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Treasury and Federal Reserve Foreign Exchange Operations®

By CHARLES A. COOMBS

As noted in the previous report covering the period
March-August 1964, the Federal Reserve had completely
liquidated its outstanding swap drawings by the end
of June while drawings made by other central banks
amounted to no more than $65 million, Such diminished
use of international credit facilitics reflected a reduced
deficit in the Unitcd Statcs balance of payments and a
general narrowing of paymcnts imbalances throughout the
world. This general movement toward international pay-
ments equilibrium suffcred a setback during the second
half of 1964, however, mainly owing to the cruption of
the sterling crisis, heavy outflows of Unitcd States bank
credit and long-term investment, and the coatinuation and
even further tightening of the credit squecze in continental
European markets. The risk of sudden, heavy strains upon
the gold exchange system had been well anticipated by
the central banks and trcasurics of the major industrial
countries, but the scverity of the pressures developing
in late 1964 requircd a further reinforcement of inter-
governmental defenses against currency speculation.

During the reporting pcriod September 1964-February
1965, the Federal Reserve swap network was strengthened
by increases in the swap arrangement with the National
Bank of Belgium from $50 million to $100 million and in
the arrangement with the Bank of England from $500
million to $750 million. The swap network now covers
reciprocal credit lincs totaling $2,350 million, as shown in
Table 1. The short-term credits cxtended to the Bank of
England by the central banks of Europe, Canada, and
Japan in November 1964 provided further impressive evi-

« This is the sixth in a series of reports by the Vice President in
charge of the Foreign Departinent of the New York Reserve Bank
and Special Manager, System Open Market Account, The Federal
Reserve Bank of New York acts as agent for both the Treasury
and the Federal Open Market Committee of the Fcderal Reserve
System in the conduct of forcign exchange operations.

dence of the solidarity of central bank defenses when con-
fronted with a currency crisis. Also during the period, the
authority of the International Monctary Fund (IMF) to
borrow from its member countries was invoked for the
first time, and much progress was made toward the sched-
uled 25 per cent increase in IMF quotas during 1965. This
process of challenge and timely response will no doubt
continue to guide the furthcr evolution of the international
financial system.

The sterling emergency necessitated sizable drawings
by the Bank of England upon the Federal Reserve which
more or less concurrently drew heavily upon its swap
lincs with the continental European central banks in
order to cushion the impact of heavy dollar inflows arising
from both the British and United States deficits. Bank of

Table 1
FEDERAL RESERVE RECIPROCAL CURRENCY ARRANGEMENTS
March 1, 1965
t:trlnf"::nﬁ Tarm of
Institution Gin mllllom’ arrangement
of dallarg) | (in menths)
Austrion Natlonal Bank ... ... S0 1
National Bank of Belgium ... 100
Bank of Canada ... oo 250 12
Bank of Englund .. e 750 12
Bank of France ...t < 0o - 100 3
German Federal Bank .. 250 6
Bank of htaly ... .. .. 250 12
Bank of Japan ... .. oo e 150 12
Netherlands Bank ..o v 100 3
Bank of Sweden ... e 50 12
Swiss National Bank ... 150 [
Bank for International Settlements ... ... 150 6
Total swap [acllities . . 2,350
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England drawings on the Federal Reserve swap line rose
to a peak of $700 million on November 27 but have
subsequently been greatly reduced. To absorb part of
the dollar flows to the continental European central banks,
the Federal Reserve made drawings upon the swap lines
with the central banks of Switzerland, Germany, Belgium,
the Netherlands, and Italy and with the Bank for Inter-
national Settlements (BIS). Of these drawings, $380
million remained outstanding as of the end of February
1965. Further assisting the financing of both British and
United States payments imbalances, the central banks
and governments of other countries provided short- and
medium-term financing through accumulations of dollars,
cxtension of credits to the United Kingdom, purchases of
United States Treasury foreign currency securities, and
provision of credit through the IMF.

In addition to central bank swap operations, both the
Treasury and Federal Reserve also engaged in forward
operations in Dutch guilders and Swiss francs in order to
calm market fears and encourage an outward flow of
short-term funds from Amsterdam and Zurich. The Swiss
National Bank took steps to help cushion the effects of
anticipated year-end pressurcs on the Swiss franc. The
German Federal Bank also made available swap facilities
to German commercial banks for investments in United
States Treasury bills in order to reduce or offset temporary
pressures on the exchange market resulting from short-
term capital flows. Similarly, extensive use of forward
opcrations was made by the Bank of England in December
1964 to rcassure the market and relieve pressure on the
spot rate.

The foreign currency bonds issued by the United States
Treasury rose from a total of $1,035 million outstanding
as of the end of August 1964 to $1,137 million as of carly
March 1965 (sce Table I1). Additional issues of $50
million were made to the German Federal Bank and
$50 million to the National Bank of Austria to absorb
surplus dollars on the books of these central banks.

