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Treasury and Federal Reserve Foreign Exchange Operations*

By CHARLES A. COOMBS

During the past six months, the international financial
system was again subjected to considcrablc buffcting,
particularly during the first threc weeks of July when
speculation against sterling reached major proportions.
The impact of these pressures was cushioned, however, by
use of the Federal Reserve reciprocal currency network
and other central bank credit arrangements which, in the
casc of sterling, provided the time needed by the British
Government to plan and put into effect the sweeping cor-
rective program announced on July 20. By latc August,
the sterling and other exchange markcts had scttled down
to reasonably well-balanced and orderly trading but in an
atmosphere of continuing anxiety.

Against this background of market uncertainty, the
Federal Reserve broadened out earlier discussions of in-
creases in several of the swap lines to ncgotiation of a
general expansion of virtually the entire nctwork, The gen-
cral objective of these negotiations was to increase the
rceciprocal credit facilities available, both to the Federal
Reserve and to its central bank partners, to levels well
above the size of any routinc drawings that might rea-
sonably be expected and thus to create a broad margin
of safetly against any unforeseeable threats to international
currency stability. As a result of these negotiations, the
Federal Reserve swap network has bcen enlarged from
$2.8 billion to $4.5 billion.

Partly duc to the backwash of the speculative pressures
on sterling and partly reflecting seasonal payments pat-
terns, the Federal Rescrve made several drawings on the

* This is the ninth in a series of reports by the Vice President in
charge of the Foreign function of the Federal Reserve Bank of
New York and Special Manager, System Open Market Account.
The Bank acts as agent for both the Treasury and the Federal Re-
serve System in thc conduct of foreign exchange operations.

rcciprocal currency lines during July and August in order
to absorb flows of dollars to certain continental European
central banks. A total of $150 million equivalent of Swiss
francs was drawn in July under the arrangements with the
Swiss National Bank and the Bank for International Set-
tlements (BIS); drawings also were made under the
arrangements with the Nctherlands Bank in the amount
of $65 million cquivalent, with the National Bank of
Belgium for $30 million equivalent, and with the Bank of
Italy for $225 million equivalent. In late August the entire

Table 1

FEDERAL RESERVF. RECIPROCAL CURRENCY ARRANGEMENTS
AND COMMITMENTS

System
compitments

Amount of facility

Institution Fthr!u;srz 28, &Dtaln;l-é:; 15. Aug;léssl.

In millicns of dollars eguivafent

Austrian Natlonal Bank ... ... 50 100

National Bank of Belglum ... ... 100 150 20

Rank of Canada ... . 250 S0

Bank of England ... . 750 1,350

Bank of France .. .. P 100 100

German Federal Bank .. . .. .. 250 400

Bank of NMaly ... .. ... 450 600

Bank of Japan .. .. . e 250 450

Nctherlands Bank .. e 100 150 63

Bank of Sweden ... 50 100

Swits Nutional Bank ... .| 150 200 7s

Bunk for International Settlements. . 300 4a0ne s

Total ..o 2,800 ason  § o2s

* Half is avallable In Swiss francs and hatf in other Europcan currencies.
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Table 11

OUTSTANDING UNITED STATES TREASURY SECURITIES
FOREIGN CURRENCY SERIES

In millions of dollars equivalent

— B[

sl t A‘:I:;;' Aug-g‘}gl.

Austrlan National Bank.....| 100.7 — 252 75.8
National Bank of Belgium ... n.2 30.2
German Federn! Bank . ... 602.1 | —100.6 | —100.6 | — 503 3495
Bank of Italy ............. 124.8 124.8
Swiss Naotional Bank .....| 2873 — 2| —230| 2011
Sank for smiernational 1 o26 926
O 12078 | —1006 | —148.9 | — 733 | sE3

Note: Discrepancies in umounts are due to valuation adjustments
and rounding.

* $25.2 million equivalent redeemed Scptember 6.

t Denominated in Swiss francs.

drawing on the Bank of Italy was repaid from a United
States drawing of lire from thc International Monetary
Fund (IMF), and a repayment of $10 million was made
on the drawing from the National Bank of Belgium. As
of August 31, therefore, the total outstanding drawings
by the Federal Reserve amounted to $235 million.

