS

basis.

by the Department of Commerce, the
liquidity basis and the official reserve
transactions basis. On the official re-
serve transactions basis, the deficit is
in U. S. of-

ficial reserve assets (gold, convertible

measured by the change
foreign currencies, and gold tranche
position at the International Monetary
Fund) and liquid
certain nonliquid liabilities to foreign

OffICIa| agencies. On the

the deficit reflects changes in

changes in and
liquidity
basis,
u. S.
liquid liabilities to all foreigners, both

official ana private.

Although the balance of payments

official reserve assets and in

on a liquidity basis has shown a
deficit in every year but one since
1950, these deficits did not become

especially serious until 1958. From
1958 through 1960, the deficits on a
liqguidity basis averaged about $3.7
In the
years they were smaller, ranging be-
tween $2.2 billion and $2.8 billion,

but a considerable part of the reduc-

billion per year. next four

tion was attributable to special Gov-
ernment transactions. The deficit de-
clined to $1.3 billion in 1965 and ran
at about the same annual rate in the
first half of 1966. Gold
large from 1958 through 1962,
it became in-

losses were
very
and as time went on
that
required to

creasingly clear more direct

action was reduce the
size of these deficits and curtail our
gold losses.

The traditional

persistent balance of payments deficit

prescription for a

is based on the idea that deficits arise
out of excessive demand pressures in
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the economy. Under such conditions consisted primarily of increased mili- in 1958 to about $4.25 billion in 1964

tight money, high interest rates, and tary procurement in the United States and 1965, as Chart XVIII shows.
a restrictive fiscal policy are ap- and attempts to persuade U. S. allies Much of the increase was in the form
propriate for both domestic and inter- to purchase more military equipment of loans, and an increasing portion
national purposes. But excess de- here. Little was achieved in reducing of development aid was tied directly
mand did not exist during the first foreign military expenditures, but an- to the purchase of U. S. goods
several years of the expansion. Con- nual military sales rose about $350 and services.

sequently, the classical prescription million from 1958 to 1963. U.S. Gov-

was not followed in the attack on the ernment grants and capital outflows

balance of payments problem. An actually increased from $3.1 billion

attempt was made to keep short-term
interest rates up for balance of pay-
ments purposes while maintaining low
long-term rates for the benefit of the
domestic economy, the so-called
"Operation Twist."

Early Attempts to R uce Deficit

Early efforts to improv the payments Chart XVIII
balance included atte ts to reduce MAJOR ITEMS IN U. S. BALANCE OF PAYMENTS
dollar costs of overse military ex- $ Bil. (Quarterly Data on Seasonally Adjusted Annual Basis)
penditu 8
and loans”™k foreigner
penditures iwereJf3.4
billion in 19So"| rate
of about $3. and
1960. Efforts outlay
Private Capital Outflow]
-10 XL L X JL - J-
1960 1961 1962 1963 1964 1965 1966

Source: U. S. Department of Commerce.
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These measures made little, if any,
net contribution toward eliminating
the balance of payments deficit. At-
tention was directed next toward re-
ducing the outflow of private capital
annual
average of $2.7 billion in 1958-59 to
$3.8 billion in 1960-62.
even higher in early 1963.

which had risen from an

It moved
Although
direct investment was the most im-
portant item in this flow, new issues
of foreign securities in this country be-
came an increasingly important com-
ponent. In an effort to halt this large
outflow of capital, President Kennedy
proposed an ‘"interest equalization
tax" on the purchase of foreign se-
At about the

same time discount rates at Federal

curities by Americans.

Reserve Banks were raised from 3 to
3Vfe per cent.

38

Interest Equalization Tax This pro-
posal was advanced in July 1963, but
more than a year passed before it
became law. There was uncertainty
as to what the provisions of the law
would be, however, and since the pro-
visions were to be effective as of July
19, 1963, the proposal had an im-
mediate impact on capital flows.
Foreign securities newly issued in the
United States fell very sharply, but
this was partially offset by a rapid
expansion of long-term bank loans,
a substantial portion of which prob-
substitution of

bank credit for bond financing.

ably represented a

The law, finally enacted in early
September 1964, required Americans
buying securities from foreigners to
pay a tax of 15 per cent on stocks and
a tax ranging up to 15 per cent on
debt securities with maturities beyond
three years. Securities of underde-
veloped countries were not covered
and those of countries heavily de-
pendent upon United States capital
could be exempted by the President.
Canada was granted an exemption
under this provision. Bank loans were
also exempt, but the President was
empowered to extend the tax to bank
loans with maturities in excess of
one year if in his judgment bank
credit was being substituted for se-
curity issues.

Passage of the legislation removed
uncertainties and caused further
changes in capital flows. In the fourth
quarter of 1964, there were almost
no new issues of taxable securities,
but exempt issues, especially Ca-
nadian, rose sharply, reflecting the
backlog that had built up. Bank loans
and acceptance credits also rose
sharply, especially to Japan and

countries of Western Europe.

Additional Measures of Restraint in
1964
prompted several changes in mone-

International considerations

tary policy in the second half of 1964.
Large deficits in the second and third
quarters induced a slightly firmer
policy, and from mid-August until late
November the money market was
kept under a little more pressure. The
pound sterling came under intense
pressure and in November the Bank
of England raised its discount rate
from 5 to 7 per cent, following which
Federal Reserve Banks raised their dis-
count rates from 3Vi to 4 per cent.
In addition, the Federal Reserve sup-
plied large amounts of reserves to
meet strong seasonal demands and to
reassure an unsettled money market.
Voluntary Foreign Credit Restraint In
the last quarter of 1964 and the first
two months of

rapid

1965, there was a
expansion in long-term bank
loans to countries affected by the in-
terest equalization tax. On February
10, President Johnson outlined to Con-
gress a program designed to deal
with this increasingly serious problem.
Among other things, this program ex-
tended the interest equalization tax
to bank loans with maturities of more
than one year, except loans to bor-
rowers in less developed countries and
loans to finance exports. The tax on
debt securities was broadened to in-
clude those with maturities of more
than one year.
dent proposed a

credit restraint program.