While these central bank and intergovernmental credit
operations provided partial and temporary financing of
the payments imbalances developing during the period,
gold continued to play its traditiona] rolc. During the
third and fourth quarters of 1964, sales of gold by the
United States Treasury amounted to $442 million, against
gold purchases of $338 million.

The international financial system was thus confronted
with a major challenge in late 1964 which was success-
fully countered. The unprecedented mobilization of $4
billion of international liquidity in defense of sterling was
a striking illustration of the strength and flexibility of the
central bank and IMF defenses against currency crises.

Table 11

UNITED STATES TREASURY BONDS
DENOMINATED IN FOREIGN CURRENCIES

Morch 3, 1968

Amount (ia millicas)

Issued to 3 United States
Foreign currenty dollar
equivalent

Austrian Natiopal Bank ... 2,600 Austrian schillings 100.6

Natfonal Bank of Belgium ... 1,500 Belgian francx 0.1

German Federal Bank ... 2.700 German marks 679.0

Swiss National Bank ... .. 1.112 Swiss francs 257.5

Bank for International

Settlements e 300 Swiss francs 6.5

Perhaps even more remarkable is the fact that the inter-
national defense of sterling was accomplished in the face
of a serious deterioration in the balance of payments of
the other major reserve currency center, the United States.
Such a rallying of governmental and central bank support
for the present system depended, however, upon one basic
assumption: that both the British and thc United States
Governments would quickly put in motion forceful cor-
rective programs to climinate their payments deficits.
These corrective programs are now under way and, if
pursucd with determination, will soon relieve the interna-
tional financial mechanism of the enormous pressurcs
generated by simultancous deficits in the two major re-
scrve currency countries, Under such conditions, the
gold exchange standard, adapting as it has in the past to
changing world conditions, can efficiently facilitate a
continuing growth of world trade and paymecnts.

The successful response to the challenge of the sterling
crisis has unfortunately been marred by the widespread
and exaggerated publicity given to the French Govern-
ment’s call for the return to the gold standard and the
elimination of dollars and sterling from official reserves.
This approach has found no support among central banks
and treasuries of other countrics. The main cflect has
been to stir up some previously dormant private specula-
tion in the London gold market, to the detriment of official
acquisitions of ncwly mined gold.

STERLING

Early in 1964 sterling showed wcakening tendencies as
a result of the deteriorating trade position of the United
Kingdom and various uncertainties connccted with the
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general election to be called sometime during the year.
A timely increase of the Bank of England discount rate
from 4 per cent to 5 per cent in late February tem-
porarily relieved market pressures, while delay of the gen-
eral election until October induced somc short covering
by commercial interests.

Late in May, however, tight conditions in scveral Con-
tinental money markets exerted new pressure on sterling.
These pressurcs became strong toward the end of June
because of heavier-than-usual midycar window dressing by
Continental banks. To temper the impact of these move-
ments of funds on official rescrves, the Bank of England
on June 30 drew $15 million against its $500 million swap
line with thc Federal Reserve; it repaid the drawing on
July 13.

As the credit squecze in the Continental money market
centers extended into July, moderate selling of sterling
continued, and the spot rate moved downward with a
minimum of official support to a low for the month of
$2.7874 on July 20. The decline in the spot rate was
taken in stride by thc market without any speculative re-
action developing. Indeed, market confidence in the ster-
ling parity at that time was such that the discount on for-
ward sterling tended to narrow as the spot rate declined.

As the discount on forward sterling was reduced, the
covered interest-arbitrage differential on Treasury bills in
favor of London became correspondingly more attractive
and by July 13 had reached 0.44 per cent per annum. To
forestall privatc covered outflows in response to this ar-
bitrage inducement, the Federal Reserve, with the agree-
ment of the Bank of England, intervened in the market to
reduce the arbitrage differential. This intcrvention, amount-
ing to a total of $54 million equivalent in mid-July and
again in late August, was accomplished by swap transac-
tions in the New York market, with the Federal Reserve
buying sterling spot and selling sterling forward against
United States dollars. These opcrations had the dual effect
of protecting the dollar against short-term flows of funds
from New York to London while at the same time lending
uscful support to the spot rate on sterling.

In September, sterling came under increased pressure,
mainly owing to increasingly widespread recognition of the
mounting balance-of-payments deficit of the United King-
dom, which became further aggravated by the usual sea-
sonal weakness during the autumn and carly winter
months. Uncertainties connected with the general election
called for October 15 further unsettled the sterling ex-
change market, and the problem of maintaining confidence
in sterling seemed likely to become increasingly difficult.
In anticipation of reserve losses, the Bank of England in
mid-September made timely arrangements to supple-

ment the $500 million swap linc with the Federal Reserve
by another $500 million of short-tcrm credit facilities
with other central banks in Europe and with the Bank of
Canada. This reinforcement of the British reserve position
cushioncd the impact of recurrent, and increasingly force-
ful, waves of selling during September and October. Net
drawings by the Bank of England on thc Fedcral Reserve
swap line and on short-term facilities provided by other
central banks rose to $415 million by the cnd of October.

