February-July 1981 Semiannual Report
(This report was issued to the Congress, and
to the press on Thursday, September 3, 1981.)

Treasury and Federal Reserve
Foreign Exchange Operations

The United States dollar advanced strongly against
all currencies during the period under review in re-
sponse to a variety of economic and political factors
in the United States and abroad. In the United States,
the current account remained in surplus. The domestic
economy showed considerable resilience. The demand
for money and credit continued strong, and United
States interest rates remained high. Also, price indexes
published during the period pointed to a significant
decline in the inflation rate. Moreover, the already fa-
vorable market sentiment toward the Reagan adminis-
tration was strengthened by its apparent resolve and
effectiveness in translating from plan to action its
major fiscal program designed to deal with inflation
while revitalizing the United States economy.

The performance of major industrial countries
abroad was less favorable. The current accounts of
several countries, notably Germany, were in substan-
tial deficit. Inflation was accelerating in most countries
other than Japan. Economic activity abroad was gen-
erally sluggish. In many countries, the weakness of
domestic demand was seen in the markets as con-
straining the authorities from raising interest rates
sufficiently to attract capital inflows for financing cur-
rent account deficits at prevailing exchange rates or
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to curb inflation. Market participants focused on the
policy challenges facing many governments abroad
and were concerned that policies would not be
adopted to deal with these problems effectively. More-
over, political developments in Eastern Europe and in
the Middle East added to uncertainties for the outlook,
especially for Europe, and left traders and investors
with the view that the United States was a relatively
attractive outlet for investment.

In this environment, the market perceived little
downside risk for the dollar in the exchange markets.
Consequently, the dollar fluctuated higher over most
of the period under review. Early in February, the sell-
ing pressures against other currencies focused mostly
on the German mark, which not only declined against
the dollar but also was weak within the joint float
arrangement of the European Monetary System
(EMS). After midmonth, the Bundesbank took strong
action to defend the mark, and before long increases
in short-term interest rates in Germany were followed
by rising interest rates in many other financial mar-
kets on the Continent. At the same time, interest rates
in the United States eased somewhat. As market par-
ticipants moved to cover short currency positions, the
mark rebounded and other currencies also strength-
ened by mid-March.

From April to mid-May, there was renewed up-
ward pressure on short-term United States interest
rates and the dollar resumed its advance. By mid-
spring this tendency was reinforced, as the markets
attempted to assess the implications of renewed
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unrest in Poland, the change of government in France,
and political developments in several other European
countries Moreover, United States statistics for the
first quarter highlighted the unexpected strength of
the domestic economy. As market participants began
to adjust their expectations concerning the near-term
outlook for the economy and for interest rates, the
dollar advanced strongly.

Coming into the summer, market participants took
an increasingly bearish view of the outlook for Europe.
A debate over monetary and exchange rate policies
had emerged in the press, intensifying with the ap-
proach of the July 19-20 Ottawa summit. Market par-
ticipants focused on complaints by foreign govern-
ments that the high level of United States interest
rates was complicating their efforts to encourage
economic recovery and to avoid further depreciations
of their currencies. At the same time, evidence sug-
gested that the United States economy had lost
its upward momentum. Inflation figures continued to
show improvement, while the growth of the narrow
monetary aggregates had moderated. Expectations
developed that United States interest rates might ease
from their near-record highs. In these circumstances,
the dollar remained in demand but fluctuated more
irregularly than before.

After mid-July the demand for credit in the United
States was stubbornly strong in the face of high inter-
est rates and the broader monetary aggregates con-
tinued to be buoyant. The market was impressed by
Chairman Volcker’s reaffirmation of the Federal Re-
serve’'s commitment to restrain monetary expansion. In
addition, the market was becoming concerned about
the impact of the United States government's near-
term financing requirements on United States financial
markets. In this environment, interest rates remained
high, disappointing expectations of near-term de-
clines. Moreover, as the Administration’'s economic
proposals gained Congressional approval, market par-
ticipants compared the breadth of support for the new
policy directions in the United States with the con-
tinuing debates on a full range of policies in many
countries abroad. As a result, market sentiment toward
the dollar became bullish The dollar closed the period,
advancing strongly across the board. The extent to
which the exchange rates for individual currencies
moved against the dollar depended in large part on
economic and political factors in their respective
countries. But, overall, the dollar ended the period up
22v4 percent against sterling, up 16%2 percent against
the Japanese yen, and up 16% percent against the
German mark.

In their operations in the exchange market, the
United States authorities intervened to settle a vola-
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tile market on nine trading days in February, when the
dollar was rising sharply. The equivalent of $610.0
million net of marks was purchased in the market and
an additional $168.4 million of marks was bought from
correspondents. The proceeds of these market and
correspondent purchases were split evenly between
the Federal Reserve and the Treasury and were added
to their respective balances.

On March 30, when trading in the exchange markets
faltered amidst the uncertainties following the assas-
sination attempt on President Reagan, the Trading
Desk intervened to reassure the markets. A total of
$74 4 milhon equivalent in marks was sold from bal-
ances, again split evenly between the Federal Reserve
and the Treasury. On the following day, exchange
markets quickly returned to more orderly conditions.

The Treasury indicated in April that, after study
and consultation with officials of the Federal Reserve,
the United States had adopted a minimal interven-
tion approach to intervene only when necessary to
counter conditions of disorder in the exchange mar-
ket. On May 4, Treasury Under Secretary Sprinkel set
forth the rationale for this approach in testimony
before the Joint Economic Committee of the Congress.

The United States did not intervene on its own
account through the remainder of the period under
review. The Trading Desk continued to cooperate with
other central banks by intervening as their agent from
time to time in the New York market Over the six-
month period, such operations were conducted in
German marks, French francs, Japanese yen, and the
Canadian dollar. In their own markets, central banks
of other countries continued to intervene, operating
heavily at times, mostly to limit the decline of their
currencies against the dollar.

in April, the Swedish Riksbank repaid, prior to
maturity, the $200 million drawn in January under the
swap arrangement with the Federal Reserve, following
a heavy reflow of funds into the Swedish krona. In
May a $200 million increase in the arrangement that
had been agreed upon for one year lapsed and the
swap line reverted to the earlier $300 million amount.

On July 27 the United States Treasury paid off the
first maturing tranche equivalent to $744.5 million of
its Swiss franc-denominated securities. These securi-
ties were issued with the cooperation of the Swiss
authorities in connection with the dollar-support pro-
gram of November 1978. After this redemption the
Treasury had outstanding $5,692.1 million equivalent
of foreign currency notes, public senes, of which
$5,233.6 million is denominated in German marks and
$458.5 million is denominated in Swiss francs. These
securities mature between September 1, 1981 and
July 26, 1983.
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Table 1 \T”
Federal Reserve Reciprocal Currency Arrangements
In millions of dollars f
|
Amount of facility Decrease effective Amount of facility

Institution January 1, 1981 May 23, 1981 July 31, 1981
Austrian National Bank ....veveverecsorsnsesecsssssssesansnsses 250 250
National Bank of Belgium .......cviiiiieiieinieresannnnnennen 1,000 1,000
Bank of Canada ....c.eveveecencnncsoans eeteeeneecesnananans 2,000 2,000
National Bank of Denmark ...ceeeeaneee tesssesenssescnscvennane 250 250
Bank of England ......ccioiiieiveninenioirescnesnsacscncnsnns 3,000 3,000
Bank of France ...........  etesereeneennsessiaetosaananae 2,000 2,000
German Federal Bank .......cievevevesstanncees 6,000 6,000
Bank of 11alY «veiviarereeerrrosoncerasacenanssasassascannsasns 3,000 3,000
Bank of Japan ........ Ceteesiseresaracananas cesescesiannn 5,000 5,000
Bank Of MEBXICO «.itouuersaassasasanenessrsresesosassstasnnons 700 700
Netherlands Bank ....c.covevevecneecnens fereseenanan 500 500
Bank of NOTWAY «..veeeriraceresasanrorsvasasananns 250 250
Bank Of SWBAN .. .vvvirevareessssoarerssascssasocrsssosonsnns 500 200 300
Swiss National Bank ...... 4,000 4,000
Bank for International Settlements