In addition, the Presi-
voluntary foreign
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This program called on commercial
banks, nonbank financial institutions,
and nonfinancial business concerns to
reduce voluntarily the outflow of
capital.
stitutions were asked to follow certain

Banks and other financial in-

guidelines in their foreign lending and
investing. Banks were asked to limit
their outstanding credits to foreigners
in 1965 to 105 per cent of the amount
outstanding at the end of 1964. Ceil-
ings for 1966 were the 1965 target
plus 1 per cent each quarter. A re-
lated program was applied to foreign
credits and investments of nonbank
financial institutions. About 500 large
nonfinancial corporations were asked
to set up a balance of payments for
1964 which would reflect their foreign
operations and then consider ways to
improve the balance by 15 to 20 per
cent in 1965.

The voluntary foreign credit re-

straint program had an immediate
and pronounced effect on the outflow
of capital. The total private capital
outflow in 1965 was only $3.7 billion,
of which $1.6 billion was in the first
quarter, compared with $6.5 billion in
1964.
1965, claims of U. S. banks on
foreigners deC“ned by about $540
million as compared with an INCrease
of $1.8

quarters of

In the last three quarters of

billion in the last three
1964 (all figures sea-
sonally adjusted). Direct investments,
however, almost $1 billion
greater in 1965 than in 1964. Un-

fortunately,

were

part of the substantial
improvement in the capital account
was offset by a decline in the trade
surplus.

General Credit Restraint In 1965 the
Federal Reserve System reduced fur-
ther the availability of reserves to the
banking system. Loan demand re-
mained strong and in the second half
of the year the pressures on the
economy and the banking system in-
creased sharply, raising prices and in-
terest rates. To dampen inflationary
pressures and to correct distortions in
the structure of interest rates, the Fed-
eral Reserve discount rate was raised
from 4 to
cember 1965.
rate ceiling on

a per cent in early De-

At the same time the
time deposits was
raised to 5 per cent. The tre-
mendous demand for credit was re-
flected in increasing tightness in
money and credit markets, and in-
terest rates rose to the highest levels

in some 45 years.

The increasing pressure on the re-
serve positions of commercial banks
strongly reinforced the voluntary
foreign credit restraint program and
brought about a significant reduction
in the outflow of bank credit in the
But the

domestic

first three quarters of 1966.
rapid expansion in the
economy brought about a sharp in-
crease in imports and reduced the
trade surplus. Thus, for the first time
during the current expansion, do-
mestic economic conditions came to re-
semble those traditionally associated
with a balance of payments deficit,
and the classical prescription of tight
money and restrictive fiscal policy be-
came appropriate both for domestic

and balance of payments reasons.
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Increased economic activity follow-
ing the tax cuts of 1964 and 1965 and
the escalation of the Viet Nam War
progressively reduced the economy's
After
1964 the unemployment rate,

margin of unused resources.
June
which had averaged somewhat more
than 5.5 per cent for 18 months,
dropped sharply, reaching 4 per cent
by the end of 1965.

the rate

Simultaneously,
of capacity utilization in
manufacturing moved up and by De-
cember 1965 was estimated at 91 per
cent, a level

widely regarded as

optimal. Reports of labor bottlenecks
multiplied and upward pressure on

wages increased. Business outlays
for new plant and equipment, already
at unusually high levels, were further
1965, the

economy clearly was in the midst of

accelerated. By summer
the greatest investment boom since
World War Il

As 1965 progressed, the unemploy-
ment and slow growth problems re-
ceded into the background. The ques-
tion of whether the unemployment
rate was too high gave way to the
question of what unemployment rate
represented the below
which the risk of serious inflation be-

minimum

came unacceptable as a matter of
public policy. The Federal budget was
increasingly

evaluated in terms of

"fiscal stimulus" provided rather than
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PROBLEMS OF PROSPERITY

"fiscal drag" exerted.
were

New problems
emerging; and economic ob-
servers were coming face to face with
the fact that high level prosperity,
for all its enchantment, also has its
pitfalls.

Problems of an Expanding Economy
The problems of an expanding
economy are likely to center around
the relationship between the growth
rates of money expenditures and the
output of goods and services; that is,
between total demand and total sup-
ply in the economy. Total demand
can expand rapidly without creating
problems if total supply is increasing
at the same pace without undue in-
creases in cost. In the short run, in-
creases in total supply depend on the
availability of basic productive re-
sources. So long as a substantial pool
of unemployed, qualified labor, pro-
duction facilities, and the necessary
materials exist in the economy, sup-
plies can be expanded rapidly. But
once production rates have been
stepped up to the point of absorbing
the previously unemployed resources,
the rate of increase in total supplies
of goods and services will taper off.
Unless there is a corresponding taper-
ing in the growth of total spending,
an excess of demand will develop in
the economy.

It is reasonably clear, in retrospect,
that the growth of domestic spending
began to outstrip the growth of out-
put by a significant amount some time
in 1965.

an accelerated pace, and labor mark-

Prices began to advance at

ets tightened sharply as the unem-
ployment rate fell to the lowest level

since the Korean War. Interest rates
advanced more steeply in the latter
half of the year. Imports gained
rapidly on exports and the large trade
surplus which this country had long
enjoyed was whittled steadily away.

The problems occasioned by these
trends did

acute in

not become significantly
1965 to catch popular at-
tention. But as spending continued to
outpace production in 1966, the rising
cost of living and ever tighter money
became commonplace topics of con-
versation. The dramatic breakdown
of the wage-price "guideposts" at-
tracted widespread attention. The
steady decline of the trade surplus
and continued gold losses touched off
renewed concern over the strength of
the dollar and the future of the inter-
national payments system. In brief,
as 1966 progressed the problems of
an economy expanding too rapidly
became obvious problems, even at the
popular level.
Rates of Increase in Spending and Pro-
ducing In each of the six years of
the current upswing, total spending
as measured by GNP in current dol-
lars grew faster than real output as
measured by GNP in constant dollars.
Moreover, in each year the constant
dollar measure lagged
behind the current dollar figure. From
1960 to 1964 the increase in GNP in
constant dollars was about one fourth
less than the increase in
dollars. In 1965 about a
third less. For the first three quarters
of 1966 it was lower by more than
a half.

