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to the favorable reports of dealer sales, while demands for 
steel—apparently mainly for current consumption but partly 
also for inventory building as a hedge against a possible 
strikc—continucd to stimulate high production of steel 

ingots, putting pressure on steel-finishing capacity. 
The strong upward movement in industrial production 

helped materially in raising seasonally adjusted nonfarm 
payroll employment by 226,000 persons in December. All 
major industry groups shared in the increase, but par- 
ticularly strong gains were registered in manufacturing and 
construction as well as in the number of persons at work 
for state and local governments. The employment risc in 

manufacturing brought total employment in that sector up 

to 17.6 million, the highest level in more than ten ycars 
and nearly 500,000 persons more than at the end of 1963. 

Average hours worked in manufacturing also rose further 
in December and, at 41.1 hours per week, were the high- 
est since 1953. 

In January, the seasonally adjusted unemployment rate 
dropped to 4.8 per cent from the revised December level of 
5.0 per cent. This represents the lowest monthly reading 
since October 1957 and continues the gradual but marked 
improvement in unemployment that took place last year. In 
1964, the unemployment rate averaged 5.2 per cent, which 
represented considerable progress over the 5.7 per cent 
average for 1963. 

Recent Banking and Monetary Developments 

Federal Reserve policy actions taken in late November 
in defense of the nation's balance of payments had a sig- 
nificant impact on United States short-term interest rates 
in the fourth quarter of 1964, but did not, on present evi- 

dence, lead to any appreciable curtailment in the flow of 
funds through the banking system and the long-term credit 
markets. With banks amply supplied with reserves, bank 
credit and deposits continued to expand substantially, both 
before and after the policy change. Although there were re- 
ports of a slight firming in some bank lending terms, the 
prime rate remained unchanged after an abortive attempt by 
a few banks late in November to initiate an increase, and 
indications arc that borrowers still found banks ready to ac- 
commodate their loan demands. The continued growth of 
the banks' over-all loan portfolios led to a further risc dur- 
ing the quarter in the loan-deposit ratio for commercial 
banks as a group. 

SELECTED INTEREST RATE CHANGES 
IN THE FOURTH QUARTER 

The raising of the Federal Reserve's discount rate from 
3½ per cent to 4 per cent in late November, as was indi- 
cated at the time, was largely a precautionary move fol- 

lowing the rise in the British bank rate from 5 per cent to 
7 per cent. It was aimed at offsetting a part of the increased 
differential between United States and foreign short-term 

interest rates as well as at discouraging potential speculation 
against the dollar. There was a marked response of United 
States short-term rates to the policy change. For example, 
after having fluctuated in a narrow range above the 3.55 
per cent level from late September through most of Novem- 

ber, the average issuing rate on three-month Treasury bills 
rose by about 25 basis points in the period immediately fol- 

lowing the discount rate change (see Chart I on next page). 
Similarly, rates charged by major banks on new loans to 
Govcrnment securities dealers worked higher over the final 
six weeks of 1964, closing the year in a 4¼ to 4/s per cent 
range, compared with an average of around 3.80 per cent in 
most earlier weeks of the year. Secondary market rates on 
negotiable time certificates of deposit also adjusted upward 
following the discount rate change. 

Long-term interest rates remained generally stable 

throughout the fourth quarter, as they did earlier in the 
year. Yields on five-year United States Government mar- 
ketable securities moved up only about 4 basis points over 
the quarter and those on ten-year maturities were up only 
about 2 basis points. Yields on corporate bonds and on 
secondary mortgages were also stable over the period, 
while yields on municipal bonds declined to their lowest 
levels of the year. This stability in long-term rates, com- 
bined with the increase in rates in the shorter term market, 
brought about a general flattening in the yield-maturity 
curve for Government securities during the quarter. As 
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shown in Chart I, the very short-term end of the curvc for 
December 30, 1964 was up about 30 basis points from 
that for September 30; yet, the long-term end was vir- 
tually the same in both curves. 