During the course of the late spring and summer
months, the Bank of England drew on the swap line with
the Fedcral Reserve, and $300 million remained outstand-
ing as of August 31. With the incrcase in the Federal
Rescrve-Bank of England facility to $1,350 million, there
thus remains availablc to Britain somewhat more than $1
billion of unused credit facilities under this arrangement.
Moreover, on Scptember 13 the Bank of England an-
nounced thc ncgotiation of ncw facilities with other cen-
tral banks. Apart from the ncw facilities the Bank of
England still has at its disposal important unused facilities
arranged previously. Finally, in August the BIS drew
$75 million from the Fedceral Reserve under the recipro-
cal credit facility providing for drawings against Euro-
pean currencies othcr than Swiss francs.

In April and May, before the exchange markets became
disturbed by flows of volatile funds, the United Statcs
Treasury also made further substantial progress in retiring
outstanding obligations in thc foreign currency scrics.
Beginning in the summer of 1965, a good start had been
made in rcpaying German mark-denominated obligations
of the Treasury as the German balance of payments
moved into deficit, and further progress continucd through

July 1 by which time the total mark obligations outstand-
ing had been reduced from a peak of $679 million to $350
million. In addition, opportunities appeared to acquire
Swiss francs and Austrian schillings, and repayments of
$46 million of Swiss franc securitics and $50 million of
Austrian schilling sccurities were effected. As a result,
such Treasury foreign currency obligations were reduced
on balance by $400.2 million equivalent from the peak
of $1,259.1 million in July 1965 to $858.9 million equiva-
lent on September 6, 1966. Since the Treasury regards
such foreign currcney obligations only as a means of fi-
nancing temporary balance-of-payments deficits, it natu-
rally takes advantage of every market opportunity to retire
such obligations at maturity or, in certain circumstances,
to cffcct repayment in advance of maturity.

During the period under revicw, the Bank of Italy con-
tinued its cooperative cfforts to minimize the impact
on world financial markets of Italy’s heavy balancc-of-
payments surplus. As previously noted, the Fedcral Re-
serve made drawings of $225 million in Italian lirc on
the swap linc of the Bank of Italy in July and carly Au-
gust, and this swap drawing was liquidated in August, The
lire needed to repay the Bank of Italy were acquircd by
a United States Treasury drawing of $250 million equiva-
lent of lirc from the IMF. In order to insure that the
Fund's supply of lire would be adequatc to finance such a
United States drawing, the IMF, whose regular lira hold-
ings were at a low level, arranged to borrow from Italy
the lire needcd for the United States drawing. This trans-
action was of material benefit to thc United States and
ltaly and demonstrates the flexible manner in which the
Fund can assist reserve currency countries as well as other
countries in financing their balance-of-payments surpluses
and deficits.

STERLING

Sterling cnjoyed a six-month period of recovery, follow-
ing the announcement of new international support for the
pound on September 10, 1965. As dollars flowed back to
the Bank of England between September and February
1966, the bank repaid in its cntirety $890 million in short-
term credit received from thc Federal Reserve and the
United States Treasury and, in addition, succeeded in
liquidating a substantial part of its forward cxchange
commitments. Beginning in late February, however, ster-
ling began to weaken once again, and by July the pressures
had rcached crisis proportions. Indecd, cven when the
British Government reacted to the massive attack on the
pound by announcing on July 20 a profound and far-
rcaching austerity program, the exchange markets were
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so demoralized after two years of almost continuous
tension that there was no immediate recovery in sterling.
To be surc, the intense selling wave was stemmed, but
market sentiment remaincd cxtremely cautious and after
a brief upward surge the sterling rate again declincd. By
early September, however, therc was cvidence that the
British Government’s determination to dcfend sterling
would receive broad public support and that the program
was already beginning to show results.

