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Treasury and Federal Reserve Foreign Exchange Operations*

By CHARLES A. COOMBS

Although most of the major industrial countries were
beset by inflation and domestic financial strains during
the period under review, the foreign exchange markets
were generally characterized by quict and orderly trad-
ing, interrupted only bricfly by the Canadian recourse to
a floating rate early in June. Indeed, the very prevalence
of inflationary trends, both here and abroad, left the ex-
change markets in something of a quandary as to which
currencies might eventually fare better or worse.

So far in 1970 the United States balance of payments
on official account has shiftcd from surplus to deficit. Vari-
ous policy actions taken by the Federal Reserve to relieve
the stringency of credit conditions in the United States re-
sulted in a heavy return flow of funds to the Euro-dollar
market which, in turn, facilitated the recovery of official
reserves in France, Germany, Italy, and the United King-
dom where money remained tight, These shifts in the in-
ternational flow of funds, in response to differential credit
conditions, werc rcflected in a corresponding shift of
creditor-debtor relationships in the Federal Reserve swap
network and rclated credit arrangements. More than $1
billion of Bank of England debts to the Federal Reserve
and the United States Treasury outstanding at the begin-
ning of the year were almost fully repaid by thc end of
June, and since then the Bank of England has had no
further recourse to United States credit facilitics. The
Bank of France debt of $200 million to the United Statcs
Treasury was also fully repaid. The Bank of Italy financed

*This report, covering the period March to September 1970, is
the seventeenth in a serics of reports by the Senior Vice President
in charge of the Foreign function of the Federal Rescrve Bank of
New York and Special Manager, Systcm Open Market Account
The Bank acts as agent for both the Treasury and Federal Reserve
System in the conduct of foreign exchange operations.

hcavy reserve losscs in January and February by draw-
ing $800 million on the Federal Reserve swap linc, but
this debt has subsequently been fully repaid, partially by
substituting medium-term financing through the Euro-
dollar markct. As of the end of August, no credits by the
Federal Reserve to foreign central banks under the swap
network were outstanding (see Table ).

Meanwhile, the Federal Reserve found it necessary to
make rcpeated drawings on its swap lines with the Swiss
National Bank, the National Bank of Belgium, and the
Netherlands Bank (see Table II). Federal Reserve draw-
ings of $145 million of Swiss francs that were outstanding
at the beginning of 1970 could not be reversed through
marKket transactions, as the usual seasonal wcakening of the
Swiss franc during the early months of the ycar failed to
materialize. Accordingly, the Swiss National Bank agreed
to scll, in a direct transaction with the Federal Reserve,
the Swiss francs required to clcan up the balance, and the
swap line rcverted to a standby basis. Later in the spring,
new flows of dollars to Switzerlund required the reactiva-
tion of the swap line, in May, in the form of a $200
million drawing of Swiss francs by the Federal Reserve.
Through market transactions the Federal Reserve sub-
sequently rcpaid $30 million of this debt, another $50
million was cleared away through a United States Treasury
sale of gold to the Swiss National Bank, and the remain-
ing $120 million was liquidated in August by another
direct sale of Swiss francs to the Federal Reserve by the
Swiss National Bank.

In the case of the Belgian franc, the Federal Reserve
late in 1969 reactivated its swap line with the National
Bank of Belgium by drawing $55 million of Belgian
francs, and further drawings in 1970 increased such
debt to $130 million by early May. Since the swap line
had by then been in continuous use for almost six
months, the United States Trecasury undertook to assist
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Table ¥

DRAWINGS AND REPAYMENTS BY FOREIGN CENTRAL BANKS
AND THE BANK FOR INTERNATIONAL SETTLEMENTS
UNDER RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars

Drawings (4-) or repayments (—)
Drawings on Drawings on
Banks drawing on Federal Reserve 1970 Federal Rsetsaer;g
Federal Reserve System System outstanding System outstanding
on January 1, 1970 July 1 on August 31, 1970
1 1 August 31
Bank Of EBGIANG ...ttt s b b 650.0 — 650.0
Bank Of FLANCE ..cooiiiiriicrieni e e ceassiesenser e sea e seessesssaeseesesasbees s sensenssres e senenss {+ {ggg
Bank of THAlY ..ot et T 8000 {i—g%g 0.0
Bank for International Settlements (against German marks) ... {+ ng {+ ;;8 {+ %%g
+1,036.0 +-2717.0 + 22.0 -0-
TOAE oot e 650.0 {_ 936.0 {_ 2110 {__ 220 0

the Federal Reserve in fully liquidating its Belgian franc
debt by drawing Belgian francs from the International
Monetary Fund (IMF) and by selling a small amount
of special drawing rights (SDR’) to the National Bank
of Belgium. The swap line then reverted to a standby basis
but, as the flow of funds to Belgium continued, new draw-
ings were made by the Federal Reserve during the summer
months for a total currently outstanding of $95 million.

Similarly, a Federal Reserve drawing of $130 million in
guilders on the Netherlands Bank that was outstanding
as of the end of 1969 could not be reversed through
market transactions. Accordingly, it was agreed in May
1970 to clean up the debt through several special trans-
actions, including a United States Treasury drawing of
guilders from the IMF together with a small sale of
SDR’s to the Netherlands Bank. Here again, the flow of
dollars to the Netherlands persisted through the summer
months, and by September 10 had necessitated new guil-
der drawings by the Federal Reserve amounting to $220
million. There were no operations in Austrian schillings,
Canadian dollars, Japanese yen, Mexican pesos, or the
Scandinavian currencies.

Among other developments during the period under
review, the Federal Reserve swap network was further
enlarged to an $11,230 million total on March 12 as a
result of an increase in the swap line with the Bank of
Italy from $1 billion to $1,250 million (see Table III).
In April, the United States Treasury redeemed at ma-

turity a six-month Swiss franc-denominated certificate
of indebtedness equivalent to $54.7 million held by the
Bank for International Settlements (BIS) while other
foreign-currency-denominated securities were rolled over
at maturity, leaving a total of $1.4 billion equivalent
currently outstanding (see Table IV). No operations in
forward markets were undertaken by either the Federal
Reserve or the Treasury.