increasingly

current
it was
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Prices and Costs The years 1961-64 policies of these producers. Through- additions to the labor force. By the

were relatively free of price pressures. out 1965 and 1966 producers in- middle of 1965 the unemployment
The consumer price index rose 1 to creasingly complained of rising costs, rate had been cut to 4.5 per cent and
1.5 per cent in each year, with the while organized labor argued that was declining. The rate was con-
increases confined largely to the serv- rising consumer prices necessitated siderably lower for experienced wage
ices component. Wholesale prices higher wages. In many crucial in- and salary workers and in a growing
first began to move up in the last half dustrial areas wage increases ex- number of markets it became increas-
of 1964 but the index for the year ceeded the Administration's guide- ingly difficult for producers to meet
was slightly below its 1960 level. posts, which are geared to estimated their labor requirements. In brief,
In 1965 all price indexes registered productivity increases, and this added labor, and especially skilled labor,
substantially greater gains than in further upward pressure on produc- was in an increasingly favorable
any of the preceding four years. The tion costs. This interaction of wages sellers' market throughout 1965 and
consumer index advanced 2.0 per and prices in a relationship under 1966.
cent, while the wholesale index rose which each tends to push the other The ever-tightening labor market
nearly 3.5 per cent. All components upward, commonly referred to as the turned attention once more to the
of the wholesale index gained sub- wage-price spiral, becomes one of the gquestion of when, as a practical mat-
stantially, but farm products and pro- thorniest problems in an expanding ter, full employment of the labor
cessed foods rose at a considerably economy. While the mutual upward force has been achieved. In a free
faster pace than industrial materials pressures did not assume unmanage- society, there will always be a margin
and producer finished goods. The up- able proportions in 1966, the basic of workers who are unemployed by
ward movement quickened in 1966. ingredients of a wage-price spiral choice: those moving on to better jobs,
For the first three quarters both con- were clearly present in the economy. those who leave a job voluntarily in
sumer and wholesale indexes rose at The Labor Markets and Full Employ- the hope of finding a better one, etc.
an average annual rate in excess of ment A feature of basic significance The question of the minimum size of
3.5 per cent, although the rise in in the current expansion has been the this margin is of fundamental im-
wholesale prices slowed in the third unusually large increase in the na- portance for the policy maker because
quarter. By contrast with the 1965 tion's labor force. This rapid growth any attempt to push employment
movement, most of the 1966 increases of the manpower pool added to the beyond this margin through monetary
in the wholesale index centered in the difficulty of reducing unemployment and fiscal action will almost inevitably
industrial materials and the producer in the early years of the upswing. create inflationary pressure. Yet on
finished goods components. But as the rate of spending acceler- this question there is no general
Many of the wholesale prices rep- ated in 1964 and 1965 the new agreement. Some argue that it is 5
resent, of course, production cost items workers became of vital importance per cent of the labor force, while
in many stages of production and in adding to the economy's output. others contend that the figure can
thus increases in these prices affect Without them, the accelerated spend- be pushed down to 4 per cent or
either the pricing or the production ing in 1964-65 would have generated even 3 per cent without serious risk
inflationary pressures at a consider- of inflation.

ably earlier date.

Enhanced by the increased military
buildup, the expansion in 1965 and
1966 created labor requirements
greater than could be met out of net
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The empirical record on this ques- It is possible, of course, to make

tion is not altogether clear. Yet in the too much of this record. The minimal
current expansion, the record appears margin of unemployment consistent
to indicate some inverse relationship with price stability depends on a great
between price movements and unem- variety of factors, many of which are
ployment rates when the latter drops not easily measurable. The skills and
below 5 per cent. As shown in Chart aspirations of the labor force and in-
XI1X, wholesale prices were almost stitutional factors that bear on per-
completely stable in the years 1960- sonal incentives, as well as on op-
64, when the unemployment rate was portunities of individuals to acquire
5 per cent or higher. As the latter new skills, all play a role in deter-
rate approached 5 per cent in late mining this level, and there is nothing
1964, the wholesale index began to magic about a 5 per cent or 4 per
move upward. Moreover, the steep cent or 3 per cent figure. But it is
decline in the unemployment rate to clear that sustained business expan-
4 per cent and lower, was ac- sion can be threatened by efforts.

companied by a sustained rise in
wholesale prices.

chart XIX WHOLESALE PRICES AND UNEMPLOYMENT
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whether they be of the private
economy or of the policy makers, to
"overemploy" the labor force.
Tight Money and Credit Markets
Economic historians will no doubt
characterize 1966 as a year of busi-
ness boom, rising prices, and tight
labor markets. But the year probably
will be remembered chiefly as a year
of high interest rates and tight money.
Interest rates across the board rose
to the highest levels since the 1920's.
Mortgage money was at a premium
and yields of 6 per cent or higher
were commonplace on Federal agency
issues. Even the 90-day obligations of
the Treasury approached the 6 per
cent level on several occasions. The
prime rate of commercial banks was
hiked to 6 per cent, the highest level
in the history of that rate.

Yet tight money may be more a
symptom than a disease; and it can
be symptomatic of a basic ailment, the
appropriate prescription for which is
no simple matter. The tight money
situation of 1966 appears to fall in
this class. That it was a result of ex-
cess demand in the economy is clear
from the data. Through the spring,
summer, and autumn the money
supply and the volume of loan funds
grew at a pace only slightly below
the rapid 1965 rate and at a con-
siderably faster pace than in the easy
money period of 1961-63. Over the
first three quarters of 1966, the money
supply grew at an annual rate of just
over 4 per cent, compared with 4.8
per cent in 1965 and less than 3 per
cent in 1961-63. For total loans and
investments of commercial banks the
rate of increase was 9 per cent, com-
pared with 10.2 per cent in 1965 and
4 per cent in 1961-63.

The high interest rates and the
credit stringency that developed de-
spite these large increases in money
and credit bespeak a great surge in



That demand
grew out of the accelerated rate of

the demand for funds.
spending by consumers, businesses,
and government and represented ef-
forts on their part to raise the funds
necessary to finance enlarged spend-
ing plans. The high interest rates
were simply the market's reflection of
the fact that the savings of the public
and the new credit created by the
banking system were not sufficient to
meet all these demands and that
some rationing was required.

The tight

viously would have been alleviated if

money "problem" ob-

the supply of loan funds had grown
should
work in this direction by raising the

fast enough. Higher rates
reward for savings. But if the de-
mand continues to outpace the funds
offered, upward pressure on rates can
be alleviated only by increasing the
amount of new bank credit created.
This would increase both the volume
of credit extended to borrowers and

the money holdings of the public and

would almost certainly lead to a
further increase in spending. The
significant question in 1966 was

whether a higher rate of spending
could have been matched by a com-
parable increase in output. The
tightening of labor markets and the
acceleration of price rises in 1966 are
strong evidence that more spending
could not have been matched by a
comparable increase in real output,
but instead would have led to larger
price increases and a faster rate of
growth in credit demands.

