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During the past year, the Free
Worlq finally faced the cumulative
eterioration and ultimate collapse
Of its international financial sys-
tem, The final crushing blow oc-
fUrred on August 15, 1971, when

e United States suspended dollar
Convertibility following a massive
Speculative run and the interrup-
10n of exchange markets. Thus,

€ postwar gold-dollar exchange
Standard created at the Bretton

00ds Conference came to a stag-
8€ring close, and efforts to rebuild
and reorganize a new financial
Mechanism are under way. The
fConomic and political stakes in

18 effort are extremely high
€cause no less than the world

'ade and economic progress of
Nations rest upon the successes of

€ negotiators.

: erhaps we should start our look
a0 the new world monetary policies
W}" reviewing what went wrong
4 Ith the old ones and any basic

Wironmental shifts or changes

at could impact upon the restruc-
n“l’l.ng‘ Fundamental to the inter-
ational financial mechanism of

€ Postwar era was the agreed-

upon convertibility of the dollar
into gold at a set $35-an-ounce
price to foreign official institutions.
With United States holdings of
about $24 billion in gold and the
war-shattered economies of most
major industrial competitors, the
dollar was indeed in short supply
and could be viewed as almost as
good as gold. In the reconstruction
period which lasted through the
late 1950’s, the economies of most
of the allies and enemies of World
War II were rebuilt and, in fact,
these countries became strong
competitors. Reconstruction was
accomplished with the latest tech-
nological knowledge and equip-
ment so that, to some considerable
extent, we rebuilt the foreign econ-
omies into highly efficient produc-
ers able to compete with the best
of our industries.

While we were busy helping
foreign nations rebuild, we also
tolerated trade barriers and lim-
itations which these nations
thought necessary to their internal
welfare. Some of the barriers were
erected to protect their developing
industries, while others were prob-

ably created as measures to protect
limited official reserve positions and
spield their economies from exces-
sive capital outflows. For whatever
reason, the subsidies to exporters
and tax and quota limits on im-
porters persisted far beyond their
initial purposes. In fact, these trade
restrictions became a major hin-
drance to United States exporters,
both in selling directly to the major
nations and in competing with
their producers in reaching markets
of other countries.

Simultaneously with reconstruc-
tion, the United States was acting
as the policeman and arbiter of the
Free World. Our attentions and a
sizable part of our resources and
energies were thus constantly di-
verted from our domestic scene to
meet these worldwide responsibili-
ties, as reflected in the recurring
conflicts in Korea, Israel, Cuba,
and Vietnam. In foreign grants,
credits, and economic and military
aid, we have expended over $212
billion in the postwar period, and
our costs for policing and defense-
related expenditures in all parts of
the world must have sharply ex-
ceeded even that large total.

From 1950 through 1971, the
United States suffered overall
balance-of-payments deficits
amounting to more than $71 billion
and had only three years of sur-
pluses out of the 22-year period.
Until 1967, the nation’s trade sur-
pluses covered a major share of the
deficits from aid and capital ac-
counts, but after that, the surpluses
narrowed sharply. The trade ac-
count itself was in deficit by $2.9
billion in 1971 and at an annual
rate of $6 billion in the first quarter
of 1972.

By selling gold, Special Drawing
Rights (SDR’s), and other reserve
assets and by drawing on our IMF
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position, we settled $14 billion of
the $71 billion of deficits. Most of
our deficits were, however, deferred
by the foreign accumulation of an
additional $57 billion of liquid
claims on the United States. The
official reserves of the United
States—including gold, SDR’s, and
IMF position—declined from $26
billion at the beginning of 1950 to
$12 billion at the end of 1971 and
are now exceeded by those of both
Germany and Japan.

In the early postwar period, the
dollar was in short supply for most
of the Free World. From 1954 to
1959, a semblance of balance devel-
oped, but there were early warnings
of developing excesses. However,
not until 1961 did the growth of
United States imbalances abroad
begin to be a matter of significant
concern to this country’s policy-
makers. Unfortunately, the policies
adopted to meet the problem were
largely directed toward the symp-
toms rather than a concerted
attack on fundamental causes.
Consequently, the deficits rolled on
and foreign dollar reserve balances
continued to grow despite foreign
official resistance.