CANADIAN DOLLAR

The Canadian dollar rose to its effective ceiling of
$0.9324 in late December 1969 and, except for a
brief easing in February, remained at or very near that
level through May (see Chart I). The strength of the
Canadian dollar reflected developments in both the current
and capital accounts of the Canadian balance of payments.
The trade surplus widened substantially, as there was a
broad-based increase in exports. In the capital sector,
funds were repatriated from the New York stock market,
while during the first quarter Canadian borrowing abroad
remained heavy. Moreover, relatively high interest rates
resulting from the vigorous anti-inflationary policies pur-
sued by the Canadian authorities attracted short-term
inflows, including some repatriation of funds previously
placed in the Euro-dollar market.

As the exchange markets became increasingly aware
of the strength of the Canadian payments position, to-
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ward the end of April rumors began to circulate that the
Bank of Canada would raise its upper intervention point
to the full 1 percent above par allowed by the IMF, or
even that the Canadian dollar would be revalued. Con-
sequently, demand for Canadian dollars surged and the
Bank of Canada began to purchase United States dollars
on a mounting scale.

These heavy purchases of foreign exchange were
financed by the drawing-down of government deposits
with the chartered banks. As the inflow intensified, how-
ever, such deposits began to be depleted, and on May 11
the Canadian authorities announced that they would sell
a special issue of bills totaling Can.$250 million. At the
same time, the Bank of Canada raised the chartered
banks’ minimum secondary reserve requirement from
8 percent to 9 percent of deposits. This move immo-
bilized approximately the amount to be raised by the
bill issue. In addition, in an attempt to reduce the inflow
of short-term funds, the Bank of Canada announced a %2
percentage point decrease in its discount rate from 8 per-
cent to 7% percent.

The Canadian dollar eased very briefly but then again
moved to the ceiling as a rise in the forward premium
continued to provide a hedged incentive for short-term
funds to flow into Canada. Toward the end of May, how-
ever, when the Bank of Canada entered the forward
market both on a swap and on an outright basis, the
forward premium backed down and the spot rate
declined.

Under these circumstances, the market was taken by
surprise on Sunday, May 31, when Finance Minister Ben-
son announced that, for the time being, the upper limit
for the Canadian dollar would not be defended. Mr.
Benson cited the rapid and accelerating accumulation of
reserves and the threat of large-scale speculative inflows
as reasons for the decision “to permit some appreciation
of the market rate of exchange”. (Reserves had risen
$1.2 billion since the beginning of the year, of which
some $622 million—including forward purchases—had
occurred in May alone.) Mr. Benson stated, however,
that the authorities would intervene to prevent an
excessive appreciation, as well as to maintain orderly
conditions in the exchange market, and that “the IMF
has also been informed of the Canadian government’s
intention . . . to resume the fulfilment of its obligations
under the Articles of Agreement of the IMF as soon as
circumstances permit”. In order to prevent a rise in
the Canadian dollar from being excessively deflationary,
the Bank of Canada simultaneously cut its discount
rate by a further %2 percentage point, to 7 per-
cent, while the government decided not to proceed with
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certain consumer credit restraints it had planned to
introduce.

The market opened on Monday, June 1, in an atmo-
sphere of considerable nervousness, reflecting the prevalent
uncertainty as to how high and for how long the Canadian
dollar would float. In hectic trading early that morning in
London, the rate rose nearly to parity with the United States
dollar but then fell back to the $0.97-$0.98 range. A
substantial demand for Canadian dollars appeared when
the markets opened in North America, primarily from
banks covering short positions, but the Bank of Canada
intervened to prevent a further run-up in the rate. By late
afternoon demand had begun to ebb, and the rate de-
clined to as low as $0.9655 on June 2. Activity then
diminished to abnormally low levels over the remainder
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fluctuate widely—reaching as high as $0.9710 and as low
as $0.9554 (see Chart II), In accordance with the an- i A
nounced policy, the Bank of Canada intervened to dampen High
the swings, in particular acting to prevent an excessive oul ]l Average noon rates Lo
rise in the rate. . »':::ffecﬁve ceiling throughout the week
By the end of June the Canadian dollar had settled e
around $0.9660, as the market began to feel that this might ap- T -7
be close to the level at which a new parity would eventu- 028 ] 925
ally be established. The rate held fairly steady around o2l 1 1 | 1L | 1111 | L | L1 L e
that level through mid-July, the daily fluctuations becom- May June July August  September
ing narrower and less erratic. *Now York offersd rates.
At that point, however, a new wave of demand built
Table 11
FEDERAL RESERVE SYSTEM DRAWINGS AND REPAYMENTS
UNDER RECIPROCAL CURRENCY ARRANGEMENTS
In millions of dollars equivalent
Drawings () or repayments (—)
System swap System swap
Transactions with uut::::ldi?ggs on 1970 uut:{::;?:; on
January 1, 1970 suly 1- September 10, 1970
| n September 10

National Bank of Belgium + 50.0 {338 + 150 95.0
Netherlands BanK .......cccioeicarinmsnssss et isims e ae s et ssantestsas et sine st s ens —130.0 -+220.0 220.0
SWISS NAHODAL BANK .ooorooeeeereseneeiessesessssssseessssss s sssessessss oot sonsssesisssses —145.0 +200.0 —200.0
o 0 | e | frzss 3150




FEDERAL RESERVE BANK OF NEW YORK

up and in just over a month the Canadian dollar reached
$0.9850. The advance mainly reflected the onset of
seasonal demand, a pickup in long-term borrowings
abroad, and an inflow of short-term funds resulting from
a sharp squeeze for balances in Canada. Moreover, the rise
in the rate tended to be self-reinforcing in that it encouraged
an increasing tendency to cover Canadian dollar commit-
ments. Another factor in the market, starting toward the
end of July, was the appearance of professional traders,
mainly in European banks, who would move in and out
of the Canadian dollar within a single day to take advan-
tage of the wide fluctuations in the rate, their actions clearly
aggravating those fluctuations. Finally, in mid-August there
was a burst of demand for Canadian dollars, as grain
dealers reacted to reports that a substantial portion of the
United States corn crop was threatened by blight. Later in
the month, as the market calmed again, the rate moved
lower. On August 31 the Bank of Canada announced that
in view of both external and domestic economic develop-
ments it was cutting its discount rate by Y2 percentage
point to 64 percent.