The ncw Labor Government elected on October 15 was
thus immediatcly confronted with a grave balance-of-
payments situation. The announcement on Octobcr 26 of
emergency surcharges of 15 per cent on a wide range of
imports brought only brief rclief as critical reactions ap-
peared among Britain's trading partners world wide,
more particularly the European Free Trade Association
(EFTA) group. In a formal budget presented to Parlia-
ment on November 11, the government proposed certain
new welfare benefits, to be financed by tax increases, and
announccd that it intended to introduce a capital gains tax
and to substitutc a new corporation tax for the cxisting
application of the incomc tax to corporations. Thesc pro-
posals created unccrtainty in business circles, in part be-
cause the immcdiate deflationary influence of the increased
tax on fuel as well as the import surcharge was to some cx-
tent obscured by the othcr measures. These uncertainties
in domestic financial markets were, in turn, communicated
to the exchange market. During this period, the exchange
market began to anticipate bank rate action on each suc-
cessive Thursday, and thus a pattern developed of a
strengthening of sterling prior to Thursday of each week,
followed by a major selling wave on Friday as the bank
rate remaincd unchanged. When the bank rate remained
unchanged on Thursday, November 19, reserve losses by
the Bank of England on the following day reached such
proportions that action could no longer bc postponed. On
Monday, November 23, the Bank of England raised its dis-
count rate from S per cent to 7 per cent.

Perverscly enough, market reaction to such forceful use
of monctary policy by the Labor Government quickly
degenerated into fears that the threat to sterling must
have reached a truly crisis stage. Whether these reactions
might have been averted by earlier bank rate action, more
particularly on the usual Thursday date for bank rate an-
nouncements, may be debated for some time to come. In
any cvent, the market seized on rumors that the $1 billion
of short-term central bank credits at the disposal of the
Bank of England in Scptember had now been exhausted;
that the $1 billion standby credit from thc IMF secured
by the British Government in August had accordingly
been fully committed to repayment of such central bank



FEDERAL RESERVE BANK OF NEW YORK %

credits; and, hence, that the Unitcd Kingdom would have
to fall back in defense of sterling upon its reserves of
roughly $2 billion. (The still-substantial unused drawing
rights on the IMF would have rcquired longer to mobilize
than events at that time allowed.)

This situation assumed increasingly grave significance
on the London afternoon—and the New York morning—
of November 24 when a virtual avalanche of selling de-
veloped. If sterling were to be rescued, it was clear that a
major package of international credit assistance would be
required. On the afternoon of the 24th, the Federal Open
Market Committee—meeting through a telephone confer-
ence—committed itself to an incrcase in the Federal
Reserve-Bank of England swap linc from $500 million to
$750 million if credit assistance on a roughly correspond-
ing scale could be secured from other central banks. That
evening the Export-Import Bank gave assurance of a $250
million standby facility. Beginning carly on the moming
of November 25, the Bank of England, the Federal Re-
scrvc Bank of New York, and the central banks of other
major countrics were in almost continuous telephonc com-
munication. At 2 p.m., New York time, it was announced
that a $3 billion credit package provided by eleven coun-
tries and the BIS was at the disposal of the Bank of Eng-
land.

As a result of the heavy reserve losscs, the $500 mil-
lion Federal Reserve swap and the additional $500 million
of other central bank credit facilities made available to
the Bank of England in September were not only fully ex-
hausted, but immediate drawings of $200 million on the
new credit facilitics were also required. From the end-
of-October figure of $415 million, recourse by the Bank
of England to central bank credit facilities thus rosc by
$785 million during November to a total of $1.2 billion.
Of this total, the Fedcral Reserve share was $675 million.

In early December the British Government drew the
full amount of its $1 billion standby facility with the IMF
and so repaid an cquivalent amount of the central bank
credits outstanding, including $500 million of the Federal
Reserve credit. At the same time, Switzerland, which, al-
though not a member of the IMF, is associated with the
General Arrangements to Borrow, provided the United
Kingdom with a three-year credit of $80 million; $50 mil-
lion of the Swiss credit was used to repay an earlicr loan
from Switzcrland, outstanding from the sterling crisis of
1961.

With its exchange reserves thus heavily reinforced, the
British Government could face with confidence further
temporary pressures on sterling during December. Selling
was particularly heavy just prior to the long Christmas
weck cnd, and during the month the Bank of England in-

creased its use of short-term central bank credit facilities
from the $200 million outstanding early in Deccmber to
$525 million at the year end. Of this $325 million increase,
$25 million was secured by an increased usc of the Fed-
cral Reserve swap line, raising the total outstanding from
$175 million to $200 million, while $300 million was
drawn from other central banks.