Swiss francs-dollars veveiverereseeanonans eereeaians terreans 600 600

Other authorized European currencies-dollars ........ Ceeresenees 1,250 1,250
Total ......... eenas i eMeeeressaasasarnretsesrsiernsonanaate . 30,300 200 30,100
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In the seven months through July 1981, the Federal
Reserve had gains of $49 million on its exchange
market operations, while the Exchange Stabilization
Fund lost $4 5 milhlon The Treasury's general account
lost $827 ﬁ_iiho__n, reflecting losses of $144 3 miliion as
a result of annualStenewals at current market rates of
the agreement to warehouse with the Federal Reserve
Swiss franc proceeds of Treasury securities and gains
of $61 6 milhon on the reacquisition of Swiss francs in
connection with the redemption at maturity of Swiss
franc-denominated securities As of July 31, valuation
losses on outstanding balances were $571 1 million for
the Federal Reserve and $1,807 2 million for the Ex-
change Stabilization Fund The Treasury’'s general
account had valuation gains of $1,313 5 million related
to outstanding i1ssues of securities denominated In
foreign currencies

German mark
Early in 1981 Germany's current account deficit
showed no signs of contracting despite continued
stagnation of the domestic economy Though import
demand had weakened and export orders had picked
up from earlier depressed levels, these initial improve-
ments were more than offset by the adverse impact
on Germany's terms of trade of the sharp deprecia-
tion of the mark At the same time, growing tourism,
interest, and dividend payments led to a further deteri-
oration In services The authorities had hoped to cor-
rect the current account deficit gradually by a shift
of resources toward investment and exports and, n
the interim, to finance the deficit by a combination
of private and official capital inflows But the pro-
tracted nature of the deficit exerted a negative im-
pact on sentiment toward the mark, and private capital
flowed heavily out of Germany instead Meanwhile,
domestic demand remained exceptionally weak Cen-
tral bank money was growing in the upper half of the
4-7 percent annual growth range, and shori-term
domestic interest rates at 9 percent were the subject
of domestic debate—criticized for being too high to
permit a recovery of domestic economic activity but
too low to defend the mark from downward pressures
in the exchange market

By February the outflow of funds from Germany
accelerated sharply Market participants were deeply
concerned about the lack of resolution within Ger-
many over the appropriate role for monetary policy in
dealing with the weakness of the external sector and
about security issues raised by persistent tensions In
Poland At the same time, there was growing confi-
dence in the policies and leadership of the new United
States administration under President Reagan, which
had already established a clear direction for the United
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States in economic and mulitary matters With interest
rates in Germany relatively low compared with those In
the United States and some other industnal countries,
funds flowed heavily out of marks, principally into dol-
lar assets but also into sterlng and higher yield-
ing currencies of the EMS By midmonth the mark
had plummeted to DM 225 against the dollar for a
decline of 5%2 percent from end-January levels and
some 20 percent from the previous September Within
the EMS the mark was trading at or near the floor
of the joint float vis-&-vis the French franc The
Bundesbank intervened in dollars and, together with
the Bank of France, also in French francs to preserve
the limits of the EMS Largely reflecting these opera-
tions, Germany’s foreign exchange reserves declined
to $42 7 tillion at end-February, down $1.7 billion from
the level outstanding on January 31. Meanwhile, dur-
ing February the United States authorities intervened
to settle trading conditions which were frequently
one way The authorities bought $610 0 million equiv-
alent of marks net in the market and $168 4 miliion



equivalent from correspondents which were added to
balances of the Federal Reserve and the United States
" Treasury.

The sharp and prolonged decline of the mark posed
serious problems for the German authorities The
depreciating mark boosted domestic currency prices
of oIl and other dollar-invoiced imports relative to
export prices, thus magnifying the current account
deficit The rising cost of imports fed directly into
domestic producer and consumer prices ahead of
important spring wage negohtiations and thereby
threatened to provoke new domestic cost pressures
The mark’s decline also complicated efforts to finance
the external deficit and generated some uneasiness on
the part of official mark holders On February 19 the
Bundesbank temporarily closed the Lombard window,
suspended the traditional fixed-rate facility, and an-
nounced that Lombard credits would henceforth be
made available at its discretion and at rates deter-
mined on a day-to-day basis Bundesbank President
Poehl stated that the immediate aim of these measures
was to tighten German monetary policy in order to
safeguard the stability of the mark Thereafter, German
short-term interest rates shot up and call money tem-
porarily reached 20-30 percent before settling back to
trade around 12-13 percent.

Exchange market participants reacted positively to
the tightening of German monetary policy As interest
differentials adverse to the mark either narrowed
sharply or disappeared completely, previously adverse
commercial leads and lags were unwound and non-
residents repaid earlier mark-denominated borrowings
This reflow of short-term funds into marks, principally
out of French and Belgian francs, strengthened the
mark dramatically within the EMS, and the mark
traded after mid-February at the top of the joint float
arrangement. The Bundesbank was therefore able to
begin purchasing EMS currencies in the market to
repay debt to the FECOM (European Fund for Mone-
tary Cooperation), incurred earlier while the mark was
at the bottom of the EMS Meanwhile, with United
States interest rates also coming off near record highs,
the mark rebounded against the dollar to trade around
DM 209-212 through early April For their part the
United States authorities hmited their intervention to
one occasion, on March 30, following the assassina-
tion attempt on President Reagan, when they sold $74 4
million equivalent of marks out of balances

During the spring the Bundesbank maintained its
essentially restrictive monetary policy stance Officials
stated that there was no basic confiict between in-
ternal and external policy considerations Short-term
stimulus to the economy, whatever the temporary
benefits to growth, would be counterproductive since

it would increase domestic consumption and inflation
at the expense of longer term needs such as capital
formation, efficient economic decision making, and
productivity gains The authorities therefore kept a
tight rein on fiquidity mainly through open market
operations and foreign currency swaps These opera-
tions convinced exchange market participants that the
Bundesbank would not allow interest rates to ease.
But the occasionally highly charged domestic debate
over monetary policy also suggested that the authori-
ties would not be In a position to increase short-term
interest rates in the face of continued recession and
substantial unemployment

Meanwhile, in the United States, demands for money
and credit pressed against a restrained supply of bank
reserves and exerted upward pressure on short-term
United States interest rates from April through mid-
June The nise In United States interest rates was not
matched by increases in German money market rates,
so that interest differentials adverse to the mark
widened from 2 percent in March to 6 percent by
early June In the credit markets, however, yields on
German bonds increased by more than yields in the
United States These pressures on the German bond
market spilled over into the exchanges, as for-
eigners hquidated some of their mark-denominated
assets to limit capital losses In these circumstances,
the mark was again under downward pressure and
had dropped to DM 225 before May 10, when Fran-
cois Mitterrand was elected President of France Then
a wave of French franc selling pulled the mark and
other EMS currencies even lower in the exchanges
To maintain the intervention limits of the joint float,
the Bundesbank along with the Bank of France sold
large amounts of marks against French francs through
end-May before tough French exchange controls
helped bring the market into better balance The
Bundesbank also sold large amounts of dollars in the
market to absorb part of the mark liquidity created by
the EMS intervention and to moderate the steep fall
of the mark against the dollar, which declined further
to nearly DM 233 by the month end Part of these
dollar sales occurred through the agency of the Trad-
ing Desk at the Federal Reserve Bank of New York
operating on behalf of the Bundesbank However, the
Desk did not intervene in the exchanges on behalf of
the Federal Reserve or the United States Treasury.

In mid-June, selling pressures on the mark abated
By this time, United States economic activity had
turned sluggish, inflation figures had improved, and
growth of the monetary aggregates moderated In
these circumstances, United States interest rates
had begun to soften and were widely expected to
register sustained declines, thereby narrowing interest
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differentials adverse to the mark. But the market had
become increasingly pessimistic over the outlook for
Europe. Major political and security issues were of
concern, as underlined by persistent tensions in
Poland and by new questions about the framework of
Western European relations raised by changes In sev-
eral governments With respect to Germany, there
were open disputes in Germany’s governing coalition
over a broad range of i1ssues Germany’s trade figures
had not yet shown much evidence of improved com-
petitiveness resulting from the substantial real depre-
ciation of the mark Consumer price inflation was also
accelerating, and there was little prospect for a near-
term reduction of price pressures, given the rise in
labor compensation negotiated in the spring.