Table IIX

FEDERAL RESERVE RECIPROCAL CURRENCY ARRANGEMENTS
September 10, 1970

In millions of dollars

Institution Amount of facility

Austrian National Bank ..., 200
National Bank of Belgium . 500
Bank of Canada .........ccconinns 1.000
National Bank of Denmark 200
Bank of England ... e 2,000
Bank of France ... 1,000
German Federal Bank ..., 1,000
Bank of Jtaly .o e 1.250
Bank of Japan ..o e e 1,000
Bank of MEXICO ..o s 130
Netherlands Bank ... 300
Bank of Norway e 200
Bank of Sweden ... 250
Swiss National Bank ... 600
Bank for Interpational Settlements:

Swiss francs-doliars 600

Other authorized European currencies-dollars........... 1,000
Total ..o 11,230
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GERMAN MARK

The German authorities’ decision on September 29,
1969 to suspend temporarily their intervention at the
mark’s ceiling and the subsequent revaluation of the mark
on QOctober 26 triggered a massive outpouring of funds
from Germany; by the end of the year, the German Fed-
eral Bank had sold more than $6% billion in spot market
operations, In ‘December, a significant factor in the out-
flow was the repatriation of funds by United States and
European corporations to meet balance-of-payments tar-
gets or year-end needs. After this year-end positioning was
completed and as FEuro-dollar rates declined sharply,
the outflow from Germany came to an abrupt halt. The
mark then firmed and generally traded above its $0.2710
floor in January, although it eased back close to the floor
by the end of February. The Federal Reserve built up its
mark balances in February by purchasing $97.6 million
equivalent of marks from a foreign central bank.

In the meantime, credit conditions had tightened con-
siderably in Germany, as the monetary authorities had
allowed the outflow of late 1969 to constrict domestic
liquidity. In the absence of strong action on the fiscal
front, however, this liquidity squeeze proved insufficient
to check the inflationary forces under way in Germany and
the market began to anticipate a further tightening of
monetary policy. Accordingly, traders bid more actively
for marks in early March, lifting the spot rate slightly
above its floor in the process. Nevertheless, the market
was surprised by the severity of the measures announced
by the Federal Bank Council on March 6: the central
bank’s discount rate was raised by 1% percentage points
to 7% percent, its “Lombard” rate on advances against
securities by Y2 percentage point to 9% percent, and,
to discourage banks from borrowing too heavily abroad,
an additional reserve requirement of 30 percent was.
imposed, effective April 1, on increases in the banks’
nonresident liabilities. .

The spot mark rate immediately rose sharply in re-
sponse to this pronounced tightening of monetary policy.
Even though the Federal Bank repeatedly raised its day-to-
day intervention points, on April 6 it began absorbing
dollars from the market for the first time since last fall,
After easing temporarily at the month end, the mark began
to climb again in May. Borrowing abroad by German banks
continued, but on a more limited scale, while borrowings
by commercial firms reached major proportions, With
this demand for marks reinforced by fears of additional
measures of monetary restraint and by rumors that the
Federal Bank might raise its official upper intervention
point to the full 1 percent above par allowed by the IMF,
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Table IV

UNITED STATES TREASURY SECURITIES
FOREIGN CURRENCY SERIES

In millions of dollars equivalent

1ssues (-+) or redemptions (—)
Amount Amount
Issued to outstanding on 1970 outstanding on
January 1, 1970 September 10, 1970
1 n July 1—
September 10

German Federal Bank ... 1,081.6* —542.0 539.6
German Banks .......occcemeecrnieriniemn e e sssn e 135.5* 135.5
Bank of Italy ... 1254 —125.4 -£0-
Swiss National Bank 540.6 541.0
Bank for International Settlementst 2044 —54.7 150.0
TORRL ..ottt s tr e e sev s s sebonr sttt s sa e s e s e mesas sessens st ts 2,087.6 —667.4 —54.7 -0 1,366.1

Note: Discrepancies in totals result from minor valuation adjustments and from rounding.
*Includes valuation adjustments subsequent to the revaluation of the German mark.

1 Denominated in Swiss francs.

the spot rate reached its ceiling of $0.2754% on May 13
and the Federal Bank had to purchase a large amount of
dollars. A brief easing occurred again in the second half of
May, but the rate was rising once more by the month end.

The floating of the Canadian dollar on June 1 added
a new speculative element to the continuing inflow of
short-term funds stemming from interest arbitrage. Thus,
even though Germany’s current account was undergoing
a substantial deterioration, particularly on services, the
mark remained extremely strong in June. A characteristic
pattern soon emerged, with a bunching of purchases on
Wednesdays when value-date considerations favor the
mark, followed by an ebbing of demand in subsequent
days. The Federal Bank began taking in dollars on Wed-
nesday, June 3. During the following week the market was
quite nervous and revaluation rumors, along with the
approaching mid-June tax period, led to a large-scale
conversion of foreign borrowings by German corporations
and triggered the movement into marks of other funds as
well. In the most hectic day since the fall of 1969, on June
10, the Federal Bank purchased $640 million at the
ceiling, while the rate moved even higher that afternoon
in New York after the close of business in Frankfurt. Even
though the immediate demand for marks spent itself in this
flare-up and activity was again normal during the following
days, the market remained unsettled and fearful about the
future. In a move aimed at calming these fears, the Fed-
eral Bank began offering to sell outright forward marks,

and this action helped improve market atmosphere. Never-
theless, the underlying demand for marks remained strong
and was further intensified toward the end of June by
German commercial banks’ positioning to meet increased
reserve requirements (effective July 1, these were raised
by 15 percent). At the same time, relatively high Ger-
man interest rates were again pulling in funds from the
Euro-dollar market—where rates were declining in re-
sponse to the partial lifting of Regulation Q ceilings in the
United States—and, on July 1, the Federal Bank once
more purchased a large amount of dollars.