At the cnd of Fcbruary the sterling rate moved be-
low par for the first time since September 1965, as the
exchange markets became more cautious in view of thc
disappointing January trade results and the impending
British general election scheduled for late March. These
uncertainties were reflected particularly in a reduced
volume of sterling trading and an increased vulnerability
of the spot rate to any downward pressures. When the
sterling rate dropped very sharply on March 9, to
$2.7930, the Federal Reserve cntered the market with
heavy bids for sterling. This rcminder of continued
United States official support quickly rcassured the mar-
ket, and sterling rcbounded to about $2.7960 on the
following day. Over succeeding weeks, however, thc
pound again eased, as the uncertaintics gencrated by the
approaching election wcre rcinforccd by an increasing
stringency in the Euro-dollar market—a development that
was to intensify in coming months and exert recurrent
pressure on sterling as funds flowed from London.

The Labor Party’s decisive victory at the polls on
March 30 produced little reaction in the exchange markets
since this result had long bcen anticipated. Indeed, the
markets remaincd relatively quiet throughout April, await-
ing Chanccllor Callaghan’s new budget. When the budget
was announced, however, the market intcrprcted it as
being only moderately restrictive, with the principal pro-
visions not taking effect until the fall, and initially there
was some selling of sterling. With support from both the
Bank of England and this Bank, the market soon re-
gained its equilibrium, but it remained vulnerable to any
ncw setbacks.

In this atmosphcre, the outbrcak of the British scamen’s
strike in mid-May was a devastating blow. Sterling quickly
declincd to about $2.7900 in heavy trading and, as
the strike dragged on, the market became increasingly
apprehensive. The announcement of a large reserve de-
cline in May heightened the general tension, and the first
of a series of intensive and prolonged selling waves began
on June 3, Relief from these pressures was provided
temporarily by the announcement in mid-June that the
short-term credits from European central banks which
had formed part of the September 1965 arrangements in
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support of the pound had now been placed on a continuing
basis, this time including French participation. The Fed-
eral Reserve and United States Trcasury participation in
the September 1965 arrangements continucs to be avail-
able to the United Kingdom alongside these other facilitics.

The respite for sterling provided by the announcement
of this arrangement was short-lived, however, as increas-
ing stringency in the Euro-dollar market left British interest
ratcs not fully compctitive, with conscquent outflows from
London in lat¢ June. While spot sterling came under
pressure, forward sterling quotations narrowed and a
sizable arbitrage incentive in favor of the Unitced Kingdom
developed in relation to short-tcrm instruments in the New
York market. Consequently, the Federal Reserve Bank of
New York, with thc agrcement of the Bank of Lngland,
undcrtook market swap transactions in which, for System
and Treasury accounts, it bought a total of $66.6 million
equivalent of sterling spot and sold it for dclivery onc-
month forward. This opcration both reduced the arbitrage
incentive to shift funds from New York and at the same
time eascd cxchange market pressures and bolstered spot
sterling quotations.

As the maritime strike continucd and the situation in
Rhodesia remained unrcsolved, market sentiment steadily
dcteriorated. Despitc a 9 per cent rise in exports in the
five months prior to the outbreak of the strike, the United
Kingdom’s trade account had not improved significantly
over the corresponding months of 1965 as import demand
had remained abnormally high. Morcover, the figures re-
leased at the end of June indicated that in the preceding
four months, British reserves had declined $372 million,
cven after recourse to central bank assistance. In addition,
uneasiness was heightened by evidence of dispute within
thc Labor Party over the proposed tightening of the
incomes policy. an important element in the long-tcrm
resolution of Great Britain's payments difficulties. The
resignation from thc government of Mr. Frank Cousins, a
veteran trade union lcader, proved particularly disturbing
to market confidence.

Selling pressures on sterling intensified, reaching very
heavy proportions in mid-July. In the face of these sales,
thc Bank of England continued to provide firm support
for the pound in both spot and forward markets, and on
July 14 raised its discount rate from 6 per cent to 7 per
cent and doubled the special deposits required of the
London and Scottish banks. The market, however.
shrugged off the bank rate incrcase as merely a tcchnical
adjustment to rising interest rate levels abroad. ‘That same
afternoon Prime Minister Wilson, in speaking to Par-
liament, confirmed that Britain was faced with a ncew
financial crisis and warned that additional measurcs would
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be taken by thc government. As tension mountcd, ster-
ling was heavily sold in both the spot and forward mar-
kets, but determined rcsistance by the Bank of England
prevented the market situation from getting out of hand.