With these various concerns depressing sentiment
toward the mark, the German currency weakened
still further against the doliar in late June and July,
when United States interest rates firmed up rather
than declining as expected Continued bearish senti-
ment toward the mark also hampered progress In
financing the current account. For several months,

long-term private capital had remained in deficit,
although the pace of net outflows had slowed. By
June the previous inflow of short-term capital was
being reversed. Partly for this reason the Bundesbank
announced that German interest rates would remain
high and that the growth of central bank money would
be held in the lower half of the annual target range.
At the same time, the federal government continued
to borrow heavily abroad in order to finance the siz-
able current account deficit, amounting to DM 29
billion at an annual rate In the first six months of the
year. Between January and June the public authorities
raised about DM 14 billion in foreign credits, with a
large share coming directly from Saudi Arabia
During July, as the exchange market focused on
fiscal policy developments in Germany relative to
those In the United States, the mark came more
heavily on offer In Germany, increasing government
expenditures threatened to raise the public-sector
deficit in 1981 to 4.5 percent of gross national product
(GNP) from under 3 percent of GNP only two years
earlier Although containing the upward trend in

Table 2
Drawings and Repayments by Foreign Central Banks and the Bank forinternational Settiements
under Reciprocal Currency Arrangements
In millions of dollars, drawings (+) or repayments {—)
Bank drawing on Qutstanding 1981 1981 1981 Outstanding
Federal Reserve System January 1, 1981 1 1 July July 31, 1981
Bank of Sweden . -0- -+2000 —2000 -0- -0-
Data are on a value-date basis
Table 3
United States Treasury Securities, Foreign Currency Denominated
In millions of dollars equivalent, 1ssues (-+) or redemptions (—)
Amount of Amount of

commitments 1981 1981 1981 commitments
Issues January 1, 1981 i Il July | July 31, 1981
Public serles:
Germany . 52336 -0- -0- -0- 5,233 6
Switzerland 1,203 0 -0- -0- —7445 458 5
Total . . C e v eeees ees 6,436 6 -0- -0- —744 5 5,692 1
Data are on a value-date basis
Because of rounding, figures may not add to totals
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spending had become a priority, measures to reduce
expenditures in the 1982 budget were drafted in the
midst of heated public debate, raising some questions
whether the final budget proposal would be approved
by the Parliament Meanwhile, the Reagan administra-
tion gained Congressional support for major expendi-
ture cuts and tax reductions, marking an important
shift 1n fiscal policy that was aimed at reducing nfla-
tion and providing greater incentives to the private
sector. The exchange market assessed the new direc-
tion of United States fiscal policy favorably. There
were still concerns that defense outlays and tax cuts
might in combination swell rather than reduce the
budget deficit But growing confidence that the Fed-
eral Reserve would keep the growth of bank reserves
and the monetary aggregates under firm control
helped alleviate inflationary fears and also reinforced
expectations that United States interest rates would
remain high The market’s generally positive reaction
to the Reagan administration’s economic program,
coupled with the attraction of high yields on dollar
placements, led to a surge of dollar bidding during
July. In these circumstances, the mark dropped
sharply lower in frequently heavy trading to DM 2 4770
by the month end for a net 162 percent decline over
the six months under review. Meanwhile, Germany's
foreign exchange reserves increased $647 million from
February levels to stand at $43 4 billion on July 31,
1981. The nise in reserves mainly reflected sizable in-
tervention purchases of currencies within the EMS
after March, mostly French francs but also Belgian
francs, which offset intervention sales of dollars In the
final months of the period

Swiss franc

Coming into 1981 the Swiss economy was continuing
to show greater momentum than those of most other
industrialized countries At the same time, the pace of
consumer price increases had accelerated sharply n
response to resthent consumption demand and to the
progressive decline 1n the Swiss franc during much of
1980 The Swiss authorittes were anxious to combat
these emerging inflationary pressures while mindful of
the nisks of precipitating a downturn for Switzerland Iin
view of the sluggishness of the international economy
As a result, the Swiss National Bank announced it
would leave its monetary base growth target for 1981
unchanged from that of 1980 at 4 percent.

At that time, interest rates in Switzerland were well
below those in all other major industnal countries, and
the differential vis-&-vis the United States had again
widened to 10 percentage points In response, many
corporate entities, governments, and other official
agencies borrowed francs domestically or in the Euro-
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Swiss franc market, where many borrowers had
options allowing them to switch loan currency de-
nominations on roflover dates In addition, with devel-
opments in Eastern Europe seen in the market as
casting a cloud over all the Continent, the Swiss franc
had lost some of its traditional attraction as a refuge
for capital As a result, inflows of funds were insuf-
ficient to offset the buildup of interest-sensitive capi-
tal outflows, and during January the Swiss franc con-
tinued to weaken both against the dollar and other
European currencies. By the beginning of the period,
the Swiss franc had declined about 16 percent from
its 1980 highs to a three-year low of SF 19270 against
the dollar and was trading at SF 0.90 against the Ger-
man mark Swiss foreign exchange reserves stood at
$12 1 bilhon.

On February 3 the National Bank of Switzerland
raised 1ts discount and Lombard rates V2 percentage
point to 3V2 percent and 4¥2 percent, respectively, the
first change in these rates in nearly a year. The actions
were taken to support the franc in the exchanges and
to adjust official rates to tightening domestic money
market conditions But interest rate differentials un-
favorable to the Swiss franc remained wide, and the
franc continued to decline against a generally
strengthening dollar. As the franc eased, the National
Bank sold dollars to support the rate but operated
in more modest amounts than many other central
banks.
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Following a change in the administration of Ger-
many’s Lombard facility, which precipitated a sharp
rise in German money market interest rates, the Swiss
National Bank announced a second round of interest
rate increases On February 20 the discount and Lom-
bard rates were raised to 4 percent and 5% percent,
respectively, and the National Bank also conducted
foreign currency swap operations—its major tool for
monetary control—so as to tighten further money
market conditions By mid-March, money market rates
had risen to about 9 percent, levels not seen since
the mid-1970s Also, dollar interest rates eased some-
what and the adverse interest differentials narrowed
sharply, helping the franc strengthen in the exchanges
to a level of SF 18530 on March 18

By this time it had become clear that the Swiss
economy, rather than weakening as expected, con-
tinued to expand in the first quarter of 1981, in sharp
contrast to the sluggishness in Germany and else-
where. Increases in employment, though slowing from
the strong 1980 pace, remained sufficient to enable
Switzerland to avoid the rising unemployment so trou-
blesome to many industrial nations. Domestic con-
sumption and construction activity had remained buoy-
ant even in the face of mortgage rates which soared
to levels not seen since 1975. These pressures had
contributed to an acceleration of the inflation rate to
about 6 percent which, though high by historical stan-
dards for Switzerland, was nevertheless still among the
‘owest rates in the world. In the United States the

iexpected strength of the economy renewed mone-

« growth and put considerable upward pressure on

r interest rates, which was sustained over the
ader of the period. As the dollar again came into
.- 1, the franc fell in the exchanges

W.... he economy robust, the Swiss authorities had
leeway to pursue policies intended to push the inflation
rate back down. Beginning in late April and continuing
through May, the Swiss National Bank fostered tighter
money market conditions by allowing liquidity-
providing foreign currency swaps to run off On
May 11, the National Bank again raised the discount
and Lombard rates, this time to 5 percent and 6%z
percent, respectively, and shortly thereafter announced
a willingness to see the monetary base fall below its
annual target range In response, Swiss interest rates
moved even higher, including the politically sensitive
mortgage interest rate and other long-term interest
rates.