The heavy inflows of interest-sensitive funds made it
clear that Germany could not fight inflation with monetary
policy alone in an environment of declining interest rates
abroad. Early in July, therefore, the German cabinet
decided to tighten fiscal policy, thereby allowing some
easing of monetary restraint. Included among the measures
taken then were a temporary suspension of accelerated
depreciation allowances for industry and the imposition
of a refundable 10 percent surcharge on personal and
corporate income taxes. Subsequently, effective July 16,
the Federal Bank reduced its discount and “Lombard”
rates by Y2 percentage point to the still very high levels
of 7 and 9 percent, respectively. German money market
rates remained firm, nevertheless, ranging above 9 percent,
so that, against a background of easing Euro-dollar quota-
tions, a considerable interest-arbitrage incentive in favor
of Germany persisted. As a consequence, demand for
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marks dipped but briefly, and the central bank again made
large gains in the latter part of July.

Eventually, however, the German money market began
to respond to the influx of liquidity from abroad. With
domestic interest rates easing as a consequence, demand
for marks lessened and the central bank’s dollar pur-
chases tapered off by early August. By then, however, the
expansion of domestic liquidity had become excessive and
threatened to thwart the anti-inflationary efforts of the
German authorities. Consequently, on August 12 the
Federal Bank Council announced new measures of mone-
tary restraint: effective September 1, increases in bank
liabilities above the second-quarter average were subjected
to heavy new reserve requirements, and accordingly the
additional 30 percent requirement imposed in March on
increases in the banks’ nonresident liabilities was abolished.
With tighter domestic credit conditions in prospect, demand
for marks strengthened somewhat and the Federal Bank
again had to absorb dollars from the market. The amounts
were relatively modest, however, and the general market
atmosphere at the close of the period was much calmer
than in earlier months.

STERLING

Sterling recovered strongly throughout the fall of 1969,
as the British trade position shifted into surplus and a
reversal of earlier speculative outflows gathered momen-
tum. Concurrently, monetary policy tightened sharply, and
by the year-end spot sterling had reached parity while for-
ward sterling discounts had narrowed substantially. The
Bank of England was thereby enabled to make sizable
reserve gains during the fall months, and by the year-end
its outstanding drawings on the Federal Reserve had been
reduced to $650 million from the May 1969 peak of
$1,415 million.

Even stronger demand for sterling emerged during the
first four months of 1970. Britain’s basic payments posi-
tion continued to run in heavy surplus, and there were
further favorable shifts in commercial leads and lags.
Moreover, London began to attract very heavy inflows of
short-term investment funds, as Euro-dollar rates fell
sharply while tight money market conditions continued
to prevail in the United Kingdom. The three-month Euro-
dollar rate, for example, had reached 112 percent in mid-
December but thereafter declined sharply during the first
quarter of 1970 and into April, reaching a low of about
8 percent in mid-April. Deposit rates in the United King-
dom, on the other hand, remained firm early in the year
and then moved up in February and early March in re-
sponse to the mid-March tax squeeze. Inflows during this
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period were reflected, in part, in a large rise in the sterling
balances of the overseas sterling area as well as in some
rebuilding of the balances of nonsterling-area countries. In
addition, British-based firms with international subsidiaries
apparently were bringing funds home to bolster their liquid-
ity positions.

As funds flowed into Britain the spot sterling rate moved
well above par and the Bank of England made very sizable
reserve gains, which as before were largely devoted to the
liquidation of official indebtedness. Drawings on the Fed-
eral Reserve swap line were cleaned up through repayments
of $300 million in January and $350 million in February,
thus restoring the $2 billion swap line to a fully available
standby basis for the first time since July 1968. Over the
same period and continuing into March, very substantial
repayments were made to other creditors, including the
United States Treasury (see Table V).

The exceptionally strong performance of sterling during
the winter months, and the emergence of a significant
interest differential in favor of sterling, had led the Bank
of England to reduce its discount rate by %2 percentage
point to 7%2 percent on March 5. Nevertheless, inflows to
London continued as Euro-dollar rates declined further,
and the bank rate was cut again to 7 percent in mid-April
at the time of the announcement of the United Kingdom
budget. The budget was generally well received by the
market and, despite the further reduction in British interest
rates, sterling continued in good demand, enabling the

Table V

BRITISH SHORT-TERM INDEBTEDNESS TO THE
UNITED STATES TREASURY AND FEDERAL RESERVE SYSTEM

Amounts outstanding in millions of dollars

June 1966
Date Federal Reserve stea'rligguz?'::::es cre]l;zialsil:g of Tatal
swap line (System- Navember 1967
Treasury)
1969
May 13 e 1,415 310 350 2,075
June 30 .............] 1,025 310 350 1,685
September 30 ... 1,100 310 350 1,760
December 31 ... 650 27 350 1271
1970
March 31 ...........] 0 154 225 379
June 30 ... -0- 115 -0- 115
August 31 ...........] 0- 115 -0- 115

Note: Certain special credits from the United States Treasury also were
liquidated by March 31,
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Bank of England to take in more dollars, While somc of
thesc guins were added to rescrves, most were used to
pay off debt, including the final $225 million duc under
the credit linc of $350 million extended by the United
States Treasury in November 1967.

Demand for sterling remained strong through early
May, when it was announced that the British trade posi-
tion had slipped into small dcficit in April. Buying then
tapered off, and the subsequent call on May 18 for a gen-
cral election to be held on June 18 brought sterling under
some pressure. In succeeding days, the spot rate declined
fairly sharply from about $2.4050 to just above par. Ster-
ling firmed at the month end, however, and for May as a
whole the reserve position showed a small gain.

The floating of thc Canadian dollar on June 1 intro-
duced a new element of unccrtainty into thc market and,
as the British elcctions drew closer, sterling slipped below
par. The declinc in the ratc was not precipitous, however,
and little official support was required. The announcement
on June 15 that there had been a second successive trade
deficit in May, coupled with growing concern over wagc
and price developments in Britain, put still further pressure
on sterling, and the rate dropped to about $2.3960. Fol-
lowing the June 18 election, however, there was an increase
in demand that bricfly carried sterling above par and re-
sulted in substantial reserve gains by the British authorities.
Conscquently, the Bank of England was able in June to
make a further advance repayment of credits extended
under the June 1966 stcrling balances arrangemcnt., Of
this repuyment, the Federal Rescrve and United States
Treasury share was $39 million, bringing the total of such
recpayments to the United States since late 1969 to $195
million. For the first half of 1970 as a whole, United King-
dom reserves rosc $264 million, while net repayments on
short-term credit facilities totaled $2,619 million and $269
million was repaid to the IMF.