Against this background, the British Government on
July 20 introduced a massive austerity program that called
for a wagc freeze, restraint on prices and dividends, addi-
tional taxes, reduced travel allowances, and further curbs
on public expenditures both at homc and overseas. The
new program clearly strikes at the problem of excessive
domestic demand and, given adequate time, should prove
effcctive. Reflecting thce confidence of the United States
Government that the British program could accomplish its
objectives, the Federal Reserve moved into the sterling
market shortly after the British Government’s announce-
ment on July 20 in order to stem, and if possible reverse,
the drain on the Bank of England’s reserves. By July 22,
the sterling rate had recovered from $2.7866 immediately
before announcement of the new program to a level above
$2.7900.

In the final weck of July and the beginning of August,
the sterling rate held fairly steady, but no vigorous recovery
developced as the market waited to see whether the British
Government would succeed in carrying through so drastic
a program. Indeed, sterling remained vulnerable to down-
ward pressures throughout thc month of August and, as
yiclds on dollar-denominated investments rosc rapidly,
exerting a strong pull on funds from London, the spot
sterling ratc declined to $2.7880 while forward sterling
discounts narrowed very sharply to under 1 per cent.
Neverthcless, therc is already evidence that the British Gov-
ernment’s new program has begun to take hold at the same
time that the measurcs introduced in the April budget
arc also taking cficct. Even before the full cffect of these
corrective measures is felt, the technical position of ster-
ling, which has been grossly oversold in recent months,
should bring about a strong recovery of the sterling rate.
In the meanwhile, with the reinforcement of the Bank
of England’s credit lincs that has now taken placc with the
Federal Reserve and other central banks, the Bank clearly
has ample resources to deal with any temporary specula-
tive flurrics that might otherwise impede the progress of
recovery.

SWISS FRANC

The Swiss franc declined steadily during the first quar-
ter of 1966 as a result of seasonal influences, sizable out-
flows of capital induced by easy monetary conditions in
the Swiss market, rising Euro-dollar rates, and attrac-
tive yields on offshore United States corporatc issucs. In
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early March, when the Swiss franc fell to $0.2304'3, the
Swiss National Bank sold dollars to moderate the rate
decline and replenished its dollar holdings by selling Swiss
francs to the Federal Reserve and United States Trcasury.

From February through early April, the United States
authorities bought a total of $118 million equivalent of
Swiss francs. With these francs, the Federal Reserve
System fully repaid its $40 million equivalent German
mark-Swiss franc swap with the BIS, while thc United
Statcs Trcasury liquidated a similar swap for $15 mil-
lion equivalent (see this Review, March 1966). The
System temporarily added $46 million equivalent to its
Swiss franc balances, simultaneously selling these Swiss
francs forward to the Treasury for delivery on May 16 and
July 20, on which dates the Treasury repaid at maturity
two Swiss franc-denominated securities issued to the Swiss
National Bank as fisca] agent for the Swiss Confederation.
(These repayments reduced the amount of such commit-
ments from $349.9 million to $303.7 million equivalent.)
At the same time, the Trcasury added $17 million equiv-
alent to its Swiss franc balances. In addition, the Treasury
purchased $18 million in gold from the Swiss authorities.

During April, monetary conditions in Switzcrland tight-
ened and the Swiss franc began to strengthen. When the
rate rcached its effective ceiling of $0.2317%2 in early
May, the Swiss National Bank entered the markct as a
buyer of dollars for the first time since the beginning of the
year. The franc rcmained at the ceiling in subsequent weeks
as the Swiss banking community began to repatriate funds
to meet midyear liquidity needs and as foreigners who had
previously borrowed Swiss francs switched to less costly
Euro-currencics, paying off their Swiss franc borrowings
with outright purchases of francs. At the same timc,
mounting pressures on sterling added further to the de-
mand for Swiss francs. Conscquently, during May and
June the Swiss National Bank took in $200 million
through outright purchases, and an additional $82 million
in short-term swaps with Swiss commercial banks to hclp
provide for their temporary midyear requirements.