Beginning in late November heavy selling of sterling
appeared in the forward market, mainly by commercial
interests insuring their future exchange transactions. This
selling threatened to move the forward sterling rate to an
excessive discount and hence intensify sales of sterling in
the spot market. Accordingly, thc Bank of England gave
firm support to the forward rate. This support not only
served to lesscn the drain on reserves from spot trans-
actions at the time, but more generally helped to buttress
confidence in sterling by providing official rcassurance that
the sterling parity would be maintained. The opceration
was comparable to the determined stand taken in the for-
ward market by other central banks in rccent years and
promised to achieve the samc useful results,

After the turn of the year, both the spot and forward
markets for sterling returned to a more balanced position.
Since then, sterling has shown an increasingly buoyant
trend. On February 10 it was announced that those of the
central bank credit facilities made available last Novem-
ber which were shortly duc to expire would be replaced
by new facilities, available to the c¢nd of May, thus re-
constituting the entire $3 billion credit package. By the
end of February the Bank of England was able to start
repaying these debts,

In addition to dircct swap transactions with the Bank
of England, the Federal Reserve Bank of New York also
moved into the market at various times during thc autumn
months to purchase sterling for both System and Treasury
account. These acquisitions were made on both an out-
right and a swap basis; the particular technique used was
determined by markct conditions at the time, in consulta-
tion with the Bank of England.

SWISS FRANC

At the beginning of 1964, Federal Reserve swap draw-
ings of Swiss francs under the swap lines of $150 million
cquivalent with both the Swiss National Bank and the
BIS amounted to $220 million equivalent. By the end
of June, these drawings had been completely liquidated
through gold sales of $30 million to the Swiss National
Bank, purchase from the Bank of Italy of the Swiss franc
proceeds of a $100 million equivalent lira-Swiss franc swap,
issuance by the United States Treasury of a $70 million
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equivalent Swiss franc bond to the BIS, and purchases of
Swiss francs from the Swiss National Bank. United States
Treasury market commitments in forward Swiss francs
were reduced during the course of the year from $121
million to $51.5 million. At the outset of 1964, the United
States Treasury and the Federal Reserve also had out-
standing a combined total of $53 million in swaps of
third currencies into Swiss francs. These contracts had
been reduced to $15 million by the end of February 1965.

Despite the progress thus made in liquidating Treasury
and Federal Reserve commitments in Swiss francs in-
curred in late 1963, new problems arose when sizable short-
term funds—mainly repatriated Swiss assets—again flowed
into Switzcrland, both at midycar and particularly toward
the close of the year as the pound sterling camc under
pressure. During the spring of 1964, intcrest rates in
Switzerland continued to rise as the heavy demands im-
posed on the Swiss money and capital markets by the
continuing high level of economic activity further squeczed
the liquidity position of Swiss banks and firms. Thc inter-
est rate on thrce-month deposits reached 3.50 pcr cent in
June, an increase of about 0.75 per cent per annum over
the previous year, while the average yicld on government
bonds moved up to 4.05 per cent, compared with 3.15 per
cent a year earlier. To rclicve the squeeze on their liquid-
ity positions, and to satisfy midyear window-drcssing needs,
the Swiss commercial banks made sizable rcpatriations of
funds during June.

These commercial bank operations caused the Swiss
National Bank once again to take in substantial amounts of
dollars. In July the reversing of somc window-dressing
operations and an easing of the Swiss money market
brought about only a partial reversal of the previous in-
flows. In these circumstances the United States Treasury
issued to the Swiss National Bank on August 4 an addi-
tional Swiss franc bond in the amount of $52 million
equivalent and used the proceeds to absorb an cquivalent
amount of dollars on the books of the Swiss National
Bank. (This issue brought the outstanding amount of
United States Treasury securities denominated in Swiss
francs to $327 million equivalent.)

Gencrally easier conditions prevailed in the market for
Swiss francs from mid-August to mid-October, and the
Swiss franc dcclined from its ceiling for a while, only to
firm again in late October as the Swiss money market
tightened. Then in the early part of November, funds
began to move into Switzerland in quantity—some di-
rectly out of sterling, some through the Euro-currency
markets in response to the general uneasiness that per-
vaded the exchanges. Throughout the rest of the year,
sizable incrcases occurred in the dollar holdings of the

Swiss National Bank.