Tight money in 1966 created serious
large
economy. Aspiring home owners, the

problems for groups in the

construction certain
kinds
especially affected. But the economy's

industry, and

of financial institutions were

general dilemma in 1966 involved a

choice between these tight money
problems on the one hand and in-
flation on the other. During 1966

some actions were taken to alleviate
the problems which tight money made

for some groups. Fundamentally

these problems resulted from sharp
changes in credit flows through the
nation's financial markets. Because of
legal limitations on some interest rates
and other market imperfections, a
general tightening of credit usually
means that some market rates move
Credit will

naturally flow to those markets pay-

up faster than others.

ing the greater return and some
markets will accordingly be starved of
funds more quickly than others. At-
tempts to redress some of the effects
of tight money on credit flows in 1966
have been discussed in earlier sec-
tions. In addition, the Federal Reserve
took action designed to reduce the
relative amounts of bank credit going
into business loans.

Basically, however, the problem of
tight money in 1966 was a problem
of general overspending by con-
sumers, businesses, and government,
taken in the aggregate. Only a re-
duction in this aggregate rate of
spending could eliminate the dilemma
of having to choose between tight
money and inflation.

The Declining Trade Surplus

prices, tight labor markets, and tight

Rising

money also created serious problems
for the position of the dollar abroad
and posed a serious threat to con-
In 1966
there was a sharp increase in this

tinued domestic prosperity.

country's imports and only a relatively
small gain in its exports. The result

was a significant decline in this
country's trade surplus which, in turn,
arrested the progress made since 1963
toward eliminating the deficit in the
U. S. balance of payments.

Usually, in a rapidly expanding
economy imports increase more
rapidly than exports. In the current
expansion, however, export growth
generally kept pace with import gains
until 1965.

exports over imports in 1964 was a

Actually, the surplus of

record $6.7 billion, over $1 billion
greater than in 1961. Butin 1965 im-
ports grew by nearly $3 billion while
exports increased only about $1 bil-
lion, reducing the surplus to $4.8 bil-
lion. The same trends continued in
1966

surplus on an annual rate basis was

and by the third quarter the

only $2.8 billion, or about half its
value in 1964.

This decline in the trade surplus
handicapped the country's efforts to
eliminate its balance of payments
deficit, which had been reduced from
$4 billion in 1961 to only about $1.5
billion in 1965. At this writing the
prospect is that 1966 will show a
deficit on a liquidity basis of about
$2.5 billion.

Foreign confidence in the dollar re-

mained strong in 1966 despite the

weakening in the trade surplus.
Nonetheless, the worsening of the
overall U. S. payments position
coupled with the continuing diffi-

culties of the British pound posed im-
portant problems of confidence in the
existing international finance me-
chanism, which rests heavily on the
dollar and the pound. These prob-
lems, in turn, have an important bear-
ing on the ability of the existing pay-
ments system to accommodate con-
tinued growth in foreign trade and
investment, which, in their turn, bear
heavily on the continuation of pros-
perity in the entire free world. More-
over the worsening of the U. S.

position also appears to have

cast a damper on international
negotiations to reform the interna-
tional payments mechanism with a
view to avoiding the development of
purely financial obstacles to trade and

investment expansion.
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However the current business ex-
pansion may eventuate, it is clear
that it will command the close study
of economists and economic historians
It is of historic di-
breadth, and

height, and in its detail it will prob-

for many years.
mensions in length,

ably present an unparalleled op-
portunity to evaluate the success of
specific policy applications in over-
coming cyclical tendencies in business
activity. From the standpoint of the
history of economic policy, the period
is doubly interesting in that it con-
fronted simultaneously problems of
both domestic and international
stability.

At the current juncture it is, of
course, premature to offer a definitive
assessment. Yet certain features of
the period already stand out in relief.
First is the remarkable stability and
extent of the advance in its first four
years. From early 1961 to the end
of 1964, GNP
fourth while industrial production in-

creased by nearly one third.

grew by over one
Some
four million new jobs were created in
the face of rapid improvement in
technology, much of it of the labor-
saving variety.

Corporate profits
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rose by about 60 per cent, providing
both the and the
for efficiency-improving

incentive means
investment.
Wages rose steadily but productivity
gains

kept pace and with money,

credit, and total spending growing
commensurately with output, the ad-
achieved with

vance was little up-

ward pressure on prices or interest
rates. Most of the upward rate ad-
justments were in the short-term area;
long rates were actually somewhat
lower in 1964 than in 1961.

The economy's performance from
1961 to 1964 was perhaps as re-
markable as in any four-year period
of this country's history. European
observers, grown accustomed to ap-
plying the term "economic miracle"

to European postwar recovery, in-
creasingly pointed out the economic
miracle of U. S. economic growth with-
out inflation in the 1960's. Similarly,
observers at home were emboldened
to talk about the obsolescence of the
business cycle and forecasters showed
little hesitation in projecting the ad-
limits

vance well beyond the outer

suggested by experience. Confidence
in the ability of policy makers to tailor
policy measures to fit the requirements
of an ever-advancing economy was

probably at a high point.

Throughout the period 1961-64,
monetary and fiscal policies were
closely coordinated to bring about

this happy end.
fronted were those of underutilization

The problems con-

of resources at home and balance of
payments disequilibrium in the inter-
national sphere.
policy

Money and credit

remained easy and reserves

were supplied to

monetary expansion.

support steady
Measures were
taken to keep short-term rates up for
balance of payments reasons but
long-term rates were deliberately held
down to encourage domestic invest-
ment. On the fiscal side, investment

incentives were provided through
more generous depreciation rules and
through investment tax credits to busi-
Then in 1964 and 1965 came

the massive tax cuts that provided a

ness.

major new stimulus to expansion.

At some point in 1965, the rate of
spending began to diverge more
sharply away from the rate of out-
put growth. Some overheating was
evident in the first quarter, but this
was widely attributed to the impact
of the automobile strike of late 1964.
When this effect wore off, however,
it became obvious that the overheat-
ing was due to more fundamental
causes. The large tax cuts of 1964-
65 were followed by great increases
in consumer outlays. Business spend-
ing for new plant and equipment was
rapidly assuming boom proportions.
Then in early 1965 began a step-by-
step escalation of the Viet Nam War,
each step involving large increases in
defense outlays. Paralleling these
augmented defense expenditures,
Congress passed in early 1965 a series
of new and expensive welfare and
development measures. The coinci-

dence of enlarged outlays by con-
sumers, businesses, and government,

coming at a time when the margin of
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unused resources was rapidly dwin-
dling, led to an acceleration in the rate
of spending that could not be matched
by output gains even in the face of
improving technology and a growing
labor force. The balanced growth of
the preceding four years had quite
definitely been interrupted.