Concurrently, as implied, the
balance of economic and financial
power began to shift, and the large
nations accumulating payments
surpluses were slow to act against
further accumulation. Despite spe-
cific provision in the Bretton
Woods Agreement for parity
changes to meet persisting imbal-
ances, the nations viewed such
changes as only last-resort mea-
sures. Similarly, public domestic
pressures for economic growth lim-
ited the degree to which domestic
monetary and fiscal restraints
could be imposed.

Throughout the postwar period,
the United States dollar played the
central roles of both a primary re-
serve and the principal vehicle
currency. The cost of this twin re-
sponsibility can probably never be

assessed with accuracy, but in
terms of policy flexibility it became
a severely limiting factor. While the
United States could run deficits
with seeming impunity, the back-
ground of cost mounted and finally
burst through the facade of in-
creased official holdings of dollars.
The United States did not believe
it could change the relationships
of the primary official reserves or
devalue the monetary standard
without setting off a chain of com-
petitive devaluations or creating
very unsettled conditions in the
exchange markets. Neither could
we place our economy in such a
straitjacket as to limit the deficits
through income restraints. So we
continued building deficits, provid-
ing the needed international liquid-
ity but steadily accumulating a
stockpile of liquid liabilities which
spelled eventual trouble.

The terminal development in
this tail-chasing episode was the
mid-1960’s advance in inflationary
pressures and the policies of tem-
porizing gradualism which failed to
contain these pressures until sig-
piﬁcant damage was done. Most
importantly, the rate of inflation in
the United States exceeded such
rates in some other industrialized
countries, and the advance in wage
costs, given our higher starting
point, sharply eroded our compet-
itive position. Thus began the rapid
decline of our trade surplus, which
became a deficit in 1971.

The heavy inflation also created
in businessmen and consumers
rather widespread expectations of
further price advances, which
tended to limit the effectiveness of
monetary and fiscal policies. Con-
sequently, the rate of inflation was
slowed only moderately by this
fifth postwar recession and the con-
tinuing domestic inflation of prices
and costs undermined the trade
balance. Other complications arose
as easier monetary policies in 1970
and 1971 created large interest rate

differentials between American and
European money markets, and
interest-sensitive capital began t0
flow toward Europe in large vol-
umes. The persistence of inflation
and the deteriorating trade balance
contributed to the growing convic
tion that dollar devaluation was
inevitable, and the outflow of spec
ulative capital intensified.

The converse of this trend in
the United States was a steadily
growing influx of both capital and
speculative dollars in the major
industrial nations abroad. If the
outflow created problems for the
United States, the inflow was
equally unwelcome to the foreign
nations because of the interference
with their domestic policy control
and the mounting need to neutral-
ize such money supply additions:

With this background of eco-
nomic and financial problems, let
us turn to other causes of the down”
fall of the gold-dollar exchange
system of settling international
payments. We have already allude
to the deteriorating United States
position in both official reserves
and, finally, trade. We have also
mentioned the cost and liquidity
problems of the dollar as primary
reserve and vehicle currency. Bu
these alone might not have been
sufficient to cause the collapse of
the system. In addition, there hav®
been some fundamental philosoph'
ical and policy shifts during the
postwar period. The powerful
surge of social concern for the un-
employed and welfare and houSl_Ilg
needs of each nation brought policy
changes emphasizing continuous;
accelerating growth and a Jessening
concern over the inflationary con”
sequences. While this fundamen ;
shift developed in most countries ©
the world, the change was espe-
cially pronounced in the United
States, and, coupled with the cost®
of the worldwide responsibilities
the United States assumed, theré
developed an irresistible move 0



Ward governmental deficits at
Ome and abroad.

A second fundamental change
Was the increasing dependency of
the United States upon external
Sources of primary raw materials,

uels, and a rising list of manufac-
tured products. These imperative
IMports, along with others where
Cost considerations stimulated
Merican consumer purchases,
fought a shocking advance in
total imports, reaching a 17-
Percent average gain per year from
1965 through 1971. At the same
e, our export increase averaged
only an 11-percent gain per year.