By July, uncertainties gencrated by the pressurcs on
sterling again dominated thc foreign exchange markets,
and the usual reflux of funds from Switzerland following
the midyear window-dressing date was sharply reduced.
Morcover, as some additional funds gravitated to the coun-
try, the franc remained at or close to its ceiling. Accord-
ingly, in July the Federal Rescrve rcactivated its swap
facilities with the Swiss National Bank and with the BIS,
drawing $75 million of francs from each bank to absorb
uncovered dollars from the Swiss central bank. In addition,
the Swiss authorities purchased $20 million of gold from
the United States Trcasury. Thereafter, however, pressures
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on sterling subsided somewhat, and with yiclds on dollar
investments moving higher during late July and August,
funds once morc began to flow out of Switzerland, and
the franc eased well below its ceiling.

GERMAN MARK

The dcficit that had emerged in the German balance
of payments during 1965 continucd at a reduced rate in
early 1966. In the first five months of this year official
German reserves declined $310 million (exclusive of a
payment on its increased IMF quota), reflecting short-
term outflows of funds attracted by higher Euro-dollar
rates, and rising net overscas cxpenditures for services.
Conscquently, during this period the mark was generally
on offer at rates somewhat below the parity of $0.2500.

The ready availability of German marks enabled United
Statcs monetary authoritics to continue purchasing marks
—as they had since June 1965—in order to repay
medium-term mark-denominated United States Treasury
indebtedness to the Gcerman Federal Bank. By March 1,
1966 somc $175 million equivalent of such obligations had
been repaid (see this Review, March 1966). In the next
four months a total of $117 million equivalent of marks
was purchased for Treasury account, mostly in the New
York markct. The Treasury used thesc marks, together
with balances on hand. to redeem at their respective
maturities on April 1, June 1, and July 1 an additional
$150 million equivalent of mark-denominated securities
held by the German Federal Bank. Thus in the course of
twelve months ended in mid-1966 the Treasury had re-
duced its mark-denominated indcbtedness by $326 million
to $350 million equivalent.

The German Federal Bank had been pursuing a gen-
crally more restrictive monctary policy throughout 1966,
and on May 26, in line with this policy, it announced an
increase in its discount ratc to 5 per cent from 4 per cent.
With large tax payments also falling due in June, the
German moncy market tightened toward midyear. This
factor, together with incrcasing pressures on sterling,
the usual midycar window-dressing operations, and the
beginnings of a recovery in the German trade position
following a sharp detcrioration in 1965, contributed to re-
newed demand for marks. By late June the spot mark had
risen to parity. The further worsening in the sterling situ-
ation and the continucd improvement in Germany's trade
account imparted additional strength to the mark in July,
and by the end of that month official German reserves
were $391 million higher than at the end of May. More
balanced conditions emerged in the exchanges in August,
however, and mark quotations steadied at about $0.2506.

ITALIAN LIRA

Italy continued to register a substantial balance-of-
payments surplus during the first eight months of 1966.
The surplus was smaller than a year carlicr, however,
partly because of a wider trade deficit but mainly because
of a sizable outflow of long-term capital attracted by
the high yields available in the international bond market.
In addition, ltalian commercial banks once again began
supplying fairly important amounts of short-term funds
to the Euro-dollar market in the carly months of the year.
These short-term outflows offsct the overall surplus and
Italian official rescrves actually changed little during the
first half-year.

At the beginning of 1966, the Federal Reserve had out-
standing a drawing of $100 million under its swap ar-
rangement with the Bank of Italy. In February, this draw-
ing was liquidated using $50 million cquivalent of lire
purchased in a special transaction with a foreign central
bank and $50 million acquired through a sterling-lira swap
with the BIS. In March and May, thcre were occasionally
small offerings of lirc in the New York market and the
Federal Reserve purchased a total of $10 million equiva-
lent. These lire were used on May 25 to reduce the third-
currency swap with the BIS from $50 million to $40
million equivalent.