Precisely when the problem of re-
sources underutilization was trans-
formed into a problem of resources
That

an acceleration in the rate of advance

overutilization is problematical.

of most important business indicators
took place in early 1965 is evident
from the charts in the preceding sec-
tions of this report.
early 1965 through
labor markets tightened pro-

In any event,
from most of
1966,
gressively and order backlogs piled
up. Pressure on both costs and prices
While

money and credit continued to expand

became increasingly obvious.

at about the same rate as in 1964,
ever-enlarging credit demands pushed
market interest rates steadily higher.
By the last quarter of 1965 it was
obvious that the disparate movement
of rates, especially of market rates
relative to institutional rates, was dis-
torting the flow of funds through the
capital markets. At about the same
time, the sharp uptrend of imports
relative to exports posed a serious

threat to continued progress in solving

the balance of payments problem. In
brief, it appears in
by mid-1965 the
operating at or

retrospect that
economy was
near to optimum
capacity and that the higher rate of
beyond that

creasingly encountered problems of

spending time in-
overemployment.

Policy making in an open society is
subject to important political and
social constraints which vary with the
nature of the problems confronted.
Democratic societies tend to be more
congenial to policies designed to en-
courage the fuller use of resources
than

overutilization.

to those required to restrain

The former policies

seek to stimulate, while the Ilatter
necessarily aim at dampening, spend-
ing. To reduce the rate of increase in
spending, it is necessary to do such
things as raise taxes, reduce govern-
ment spending, and slow down the
growth rates of the money supply and
bank credit. Tax increases and re-
ductions in government spending are,
in their nature, unpopular and are
likely to arouse political opposition.
In the face of a growing private de-
mand, heavier government borrowing
and a reduced rate of lending by the
banking system will almost inevitably
be accompanied by tight money and
high and rising interest rates, which,
in turn, bear heavily on large groups
of borrowers and are likely to be only
slightly less unpopular than tax in-
creases. Moreover, both fiscal and
monetary measures are likely to raise
serious questions of social equity since
it is not clear that their incidence af-

fects all groups equally.

On the other hand, a rapidly grow -
ing rate of spending is likely to gen-
erate, at least for a time, a popular
air of euphoria. Tight labor markets
enhance the ability of workers to find
jobs and to secure pay raises; more-
over, they provide a climate congenial
to the objectives of organized labor.
Easy money and low interest costs fit
well not only with the expansion plans
of businesses but also with the aims
of the ordinary home owner and the
consumer. High rates of government

spending please public officials and

other direct beneficiaries, and are
often a source of satisfaction to
sizable elements in the business

community.

In any event, the problems con-
fronting the policy maker in a rapidly
expanding economy are not entirely
economic problems. They contain
large political and social components
which pose a serious constraint on the
policy maker's ability to adapt ra-
tional solutions. The political and
social elements in the overall problem
should be included as an important
part of the challenge of maintaining
stability in a full employment
economy. They clearly played an im-
portant role in determining both the
characteristics and the timing of
monetary and fiscal policy measures

in 1965 and 1966.
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HIGHLIGHTS OF 1966

EARNINGS AND
CAPITAL ACCOUNTS

Net earnings before payments
to the United States Treasury
rose $26,339,052.90 to a record
$115,525,628.99 in 1966. Member

in the Fifth District received
statutory dividends of 6 per cent per
annum, totaling $1,747,437.88, and
$112,294,941.11 was paid to the
Federal Re-

banks

Treasury as interest on
serve notes.

Capital stock rose $1,483,250.00
to $29,575,700.00 and the surplus ac-
count was increased $1,483,250.00

to $29,575,700.00.

CHECK COLLECTION

The number of checks processed
continues to climb each year.

11 per cent

During
1966 the increase was
over the previous year.

In an effort to further improve the
check collection system we have ar-
ranged with American Courier Cor-
poration for motor carrier transport
of outgoing cash items to virtually all
banks in the Fifth District. This service,
which will be initiated early in 1967,
will assure more prompt delivery of
our cash letters and result in a reduc-
tion in both collection time and float.

The installation of new electronic
check handling equipment was com-
pleted at the Baltimore and Charlotte
offices during the year. Baltimore
acquired two IBM "360" systems, and
Charlotte installed two IBM "1979"
configurations. At Richmond an order
was placed in July for three Burroughs
"300" systems to be installed in the
spring of 1967.

In a further effort to streamline
check collection operations all banks
in the Fifth District were notified on
August 8, 1966, that as of Septem-
ber 1, 1967, Federal Reserve Banks
will discontinue handling as cash items
any checks that are not inscribed in
ink with
transit numbers of drawee banks.

magnetic routing symbol-
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THE COIN SITUATION

During the latter part of 1966, coins
other than half dollars were in suf-
ficient supply. An all-out effort by the
Bureau of the Mint produced about
9 billion pieces of coin in 1966 com-
pieces

pared with only 3.4 billion

in 1962.

FUNCTIONAL COST ANALYSIS

During the fall of 1966 the Bank
initiated a Functional Cost Analysis
Program for member banks. This is
a simplified cost accounting service
designed to produce cost and earnings
figures for the lending, investing,

deposit, capital funds, trust, safe

deposit, and computer service func-
tions of each participating bank and
figures for similar banks with which
the individual bank is compared. The
participating banks collect the data
and forward the Reserve
Bank, which in turn

finished reports.

them to
prepares the
Orientation sessions
were held in Richmond, Baltimore,
Charlotte, and Roanoke for member

banks interested in the program.

NEW CULPEPER FACILITY

In late September construction was
begun on a Communications and

Records Center, with completion an-

ticipated in 16 months. The building,
largely underground, will be located
on a 16-acre site near Culpeper,
Virginia.

NEW MEMBER BANKS

newly formed Fifth District
Reserve

Three
banks entered the Federal
System during the year, and two for-
mer nonmember banks converted to
The Second Na-
tional Bank, Richmond, Virginia; The
Blueville Bank of Grafton, Grafton,
West Virginia; and The Valley Na-
tional Bank of Huntington, Huntington,
West member

banks opening for the first time in

System membership.