These developments coincided with the presidential
elections in France and, as all European currencies
initially dropped against the dollar, the Swiss franc
fell further to a low of SF 2.0790, down 12 percent from
its March highs. Thereafter, however, Switzerland came
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to be seen as a politically stable and economically
sound investment outlet and the Swiss franc began to
regain some of the status of a ‘‘safe haven” currency.
In the context of this improving exchange market psy-
chology, speculative and investment flows turned in
favor of the franc. Funds also flowed in from Germany
to repay franc borrowings, which had become nearly
as expensive as mark credit. Through the end of June
the franc firmed slightly against the doilar and climbed
against the mark to SF 085, thus breaking out of the
narrow range around SF 0 90 which had held for about
two years.

Through July the franc declined against the dollar
in hine with other currencies and against the mark,
mainly in response to growing market expectations of
an EMS realignment that was thought likely to benefit
the mark. By the end of the month the franc had de-
clined to SF 2.15 against the dollar and to SF 0.87
against the mark, down about 113 percent against
the dollar and up 4 percent against the mark for the
six-month interval. For the period overall, Swiss foreign
currency reserves fluctuated modestly, largely in re-
sponse to foreign currency swap operations conducted
to influence growth of the Swiss monetary base. At
the close of the period, Swiss reserves stood at $9.9
billion, down $2.2 billion from the end of January.

On July 27 the United States Treasury redeemed the
first maturing tranche of its Swiss franc-denominated
securities in the amount of SF 1.2 billion issued in
July 1979, with the cooperation of Swiss authorities
In connection with the dollar-support program of No-
vember 1978. To neutralize the liquidity effects of the
note transactions, the Swiss National Bank allowed a
portion of maturing foreign currency swaps to run off,
thereby absorbing liquidity injected by the retirement
of the notes. As a result, the money markets remained
generally steady over the month end.

Japanese yen

Early in 1981 the yen continued to benefit in the
exchanges from the rapid adjustment of Japan’s econ-
omy to the second oil shock. Restrictive monetary
and fiscal policies had successfully curtailed domestic
demand, limited the buildup of inflationary expecta-
tions and, together with moderate wage settlements,
contained the impact of oil price increases on do-
mestic costs. At the same time, changes in production
processes under way since the mid-1970s had made
industry less dependent on imported raw materials,
particularly oil. These developments, together with the
impact of the 1979-80 depreciation of the yen, led to a
marked improvement in the current account, which
swung from deep deficit to virtual balance. They also
impressed international investors sufficiently to attract
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massive inflows of funds, particularly from Organization
of Petroleum Exporting Countries (OPEC) investors
eager to increase the share of yen-denominated assets
in their portfolios. As a result, the yen rebounded in
the exchanges to ¥ 206.10 in New York on January 31,
up 21 percent against the dollar and 27 percent against
the German mark from its lows of April 1980. The gov-
ernment proceeded to liberalize substantially exchange
controls on international capital transactions. Also,
Japan's foreign exchange reserves rose to $22.7 billion
by end-Jdanuary.

Meanwhile, however, domestic demand had stalled
and, with the improvement in Japan’s external posi-
tion, the authorities had begun to relax the tight stance
of policy after mid-1980. Yet, by early 1981, consump-
tion and residential construction continued to falter and
business fixed investment, previously the only domestic
source of strength, was also decelerating rapidly. The
growth of the monetary aggregates had slowed, and
yen money market rates softened. Inflationary pres-
sures had eased, partly reflecting the dampening im-
pact on import prices of the yen’s appreciation, so
that wholesale price inflation had dropped from a year-
on-year rate of 24 percent in the spring of 1980 to
about 5 percent in early 1981. Meanwhile, in the ex-
change market the rising dollar had eroded the yen's
earlier buoyancy, but the rate nonetheless remained
relatively stable around ¥ 208 through mid-March.
Against the currencies on the Continent, the yen held
up relatively well even while those currencies bene-
fited from a sharp rise in their interest rates. In these
circumstances, domestic pressures on the authorities

intensified during February and March to adopt refla-
tionary measures including a reduction of interest
rates.

On March 17 the government introduced a fiscal
package which accelerated budgeted public-works ex-
penditures and provided low-cost financing to promote
housing construction, to aid small companies, and to
boost exports of industrial plants. These measures
were generally thought to be modest so as not to
compromise materially the goals of reducing the
budget deficit in the fiscal year ending March 1982
and of easing the burden on the markets of financing
the central government's large requirement. At the
same time, the Bank of Japan lowered its discount rate
1 percentage point to 6% percent for the third cut in
less than a year, reduced banks’ reserve requirements,
and then followed up by substantially relaxing window-
guidance ceilings on the growth of bank lending

But the authorities were also concerned that the
large interest differentials adverse to the yen might
trigger volatile capital outflows. Japan's interest rates
were the lowest among the major industrial countries.
The hiberalization of Japanese exchange controls also
provided greater opportunities for capital outflows.
Among other things, the Bank of Japan introduced
a new lending arrangement similar to the special
Lombard facility in Germany, enabling the central bank
to charge more than the official discount rate on its
lending to commercial banks whenever necessary to
counter potentially excessive capital outflows or down-
ward pressures on the yen.

In the event, sentiment toward the yen in the ex-
changes turned more cautious during the spring.
Though market participants were still confident in the
thrust of Japan’s economic policies and the overall
performance of the economy, there were reasons to
question whether the rapid improvement in the current
account would continue. The likelihood of trade re-
strictions against Japan’s automobile exports dimmed
prospects for future export earnings, as did self-
imposed export restraints by Japanese manufacturers
in industries faced with growing protectionist sentiment
abroad. Spreading recession in major overseas mar-
kets clouded export prospects even further. Conse-
quently, the trade surplus was thought unlikely to widen
sufficiently to cover rising interest payments on non-
resident yen deposits and tourism outflows which
were significantly boosting Japan’s traditional services
deficit.

In these circumstances, large interest differentials
adverse to yen-denominated assets began to show
through. Japanese resident institutions and individuals
—already in the process of adjusting to newly liberal-
ized foreign exchange controls—stepped up their ex-
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port of capital as interest differentials favoring the dolilar
widened from about 7 percentage points in March to
over 11 percentage points in May and early June. in
particular, hife insurance companies, pension funds,
and bank trusts took advantage of access to overseas
investments by establishing a presence in the United
States capital markets at yields more attractive than
those available in Japan As a result, the yen declined
along with other major foreign currencies against the
dollar, dropping 7% percent from mid-March levels to
3¢ 224 by early June

These developments put pressure on Japan’'s capt-
tal markets, complicating the authorities’' efforts to
bolster domestic growth and to finance the large
government deficit at current yields. The authorities
were concerned that raising the national bond coupon,
a key indicator of overall long-term interest rates In
Japan, would lead to higher lending rates throughout
the economy. Reluctant therefore to increase new issue
rates as rates in the secondary market rose, the govern-
ment had difficulty arranging the June issue of ten-year
bonds and had to withdraw the July i1ssue altogether.
In the exchange market, concern developed that these
strains 1n the capital market would spill over into the
currency markets, as foreign investors decelerated
their purchases of Japanese assets or even began
selling off some of their holdings Moreover, the grow-
ing perception that the authorities would find 1t diffi-
cult to support the yen by raising Japanese Interest
rates contributed to a further decline in the yen to
¥ 228 by end-June

Table 4

Net Profits (4) and Losses (—) on

United States Treasury and Federal Reserve
Current Foreign Exchange Operations

In mithons of dollars

United States Treasury

Exchange

Federal Stabilization General
Pernod Reserve Fund account
First quarter 1981 + 6.2 — 07 —1443
Second quarter 1981 - 14 — 38 -0-
July 1981 , . . . + 01 -0- + 616
Valuation profits and
losses on oulistanding
assels and liabtlities
as of July 31, 1981 —5711 —1,8072 +1,3135

Data are on a value-date basis

54 FRBNY Quarterly Review/Autumn 1981

These pressures against the yen intensified con-
siderably during July, as the long-awaited dechine in
United States interest rates falled to materialize With
ittle prospect that large interest differentials adverse
to the yen would narrow and that the currency would
soon rebound against the dollar, a broad range of
participants accelerated their sales of yen in an effort
to imit losses At the same time, foreign corporations
stepped up short-term yen borrowings to meet financ-
Ing needs in other currencies, while commercial leads
and lags also shifted against the yen As the flow of
funds gathered force, the decline of the yen began to
outpace the fall of the European currencies against
the rapidly strengthening dollar

To cushion the yen's decline, the Bank of Japan
intervened 1n Tokyo substantially on occasion and
in New York through this Bank as agent However,
Bank of Japan Governor Mayekawa explained that,
while intervening to smooth erratic rate movements,
the Bank of Japan did not consider it necessary to
adopt exceptional measures to stop the yen’s slide.
The authorities asserted in numerous public statements
that the yen had depreciated by more than was justi-
fied in terms of economic fundamentals and was there-
fore likely to move back up over time Consumer price
inflation was abating rapidly and, given the moderate
outcome of the wage round negotiated in the spring,
could be expected to remain the lowest among the
major industnal countries. Meanwhile, exports were
proving stronger than earlier anticipated, despite ne-
gotiated export restrictions and were contributing to a
modest surplus on the current account The authorities
also noted that short-term bank flows were still posi-
tive, even while Japan’s long-term capital account had
moved nto deficit This resuit largely reflected the fact
that the covered cost of borrowing dollars was often
less than local yen financing, creating incentives for
both Japanese banks and nonbanks to borrow abroad.