BANK CREDIT MONEY SUPPLY 
AND TIME DEPOSITS 

Total loans and investments at all commercial banks 
rose by $4.3 billion (seasonally adjusted) in the fourth 
quarter of 1964, and there was no clearly discernible 
slackening in the pace of the advance following the shift 
in Federal Reserve policy. The fourth-quarter advance 
brought the increase in bank credit for the year as a whole 
to 7.9 per cent, cssentially unchanged from the 8.0 per 
cent rise in 1963. 

The general pattern of changes in individual com- 
ponents of total bank credit was roughly the same as in 

earlier months of the past year. Business loans, in particu- 
lar, continued their relatively fast growth (10.8 per cent 
during the year as a whole). Hoklings of securities other 
than Governments advanced in the fourth quarter at the 
relatively modest pace of earlier months of 1964, follow- 
ing a more rapid rate of increase during the preceding 
year. Bank holdings of Government securities, on the other 
hand, turned down again in the fourth quarter following a 
third-quarter pickup, though the net decline in such hold- 
ings for all of 1964 was smaller than in 1963. 

The strength shown by bank credit in the fourth quarter 
was also reflected in the money supply and in commercial 
bank time deposits. To be sure, the $1.4 billion rise in 
the seasonally adjusted daily average money supply from 

September to December was less than the rather unusual 
bulge in the preceding three months. Variations in the 
rate of change in this series over such short time spans 
are not unusual, however, and have to be evaluated cau- 
tiously in light of the many other factors involved. In 1964 
as a whole, the increase in the money supply amounted to 4 
per cent, virtually the same as in 1963. 

Commercial bank time depostts, on the other hand, 
showed a smaller rate of gain in 1964 as a whole than in 
1963, despite some acceleration in the fourth quarter. To 
add to their loan potential, a few banks began late in the 
third quarter to attract funds through the issuance of new 
short-term unsecured negotiable notes. The amount of 
such notes outstanding was estimated to be in a range above 
$100 million by the time of the November change in Regu- 
lation 0. Following the increase in time deposit rate ceilings, 
the outstanding volume of these instruments appears to have 
declined somewhat as banks began to raise their offering 
rates on time certificates of deposit. It is still too early to 
judge fully the effects of these higher rates on time deposits, 
but time deposit growth did accelerate toward the end of 
December and through January. 

BANK LIQUIDITY 

The relatively rapid growth of bank loans over the last 
two years has resulted in a gradual but widespread reduc- 
tion in bank liquidity positions. All indicators of bank 
liquidity are, of course, somewhat arbitrary and difficult to 
interpret. The implications for the banks' liquidity of the 
widely used loan-deposit ratios, for example, may change 
with a different "mix" of demand and time deposits. Over 
the last few years, the relative proportion of time deposits— 
which arc on average less subject to unexpected withdrawals 
than demand deposits—has increased for the banking sys- 
tem as a whole and for most individual banks. High loan- 
deposit ratios therefore may not be so much of a restraint 
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Reserve Banks, plus vault cash, in excess of the legal re- 
serve requirements—arc the most liquid source of funds 

for mcmbcr banks, and the absolute amount of such re- 
serves in the fourth quarter of last year averaged $406 
million, compared with $451 million a year earlier and 
$549 million in the final quarter of 1962 (see Chart IU). 
At the same time, member bank borrowings from the Fed- 
cral Reserve increased, so that member bank free reserves 
(excess reserves less borrowings) declined from an aver- 
age of $387 million in the fourth quarter of 1962 to $79 
million in the final quarter of 1964. Since deposits at 
member banks were growing fairly rapidly over this pe- 
riod, the ratio of free reserves to deposits declined even 
more rapidly. 

Treasury securities maturing in less than one year arc 
another asset category that is generally considered part of 

on further loan expansion as they previously were. Never- 
theless, it appears fairly certain from most reasonable in- 
dicators that bank liquidity has been reduced somewhat 
over the last year or two. 

The loan-deposit ratio was up t 59.5 r cent at the 
end of 1964 for all commercial banks as a group, corn ________________________________ ,pJ with 58.5 per cent at the end of the third quarter and 
57.3 )er cent at the close of 1963.' At weekly reporting 
meiIibcr banks, both in and outside New York City—a 
group of banks which includes the larger and more aggres- 
sive lenders in the major cities across the country—the loan- 
deposit ratios reached 64 per cent In December (see Chart 
II). This was a four-year high for the New York City banks 
and a postwar record for banks outside the money center. 