Virginia, were the

1966. The Williamsburg State Bank,
Kingstree, South Carolina, converted
to a national charter and joined the
the Johnsonville State
South Carolina,

System, and
Bank,
became a state member.

Johnsonville,

CHANGES IN DIRECTORS

In the fall of 1966 Fifth District
member banks elected one Class A
and one Class B director to three-year
terms on the Board of Directors at the
Head Office. Robert C. Baker, Presi-
dent and Chairman of the Board,
American Security and Trust Com-
pany, Washington, D. C., was elected
a Class A director, succeeding Robert
T. Marsh, Jr., Honorary Chairman of

the Board, First & Merchants National

Bank, Richmond, Virginia. Elected as
a Class B director was Thaddeus
Street, President, Carolina Shipping

Company, Charleston, South Carolina,
who succeeds Robert E. L. Johnson,
former Chairman of the Board,
Woodward & Lothrop, Inc., Washing-
ton, D. C.

The Board of Governors appointed
Robert W. Lawson, Jr., Senior Partner,
Charleston Office, Steptoe & Johnson,
Charleston, West Virginia, to a three-
year term as a Class C director at the
Head Office. Mr.

vacancy on the Board caused by the

Lawson fills the

expiration of the term of William H.
Grier, President, Rock Hill Printing and
Finishing Company, Rock Hill, South

Carolina. The Board of Governors

also designated Wilson H. EIKins,
President, University of Maryland,
College Park, Maryland, as Deputy

Chairman of the Board of Directors, a
position previously held by Mr. Grier.

The Richmond Board
appointed C. C. Cameron, Chairman
of the Board, First National
Bank of North Carolina, Charlotte,
North Carolina, to fill a vacancy on
the Board of the Charlotte Branch
occasioned by the resignation of Carl

of Directors

Union

G. McCraw, former Chairman of First
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Summary of Operations

Union National Bank of North Caro- 1966 1965

lina. The Richmond Board of Di- CHECK CLEARING & COLLECTION

rectors also appointed J. Willis Dollar amount

Cantey, President, Citizens & Southern Commercial bank checks* ................. 122,455,850,000 108,683,006,000
National Bank of South Carolina, Co- Government checks** ......ciiiiiiiinanns 10,458,478,000 9,468,158,000
lumbia, South Carolina, to a three- Other items ..ooiiiiiiiiiiiiiiieeeeens 831,043,000 701.191.000

year term on the Board of the Char- Number of items

lotte Branch. Mr. Cantey succeeds W.

] Commercial bank checks* 385,844,000 339.698.000
W M?EHCherrf' Chairman, The s"_“th Government checks*™ ...ocooeeeerevrennne. 59,097,000 59,423,000
Carolina National Bank, Greenville, Other ItEMS .ooooieeeeeeeeeeeseereeeeeeseees 4,851,000 4,312,000
South Carolina.
CURRENCY & COIN
FEDERAL ADVISORY COUNCIL Currency disbursed—Dollar amount....... 2,470,387,445 2,293,759,320
The Board of Directors selected J. Coin disbursed—Dollar amount ........... 108,171,445 69,121,605
Harvie Wilkinson, Jr., Chairman of Dollar amount of currency with-
the Board State-Planters Bank of drawn for destruction ........ccccoiiiiiiiiatn 1,016,230,052 834,771,400
Commerce & Trusts, Richmond, Vir- Dollar amount of currency burned ....... 479,337,600 59,948,400
ginia, to serve as the member of the Daily average of currency burned .......
Federal Advisory Council representing Dollar amount ....oooiiiiiiiiiiiiiiiieeens 1,894,615 236,017
the Fifth Federal Reserve District for NUMDBEr. o 664,435 180,667
the year 1967. Mr. Wilkinson suc-
. . DISCOUNT & CREDIT
ceeds John F. Watlington, Jr., Presi-
dent, Wachovia Bank & Trust Com- Dollar amount
pany, Winston-Salem, North Carolina. Total loans made during year........... 4,744,173,000 4,610,836,667
Daily average loans outstanding....... 29,330,216 24,969,669
CHANGES IN OFFICIAL STAFF Number of banks borrowing
during the year ..., 120 95
Roger P. Schad, Assistant General
Auditor, resigned effective August 1, FISCAL AGENCY ACTIVITIES
and Joseph M. Nowlan, Vice President Marketable securities delivered
and Cashier, retired on September 1. or redeemed
Effective September 1, Harmon H. Dollar amount ...cccoieiiiiiiiiiiiiieeeeiannns 7,653,310,182 8,276,880,668
Haymes and Aubrey N. Snellings N UM D @I 198,431 174,593
were elected to the position of As- Coupons redeemed
sistant Vice President in the Research Dollar amoUNt ..ococcovcieeeieieeeieaeenenns 106,208,880 100,109,860
Department, and William F. Upshaw N UM D@ eiitiiiieieieee e 372,840 371,763
joined the Bank as Assistant General . . . . )
. Savings bond issues (including reissue)
Counsel. On October 1, John C. Hori-
i i Dollar amount ...cooviiiiiiiiieieiiiiaeees 385,733,092 348,910,372
gan, formerly Chief Examiner, was
. . . NUM DB T e 8,827,459 8,418,449
appointed Assistant General Auditor,
and Lloyd W. Bostian, Jr., was elected Savings bond redemptions
Examining Officer. At the end of De- Dollar amount .......cooiiiiiiiiiiiiiiiieiens 454,216,001 418,478,236
cember, H. Ernest Ford, Assistant Vice NUMber. i, 9,195,462 8,726,857
President, was promoted to Cashier; Depositary receipts for withheld taxes
J. Lander Allin, Jr., was advanced to DOlAr amMOUNT .eoeoeeeeeeeeeeeeeeeeeee, 3,253,601,402 2,501,017,121
Assistant Vice President; and Andrew N UM DT oo 937,367 859,108
L. Tilton was elected Assistant Cashier.
Mr. Allin's duties are in the Money, TRANSFERS OF FUNDS
Printing and Supplies, and Building Dollar amount .......ccoeeiiiiiiiiiiiiinienenen, 187,256,202,943 159,039,470,295
and Equipment Departments, and Mr. N UM D BT it 306,835 283,619
Tilton is assigned to the Transit * Excluding checks on this Bank
Department. ** Includes postal money orders
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COMPARATIVE