In Junc, demand for lirc began to rise as Italy’s tourist
season moved into full swing. By this time, morcover,
most Italian banks had already eliminated any nct
liability position vis-3-vis foreigners, and in these circum-
stances the Bunk of Italy was no longer prepared to shift
dollars abroad through short-term swaps with those com-
mercial banks at preferential rates. As a result, the Ttalian
payments surplus was increasingly rcflected in the growth
of official rescrves, which rose rapidly during the summer
months. Accordingly, the Federal Reserve reactivated its
$450 million swap facility with the Bank of Italy in July
and carly August, absorbing a total of $225 million from
the Italian authorities. These drawings under the swap
arrangement were liquidated through a United States
drawing of $250 million equivalent of lire from the IMF
on August 22. The lire drawn from the Fund wcre sold
by the United States Treasury to the Federal Reserve,
which in turn used $225 million equivalent to repay in
full its swap commitment to thc Bank of Italy. The re-
maining $25 million equivalent, plus $1 million of existing
lira balances, was uscd to reduce to $14 million the
sterling-lira swap with the BIS. Federal Reserve and Trea-
sury technical forward commitments in Italian lire, under-
taken in 1965, remaincd unchanged during the period
covered by this report.
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BELGIAN FRANC

The Belgian franc traded below its cciling during the
first half of 1966, as the sizablc current account surplus of
the previous ycar gave way to a small deficit. In the
late spring, however, as credit policy in Belgium tightencd
and the money market firmed, the spot franc rate began
to strengthen, The National Bank of Belgium moved to
reinforce its existing measures of restraint by raising its
discount rate by ¥ percentage point to 5%4 per cent on
Junc 2. Neverthcless, official reserve gains remained small
until July and August, when funds were rcpatriated as a
result both of the domestic liquidity squecze and the
speculative pressurc on sterling. The spot franc rate moved
to its ceiling in late July, and the National Bank began
purchasing fairly sizablc amounts of dollars.

In order to absorb some of the rapid increase in Bel-
gium’s holdings of dollars, the Federal Reserve in August
reactivated the $50 million standby portion of its $100
million swap facility with the National Bank of Belgium
and purchased a total of $30 million from the Belgian
authorities. Later in August, however, the Belgian money
market eascd and funds once again began flowing abroad
in responsc to higher dollar investment rates. The National
Bank then began supplying foreign exchange to the mar-
ket and covering these losscs by purchasing dollars from
the Fedcral Reserve. Thus, by the end of the month the
Systcm was able to reduce its short position in Belgian
francs to $20 million equivalent.

DUTCH QUILDER

The Dutch guilder was gencerally on offer during the
first four months of the ycar, as both seasonal wcakness
and some special factors contributed to a widening in the
Netherlands trade deficit. Occasionally, tight moncy mar-
ket conditions in Amsterdam induced inflows of short-
term funds which temporarily offset the downward pres-
sure on the guilder rate, but on balance quotations eased
noticeably. As early as January, the guilder was quoted
below par, and by latc April it had reached thc lowest
level since the revaluation of March 1961.

Effective May 2, the Nethcrlands Bank raised its dis-
count rate to 5 per cent from 414 per cent in order to curb
the growth of domestic bank credit and stcm the deteriora-
tion of the Dutch balance of payments. The guilder im-
mediately rallied and then continucd to rise, reaching par
by early June. After midyear, increasingly tight money
market conditions in Amstcrdam and growing tensions in
the sterling market led to a sizable inflow of funds. As a re-
sult, Dutch reserves increcased $94 million in July and rose
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further in early August, and the Federal Reserve reactivated
its $100 million swap facility with the Netherlands Bank,
drawing a total of $65 million of guilders and using them,
together with $2.5 million of guilder balances, to absorb
an equivalent amount of dollars. By mid-August, however,
the Dutch money markct had eascd and, as increasingly
attractive interest rates on dollar investments were excrt-
ing a pull on Dutch funds, there was no further need for
System operations in guilders.