But, in the exchange market, the yen continued drop-
ping sharply to close at ¥ 240 35 on July 31, down 1634
percent against the dollar over the six-month period
under review but unchanged against the German mark
on balance. Exchange market intervention by the
authorities contributed to a $278 mtllion decline In
Japan's foreign exchange reserves during July None-
theless, at end-July Japan’s reserves stood at $239
bilhon, up $1 2 billion on balance, mostly reflecting
interest receipts on Japan’s reserve holdings

Sterling

By early 1981 the British economy had shown substan-
tial improvements in both price and current account
performance. Inflation had fallen back for several
months to single-digit rates from the 20 percent or
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more level of a year earlier. The current account
moved into a surplus of $6.6 billion for 1980, making
the year-on-year improvement of $10 billion the largest
of any industrial country and in sharp contrast to the
general experience. These considerable achievements
reflected a continued expansion of North Sea oil ex-
ports and an improvement in the nonoil terms of trade.
Theéy also reflected a sharp slashing of inventories
which was but one feature of the severe recession that
had gripped the economy for more than a year. Indeed,
with corporate profits squeezed by persistently high
interest rates, wages, energy prices, and a strong
pound, British companies had also been forced to re-
duce fixed investment and to lay off workers in order
to restore their liquid asset positions Even so, the
growth of sterling M-3 remained well above its target
range, reflecting the continuing demand for bank
credit, the unexpectedly large public-sector borrow-
ing, and the ending of the supplementary special
deposit scheme in June 1980. The Bank of England,
therefore, kept monetary policy restrictive, and British
interest rates had been slow to decline.

Britain's improving external position and relatively
high interest rates had combined to push sterling up
to a six-year high against the dollar and to rise even
further against the Continental currencies. By end-
January, however, the pound eased back to trade around

$2.3630 against the dollar and was at 104.4, according
to a new trade-weighted index adopted by the Bank
of England on February 2. Meanwhile, the British au-
thorities had taken advantage of the strength of ster-
ling to repay prior to maturity a number of international
loans taken up in the mid-1970s. As a result, British
foreign exchange reserves were down from their 1980
highs but still stood at $18.7 billion.

By early February, the pace of capital outflows had
accelerated, as United States interest rates had be-
come unexpectedly firm and the dollar was strong
generally in the exchanges. Although nonresidents
continued to add to their sterling balances, there was
increasing evidence that British residents were taking
advantage of the elimination of exchange controls to
diversify their investment portfolios into other curren-
cies. Moreover, the protracted recession in the United
Kingdom was weighing more heavily on market psy-
chology. The persistent strength of sterling had gen-
erated bitter complaints from British industrialists over
narrowing profit margins and declining product mar-
ket shares. The rate of unemployment was rising more
quickly and headed toward 10 percent. Also, a govern-
ment decision to modify its plans for closing uneco-
nomic coal mines, following an outburst of strikes by
the nation’s coal miners, was interpreted in the press
as indicating the government’s willingness to ease
stringent policies aimed at making the economy work
more efficiently. As a result, expectations developed
in the market that the United Kingdom authorities
might take advantage of the improvements both in
inflation and In the current account to soften the
restrictive policy stance and to provide some stimulus
to the domestic economy

Therefore, as the market awaited the March 10 bud-
get, talk circulated that the authorities would cut the
minimum lending rate by perhaps as much as 3 to 4
percentage points and allow a downward adjustment
in the exchange rate as a means of stimulating eco-
nomic activity In this environment, the pound eased
back against the dollar in line with other European
currencies. But after mid-February, when interest rates
in a number of other European currencies were sharply
increased, commercial leads and lags moved heavily
against sterling and some OPEC members shifted
funds out of the pound. As a result, by early March
the pound broke stride with the currencies of the
Continent and fell against the dollar some 8 percent
to as low as $2.1750.

For their part the authorities remained concerned
over the possibility of a resurgence in monetary growth
and inflation and over the persistence of a large public-
sector borrowing requirement. In his March 10 budget
speech, Chancellor Howe reiterated the government’s
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determination to maintain a restrictive policy stance
until inflation came under control and called for in-
creases In indirect taxes to reduce the projected
public-sector borrowing requirement by £3 billion to
£10%2 bilion. This tightening of fiscal policy was
coupled with a 2 percentage point reduction of the cen-
tral bank's minimum lending rate to 12 percent per an-
num as well as with a lowering of the target for sterling
M-3 growth to a 6-10 percent annual range. The low-
ering of the minimum lending rate had already been
discounted In the money and exchange markets.
After the uncertainties about the budget had been
cleared away, sterling moved up along with other
European currencies as United States interest rates
eased back from earlier highs. Thus, the pound re-
covered to $2.2960 around mid-March on a reflow of
capital and a reversal of previously adverse commer-
cial leads and lags. Against the dollar, sterling was a
net 3 percent lower from end-January levels Against
other European currencies, it was also lower by about
7 percent, so that in effective terms the pound was
trading about 100.2, a decline of 4 percent.

By April, British interest rates had settled around
levels similar to those in Germany. Anecdotal infor-
mation suggested that the economy was leveling off.
But actual economic and financial trends were unusu-
ally difficult to monitor. A civil servants’ strike had the
effect both of delaying tax payments to the Exchequer
and of impeding the collection of key trade and finan-
cial statistics. The Bank of England was proceeding
with its plans to change operating techniques for mone-
tary control so as to increase the role of market forces
in determining short-term interest rates. And, as each
step of the process was announced, the markets were
somewhat unsure of the near-term implications The
pound eased along with other currencies against the
dollar throughout the spring. By late May, it was about
10 percent lower at around $2 07. In effective terms, it
was trading at 98.8

During June the focus of market attention shifted
to sterling For some time, the energy situation had
shielded the pound from a number of adverse factors.
These included Britain’s loss of competitiveness aris-
ing from earlier high rates of inflation and a strong ex-
change rate, a seriously deteriorating economy, and
a weakening of political support for the government’s
continuing restrictive policies Thus, when an increas-
ing oversupply of oil internationally prompted a sig-
nificant cut in the price of North Sea crude, an impor-
tant element of favorable market psychology was shat-
tered and the vulnerability of sterling began to show
through.

The pound, therefore, came under heavy selling
pressure during June and July, dropping through the
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psychologically important level of $2.00. Market par-
ticipants were doubtful that the government would
support the rate through a large increase in interest
rates 1n view of the continuing recession. Talk circu-
lated in the markets that exchange controls might be
reimposed, prompting even further selling of sterling.

Thereafter, sterling stabilized, as British interest
rates rose after the Bank of England began provid-
ing funds to the money market above rather than at
the minimum lending rate. Also, following the resolu-
tion of the civil servants’ strike, a pickup in tax col-
lections was expected to tighten liquidity even more.
The abatement of civil disturbances gave an addi-
tional hLft, while Prime Minister Thatcher’s proposal
of a modest spending program to encourage private-
sector hiring of young people was not viewed as a
significant departure from past restrictive policies and
thus tended to reassure the exchange markets. As a
result, sterting traded around $184 on July 31 for
an overall decline of 22V percent against the dollar
for the six-month period. In effective terms, the pound
decltned 11%a percent to 925 at the end of July.