The improvement in the British reserve position in May
and June was accomplished despite rising Euro-dollar rates
resulting from heavy borrowing from some Continental
centers and firm demand on the part of United States
banks. Although Euro-dollar rates leveled off by mid-June,
the intcrest comparison remaincd adverse to the United
Kingdom into early July, and for a few days at the begin-
ning of the month there was heavy switching out of sterling,
which pushed the spot ratc down to ncarly $2.39 and
brought the Bank of Englund into the market in support.

Euro-dollar rates then moved lower as a change in Regu-
lation Q by the Federul Reserve Board, in response to pres-
sures in United States financial markets in late June, led to a
sharp decline in the Euro-dollar borrowings of United States
banks. Conscquently, the pressure on sterling cased and the
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spot rate held above $2.39, despite the threat of a nation-
wide dock strike. ‘The July 14 announcement of a substan-
tial trade dcficit for June, followed the ncxt day by the dock
workers' vote to strike, resulted in a further decline in the
sterling ratc to about $2.3885, but no oflicial support was
rcquired. Although the market remained nervous during
the period of the strike, there was no significant liquidation
of sterling balunces and no further slide in the rate. Indced,
the settlement of the strikc in late July brought rencwed
demand for sterling.

The market then cntered a period of summer doldrums
in August, and through midmonth sterling fluctuated on
cither side of $2.39 in quiet trading. Late in the month,
however, against the background of an adverse seasonal
swing, concern about the domestic labor situation brought
on some selling of sterling, and the spot ratc declined to
about $2.3830 by month end.

ITALIAN LIRA

The Itatian lira had been subjccted to considerable
pressure in September 1969 as a result of speculative
outflows to Germany, and the Bank of Italy had drawn
$300 million on its swap facility with the Fedcral Reserve.
When the German mark was allowed to “float” at the end
of Septcmber, Italian residents started to unwind their
mark positions and, by mid-November, the lira had moved
up to par. With this reversal in thc flow of funds, the
Bank of Italy was able to acquire dollars in the market
and liquidate completely its swup drawing from the Fed-
eral Reservc.

Late in November, unfortunately, the situation took
an ubrupt turn for the worse. A rash of labor strikes
crippled industrial production, thereby choking off ex-
ports whilc simultancously pulling in additional imports.
This worsening of the current account was accompanicd
by incrcased capital outflows, As a conscquence, the lira
camec under heavy sclling pressure that persisted until mid-
March, and the Bunk of Italy had to cxtend sizable market
support even though it had allowed the spot rate to fall to
its floor by early January. To cover market losses the Bunk
of Italy reactivated its swap linc with the Federal Reserve,
drawing $200 million in late January and an additional
$600 million during the course of February, when pres-
sures intensified following the resignation of the Italian
government.

In the meantime, however, the Italian authorities had
started to take a series of mcasurcs to curb the capital
outflow, and these were to bring a significant improvement
in the situation. In mid-Fcbruary, the Bank of Italy
curtailed the potential for large shifts in commercial leads
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and lags by limiting prepayments of imports to no more
than 30 days and rcquiring the repatriation of cxport earn-
ings within 120 days of shipment. The Bank also dis-
couraged the outflow of Italian bank notes by substantially
tightening procedurcs for handling such notcs when
presented for conversion. At the same time, the Italian
authorities began encouraging official entitics to meet their
capital nceds by borrowing abroad. Early in Murch, the
Bank of Italy acted to bring Italian intercst rates into bet-
ter alignment with those abroad by raising both its discount
ratc and its rat¢ on advances against sccurities by 1%2 per-
centage points, to 5% percent, while maintaining the addi-
tional pcnalties of 1% percentage points on the borrow-
ings of banks making large or frequent use of central bank
credit. Domestic liquidity conditions then tightened, and
Italian intercst rates moved up to more compctitive
levels. Furthermore, to bolster the Italian authorities’
dcfenses, on March 12 the Federal Reserve’s swap ar-
rangement with the Bank of Italy was increased by $250
million to $1,250 million and the United States Treasury
extended to the Bank of Italy a special swap facility of
$250 million.

There was a clear improvement in the market during
the second half of March, reflecting the formation of a new
coalition government, tourist travel to Italy over the Easter
holidays, and a tapering-off of capital outflows. This
stronger tone of the lira persisted until mid-May (even
though intcrmittent strikes helped keep the trade deficit
large), and the Bank of Italy was able to purchase a moder-
ate amount of dollars in the market. Furthermore, the
Italian electricity authority—ENEL—raised a total of
8425 million in the Euro-dollar market in May, and the
forcign currency procecds of the borrowings were added to
official reserves, With the help of these funds, the Bank of
Italy repaid in May swap drawings of $600 million, thereby
reducing its indcbtedness to the Federal Reserve to $200
million.

Starting around mid-May, however, the lira again came
under some pressurc as a result of new strikes and un-
certainty about the outcome of the regional and local
elections of June 7 and 8. Against this background, there
were rencwed fears of a devaluation of the lira, and the
Bank of Italy had to provide sizable support to the mar-
ket, Such feurs were also evident in the forward market,
where the discount on the three-month lira widened from
around | percent per annum at the ¢nd of May to 13 per-
cent early in July. Then, on July 6, the Italian government
resigned after less than four months in office, and the
political crisis temporarily intcnsified the pressure on the
lira.

To help cover its market losses of late spring and
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early summer, the Bank of Italy drew an additional $200
million on the Federal Reserve facility in June, thereby
raising such swap debt to $400 miltion, These drawings
were fully liquidated by July 10, as the Italian author-
ities decided to mobilize resources available from the
IMF. A $250 million special claim on the IMF was con-
verted into dollars by transferring the claim to Japan and
$463 million more, representing ltaly’s super gold tranche
position plus lending under the General Arrangements to
Borrow, was drawn dircctly from the Fund. In a related
prccautionary operation, the Bank of Italy activated for
the first time its special $250 million swap facility with the
United States Treasury, drawing $100 million on July 14
and rcpaying the entire amount on July 17.

In early August the lira again nceded support, but a bet-
ter tonc emerged following the formation of a new govern-
ment led by former Finance Minister Emilio Colombo on
August 6. Indications of the programs to be proposed by
the new government brought a strengthening of mar-
ket confidence in the lira, and there was some covering of
short positions. Late in the month the government an-
nounced its new fiscal program, including a hike in gasoline
prices, higher ¢xcise taxes, and several measures to increase
productivity. By the end of August the spot ratc had risen
well above par and the Italian authorities had begun to
accumulate dollars from the market.