Policy changes also contributed
to the failure of the international
Monetary mechanism. First, the
attitudes of foreign governments
toward dollar reserve accumulation
shifted markedly as their total

ollar holdings rose and potential

Cvaluation threatened. With this
Dolicy shift, foreign governments

€manded either value guarantees
dgainst parity changes or gold con-
Vertibility on short notice. As ex-
thange rate crises recurred, new

011&_1‘ exchange and capital flow
'estrictions were imposed by a
Number of foreign nations. Such
®fforts only heightened the sense
9l Impending parity change and
ipul‘red further protective actions

¥ multinational firms and
Sbeculators,

Second, attitudes among many
governmental officials in the United

ates and abroad began to soften

OWard greater flexibility in inter-
Vention limits or wider bands
around parities. The German and
thanadjan floating rates, even
-ough closely monitored and lim-
B by intervention, provided

l‘t'h_er evidence that the rigid
Parities and narrow bands were not
org qbsolute_necessity previously
e alned. With this moderation
de stronger appeals for fully
eoat.lng rates or, at least, consid-

'ation of the even wider bands,
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crawling pegs, and planned parity
changes. It is my contention that
these attitudinal changes brought
greater willingness to experiment
and diminished the fear of the un-
known to the extent that govern-
ments were willing to risk the
upheaval of a change in the mone-
tary mechanism.

To some extent, foreign policies
on American investments abroad
have been at least a partial cause
of the change in attitudes toward
the dollar and its role in inter-
national finance. As American
foreign investments grew over the
postwar era and multinational
firms developed, the foreign nations
became concerned over the degree
to which nonresident owners con-
trolled many important local indus-
tries. From their viewpoint, factors
making such investments possible
included the dollar’s role in pro-
viding international liquidity and
the whole problem of surplus dol-
lars, especially in Eurodollar posi-
tions. Whether or not these
arguments have validity, the atti-
tudes engendered by them were of
some import in the willingness to
consider major modifications to
the mechanism and toward reduc-
ing dependence upon the dollar as
the primary reserve and vehicle
currency.

Finally, both United States and
foreign attitudes were conditioned
by the problems of the United
Kingdom and the demise of the
reserve-currency role of pound
sterling. Although Great Britain
had certain special problems of its
own, there were others which ap-
peared common both to it and to
the United States. Thus, the
British devaluations and the con-
sequent losses on official sterling
reserves brought a new and harder
look at the situation in the United
States and the dollar’s role as a
reserve currency. Although these
events may have contributed only
marginally to the shift in attitudes,

the strength of the German mark
and Japanese yen and the growth
of the European Common Market
and its consideration of a unified
financial position also supported
the questioning on the existing
monetary arrangements.

It is apparent that the downfall
of the Bretton Woods international
monetary mechanism developed
from a long list of complex causes
and interrelationships, as well as
some significant changes in policies
and attitudes. To assess and assign
portions of the blame seems fruit-
less since many countries contrib-
uted to it and were responsible for
it in one measure or another, Both
surplus and deficit countries could
be faulted for their failure to take
prompt actions consistent with an
international balance. The impor-
tant point now is to learn from this
lesson and reconstruct an inter-
national financial mechanism
which will serve, in a flexible but
stable manner, the needs for inter-
national liquidity, capital develop-
ment, transactions capability, and
transferability.

One of the primary elements of
the problem is the need for an in-
ternational standard which will
provide the point of reference for
all reserve units and will be safe
from depreciation or change. It
must have the respect of govern-
ments and confidence of the people
and serve as a storehouse of value
while permitting an adequate re-
turn to be made on the tied reserve
units. This standard funection in
the past has been assigned to gold,
but its extreme scarcity, rising
industrial uses, lack of flexibility,
and heavy demands for hoarding
have raised questions on its role in
the future. And yet, many people
in the world, by custom, habit, and
experience, still view gold as the
ultimate protector of their savings.

Even though gold hoards yield
no current interest and are costly
to buy, insure, secure, and trans-



port, there is an active hoarding
market among at least a third of
the world’s population. Moreover,
with the open market price for gold
freely fluctuating since the accord
of 1968, there has been a capital
appreciation of nearly 90 percent
at the recent price of $66 per ounce.
The revaluations and devaluations
of the past ten years have certainly
done nothing to shake this popular
confidence in gold, and the nego-
tiating governments will need to
reckon with this fact as they plan
the new monetary system. This is
not to say that gold must maintain
its past prominence or that the link
from reserve assets to gold must be
so rigid or certain. But it does seem
likely that to sever all relationships
to gold would cause some severe
questioning of the new system.