Condition

December 31, 1966 December 31, 1965

GOld CEOrtifiCate ACCOUNT  weernneeeneeeenesee e eennnnseennnaseas rmmnes $1,043,549,157.27 $1,012,486,436.66
Redemption fund for Federal RESEIVE NOTES ..eveeeseeeneernnennn sooeeseees 157,273,352.00 142,512,550.00
Total Gold CertifiCate RESEIVES ..coo.ciieieeeiieieiiaeeeeainsaans eeeeeee 1,200,822,509.27 1,154,998,986.66
Federal Reserve notes of other Federal Reserve Banks ............-ceeeeeees 86,988,583.00 102,010,149.00
.......... 15,846,119.60 8,773,823.52

DIiSCOUNTS @Nd @AV AN C O S o e e e e e e e, 4,000,000.00 2,650,000.00

U. S. Government securities:

.......... 855,175,000.00 643,686,000.00
.......... 315,231,000.00
.......... 1,543,327,000.00 1,756,015,000.00
.......... 449,100,000.00 463,254,000.00
Total U. S. GOVErNMENTt SECUNMTIES .euuerusernnrennrannsans mmmmmemes 3,162,833,000.00 2,862,955,000.00
Total Loans and SeCUNItiesS ..viiiiieneenaierrennnnnnnnnnanns trommmeres 3,166,833,000.00 2,865,605,000.00
Cash items in process of COlECtion ..uiiiiiiiiiiiiiiiaaaaanannaas o 811,145,082.44 699,625,048.59
5,514,769.21 4,736,309.27
.......... 68,167,258.63 53,520,673.80
TOTAL ASSETS coritieeeeeoeeee e ee e e $5,355,317,322.15  $4,889,269,990.84
LIABILITIES:
Federal RESEIVE NMOTES oottt ettt et e eeeeanneees $3,680,408,151.00 $3,388,300,616.00
Deposits:
Member bank—reserve aCCOUNTS ..oiiieiiiiiiiiiiiii e e e e eeeeinneens 961,654,898.49 824,915,070.66
U. S. Treasurer—general aCcCOUNT .....ooiiiiiiiiiii i 569,637.23 68,830,632.64
L o1 = o 8,160,000.00 7,500,000.00
L 3 14,520,350.64 12,749,807.26
TOtal DEPOSIES e 984,904,886.36 913,995,510.56
Deferred availability cash items ... e 614,523,849.61 518,052,215.27
Other Habilities oo et aeneaan 16,329,035.18 12,736,749.01
TOTAL LIABILITIES sttt ettt et et et e e e e e e eaenas 5,296,165,922.15 4,833,085,090.84
CAPITAL ACCOUNTS:
Capital paid in 29,575,700.00 28,092,450.00
Surplus ...l 29,575,700.00 28,092,450.00
TOTAL LIABILITIES AND CAPITAL ACCOUNTS .iiiiiiiiiieiniieanens $5,355,317,322.15 $4,889,269,990.84
Contingent liability on acceptances purchased for foreign
COTTESPONAENES  ceiniiiieti ettt e e ae e eae e eneaans 9,781,800.00 $ 7,180,000.00
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STATEMENTS

Earnings

EARNINGS:

Discounts and advances

Interest on U. S. Government securities

Foreign currencies

Other earnings

Total Current Earnings

EXPENSES:

Operating expenses (including depreciation on bank premises) after
deducting reimbursements received for certain Fiscal Agency and
other expenses

Assessments for expenses of Board of GOVernors....ccocoevieiiiiienannn.

Cost of Federal RESErve CUTMTENCY oo

NET EXPENSES oo

CURRENT NET EARNINGS

Additions to Current Net Earnings

Deductions From Current Net Earnings:

Loss on sales of U. S. Government securities (net) ...........ccoceoiieiens.
Al Ot T e e
Total DedUCTIONS et
NET ADDITIONS OR DEDUCTIONS ..ot
NET EARNINGS BEFORE PAYMENTS TO U. S. TREASURY
DiVIAENAS P A il oottt
Payments to U. S. Treasury (interest on Federal Reserve notes)
Transferred t0 SUTPIUS .o e eeeaeaaas
T O T AL o e
SURPLUS ACCOUNT
Balance at close Of previous Yyear ...
Addition account of profits for year ...
BALANCE AT CLOSE OF CURRENT YEAR .ciiiiiiiiiiiiiiiiiiieiees

CAPITAL STOCK ACCOUNT

of amount subscribed)

(Representing amount paid in, which is 50%

Balance at close of previous year...
Issued dUuring the Y @ ar ..

Cancelled dUuring the ¥ @ Al oo e

BALANCE AT CLOSE OF CURRENT YEAR
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$

$115,525,628.

$

and EXxpenses

1966

1,353,103.83
129,428,481.05
1,120,756.89
30,207.69

131,932,549.46

13,721,308.51
462,000.00
2,128,879.59

16,312,188.10
115,620,361.36

80,329.72

173,244.94
1,817.15

175,062.09
- 94,732.37

99

1,747,437.88
112,294,941.11
1,483,250.00

$115,525,628.99

28,092,450.
1,483,250.

00
00

29,575,700.00

28,092,450.00
1,570,450.00

00
00

29,662,900.
87,200.

29,575,700.00

$

1965

1,048,591
103,120,760
699,210
20,538

104,889,100.

12,844,811.
428,900.
2,521,522.

15,795,233.

89,093,866.

97,860.

840.
4,310.

5,150.

92,709.

89,186,576.

1,629,632.
85,603,893.
1,953,050.

89,186,576.

26,139,400.
1,953,050.

28,092,450.

26,139,400.
1,978,200.

28,117,600.
25,150.

28,092,450.

.04
.22
.82
.04

12

25
00
65

90

22
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27
33

60

87

09

11
98
00

09

00
00

00

00
00

00
00

00



FEDERAL

Directors (DECEMBER 31, 1966)

EDWIN HYDE

WILSON H. ELKINS

CLASS A

GEORGE BLANTON, JR.

WILLIAM A. DAVIS

ROBERT T. MARSH, JR.