Meanwhile, over the six-month period the Bank of
England maintained its policy of intervening lightly on
both sides of the market to smooth out sharp fluctua-
tions in the rate. Accordingly, during the period under
review, the United Kingdom external reserves were
affected mainly by the repayment and prepayment of
loans Britain’s foreign exchange reserves declined
$51 billion over the six-month period to $136 bil-
lion on July 31,

French franc

By the beginning of the period under review, the French
economy had moved into a recession that was to prove
deeper and more protracted than many of the slow-
downs then taking place elsewhere on the Continent.
Industrial production was down 10 percent from the
level of the previous year, and unemployment had
risen In line with the growth of the labor force to 7.3
percent. At the same time, the sharp increase in oil
prices of recent years and lagging productivity growth
had contributed to a weakening of France's external
position and a worrisome deterioration in its price per-
formance. France’s current account had swung back
into a deficit of $7 billion, and inflation had acceler-
ated above the two-digit level once more to a rate of
13 percent.

Faced with these setbacks to the five-year program
of economic stabilization, the French authorities re-
mained committed to the priorities of curbing inflation
and maintaining the strength of the French franc.
Whatever stimulus that had been provided to the econ-
omy in 1980 and again in late February 1981 was



modest in size and was intended to contribute even-
tually to export competitiveness Monetary policy re-
mained restrictive. The Bank of France had reduced its
growth target for M-2 for 1981 to 10 percent, and the
already tight hmits on banks’ credit growth were low-
ered 1 percentage point on average Interest rates in
France remained high relative to interest rates in
most other countries on the Continent In addition, the
government continued to encourage large enterprises
in France to take advantage of capital markets abroad
to finance on a long-term basis large investment proj-
ects at home

In the exchange markets, the current account deficit
continued to be more than offset by capital inflows,
reflecting the attraction of interest-sensttive funds from
abroad and efforts of domestic residents to meet local
financing needs 1n foreign currencies In addition, the
market’s attitude toward the French franc was gen-
erally more positive than for other European curren-
cies France's current account deficit, though a source
of concern, was considerably smaller than for Ger-
many, its principal trading partner. The government’s
fiscal deficit, though greater than the preceding year,
was only 1%2 percent of overall GNP, so that financing
the deficit was not as much of a burden as in many
other countries France's traditionally good relations
with Middle Eastern countries were generally thought
in the market to make 1t easier for France to attract
funds from investors seeking an alternative to the
dollar These long-standing ties were also thought to
help protect the nation from short-run disruptions In
oil supplies, while France's commitment to the devel-
opment of nuclear energy was seen as providing a
more secure energy source In the longer run. More-
over, with the approach of presidential elections later
in the spring, market participants believed that the
government would take extraordinary steps if neces-
sary to bolster the franc should it come under selling
pressure. Meanwhile, France's foreign exchange re-
serves had swelled to an impressive $26 5 billion by
January 31.

In this posttive psychological climate, the franc had
traded at or near the top of the EMS for almost two
years, even as it declined against the generally
rising dollar to FF 4 90 by end-January. Early in Feb-
ruary, the franc continued to decline more slowly
against the dollar than did the other EMS currencies,
falling some 4%z percent to FF 51150 by midmonth
Within the EMS, 1t remained at its upper intervention
limit and the French, German, and Belgian central
banks intervened to keep the franc within its 2%
percent band. In late February, however, the French
franc fell below the German mark in the EMS follow-
ing action by the Bundesbank to raise interest rates
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in Germany. With French interest rates increasing not
as rapidly as elsewhere, funds shifted out of francs
and commercial leads and lags swung from francs to
marks Thus, by early March the franc had settled about
V¥4 percent below the mark in the EMS Against the
dollar, 1t fluctuated in line with other European cur-
rencies, recovering by the end of March to early-
February levels Nevertheless, France's foreign ex-
change reserves continued to strengthen, rising $1.3
bilthon over February-March to $27 8 billion reflecting
in part intervention within the EMS.

Within France, the performance of the economy was
becoming a matter of increasing public debate. Output
had stabilized, but there was little evidence of an upturn.
Unemployment was rising even more rapidly than be-
fore Inflation remained high. And the current account
deficit showed no sign of narrowing. In the exchange
markets the franc continued to be bolstered by rela-
tively high nominal interest rates through md-April.
Thereatfter, as the electoral contest went through the
first round of a two-stage voting procedure and fore-
casters indicated that the outcome would be close,
some international investors began moving funds out
of the franc. But, with the Bank of France now inter-
vening to keep the franc from slipping within the
EMS, the rate continued to hold steady against the
mark In this manner, the franc declined 8V percent
against the dollar to FF 5.3950 by May 8, just prior
to the second round of voting
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Mitterrand’s election came as a surprise to the ex-
change markets. With the Paris stock market plummet-
ing, massive amounts of funds began to be moved out
of the franc. These flows largely took the form of com-
mercial leads and lags but also represented withdrawals
of deposits and liquidations of investments. These sell-
ing pressures quickly pushed the franc from the middle
to the floor of the joint float and to FF 5.5875 against the
dollar late in May.

The authorities responded quickly to contain these
selling pressures. The Bank of France intervened heavi-
ly to keep the franc within its 2Va percent band against
the mark. Effective May 14, the central bank raised
reserve requirements on sight deposits and eliminated
the special reserve requirement on nonresident depos-
its that had been imposed to curtail capital inflows
late in 1980. Also, it raised the discount rate on seven-
day Treasury bills by 4% percentage points to 18 per-
cent, while day-to-day rates in the money market
jumped from 13%2 percent to 16 percent At the same
time, leading economic advisers to the new president
reaffirmed France’s commitment to the EMS arrange-
ments

Once in office the new government took further ac-
tion to stabilize the franc by tightening exchange con-
trols. With respect to trade financing, it reduced the
scope for leading and lagging commercial payments
and receipts to one calendar month (retroactive to
May 1) Regarding portfolio investment in foreign cur-
rencies, residents were required as of May 22 to pur-
chase the exchange from other residents, thereby
establishing a separate market for these transactions
and removing them as a source of pressure on the
exchange rate For its part, the Bank of France hiked
its discount rate on seven-day Treasury bills another
4, percentage points to 22 percent and day-to-day
interest rates moved up as high as 20 percent.

In response to these stringent moves, the franc came
into demand as exporters scrambled to convert foreign-
currency receipts ahead of the month end. By end-
May, therefore, the franc was off its lows against both
the mark and the dollar. Thereafter, the new exchange
control measures were expected to generate a con-
tinuing reversal of leads and lags well into the summer.
Also, the tightening of credit conditions and the sharp
rise in Euro-French franc interest rates to around
25 percent helped discourage nonresident outflows.
Thus, the franc soon settled in around the middle of
the EMS, a position it was generally to maintain through
end-July.

As a result, the franc traded comfortably within the
EMS during the June 21 Parliamentary elections that
provided a sufficient majority to the new government
to implement its economic program. By July, the au-
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thorities were proceeding with their program to re-
duce unemployment by expanding the economy and
increasing its productive potential, while also carry-
ing through a long-standing plan to nationalize key
sectors of the economy. In particular, they announced
plans to increase social benefit expenditures, raised
the minimum wage, and announced plans for new
education, housing, and industrial retraining programs.
Even with tax increases to generate more revenue,
the fiscal deficit was expected to double for 1981.
The government also moved forward with plans to
nationalize eleven industrial groups. Commercial bank
lending ceilings were raised and minimum reserve
requirements lowered to allow greater expansion of
bank lending.