A second fundamental element
in the new mechanism is the deter-
mination of the types of reserve
assets which will be acceptable to
all nations and the interrelation-
ships between reserve types. Some
observers suggest that an exchange
mechanism based on multiple key
currencies is the best way to re-
structure. Others have advocated
only gold and Special Drawing
Rights for official reserves. A few
still advocate a return to a strict
gold standard, but with a very large
price increase to perhaps $100 to
$150 per ounce.

There are many complex prob-
lems to be considered in negotiat-
ing the choice of new reserve assets.
In recognition of past difficulties,
the negotiators must take into ac-
count the instabilities of a mech-
anism utilizing only individual cur-
rencies. The problems of the dollar
over the past ten years could be-
come the problems of other cur-
rencies selected as reserve assets.
There are no guarantees of respon-
sible domestic or international
policies on the part of the country
supplying a reserve currency.
Moreover, it may be too much to

hope for perfect coordination of
policy among all countries of a
single currency bloc or to expect
uniformly enlightened policies be-
tween blocs. While one cannot rule
out this approach to the problem,
especially in view of the recent
steps taken by the countries in the
European Common Market, it
would seem that the Free World
would be accepting very significant
risks in establishing a new mone-
tary mechanism with a sole center-
piece of reserve-currency blocs.

The creation of a mechanism
founded only upon gold and
Special Drawing Rights assumes
a responsible issuance of such
rights so that new liquidity is not
excessive but is adequate to
support international trade. The
distribution formula for SDR’s is
yet another significant stumbling
block because IMF quota distribu-
tion further concentrates reserve
holdings in the large industrial
nations, thus limiting reserve
credits to the developing nations.
On the other hand, a formula for
SDR distribution heavily weighted
toward the poorer nations would
put the IMF, or whatever issuing
body is selected, in the position of
a world bank or a credit and loan
agency. Such a procedure would
also mean using world central bank
credit creation for credit allocation.
If SDR’s were to be issued continu-
ously to meet deficits of the devel-
oping nations, the world would be
monetizing such debts and creating
a powerful inflationary pressure
which would affect all nations.
Moreover, there is a significant
question of whether the nations
are yet ready to relinquish their
sovereign authorities to a world
central bank, which would need ex-
tensive disciplinary powers to man-
age a world monetary mechanism
of this type.

The return to a strict gold stan-
dard runs quickly into severe po-
litical and economic problems. The

present distribution of gold hold-
ings among nations, the windfall
profits to speculators and nations
that have maintained a heavy gold
reserve-composition policy over the
past ten years, and the problems
of rewarding the few major gold
producers are political factors
which could be especially difficult
in creating a new gold standard. Of
equal difficulty are the problems
of rigidity of price and lack of flex-
ibility in new units for liquidity, a8
well as the extreme problems of
using gold as a transactions cur-
rency. To many countries, espe-
cially the underdeveloped, the
primary problem of using only gold
as a reserve asset is the lack of any
return plus the heavy costs of stor-
age, insurance, and security. This
important consideration was one 0
the primary advantages of the
Bretton Woods mechanism be-
cause, at least in theory, the world
could have the disciplinary featuré
of a gold standard coupled with the
interest return on a key currency
whose value was tied to gold.
Perhaps we have said enough
about the problems of reserve selec-
tion to give you some flavor of the
factors in the primary choices
which the negotiators must select
in their ultimate decisions. Beyon
the selection of the reserve assets
and their interrelationships one 0
another, the nations must also
settle a number of very practical
monetary policy problems. These
include the establishment and op-
erating guides for the range of in-
tervention points, monetary policy
exchange rate actions, interest rate
competition, control of destabiliz-
ing currency flows, international 0
domestic restraints on multina-
tional currencies such as the Euro-
dollar, and the degree to which on€é
nation’s deficits or surpluses and
inflation or recession will be per-
mitted to interfere with another
nation’s domestic policy position:
Stated somewhat differently, the



neEOt_iators will need to determine

e disciplinary elements of the
New System, the areas of coopera-
Ve policy objectives and imple-
Mentation, and the areas of policy
feedom which each nation can
€xercise,