When measured in relation to deposits, there has also 
been a downward movement in a number of asset cate- 
gories that are generally considered to be part of bank 
liquidity positions. Excess reserves—deposits at Federal 

1 Loan-deposit ratio equals loans (adjusted), less loans to 
brokers and dealers, as a percentage of total deposits (less 
cash items in process of collection). 
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a bank's liquid reserve position.2 For all weekly reporting 
member banks, such holdings amounted to 6.1 per cent 
of deposits in the fourth quarter of 1964, about un- 
changed from the 5.7 per cent level prevailing in the final 
months of 1963 but considerably below the 8.7 per cent 
figure at the end of 1962 (see Chart III). While holdings 
of intermediate-term Treasury securities may be less rele- 
vant in assessing bank liquidity, it is interesting to note 
that these too have declined relative to deposits. In the 
fourth quarter of 1964, holdings of Treasury issues matur- 
ing in one to five years amounted to 7.8 per cent of total 
weekly reporting bank deposits, compared with an 11.1 

per cent share two years earlier. 

It should be noted, however, that comparisons over time of 
bank holdings of Treasury securities may be thatorted by the 
varying timing and amounts of Treasury flnancings—a dia- 
torUon that cannot always be eliminated by statistical pro- 
cedures. 

One noteworthy liquid-asset category that has not 
shown a general downtrend relative to deposits over the 
past two years is composed of call loans to brokers and 
dealers for the purpose of purchasing and carrying securi- 
ties. Such loans amounted to 2.8 per cent of deposits in 
the fourth quarter of 1964, compared with 2.5 per cent 
two years earlier. 

While bank liquidity positions have been declining, the 
Federal Reserve has continued to provide the reserves 

necessary to support substantial deposit and credit expan- 
sion. Perhaps this policy stance of the System has been 
reflected in bankers' willingness to accept some decline 
in their liquidity positions. In any event, to all appear- 
ances, borrowers have continued to be able to obtain new 
loans readily. However, what the decline in liquidity posi- 
tions probably does mean is that, with portfolios them- 
selves offering little room for further reallocation to meet 
future loan demands, the banking system may now be 
more sensitive to System policy in supplying reserves than 
earlier in the current business expansion. 

The Money and Bond Markets in January 

The money market during January readily accommo- 
dated the substantial financial flows set in motion by the 
Treasury's advance refunding. Banks in the money centers 
experienced heavy reserve pressures in the first half of the 
month, but managed to fill the bulk of their reserve needs 
in the Federal funds market where reserves were in fairly 
good supply at a 4 per cent rate. With the completion of 
the refunding, these special pressures subsided and the 

money market became somewhat more comfortable in the 
latter part of January. 

The Treasury's advance refunding operation dominated 
activity in the Government securities market during the 
month. The offering was accorded an excellent reception. 
The exchange of $9.7 billion of shorter term securities for 
intermediate- and long-term bonds resulted in a significant 

lengthening of the average maturity of the marketable 
debt. Market participants took the unexpectedly large re- 
sponse as a manifestation of investor confidence in the 
viability of current interest rates, and prices of most out- 

standing Treasury coupon issues rose through much of the 

month. An element of caution crept into the market near 
the end of the month as concern about the balance of pay- 
ments led to profit-taking in the securities recently issued. 

hi the market for Treasury bills, demand was strong early 
in the month when sellers of the eight coupon issues eligible 
for conversion in the advance refunding operation sought 
other outlets for their funds. Bill rates generally receded 
through midmonth, but edged irregularly higher thereafter 
as offerings expanded. In the markets for corporate and tax- 
exempt bonds, demand for new issues was good and prices 
generally advanced, in part because participants were en- 
couraged by the favorable reception accorded the Treasury 
refunding. 

THE MONEY MARKET AND BANK RESERVES 

The money market had quite a firm tone through mid- 
January, and then became a bit more comfortable over 
the remainder of the month. Rates posted by the major New 
York City banks on call loans to Government securities 