FRENCH FRANC

In the year that has elapsed since the franc’s devalua-
tion in August 1969, the French authorities have been
able to liquidate completely $1.5 billion in short-term
international indebtedness, to repay in full the for-
cign exchange deposits that French commercial banks
had been required to hold at the Bank of France, and to
add $952 million to official rescrves, while allowing the
franc rate to move from close to its floor to near its ceil-
ing. This impressive achievement, although partly bused
on drawings on the IMF totaling $985 million, reflects
primarily the dramatic improvement in Francc’s balance-
of-payments position since mid-October 1969—a turn-
about from massive deficit to substantial surplus.

The rapid rccovery of the franc was largely attrib-
utable to an effective combination of French monetary
and fiscal policy in support of the devaluation as well as
to developments abroad. Beginning in the fall of 1969 the
authorities undcertook a vigorous anti-infationary program
—cutting back public spending, curbing consumer credit,
cncouraging savings, and, more broadly, moving to a firmly
restrictive monetary policy. This stringent program was
maintained with only minor relaxations, even after the
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external situation had turned around. Second, the specula-
tive flows prior to the devaluation were followed after that
event by opposite movements which contributed to the
franc's strength: leads and lags and other short-term flows
were reversed, while consumption and imports, which had
risen sharply in anticipation of a dcvaluation, receded
markedly in the lattcr part of 1969. Third, the subsequent
revaluation of the German mark reinforced the new parity
of the French franc, initially by triggering a rcflow of funds
out of Germany. Finally, the severe price and wage infla-
tion cxperienced by virtually all industrialized countries
helped mitigate the balance-of-payments effccts of France’s
own inflation and of the additional pressures excrted on
domestic prices as a result of the devaluation.

Against this background, the French franc strengthened
significantly and in January moved above par as Euro-
dollar rates began to decline steeply while French mone-
tary conditions remained taut. Moreover, the French trade
position was steadily improving and reached approxi-
mate balunce by spring. In April, demand for francs
increascd markedly as confidence steadily improved, and
thc Bank of France added considerably to its rescrves.

The franc maintained its strength in May and Junc, and
the Bank of France again madc large dollar purchases,
particularly at the month ¢nd. To oflset the domestic
monetary cffects of these inflows, the Bank of France in
early Junc raiscd commercial bank reserve requirements
by ! percentage point. In view of the strengthening of the
franc, travel allowances and some other limitations on the
use of foreign currencies were relaxed in the spring and
in midyear, but the main body of the cxchange controls
introduced in the autumn of 1968 remains in cffect. The
swing into external surplus enabled the authorities to
move in mid-1970 toward a somewhat less stringent
policy domestically; some quantitative credit controls
were relaxed, tax and credit restrictions on the purchase
of a number of duruble goods were eascd, and some
budgetary funds that had been frozen earlicr were
relcased. In order to limit the cxpansionary effects of these
measures, however, the authorities once again raised re-
scrve requirements by 1 percentage point in early July to
7.5 percent for sight deposits and to 2.5 percent for time
deposits of up to thrce years’ maturity.

There was a further strengthening of demand for the
French franc at the end of July, mainly reflecting a
bunching of conversions of export rcceipts prior to the
August vacation period, and the spot rate reached a new
post-devaluation high. In August, the rate eascd marginally
in an inactive market until late in the month when the
Bank of France cut its discount rate by 2 percentage
point to 7% percent. This further evidence of official
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confidence in the recovery of the franc helped bring about
a firming in the spot ratc during the closing days of
August.

During 1970 the Bank of France used its reserve
gains to reduce further its international indcbtedness. By
the end of April it had fully liquidated its short-term
credits from foreign central banks. At the samc time, the
Bank of Frunce also cleared away its debt to the United
States Trcasury under the November 1968 facility, rcpay-
ing the total of $200 million by April 24: $70 million in
February, $55 million in March, and $75 million in April.
Then, as a result of the increase in official reservces,
France was required to make a repayment of its outstand-
ing indebtedness to thc IMF; this payment, amounting to
$246 million, was made on September 2.

SWISS FRANC

In late 1969 and carly 1970, the Swiss authoritics took
a number of steps to combat the influtionary pressures
generated in part by an export boom. Late in December
the government decided to complete its Kennedy-round
tarifl cuts during the spring of 1970 rather than in 1971
and 1972 as originally scheduled. Then in January the
National Bank and the commercial banks agreed, under
the existing restrictions on credit expansion, to reduce
further the permissible ratc of growth in bank credit dur-
ing the first half of 1970. Meanwhile, bank liquidity had
been progressively tightening, and this squeeze bviame
evident in January when the usual seasonal weakcning
of the Swiss franc caused by the rcversal of ycar-end
flows failed to matcrialize. Consequently, the Federal
Reserve was unable to acquire through the market the
Swiss francs necded to liquidate the System’s swap debt
of $145 million to the Swiss National Bank,

In Fcbruary, with relative calm prevailing in the mar-
kets, thec Federal Reserve and the Swiss National Bank
agreed that the time had come to clcar up the System’s
Swiss {ranc swap debt, which had becn outstanding since
October. Conscquently, during the month the National
Bank sold $140.7 million of francs directly to the System
against dollars. The Federal Reserve uscd these francs
and some from balances to rcpay the $145 million swap
debt, thcreby restoring thc swap arrangement to a fully
available standby basis.

Toward the cnd of February, monetary conditions again
tightened in Switzerland and, when the franc rose to its
cciling, thc Swiss National Bank had to absorb some
dollars from the market. Following this injection of liquid-
ity into the domestic market, the franc eased but, in
March, Swiss commercial banks began to rcpatriate
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funds from abroad to meet heavy quarter-end requirc-
ments. The National Bank decided to accommodate this
quarter-end dcmand through swaps with the banks (buy-
ing dollars spot against sale for delivery in early April),
in order to prevent the spot rate from running up to the
ceiling. By entering into $418 million of swaps, the Na-
tional Bank forestalled large uncovered spot purchases
of dollars. After the end of the quarter, there was no
easing in the market as credit remained tight, At
this point the Swiss and United States authoritics agreed
that the Treasury should redeem at maturity a six-month
Swiss franc-denominated certificate of indebtedness equiva-
lent to $54.7 million held by the BIS. The National Bank
consequently sold the neccssary francs to the Treasury
against dollars.