CLASS B

ROBERT RICHARDSON COKER

ROBERT E. L. JOHNSON

CHARLES D. LYON

CLASS C
WILSON H. ELKINS

WILLIAM H. GRIER

EDWIN HYDE

MEMBER FEDERAL ADVISORY COUNCIL

JOHN F. WATLINGTON,
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Chairman of the Board and Federal Reserve Agent

Deputy Chairman of the Board

President, First National Bank
Shelby, North Carolina
(Term expires December 31, 1967)

President, Peoples Bank of Mullens
Mullens, West Virginia
(Term expires December 31, 1968)

RESERVE

Honorary Chairman of the Board, First & Merchants National Bank

Richmond, Virginia

(Term expired December 31, 1966)

Succeeded by: Robert C. Baker
President and Chairman of the Board
American Security and Trust Company
Washington, D. C.
(Term expires December 31, 1969)

President, Coker's Pedigreed Seed Company
Hartsville, South Carolina
(Term expires December 31, 1967)

Former Chairman of the Board (Retired), Woodward & Lothrop, Inc.

Washington, D. C.

(Term expired December 31, 1966)

Succeeded by: Thaddeus Street
President, Carolina Shipping Company
Charleston, South Carolina
(Term expires December 31, 1969)

President, The Potomac Edison Company
Hagerstown, Maryland
(Term expires December 31, 1968)

President, University of Maryland
College Park, Maryland
(Term expires December 31, 1968)

President, Rock Hill Printing & Finishing Company
Rock Hill, South Carolina
(Term expired December 31, 1966)

Succeeded by: Robert W. Lawson, Jr.

Senior Partner, Charleston Office, Steptoe & Johnson

Charleston, West Virginia
(Term expires December 31, 1969)

President, Miller & Rhoads, Inc.
Richmond, Virginia
(Term expires December 31, 1967)

President, Wachovia Bank and Trust Company
Winston-Salem, North Carolina
(Term expired December 31, 1966)
Succeeded by: J. Harvie Wilkinson, Jr.
Chairman of the Board
State-Planters Bank of Commerce & Trusts
Richmond, Virginia
(Term expires December 31, 1967)



BANK OF RICHMOND
Officers

EDWARD A. WAYNE, President

AUBREY N. HEFLIN, First Vice President

ROBERT P. BLACK, Vice President JOHN L. NOSKER, Vice President

J. GORDON DICKERSON, JR., Vice President JAMES PARTHEMOS, Vice President

WELFORD S. FARMER, Vice President and General Counsel B. U. RATCHFORD, Vice President and Senior Adviser
DONALD F. HAGNER, Vice President RAYMOND E. SANDERS, JR., Vice President

EDMUND F. MAC DONALD, Vice President JOSEPH F. VIVERETTE, Vice President

UPTON S. MARTIN, Vice President H. ERNEST FORD, Cashier

J. LANDER ALLIN, JR., Assistant Vice President JIMMIE R. MONHOLLON, Assistant Vice President

CLIFFORD B. BEAVERS, Assistant Vice President ARTHUR V. MYERS, JR., Assistant Vice President

JOHN G. DEITRICK, Assistant Vice President
V. E. PREGEANT, IIl, Assistant Vice President and Secretary

WILLIAM C. GLOVER, Assistant Vice President

AUBREY N. SNELLINGS, Assistant Vice President

WILLIAM B. HARRISON, IIl, Assistant Vice President

HARMON H. HAYMES, Assistant Vice President WILLIAM F. UPSHAW, Assistant General Counsel
EDWARD L. BENNETT, Examining Officer CHESTER D. PORTER, JR., Examining Officer
LLOYD W. BOSTIAN, JR., Examining Officer R. HENRY SMART, Examining Officer

JOHN E. FRIEND, Assistant Cashier ANDREW L. TILTON, Assistant Cashier

ROBERT L. MILLER, Assistant Cashier JACK H. WYATT, Assistant Cashier

G. HAROLD SNEAD, General Auditor

JOHN C. HORIGAN, Assistant General Auditor

BALTIMORE BRANCH CHARLOTTE BRANCH

DONALD F. HAGNER, Vice President EDMUND F. MAC DONALD, Vice President

A. A. STEWART, JR., Cashier STUART P. FISHBURNE, Vice President and Cashier
B. F. ARMSTRONG, Assistant Cashier WINFRED W. KELLER, Assistant Cashier

E. RIGGS JONES, JR., Assistant Cashier FRED C. KRUEGER, JR., Assistant Cashier

GERALD L. WILSON, Assistant Cashier E. CLINTON MONDY, Assistant Cashier
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Directors (DECEMBER 31, 1966)

BALTIMORE BRANCH

JOSEPH B. BROWNE

E. WAYNE CORRIN

LEONARD C. CREWE, JR.

ARNOLD J. KLEFF, JR.

ADRIAN L. McCARDELL

MARTIN PIRIBEK

JOHN P. SIPPEL

President, Union Trust Company of Maryland
Baltimore, Maryland
(Term expires December 31, 1968)

President, Consolidated Gas Supply Corporation
Clarksburg, West Virginia
(Term expires December 31, 1968)

Chairman of the Board, Maryland Specialty Wire, Inc.
Cockeysville, Maryland
(Term expires December 31, 1967)

Manager, American Smelting and Refining Company
Baltimore, Maryland
(Term expires December 31, 1969)

President, First National Bank of Maryland
Baltimore, Maryland
(Term expires December 31, 1967)

Executive Vice President, The First National Bank of Morgantown
Morgantown, West Virginia
(Term expires December 31, 1967)

President, The Citizens National Bank
Laurel, Maryland
(Term expires December 31, 1969)

CHARLOTTE BRANCH

WALLACE W. BRAWLEY

C. C. CAMERON

JOHN L. FRALEY

W. W. McEACHERN

WILLIAM B. McGUIRE

JAMES A. MORRIS

G. HAROLD MYRICK
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President, National Bank of Commerce of Spartanburg (Organizing)
Spartanburg, South Carolina
(Term expires December 31, 1967)

Chairman of the Board, First Union National Bank of North Carolina
Charlotte, North Carolina
(Term expires December 31, 1967)

Executive Vice President, Carolina Freight Carriers Corporation
Cherryville, North Carolina
(Term expires December 31, 1968)

Chairman and Chief Executive Officer, The South Carolina National Bank
Greenville, South Carolina
(Term expired December 31, 1966)

Succeeded by: J. Willis Cantey
President, The Citizens & Southern National
Bank of South Carolina
Columbia, South Carolina
(Term expires December 31, 1969)

President, Duke Power Company
Charlotte, North Carolina
(Term expires December 31, 1967)

Vice President, Division of Advanced Studies and Research, University
of South Carolina

Columbia, South Carolina

(Term expires December 31, 1969)

President and Trust Officer, First National Bank
Lincolnton, North Carolina
(Term expires December 31, 1968)
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