It is abundantly clear that inter-
Jational laws or agreements cannot
€ Written so tightly as to deny to
any country the right of self-deter-
Mination of its domestic monetary

and fisca] policies. However, it is
‘qually clear that self-interest can-
10t be the sole criterion for inter-
nat_lqllal relations or the monetary
bolicies affecting external positions
(t)h any country. Especially during
€ past ten years, central bank
€0operation has improved sharply,
With swap transactions, the two-
rler gold price agreement, and the
eServe and investment policies of
Oreign hanks reflecting this atti-
olflde' Such cooperative efforts are
€ven greater importance in our
Present state of uncertainty and
May be critical under the new
Onetary mechanism.
I One particularly difficult prob-
Wir{ll to be faced by the negotiators
o be the disposition of the pres-
by large overhang of dollars in
carelgn official reserves. While we
abn hope that return flows will
Sorb a part of this overhang, few
th Serve_rs believe that the shift in
tioe Ul_uted States payments posi-
o i’_’thIH be sufficient to handle all
€ problem, even within a two-
c:al‘ time frame. Thus, inter-
Ntral hank cooperation is likely
s € required to neutralize the
= €ss for some period of time,
; Pecially if dollar convertibility
be reestablished.
tra] aving raised some c_)f the cen-
aciDDI‘olzulen'ls and conmderahong -
cal ] g the c_entral banks_and politi-
woﬂg'c}ders in restructuring the
S monetary mechanism, what
ta;l We say about new world mone-
o Y Policies and the likelihood of
paths of reconstruction?
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Perhaps the best I can offer today
is an outline of a possible direction
of reconstruction and some com-
ments on the monetary policies
needed to aid in its implementa-
tion. As I view these international
problems, several central factors
seem unassailable.

e While many may wish it could
be different, any new monetary
mechanism will likely have to ac-
commodate at least some nominal
role for gold.

e Realities of the present world
situation, the size of the United
States financial markets, and the
pervasiveness of this nation’s cur-
rent role lead to the conclusion that
the dollar cannot be entirely re-
placed as a reserve or vehicle
currency in the near term. More-
over, it must be remembered that
until SDR’s were issued, the dollar
was the only significant source of
new liquidity to meet the needs of
growing world trade.

e The growth and strength of
other countries, especially Japan
and those in the Common Market,
suggest that they should have a
greater role in sharing the responsi-
bilities of maintaining international
financial stability and the viability
of the monetary mechanism.

e The growing acceptance of
and confidence in Special Drawing
Rights seem to augur well for an
enlarged role for this reserve asset.

o There will need to be equi-
table and balanced trade relation-
ships established by negotiations
to accommodate the new responsi-
bilities and relative positions of the
major industrial nations and to
ensure open markets for primary
products of developing nations.

e While the major industrial
nations should have a strong voice
in reshaping the monetary mech-
anism, there should be a way for
developing nations to register their
concerns and have some influence
on the terms and conditions of
the new system.

e The trend toward multi-
nationalization of aid to developing
countries should be accelerated
and emphasized, especially in view
of the tendency for some countries
j:o use_their reserve asset strength
In conjunction with their aid and
loan policies in order to influence
patterns of trade.

® The evident desirability of
greater flexibility of exchange rates
and the need to reduce speculative
pressures on intervention points
seem to suggest that wider bands
around central rates will be a fea-
ture of the new system. However,
the resistance of the central bank-
ing community and the problems of
forward rate determinations sug-
gest that freely floating rates are
not likely to be incorporated.

Accommodation of these and the
many other diverse and even con-
flicting needs of the new monetary
system will require patient, cooper-
ative negotiations. An aggressive
spirit of good will and ability to
adjust and compromise will be
needed among all nations. The
precise form and characteristics of
the new system are not known,
but one thing seems clear to me.
Unless prompt negotiations are
undertaken, we will see a further
proliferation of exchange controls
and a hardening of attitudes to-
ward reform. In the six months
since the Smithsonian Agreement,
the uncertainties of ultimate re-
form have brought further pressure
on the dollar and, recently, heavy
speculative movements in gold.
Further delays in negotiations will
only subject the central rates of
the Smithsonian Agreement to
even greater questioning.