Underlying credit conditions in Switzerland remained
very tight throughout April and into carly May. In vicw
of the pressures on the Swiss capital market, the threc
large Swiss banks decided at the end of April to suspend
temporarily the placement of new issues for foreign
borrowers. In mid-May, a large repatriation of funds
finally eased the domestic liquidity situation. This inflow
of dollars, however, considerably incrcased the Swiss Na-
tional Bank’s dollar holdings at a time when they werc
alrcady large. To provide cover for some of the most recent
dollar accruals, on May 15 the Federal Reserve reactivated
its swap facility with the Swiss National Bank, drawing
$200 million equivalent.

For the rest of May, Swiss monctary conditions were
relatively easy, and pressure also lessened somewhat in
the capital market as a result of the temporary suspension
of new foreign issucs. The Swiss franc rate consequcntly
remained well away from the National Bank’s intervention
point.

The floating of thc Canadian dollar on June 1 re-
awakencd latent market fears that the Swiss franc would be
revalued or allowed to float. Against this background, there
were several bursts of demand for francs early in June,
and on such days the franc rate rosc sharply in hectic
trading. A full-scale speculative rush did not materialize,
however, and the passage in mid-June of a bill—to be
effective in Scptcmber—requiring Swiss exporters to make
noninterest-bearing deposits helped ease pressures. When
once again, in late June, the Swiss National Bank assisted
the commcrcial banks with their midycar liquidity needs
by entering into $479 million in swaps, the market calmed
further. Domcstic liquidity conditions nevertheless re-
mained relatively tight in July, and the Swiss franc bcgan
edging highcr. Ncar the month end the spot ratc was bid
up to the ceiling and the National Bank had to absorb
dollars from thc market. Thereafter, demand for Swiss

francs lessened and a somewhat easier tonme prevailed
through August.

With a view toward repaying the $200 million swap
drawing made in mid-May, the Fecderal Reserve had
begun to accumulate modest amounts of Swiss francs,
occasionally in the market and also directly from the Swiss
National Bank against Italian lirc held in balances. (The
National Bank has a recurrent need for lire, arising from
remittances made by lwalian workers in Switzerland.)
Using such franc balances, on July 6 the System prepaid
$15 million of swap debt to the Swiss National Bank. Addi-
tional franc balances were accumulated in July and early
August. The Federal Reserve and the National Bank at
that point decided to clear the swap linc once again through
direct measures. Accordingly, $50 million ecquivalent of
the swap debt was repaid through a United States Trea-
sury sale of gold to the Swiss National Bank. 'Then, on
August 25, the System purchased $120 million equivalent
of francs from the National Bank and used those francs
plus $15 million from balances to restore the swap arrange-
ment to a fully stundby basis.

DUTCH QUILDER

Beginning in latc Scptember 1969 there were heavy
speculative inflows into the Netherlands as the market
assessed the risk that the guilder might follow a revalua-
tion of the German mark. After thc German Federal
Bank, on September 29, suspended its intervention at
the mark cciling, the buying of guilders intensified and
became increasingly heavy through October. By the time
the mark was formally revalued on October 26 the
Netherlands Bank had been forced to absorb $785
million from the markct. Part of these rescrve gains was
used by the Netherlands Bank to rcpay $109.7 million
in Dutch drawings then outstanding on the swap linc
with the Federal Rescrve. To provide cover for some of
the Netherlands Bank’s additional dollar intake, the
Federal Reserve in turn reactivated the swap facility,
drawing the full $300 million equivalent. In addition,
the United States Treasury made a special onc-weck
swap of $200 million with the Netherlands Bank,

Immediatcly following the rcvaluation of the mark
in late October, the Dutch authoritics madc known
their decision not to revalue the guilder and the spot rate
quickly moved away from the ceiling as speculative posi-
tions began to be unwound. By November 5 the Nether-
lands Bank had sold slightly more than one third of the
dollars it had purchased in October. Consequently, the
United States Treasury had no difficulty in repaying its
$200 million swap, and the Federal Reserve re-
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paid $70 million equivalent of its indebtedncss on No-
vember 6, thereby reducing its outstanding swap debt
in guilders to $230 million. Further rcpayments were made
in November and December, reducing the System’s out-
standing dcbt in guilders to $130 million by the ycar-end.

The guilder remained soft during the first quarter of
1970, as the Dutch current account turncd seasonally
weak and domestic credit conditions eased somcwhat, but
there was no significant selling pressure and no oppor-
tunity for further rcductions in the Federal Reserve
swap drawing. By late April the guildcr was showing
signs of renewed strength and the outlook for further
reversal of the swap drawing was not promising. Sincc
the remaining swap debt had becn outstanding for six
months, the System sought altcrnate means of repay-
ment. On April 29, the Federal Reserve sold German
mark balunces directly to thc Netherlands Bank to acquire
$60 million of guilders. The guilders were used to reduce
swap drawings to $70 million. Then, on May 15 the
United States Treasury drew $60 million of guilders from
the IMF and sold them to the System. At thc samc time
the Treasury sold 10 million SDR’s to the Netherlands
Bank which in turn sold $6.8 million of guilders to the
Federal Reserve. These guilders, plus a small amount
from balances, were used to repay the outstanding $70
million drawing, thercby restoring the swap linc to a fully
available standby basis.

The guilder market cntered a new phase with the float-
ing of thc Canadian dollar, which briefly rekindled some
of last autumn’s fears and ncrvousness in the exchange
markets. The market’s initial agitation and hectic trading
dicd down by mid-June, but thc underlying atmosphere
remained tense with the guilder once again being regarded
as a candidate for revaluation. Against this background,
considerable foreign interest developed in new guilder
bond issues being floated in the Dutch capital market.
Morcover, a favorable shift of leads and lags devcloped,
and there was a significant capital inflow in connection
with an industrial take-over. Early in July, the spot guilder
rate moved up through par and the Netherlands Bank
soon began to purchase considerablc amounts of dollars
from thc market. To deal with this dollar inflow, the United
States Treasury sold $20 million of gold to the Netherlands
Bank and the Fedcral Reserve reactivated its swap line
on July 24, drawing a total of $75 million equivalcnt of
guilders in July. The capital inflow intensificd in August,
and the Fedcral Reserve drew an additional $145 million,
bringing System swap drawings in Dutch guilders to $220
million equivalent. In late August, monetary conditions
eased in the Nctherlands and the guilder market turncd

quieter.