To absorb part of this intake of dollars, the Federal
Reserve reactivated its $150 million swap with the BIS
in early December by drawing $100 million of Swiss
francs, which was simultaneously cmployed to purchase
dollars from the Swiss National Bank. A further Swiss franc
drawing of $60 million equivalent on the Swiss National
Bank was made on January 19 for the same purpose. In
addition, to calm the market and to encourage Swiss banks
to invest abroad dollars that they might otherwise havc
sold to the Swiss National Bank, the Fedcral Reserve began
in December to sell Swiss francs forward to the market
through thc Swiss National Bank. By January 8, 1965,
such forward sales reached a pcak of $32.5 million equiv-
alent. Most of thesc contracts had been paid off by the
end of February through spot purchases of Swiss francs.
(The Swiss franc began to case shortly after the ycar end
as Swiss banks, finding themselves liquid, started to place
funds abroad.) During the sccond half of 1964, the dollar
acquisitions of the Swiss National Bank were further re-
duced by purchascs of $51 million of gold from the
Unitcd States Treasury.

NETHERLANDS QUILDER

At the beginning of 1964, Federal Reserve commit-
ments in guilders amounted to $80 million equivalent, all
in the form of outstanding swap drawings. These were
fully repaid by early April, as earlier inflows of funds into
the Netherlands were reverscd.

In May the Dutch money market began to tighten, and
in early June the Netherlands Bank raised its discount
rate from 4 per cent to 4% per cent. In July Dutch com-
mercial banks began to repatriatc funds in substantial
amounts. Moreover, the Netherlunds balance of pay-
ments strengthened, owing to a better trade balance and
an inflow of long-term capital. By November the intensi-
ficd pressures on sterling and the ensuing movement of
some funds out of sterling and into guilders helped push
the guilder to its ceiling.

Meanwhile, the Nethcrlands Bank had been taking in
dollars in an cffort to moderate the rise in the guilder rate.
During the first week of August the Federal Reserve drew
$20 million equivalent of guilders under the swap line
and immediately used the guilders to absorb some of the
Netherlands Bank’s accruals of dollars. Further Federal
Reserve drawings and sales of guilders followed in rapid
sequence, and by mid-October the $100 million swap
facility had been fully drawn. Additional dollars were
purchased by thc Federal Reserve and the United States
Treasury from the Netherlands Bank in September and
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December with guilders acquired through three-month
swaps of sterling for guilders with the BIS, for a total of
$50 million equivalent. As intensified buying pressures
on the guilder developed in late December, a temporary
swap arrangement for $35 million between the Nether-
lands Bank and the Unitcd States Treasury was agreed upon
and fully employed.

In mid-December recourse was also had to forward
operations in Dutch guilders for both Federal Reserve
and Treasury account in order to provide rcassurance to
the market and induce covered capital outflows from the
Netherlands. These operations, together with Dutch pro-
vision of dollar credits to the Bank of England and pur-
chases of gold from the United States Treasury, reduced
the dollar holdings of the Netherlands Bank sufficiently to
permit complcte liquidation of the Treasury-Netherlands
Bank $35 million swap by carly January and repayment
of $30 million of the Fcderal Reserve swap drawings in
early February. As of the end of February, Federal Re-
scrve drawings upon the swap line with the Netherlands
Bank had thus been reduced to $70 million cquivalent.
During thc second half of 1964, gold purchases by the
Netherlands Bank from the United States Treasury
amounted to $60 million.

QERMAN MARK

During 1963 and carly 1964, thcre had been almost
continuous upward pressure on the German mark. This
pressurc reflected a substantial increasc in the German
foreign trade surplus, large inflows of long-term capital,
and occasional inflows of short-term funds jn response to
tight money market conditions or hedging operations. To
ease the strain, the German Federal Bank, the Federal Re-
serve, and the United States Treasury jointly conducted
various spot and forward exchange operations, as outlined
in previous reports in this series.

On March 23, 1964, an important turning point oc-
curred, as the German Government announced its inten-
tion to propose to Parliament the imposition of a 25 per
cent withholding tax on income from German fixed-
interest securities held by nonresidents, This action not
only checked the long-term capital inflow, but also actu-
ally induced liquidation of a considerablec volume of for-
cign investments in fixed-intercst sccurities. Earlier
surpluscs on trade account also diminished as the year
progressed and helped to restore a stable cquilibrium in
the exchange markets.

The effect on the exchange market of these basic shifts
in the German balance of payments was reinforced by a
number of tcchnical measures initiated by the German

authorities to reduce temporary pressures on the exchange
market resulting from short-tcrm capital flows. The spe-
cial swap facilities made available by the German Federal
Bank to German commercial banks for investments in
United States Treasury bills were used flexibly throughout
the second balf of the year, with maturities provid-
ing the banks with liquidity at the year end. In addi-
tion, undcr a special temporary arrangement in December,
German commercial banks were permitted to borrow
against collateral from the central bank at an effective cost
lower than the posted rate. Nevcrthcless, the sterling crisis
led to some inflow of funds to Germany in late December.
Consequently, the Federal Reserve rcactivated its $250
million swap facility with the German Federal Bank by
drawing $50 million equivalent of marks in order to ab-
sorb $50 million of German dollar reserves. This drawing
was reversed in late January 1965, as short-term outflows
from Germany combined with German military purchases
in the United States enabled the Federal Reserve to ac-
quire $50 million of marks from the German Fedcral
Bank. Another small drawing of $15 million equivalent
was made by the Federal Reserve on February 4 to help
control any speculative tendencies resulting from President
de Gaulle’s press conference on the same date.