Whatever the central features of
the new system, it is essential, if
not mandatory, that the central
banks and finance ministers pursue
cooperative and enlightened poli-
cies which will reduce the destabi-
lizing impact of multinational
currency flows and firm transac-



tions. Multilateral surveillance of
Eurocurrencies may require joint
action to neutralize the balance-
of-payments effects and prevent
such flows from interfering with
the orderly conduct of domestic
policies. Even in the brave new
world of tomorrow, with a new ef-
fective international payments
mechanism, there will still be a
place for close coordination of cen-
tral bank policies to narrow the
international differential in interest
rates and thus reduce the flows of
interest-sensitive funds. Similarly,
central bank cooperation in han-
dling foreign exchange intervention
will be important as money mar-
kets proliferate and develop under
the impetus of the greater sharing
of key-currency burdens.

At the heart of the problem of
developing a continuingly effective
monetary mechanism is the pursuit
of monetary, fiscal, and other gov-
ernmental policies designed to
reduce inflationary pressures and
expectations in terms of both do-
mestic and external impacts. A
balance-of-trade equilibrium and
a continuity of competitive posi-
tions will be necessary for all major
nations if the new system is to
operate effectively. But these are
not attainable if significant and
disparate rates of inflation are per-
mitted in large industrial countries.
We must reestablish business and
consumer confidence in the viabil-
ity of price and wage relationships
and in the dedication of govern-
ments to restrain inflation.

The aims and aspirations of
each nation and its right to self-
determination of monetary and
fiscal policies designed to reach
those goals are facts we must ac-
commodate in the new monetary
world. However, we cannot permit
the nationalistic self-interest of
nations to destabilize or upset the
international equilibrium or de-
stroy the settlement mechanism,
for these are among the critical
keys to peaceful coexistence and
economic progress for all nations.

The views expressed are those of
the author and do not necessarily
reflect the position of the Federal
Reserve System or the opinions
of any of his associates.

Trust survey

Results of a survey conducted in cooperation with the Trust Section of the
Texas Bankers Association are available on request. Covering the 1971 income
and expenses of trust departments of 63 member banks in the Eleventh Federal
Reserve District, the report includes some modifications from previous trust
survey reports. As a result, the report of the 1970 survey has been restated

in accordance with the revised format. Requests for copies of the 1971 trust
survey or the restated 1970 survey should be made to:

Research Department

Federal Reserve Bank of Dallas
Station K

Dallas, Texas 75222




New member bank

The Heritage National Bank, Tyler, Texas, a newly organized institution
located in the territory served by the Head Office of the Federal Reserve Bank
of Dallas, opened for business June 19, 1972, as a member of the Federal
Reserve System. The new member bank has capital of $350,000, surplus of
$360,000, and undivided profits of $175,000. The officers are: Allen M. Burt,
President and Chairman of the Board; Charles G. Grimes, Vice President; and
Edmund Serur, Vice President and Cashier.

New par banks

The Jonesville Bank & Trust Company, Jonesville, Louisiana, an insured
nonmember bank located in the territory served by the Head Office of the Federal
Reserve Bank of Dallas, was added to the Par List on its opening date,

May 25, 1972. The officers are: J. C. Gilbert, Chairman of the Board; George
Griffing, Vice Chairman of the Board; C. D. Doyle, President and Cashier;

James H. Terry, Vice President; and Charles Wurster, Jr., Vice President.

The White Oak State Bank, White Oak, Texas, an insured nonmember bank
located in the territory served by the Head Office of the Federal Reserve Bank of
Dallas, was added to the Par List on its opening date, June 5, 1972. The officers
are: Tommy A. Moore, President; Mrs. Edith Wilson, Vice President; and

Mrs. Betty Odom, Cashier.

The Benbrook State Bank, Benbrook, Texas, an insured nonmember bank
located in the territory served by the Head Office of the Federal Reserve Bank

of Dallas, was added to the Par List on its opening date, June 19, 1972, The
officers are: William Bever, Chairman of the Board; Bill M. Shaw, President; and
Dwain Dickey, Vice President and Cashier.

The North Central Bank, Saginaw, Texas, an insured nonmember bank located
in the territory served by the Head Office of the Federal Reserve Bank of Dallas,
was added to the Par List on its opening date, June 21, 1972, The officers are:
Ira Loftin, President; T. J. Elkins, Vice President; Nick Griffin, Cashier;

and Mrs. Betty Weddle, Assistant Cashier.
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