BELGIAN FRANC

During the turbulent period preceding the rcvaluation
of the German mark in October 1969, there were heavy
speculative flows of funds to Belgium as the market also
considered the Belgian franc a candidate for revaluation.
Although the speculative outburst was qucllcd in late
October by a firm government statement rejecting revalua-
tion, the underlying demand for francs remained very
strong. With the spot rate holding close to its ceiling, the
National Bank absorbed dollars from the market through-
out the rest of 1969. To provide cover for some of these
dollar gains, the Federal Reserve reactivated its swap
line with the National Bank, drawing a total of $55 million
equivalent of Belgian francs in November and December.

Buying pressure on the Belgian franc persisted after
the turn of the year, reflecting tight credit conditions do-
mestically and a large surplus on current account. As a
consequence, the spot ratc held at or near its ceiling and
the National Bank continued to absorb dollars from the
market, The Federal Reserve provided cover for these
inflows by further drawings on the swap line equivalent to
$30 million in February, $20 million in March, $10 mil-
lion in April, and $15 million in early May. Federal
Reserve indcbtedness under the swap facility was thus
raised to $130 million by May 5.

A need for dollars by the Belgian government made
possible a partial repayment of these drawings when
the Bclgian National Bank purchased $30 million
from thc Federal Reserve against Belgian francs on
May 12. At that point it seemed unlikely, however,
that further significant reduction in the remaining in-
debtedness of $100 million could be effected through
similar operations or through a rcversal of market flows.
Sincc the swap line by then had been in continuous use
by the Federal Reserve for some six months, it was agreed
that altcrnate financing should be arranged, in keeping with
the principle that use of central bank credit should not
be unduly prolonged. Accordingly, on May 15 the United
States Treasury drew $90 million of Belgian francs from
the IMF and sold the francs to the Federal Reserve. At
the same time the Treasury sold 10 million SDR’s to the
Belgian National Bank, which in turn sold $8.8 million of
Belgian francs to the Federal Reserve. The System used
the francs so acquired, plus a small amount from balances,
to repay completely the remaining $100 million swap debt.

As had been anticipated, the Belgian franc remained
quitc firm through the spring and summer months, re-
flecting a strong current-account position. In July exag-
gerated reports of the Group of Ten discussions on ex-
change rate flexibility led to further speculation over a
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possible revaluation of the Belgian franc. Consequently,
the National Bank had to absorb dollars from the market
periodically during the summer. To cover the bulk of
these reserve gains, the System reactivated its swap line,
drawing $20 million equivalent at the end of June, $55
million in July, and $20 million in August, for a total of
$95 million currently outstanding.

EURO-DOLLAR MARKET

Tensions in the Euro-dollar market lessened consider-
ably during the period under review., Late in 1969,
interest rates began an across-the-board retreat. The three-
month rate, for example, moved from 1112 percent in
mid-December to 8 percent by mid-April (see Chart III).
During the next two months, rates moved up, reaching
levels well above 9 percent for most maturities, but over
the summer months receded once again.

Initially, the drop in Euro-dollar rates from their near-
record levels reflected the reversal of year-end pressures.
The continued downtrend in rates, however, which oc-
curred despite very heavy switching of funds into sterling
investments, was mainly attributable to the progressive re-
duction of Euro-dollar borrowings of United States banks
through their own foreign branches (see Chart IV).
United States banks’ takings declined steadily from mid-
January through the first quarter, as alternate domestic
sources of funds were being tapped. At first, United States
banks obtained a steadily rising amount of funds through
the issuance of commercial paper by affiliated holding
companies or subsidiaries. Then, as United States monetary
policy moved toward a stance of less stringent restraint,
and yields on United States Treasury securities fell below
the recently increased rate ceilings on CD’s of similar
maturities in February and March, commercial banks were
able to increase sharply their sales of CD’s to a broad
spectrum of investors. Consequently, outstanding Euro-
dollar borrowings fell by $2.3 billion to $12.0 billion
between mid-January and April 1. Indeed, if United States
banks had not been reluctant to run their Euro-dollar
takings below reserve-free base levels established under an
amendment to Regulation M, the decline in borrowings
and in Euro-dollar rates might have been more precipitous.

Starting in mid-April, however, the decline in Euro-
dollar rates was reversed, and by the middle of June most
quotations had risen to well over 9 percent. This tighten-
ing of the market reflected in part the liquidity squeeze
in Germany and France, which drew funds into those
countries, and the takedown of two large Euro-dollar
issues by the Italian electricity authority. More generally,
there was a pronounced change in market expecta-
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tions, stemming in part from growing fears regard-
ing the liquidity situation in the United States. During
this period, United States banks’ liabilities to their own
foreign branches rose modestly, averaging around $12%5
billion in the second half of May and through June.
Effective June 24, in a move aimed at facilitating the
refinancing by the banking system of maturing corporate
commercial paper borrowings following the failure of the
Penn Central Transportation Company, the Board of
Govemors of the Federal Reserve System suspended
Regulation Q interest rate ceilings on time deposits of
$100,000 or more with maturities of thirty to eighty-nine
days. Euro-dollar rates immediately receded as the Sys-
tem’s action helped ease money market strains and
allayed some of the fears regarding a potential liquidity
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crisis in the United States. With the surge in United
States banks’ sales of large CD's that followed the
partial suspension of Regulation Q ceilings, the banks
were able to curtail sharply their Euro-dollar borrowings
through their own overseas branches; such liabilities fell
below $11 billion by late July, more than $4 billion
under the November 1969 peak. Meanwhile, moncy

market conditions also had relaxed appreciably in
Germany, following the large inflow of funds to that
country and the reduction in the German Federal Bank'’s
discount rate on July 15. Consequently, Euro-dollar
rates declined fairly steadily over the summer months,
with the three-month rate falling as low as 73 percent
in early September.