During the six-month period through February, the United
States Treasury issued to the German Federal Bank in
October 1964 a $50 million cquivalent mark-denominated
bond. This latest issue raised the total of such mark bonds
outstanding to $679 million cquivalent. The mark proceeds
of this bond, together with $7 million of Treasury mark
balanccs remaining from United States drawings of marks
from the IMF. were sold to Canada to cnable that country
to make an IMF repayment. Subsequently, in early De-
cember when the United States Treasury drew $125 million
equivalent of marks from the IMF, it used $50 million
equivalent to purchasec excess dollars from the German
Federal Bank, in cflect compensating for the fact that
marks derived from the carlicr bond issue had been used
in conjunction with Canada’s repayment to the IMF.

ITALIAN LIRA

Italy’s balancc-of-payments deficit had assumed major
proportions in the fall of 1963, and the Federal Reserve
and United States Trcasury joined forces with the Bank
of Italy in defense of the lira. As outlined in the previous
report, Federal Reserve and Treasury operations in the
autumn of 1963 and the first quarter of 1964 cushioned
the decline in the Bank of Italy’s reserves to the extent of
some $350 million and thereby helped to restrain specula-
tive pressures against the lira,
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During the week of March 9 through March 14, 1964,
an Italian delegation headed by Governor Carli of the
Bank of Italy visited Washington to discuss with the World
Bank and the IMF various possible sources of financing
for Italy’s longer term investment requirements and its
expected further balance-of-payments deficits. In the
midst of these discussions, the lira was suddenly struck
by a burst of speculation. This brought heavy pressures
not only on the spot ratc but also on the forward rate,
which for a three-month maturity moved to a discount of
7 per cent per annum. In this dangerous situation, an
immediate and massive rcinforcement of the Italian re-
serve position was clearly called for. Within forty-eight
hours the Italian authorities were able to announce that
they had arranged for approximately $1 billion of exter-
nal assistance provided by the United States, the Bank of
England, and thc German Fcderal Bank.

One of the most satisfactory aspects of this display of
international cooperation in beating back a speculative
attack on the Italian lira was that the provision of massive
credit assistance to Italy more or less coincided with a
turning point in the ltalian economic and financial scene.
During the first quarter of 1964 the Italian balance of pay-
ments had registered a deficit of $436 million. A surplus
of $226 million was recorded in the second quartcr, as
corrective policy measurcs initiated by the Italian authori-
ties began to take effect and as a reversal in the leads and
lags in payments brought about the covering of short posi-
tions in lire. In early July, a governmental crisis generated
a temporary speculative flurry, but forceful operations in
the forward market by the Bank of Italy through the
agency of the Federal Rescrve Bank of New York pro-
vided rcassurance, and the speculation quickly subsided.

Italy continued to run a payments surplus during the
third and fourth quarters of 1964, and by the year end
Italian official reserves, which had dipped $233 million
during the first quarter, were $389 million higher than at
the outset of 1964. The reappearance of political un-
certainties in the late summer triggered some selling of
forward lire, and discounts for three-month maturitics
tended to widen at times to 4 per cent per annum. In
such instances, the Federal Reserve Bank of New York
again intervened for account of the Bank of Italy to sup-
port the forward lira in thc New York market and thus
helped to relicve market uncertainties. By early October
the discount on thc three-month forward lira had nar-
rowed to less than 1 per cent per annum,

Continuing heavy flows of dollars to Italy in the closing
months of 1964 and early 1965 may have partially re-
flected the sterling crisis. To absorb part of these dollar
inflows, the Federal Reserve on January 22 reactivated its

$250 million swap arrangement with the Bank of Italy by
drawing $50 million equivalent of lire.

CANADIAN DOLLAR

The spot market for Canadian dollars was relativcly
quiet through the first half of 1964, but there was con-
siderable activity in the forward market as a result of
grain salcs to the Soviet Union beginning in the previous
autumn. These sales generated heavy demands on the
part of grain dealers for Canadian dollars for future
delivery against United States dollars. In order to offset
some of these pressures, the Bank of Canada sold United
States dollars spot and purchased them forward, thus
providing some counterpart to the commercial banks’
swap nccds, while the Federal Reserve also intervened on
a small scale. By the end of July, Canadian grain ship-
ments to the Soviet Union had been fairly well completed,
and pressurcs on the forward market cased.

In August, hecightening tensions in Victnam generated
some buying of spot Canadian dollars by Continental
interests and, as the spot rate rose in a thin market,
Canadian exporters began to sell out United States dollar
balances. New grain purchases by several Eastern Euro-
pean countrics exerted furthcr upward pressure on the
spot rate. At about thc same time there was a tightening
of the Canadian money market, which induced a tcm-
porary flow of short-term funds into Canada from the
United States on a covered basis.