With the exchange markets now more settled, the
Bank of France was also able to permit short-term
interest rates to decline gradually, so that by end-July
the central bank’s discount rate on seven-day Treasury
bills was down to 18%2 percent and day-to-day rates
had eased to 17% percent. Even so, the market re-
mained pessimistic over the outlook for the franc, since
France had adopted strongly stimulative policies while
other countries were still emphasizing restraint. With
the dollar rising across the board, the franc eased by
the month end to FF 5.8775, down 20 percent on bal-
ance for the six-month period. Even within the EMS
the market found reason to contrast the recent refla-
tionary measures of the French government with the
budget-cutting efforts taking place in Germany, espe-
cially after the Ottawa summit Even so, the franc held
its own around the middle of the joint band to close
the period trading at FF 2.3728 against the German
mark, down 3% percent on balance over the six-
month period. Meanwhile, France’s foreign exchange
reserves, which had dropped $4 5 billion during May-
June, declined only another $558 million to $22.6 bil-
lion, to register a net decline of $3.8 billion over the
February-July period.

Italian lira

The ltalian lira was under considerable downward
pressure coming into the period as the market re-
sponded to a swing in Italy’s current account back into
heavy deficit, the persistence of relatively high infla-
tion at home, and the lack of progress in containing
government expenditures and curbing the public-
sector deficit. The $15 billion deterioration in ltaly’s
current account over 1980 to a $10 billion deficit had
reflected in part an adverse turn in ltaly’s terms of
trade resulting from the sharp increase in dollar
prices for energy and other imported products. It
reflected as well the weakening demand in ltaly’s
principal export markets In addition, the rapid pace



of inflation, at 20 percent by late 1980, had brought
into question the competitiveness of ltaly’s export
sector, especially in those countries participating in
the fixed exchange rate arrangements of the EMS
Moreover, the large and growing public-sector deficit
that amounted to 11 percent of gross domestic product
(GDP) further clouded the prospect for reducing in-
flationary pressures in the near term That deficit
reflected a number of deep-seated problems includ-
ing the high level of wage settiements, the pervasive-
ness of a wage indexation system, and the lagging
productivity growth and weakening capital structure
of ltaly’s large government-enterprise sector.

These problems had come Into focus early in 1981
in the absence of progress In improving price or
trade performance at a time when industrial output
had rebounded from earlier depressed levels The
government had proposed a medium-term program in-
tended to cut current spending, to stimulate invest-
ment, and to finance the increased investment spend-
ing abroad But the pace of public spending had
quickened and monetary growth had accelerated In
this environment, the lira had fallen against the dollar
to a record low in New York trading of LIT 1,004 50
by the end of January Within the EMS, the lira had
required steady intervention support by the Bank of
italy to hold its position. Even so, ltaly’s foreign cur-
rency reserves stood at a relatively high $20 5 billion

Meanwhile, the task of controling inflation and
supporting the lira in the exchanges had fallen on the
Bank of Italy, which acted on January 31 to tighten
control over expansion of money and credit Ceilings
on bank lending were extended to include loans under
LIT 130 million and foreign currency loans, both pre-
viously excluded from limitation The new ceilings
were made effective March 31, at which time loans
coming under the new controls were to be reduced to
end-December levels and then subject to a new and
lower set of growth limits for the remainder of the
year Credit extensions above the Iimits were made
subject to a 50 percent deposit requirement in non-
interest-bearing accounts at the central bank As be-
fore, foreign currency loans to exporters were
excluded These actions improved exchange market
sentiment toward the lira early in February. Though the
lira eased against the dollar, which was strengthening
at the time, it kept generally in line with other curren-
cies In the EMS.

During February, however, the most recent informa-
tron suggested a further widening of the trade and
current account deficits and intensification of domestic
inflationary pressures As a result, the lira failed to
recover late in the month by as much as the currencies
of other Continental countries, which were being bid

up In response to sharp increases In short-term inter-
est rates in their domestic markets By mid-March the
lira had slipped nearly 4 percent against the German
mark and was thus requiring intervention support to
hold its position within the EMS As the March 31
deadline approached for cutting back on foreign cur-
rency loans under the new credit ceilings, importers
and other residents came into the market as buyers of
foreign currency These transactions added to the
pressure against the lira, which fell through ltaly’s
divergence threshold within the EMS even as the Bank
of lItaly stepped up its intervention support. These
operations contributed to a $4 billion decline in Haly's
foreign currency reserves during February-March
In response to these exchange market pressures,
a series of actions were taken to support the lira over
the weekend of March 21-22 They included a 6 per-
cent downward adjustment of the lira’'s central rate
within the EMS, which was reflected in the market by
a 2%2 percent depreciation against the dollar Also, to
absorb liquidity the Bank of Italy hiked reserve re-
quirements from 153 percent to 20 percent above end-
February levels on both resident and nonresident lira-
denominated bank deposits It also raised the discount
rate by 2¥2 percentage points to 19 percent, the first
change in this rate since September 29, 1980 In ad-
dition, the government announced its intention to pro-
pose measures to Parliament to offset the potential
effect on the government deficit of several budgetary
amendments passed by Parliament in preceding
weeks The proposals focused on cuts in current
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spending In line with those announced during the
winter which, when approved by Parliament, would
be sufficient to bring the projected 1981 government
deficit back to the LIT 375 trilhon level originally
envisaged.

After these measures and as a resuit of its new EMS
parity, the lira moved from the bottom to near the top
among the EMS currencies. Also, the expansion of
money and credit began to slow in response to the
tightening of monetary policy. Skepticism remained,
however, over the fiscal situation. As a result, the lira
soon began to ease toward the middle of the EMS
and the Bank of ltaly intervened on occasion to limit
any slippage.

During April and May, as United States interest rates
had again turned higher, short-term funds were drawn
increasingly from ltaly. Thus, the lira became more
vulnerable to downward pressure. Moreover, at home
ltaly's inflation problem had again become a major
focus of public debate. Exchange market participants
took note that the Parliament had not yet acted on
either the short-term austerity measures proposed by
the government in March or the three-year program
under discussion for months. [n addition, a major
political controversy diverted attention away from
economic matters. When 1t reached a crisis in late
May that brought down the Forlani government, any
chance of near-term action on policy initiatives evap-
orated. Moreover, by end-May, ltaly’s foreign exchange
reserves had dropped a further $2 billion to $14.5
bilhion.

To address the immediate pressures in the exchange
and financial markets, the Forlani government—acting
in a caretaker capacity—imposed an austerity pro-
gram by decree that included increases in certain
public charges and cuts of 5 to 10 percent in some
categories of government spending. These actions
were intended to reduce the government deficit by
about 7%2 percent in 1981 if approved by Parliament
within sixty days. The government simultaneously im-
posed an import deposit scheme, also by decree,
which required that all purchasers of foreign exchange
place with the Bank of Italy a ninety-day, noninterest-
bearing deposit equal to 30 percent of the exchange
transaction. These deposits had the effect of increasing
the cost of payments in foreign currency as well
as cutting into credit available for domestic purposes.

After these actions, the lira traded more comfortably
within the EMS, enabling the Bank of Italy progres-
sively to scale back its intervention support of the
currency. Against the dollar, the lira continued to de-
cline but, in contrast to preceding months, no more
rapidly than other Continental currencies. During July
the formation of a new government under the Republi-
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can Glovanni Spadolini and the onset of seasonal
inflows from tourism gave additional support to the lira.
The Bank of ltaly then became a sizable net buyer of
dollars for the first time during the period under re-
view. By the end of July, the lira was trading at
LIT 1,227.50, down on balance 22V percent against
the dollar and down 5 percent against the German
mark Meanwhile, ltaly’'s foreign currency reserves
rose $2.0 billion after end-May to $16.5 billion at end-
July for a $4.0 billion decline over the six-month
penod under review.

Other currencies within the European Monetary System
In early 1981 the countries whose currencies are
members of the EMS joint floating arrangement faced
similar problems. Most were dependent on capital in-
flows to finance current account deficits. Fiscal deficits
had grown and were exerting Increasing strains on do-
mestic capital markets, and inflationary pressures
appeared to be accelerating even as the domestic econ-
omies were weakening. Although monetary policies
were generally restrictive, slowdowns in the domestic
economies and rising unemployment were seen in the
market as constraining the authorities from increasing
interest rates further to maintain the currencies’
attractiveness to international investors and port-
folio managers. Some countries had been able to
attract substantial amounts of private funds, and
others looked to government-arranged loans from
abroad as a means of achieving external balance and
stabilizing their currencies within the joint float. But,
in either case, the EMS currencies were vuinerable
to capital outflows attracted by relatively high inter-
est rates in other countries and to an increasingly
bullish sentiment toward the dollar. As a result, these
currencies were continuing to decline as the six-month
period under review opened.