AUSTRIAN SCHILLING

Austria’s international reserves decreased in late 1965
and carly 1966, as a consequence of a wcakening in the
Austrian balance of payments. In order to meet this de-
velopment, the Austrian National Bank in April sold tothe
United States Trecasury $25 million of Austrian schillings
and the Treasury used these schillings to rcpay at maturity
an Austrian schilling-denominated Treasury bond. Aus-
tria’s overall payments position then improved, and through
the carly summecr months the Austrian National Bank was
ablc to add somcwhat to its reserves. In late August, how-
cver, there was again an outflow of funds from Austria, and
official reserves declined. Oncc again, this provided an
opportunity for the Trcasury to acquire Austrian schillings,
and on September 6 the Treasury paid off another $25
million cquivalent Austrian schilling-denominated bond,
thereby reducing its total schilling-denominated indcbted-
ncess to $50 million equivalent.

CANADIAN DOLLAR

Movements in thc Canadian dollar rate during the early
months of the year were significantly influcnced by fluc-
tuations in the volume of ncw Canadian sccurities offer-
ings in New York. At thc same time, scasonal weakness
in the tradc account and Canadian government purchases
of about $110 million of United States-held Canadian gov-
ernment debt resulted in a decline of $323 million in
Canada’s official gold and dollar reserves during the first
half of the ycar (after payment of $47 million to the
IMF in conncction with its quota incrcase). About mid-
June, however, the return of seasonal strength in Canada’s
external accounts, announcements of some fairly sizable
new sccurities sales in New York, and conversions of
sterling by Canadian exporters as the pound came under
increased pressure, led to a firming of the Canadian dollar
rate. Moreover, the announcement on Junc 20 of a ncw
Canadian-Russian wheat agreement, providing for ship-
ments to Russia of $740 million of wheat over three years,
helped sustain markct demand. Official reserves never-
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theless declined once again because of additional official
purchases on July 2 of $31 million of United States-hcld
Canadian Treasury sccurities.

Canadian dollurs also were actively sought in the for-
ward market during much of the period as a result of
covered conversions by Canadian banks of domestic time
deposits into United States dollar investments.  In early
summer, this demand was rcinforced by intermittent buy-
ing by grain interests and by ecxporters hedging futurc
sterling receipts. The latter activity subsided later in Au-
gust, however, when an easier tonc also reappeared in
the spot markct, with quotations fluctuating narrowly just
below $0.9300. There were no Federal Reserve or Trea-
sury operations in Cunadian dollars during the pcriod
except for those rclating to IMF transactions described
below.

OTHER CURRENCIES

There have becn no official United States transactions
in French francs, Japanese yen, or Swedish kronor this
year.

INTERNATIONAL MONETARY FUND

During the period under review, the United Statcs made
two scparate types of drawings on thc IMF. The first,
designated “technical”, extended the practice initiated in
February 1964 of obtaining currencies from the IMF for
sale to other countrics making repayments to the Fund
(see this Review, October 1965, page 208, for a detailcd
explanation of this type of operation). The United States
Treasury, between March and August, arranged for draw-
ings totaling $300 million equivalent of Canadian dol-
lars. Whereas earlier the facilities were drawn on in their
entirety at their inception, under the current arrangements
drawings are made periodically as needed.

The second type of drawing was of the more conven-
tional type in which member countries obtain currencies
for use directly in the financing of their international pay-
ments deficits. The Unitcd States first had recourse to the
Fund in this manner in July 1965, when it made a multi-
currency drawing equivalent to $300 million and uscd
most of the drawing to fund carlicr short-term credits.
On August 22, 1966, the Trcasury again went to the
Fund for this purpose, drawing $250 million equivalent
of Italian lire and subsequently selling the lire to the
Federal Reserve for liquidation of its $225 million equiv-
alent swap commitment to the Bank of Italy and a partial
repayment of a sterling-lira swap with the BIS. The Fund,
whose lira balances were at a low level, borrowed the

requircd lire from the Italian government under an agree-
ment lying outside the $6 billion Gencral Arrangements
to Borrow (G.A.B.). This was the first occasion on which
the IMF had employed its authority under the articles of
agrcement to borrow nceded currency from a member
country other thun under the G.A.B., and it marked an-
other significant step in the evolution of the Fund credit
machinery.