Substantial Canadian long-term borrowings in the
United States market, the sterling crisis, and fiscal-year-
end positioning by Canadian banks in October and
November pushed the spot rate for the Canadian dollar
to its effective ceiling by November. As the Canadian
dollar strengthened, the Bank of Canada intervened to
modecrate the rise in the rate, with the result that Canadian
reserves increascd by $210 million during the August-
November period despite repayments of $107 million to
the IMF in September and October. By December the
market had returned to a more balanced position.

In early February the Canadian dollar softened, as
press discussion of prospective United States balance-of-
payments measures lcad to somc apprehension in the
markets that Canada might be unfavorably affccted. The
Unitcd States balance-of-payments program, announced on
February 10, made it clear that thcre was no United States
intention to deprive the Canadian economy of cssential
inflows of capital. Neverthcless, the Canadian dollar weak-
ened somewhat further in the second half of the month,
reportedly reflecting Canadian commercial buying of
United States dollars and unfavorable seasonal factors.
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BELGIAN FRANC

Barly in July 1964 the Belgian franc strengthened,
following the announcement of new measures designed to
curb the growth of credit in Belgium. On July 3 the Na-
tional Bank of Belgium raised its discount rate by %2
percentage point to 4% per cent and announced that,
effective August 17, it would impose a cash reserve
requirement against commercial bank deposits for the
first time. Tighter money market conditions developed,
and, in conjunction with long-term investment in Belgium,
an improved trade balance beginning in the third quarter
and the sterling crisis later in the year contributed to
substantial dollar inflows into Belgium.

Early in August, the Federal Rescrve used $7.5 million
equivalent of Belgian francs drawn under the $50 million
swap arrangement to absorb dollars on the books of the
National Bank of Belgium. By mid-October the entirc
$50 million equivalent of franc balances had been so
utilized. Effective October 22 the Federal Reserve and
the National Bank of Belgium expanded the existing $50
million swap facility with an additional $50 million ar-
rangemcnt to be available on a standby basis. As dollars
continued to flow into Belgium, the Federal Rcserve
made further drawings on this additional swap and by
the end of November had used the full amount.

The Fedcral Reserve was able to reduce its swap com-
mitments to Belgium to $25 million equivalent in early
December, when the National Bank of Belgium pur-
chased $75 million from the Federal Reserve to make
special outpayments. On December 30, however, the
Federal Reserve again drew $20 million equivalent of
francs in order to absorb further inflows of dollars into
Belgium, and further utilization of $40 million equivalent
under the swap arrangement became necessary in Jan-
uary and Fcbruary 1965. As of the end of February, total
Federal Reserve use of the $100 million swap arrange-
ment with the National Bank of Belgium amounted to
$85 million equivalent. Meanwhile, during the second
half of 1964, the National Bank of Belgium had pur-
chased $40 million of gold from the United States.

OTHER CURRENCIES

JAPANESE YEN. On April 30, thc Bank of Japan drew
$50 million under thc $150 million swap arrangement
with the Federal Reserve in order to cushion a decline in
Japancse reserves. This drawing was rencwed on July 30,
as reserve pressures continucd, and a further drawing of
$30 million was made on July 31. In August, however, do-
mestic restraint measures began to take effect: import de-

mand diminished and, with a continued growth in exports,
the trade balance improved considerably, With this im-
provement in Japan’s balance-of-payments and reserve
position, the Bank of Japan began repaying its swap ob-
ligations at the cnd of September and, by carly November,
had liquidated them in full.

AUSTRIAN SCHILLING. There were no System operations
in Austrian schillings during the period. Although the
Austrian balance of payments registcred a considcrable
deficit in the last quarter of 1964, the figures for 1964 as
a whole continued to show a surplus. Therefore, on Febru-
ary 23 and March 3, 1965, the Treasury issued to the
Austrian National Bank two $25 million equivalent
eightecn-month bonds denominatcd in Austrian schillings,
using the proceeds to absorb somc of that bank’s dollar
holdings. These issues brought the outstanding total of
United States Treasury Austrian schilling-dcnominated
bonds to $100 million equivalent.

SWEDISH KRONA AND FRENCH FRANC. There werc no Fed-
cral Reserve or Treasury operations in Swedish kronor
or French francs during the period under revicw.

UNITED STATES DRAWING ON THE
INTERNATIONAL MONETARY FUND

Over the course of several years before 1964, foreign
countries had been repaying more dollars to the IMF than
the IMF had been paying out in new drawings. As a re-
sult, the IMF’s dollar holdings rose to a point where they
equaled thc amount that the United States had paid into
the IMF as part of its quota. At this point thc IMF, under
its rules, could no longer accept dollars in repurchase, and
countries having repurchasc obligations could make re-
payments only with gold or with other eligible convertible
currencics. So as to be able to sell such currencies to
countries having repurchasc obligations, the United States
Treasury on February 13 and June 1 made two drawings
on the IMF—predominantly in German marks and French
francs—in the amount of $125 million cquivalent each
under the $500 million standby agreement with the IMF
announced by President Kennedy in July 1963. By Sep-
tember 1, the bulk of these currencies had been sold to
various countries effecting repayments to the IMF.