United States drawings from the Fund between Fuebru-
ary 1964 and August 1966 have totaled $1,532 million.
At the same time, other countries have drawn dollars
from the Fund, thereby reducing the Fund's holdings of
dollars in excess of 75 per cent of the United States quota
and thus reducing this country’s repayment obligation to
the Fund. Consequently, at the cnd of August 1966 net
United States indebtedness to the Fund was only $893
million.

The vital role that the IMF plays in the international
financial mechanism was greatly reinforced last February
when a general Fund quota increase of 25 per cent or
more, adopted in 1964 by the Governors of the Fund,
became cffective for S8 members who had accepted the
proposal and whose combined quotas as of February 23,
1965 constituted the requisite two-thirds majority for ap-
proval. By August 31, an additional 32 members had sub-
mitted their ratification, and Fund resources had been
increascd from $16 billion to $20.6 billion, or close to the
ultimate S21 billion target for the Fund’s entire 104
nation membership. The quota increases must be paid
to the Fund partly in a member’s own currency and partly
in gold. Such gold payments, howecver, have entailed
gold losses for the two key currency countries, the United
States and the United Kingdom, as other members have
converted dollars and sterling into gold for payment of
their gold subscription. In order to compensate for these
losses, the quota incrcase arrangement provides that the
Fund will deposit a total of up to $350 million of gold
with the Federal Rescrve Bank of New York and the
Bank of England. Insofar as the United States is con-
cerned, these compensating operations began in Septem-
ber 1965 and as of August 31 the Fedcral Reserve Bank
of New York held for United States Treasury account
$202.7 million of gold so deposited by the IMF. The gold
is reflected in the Federal Reserve’s statement of condition
under “other assets” and the deposit liability under “other
deposits™.

QGOLD MARKET DEVELOPMENTS

The price of gold in the London market has ranged
between $35.11 and $35.1940 during the first eight
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Table 111

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

Januvary-Juoe 1966

In millions of dollars at $35 per fine troy ounce;
United States net sales (—), net purchases (+)

First Setond

Country quarter quarier

CRODAN oot 10 rerrer s reereees - 1000 + 50.0
Colombin ... + 1.0

France ... .. e — R — 22027
lLebanon ... e — 108

Switzerland ... 4+ 10 4+ 110

United Kingdom ... .0 e - 19.0 - 72

All other ... . o — 186 - 04

Net sal6s . . oo 340 Thers

Note: Because of rounding, figures do not necessarily add (o totals. .
* Not reflected in this table are United States monetary gold trapsactions with
foreign countries mitigated through special deposits by the IMF.

months of this year, with upward pressures on the price
predominating during much of the pcriod. The underlying
supply-demand relationship in the market has been quite

different this year, howcver, from the same period a ycar
ago when similar price pressures prevailed. Private de-
mand for gold this year has remaincd wcll below last
year’s levels, no doubt reflecting in part the much more
attractive interest yields this year as a result of tightening
credit conditions in many countries. On the other hand,
the supply of gold coming on thc market has also been
considerably reduced from last year, primarily because
of the shift in South Africa’s balance-of-payments posi-
tion. Whereas during the first scven months of 1965
South African gold reserves declined by $213 million,
adding roughly that much to the supplies availablc from
new production for sale in London, during the same pe-
riod this year South African gold reserves have increased
by $250 million, with consequent reduction of the amount
of new production available for sale. As a result of
this swing in South Africa's payments position and re-
serves, therefore, there has been a temporary decline of
about $500 million in gold coming on thc London mar-
ket from this source. Morcover, there have been no
Russian sales of gold during the first eight months of this
year. Over coming months there is a reasonable likelihood
that the flow of gold to the London market will return to
more normal levels.