On July 23, 1964, the original standby arrangement
expired, and the Treasury announced that it had made a
further standby arrangement with the IMF for another
year. This restored the amount availablc to $500 million,
The first drawing under the new standby arrangement was
made on September 1, when the United States drew $50
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million in five European currencies. Unlike the first two
drawings under thc original arrangement, which were used
to cover a number of transactions that took place during
ensuing weeks, this drawing was occasioncd by Italy’s re-
purchase of $65 million equivalent of lirc from the IMF.
Again, on Scptember 30, the United States Treasury drew
equal amounts of Dutch guilders and German marks total-
ing $100 million equivalent, half of which was immediately
sold to Canada in connection with a repayment to the IMF.
The remaining balances were disbursed in subsequent
weeks. On December 7 a third drawing of $125 million
equivalent was made, this time solely in German marks.

Since this program was initiated, thc United States
Treasury has drawn $525 million cquivalent of seven con-
tinental European currencies, of which some $15 million
equivalent remained undisbursed as of the end of Febru-
ary 1965. The effect of thesc drawings on the United States
position in the IMF has been offset to a considerable ex-
tent, however, by drawings of dollars by other countries.
The largest single dollar drawing was $200 million, under
the $1 billion equivalent multicurrency drawing in Decem-
ber by the United Kingdom. As a result, thc United States
repayment obligation to the IMF as of the end of Febru-
ary 1965 had been reduced to $256 million.

THE QOLD MARKET
AND UNITED STATES GOLD TRANSACTIONS

Throughout the first eight months of 1964 the London
gold market was gencrally stable, with the gold-fixing
price ranging betwcen $35.06 and $35.10. With the im-
provement in the United States balance of payments,
and consequent strengthening of confidence in the dollar,
speculative demand for gold receded and, as ncw pro-
duction also increased, the Gold Pool regularly absorbed
surpluscs of output reaching the market. The Pool took
in further sizable amounts of gold from Russian sales
which were heavily concentrated over a few wecks’ span
in late March and carly April.

Over the closing months of 1964, various political and
financial disturbances tended to rckindle speculative buy-
ing of gold. International tensions arising out of the
Vietnam conflict have continued to generate market ap-
prehension. But rcnewed speculation in the gold market
was also attributable to the incrcasing pressures on sterling
during the latter part of the ycar. In addition, the sharp
deterioration in the United States balance of payments
during the closing months of 1964 contributed to market
uncertainties, especially after the turn of the year. In Feb-

ruary, various pronouncements emanating from Paris
further stimulated speculative buying of gold by private
intercsts. Both the United Kingdom and the United States
have now taken forceful action to deal with their balance-
of-payments deficits, and if these corrective programs are
vigorously pursucd, speculative pressures in the gold mar-
ket may be expected to subside.

The Bank of England, on behalf of the Gold Pool,
continued to exert a stabilizing influencc on the market
and to moderate pricc movements. Although private
demand for gold increased during the closing months of
1964, over the year as a whole the Pool once again ac-
quired and distributed to its members more than $600
million.

During the fourth quarter of 1964, Continental central
banks took in sizable amounts of dollars and several sold
part of their acquisitions to the United States Treasury for
gold. These conversions, as well as the continued French
monthly gold purchases, more than offsct United States
acquisitions from other sources. As a result, the United
States became a nct scller of gold in its intcrnational
monetary transactions after baving becn a net purchaser
carlier in the year (sce Table III). For 1964 as a whole,
taking into account sales of about $89 million to domestic
users, total United States gold holdings—including Stabili-
zation Fund holdings as well as the Treasury gold stock—
declined by $125 million. During the first two months of
1965, the Treasury gold stock declined by an additional
$450 million.

Table I

UNITED STATES NET MONETARY GOLD TRANSACTIONS
WITH FOREIGN COUNTRIES AND INTERNATIONAL INSTITUTIONS

July-December 1964

In mlllions of dollars at $3$ per fiae troy ounce;
United States pet sales{(—), net purchases(+)

Country nm:;:r m
Brazil e e st - 11 4 282
France ... —1014 - 101.4
CGermany .. ... - 290 —_
Netherlands ... -— — 600
SPAUM i e e -— - 300
Switzerland . —_ — 510
Turkey ..o —_ — 125
United Kingdom .. 4 162.3 + 1250
All OREE ...t seoe e e + 60 - 2.8
Net sales or purchnses .................... + 410 — 144.6