Within the EMS, there were also considerable
strains and the 2% percent band for all but the ltalian
lira was fully stretched. Requiring persistent support
at the bottom of the band was the Belgian franc, along
with the German mark. The Belgian franc was weighed
down by concern over a domestic economy that was
undergoing difficult structural adjustment, experiencing
rising unemployment, and suffering from a fiscal deficit
that had mounted to more than 10 percent of GNP.
The current account deficit also was large, and both
deficits were being financed to a large extent through
government-arranged loans denominated mostly in dol-
lars and other Eurocurrencies. Close behind the French
franc at the top of the band was the Dutch guilder. It
was helped by the relatively favorable current account
position of the Netherlands and interest rates that were
high enough to continue to attract nonresident invest-



ment in long-term guilder-denominated bonds. The

Danish krone and Irish pound fluctuated around the:

middle of the band, and the Danish and Irish authori-
ties relied heavily on conversions of foreign borrow-
ings to keep their currencies trading comfortably within
the joint float.

This configuration of currencies changed abruptly
in mid-February, when the German authorities reacted
to intensifying selling pressure against their currency
by tightening monetary policy. German interest rates
rose considerably, especially rates on call money, and
the mark snapped up within the EMS, rising from the
bottom to the top of the joint float. As the mark
advanced within the EMS, the French franc and Dutch
guilder came under modest selling pressure against
the mark. But these pressures were soon contained,
and the currencies stayed in the upper half of the
European Community (EC) band after the Bank of
France and the Netherlands Bank, following quickly on
the Bundesbank’s measures, raised their own interest
rates by 1 to 1%2 percentage points. The Danish krone
and the Irish pound eased into the lower half of the
joint float but were kept from falling further by modest
intervention.

This changing configuration of currencies within the
EMS left the Belgian franc all the more exposed at the
bottom of the joint float. Belgium’s fiscal and current
account deficits continued to deteriorate. The authori-
ties were reluctant to raise domestic interest rates
because the economy was still weak and labor un-
rest was already festering in some of the most de-
pressed industries. The coalition government was hav-
ing difficulty agreeing on a program of expenditure
cuts and other measures to reduce the fiscal deficit.
And the prolonged negotiations on economic policy
were casting doubt in the exchange markets about
the government’s ability to deal with the country’s
economic problems.

Against this background, the Belgian franc remained
pinned to its lower intervention point as the EMS group
of currencies gained against the dollar late in Febru-
ary. In March, following a downward adjustment of the
ltalian lira which put it in the upper half of its new
band, the franc was exposed to even greater selling
pressure Heavy support had to be provided for the
Belgian franc mainly by sales of German marks and
French francs The Belgian National Bank increased
its official lending rates in stages over the month By
March 26, its discount rate was up 1 percentage point
to 13 percent and its Lombard rate was up 3 percent-
age points to 15 percent. Also during the month, the
government announced parts of its program to cut the
fiscal deficit by BF 30 billion. However, the pressures
against the Belgian franc remained intense as con-

tinuing shifts in commercial leads and fags aggravated
the exchange market impact of the large current
account deficit. On March 30 the government re-
signed, and immediately thereafter the National Bank
hiked its discount and Lombard rates another 3 per-
centage points. It also imposed measures to ensure
that financial institutions would not restore their liquid-
ity by unloading government debt and would not add
to outflows of capital by extending credits to the private
sector. To restore confidence in the franc, a one-month
freeze on wholesale and retail prices was imposed
effective April 2. These new initiatives helped ease
the immediate pressures against the Belgian franc.

During April and early May, trading became more com-
fortable within the EMS, which nevertheless declined
progressively against a generally strengthening dollar
The mark remained at the top of the band, providing
the Bundesbank an opportunity to improve its position
within FECOM by acquiring small amounts of other EMS
currencies in the market and by having its currency
used In intervention to support other EMS curren-
cies. The Belgian franc gradually came into better
balance, moving off the floor of the EMS in a favor-
able reaction to the recent tightening of monetary
policy The Dutch guilder, by contrast, declined into
the middle of the band as the market reacted to the
fallure of Dutch interest rates to keep pace with
those abroad and to uncertainties ahead of Parlia-
mentary elections The Danish krone also eased
slightly within the joint float, while the Irish pound
stayed near the bottom of the band. Intervention by the
central banks of Belgium, the Netherlands, Denmark,
and lreland was modest and conducted mostly in dol-
lars to stabilize the position of their currencies in the
EMS As the French presidential elections moved
through the first round of balloting, by contrast, official
purchases of francs against both marks and dollars
became heavy as the Bank of France acted to steady
the franc in the middle of the joint float

Later in May, the announcement of Mitterrand's
victory in the French presidential elections brought
the French franc under immediate pressure in the EMS
and generated skepticism in the market over the
commitment of a new French government to the EMS
institutions. The French authorities soon acted to sup-
port their currency by tightening exchange controls
and by raising interest rates sufficiently to trigger some
reversal of leads and lags. In addition, to reassure the
markets, both President Mitterrand and Chancellor
Schmidt publicly reaffirmed their intention to cooperate
in upholding the EMS arrangements. Meanwhile, the
Dutch guilder, aided by fairly moderate but persistent
intervention by the Netherlands Bank, managed to
maintain its position in the upper half of the joint float.
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Also, the Danish krone and the Irish pound remained
stable within the EMS.

During June and July the Belgian franc came under
renewed selling pressure as the market reacted to a
progressive lowering of domestic interest rates and to
the new government’s lack of progress in reducing the
fiscal deficit. The central banks met this pressure with
forceful intervention, however, and by late July the
franc had stabilized within its EMS band Never-
theless, the market remained concerned about the
prospects for EMS countries, individually and collec-
tively With sentiment toward the dollar becoming
increasingly bullish during the summer, the EMS
currencies as a group weakened further. By the end
of July, the EMS currencies had declined against the
dollar by 16% percent to 22%s percent on balance
over the six-month period.

Canadian dollar

The Canadian government sought to harness Canada’s
rich natural resources to generate higher economic
growth and to curb the deeply entrenched inflationary
pressures. lts plans for achieving these objectives
were embodied In proposals submitted late last year
to Parliament for the 1981 budget and for a national
energy program According to the budget, the federal
deficit would be substantially reduced over several
years with cuts, among other things, in transfers to
the provinces in the context of the next federal-
provincial review of financial arrangements in 1982.
The largest contribution to cuts in the fiscal deficit,
however, came from changes in taxation and subsidies
proposed in the energy program. According to the
proposed energy program, the federal government
would unilaterally establish a single price for crude
oil at levels, though higher than before, still well
below international levels. Unification of domestic and
imported crude oil prices would be achieved through
new levies and a gradual elimination of the direct
government subsidy on imported oil. Incentives for
exploration and development would be provided in
amounts varying largely with the degree of Canadian
ownership and control of the enterprises concerned.
A federal tax on oil and gas revenues, together with
the increased levies, would considerably increase
federal revenues.

In the exchanges, market participants questioned
whether adequate incentives would remain to main-
tain the momentum of exploration and development
and to continue to attract the sizable inflow of invest-
ment from abroad that had buoyed the currency over
previous years. In addition, the pricing and revenue
provisions, together with other elements of the budget,
raised complex issues about the relationship between
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the federal and provincial governments. Late in the
year, the Canadian dollar had come under selling
pressure in the exchange markets, dropping to its low-
est levels since the 1930s. The Bank of Canada had
responded forcefully to these selling pressures by in-
tervening heavily to cushion the Canadian dollar's
decline and by raising short-term interest rates. As a
result, the market had come into better balance and
the spot rate had recovered somewhat. It was still
trading, however, not far above its recent lows at
Can.$1.1948 by the end of January. Meanwhile, Can-
ada’s foreign currency reserves stood at $1.4 billion,
and the government of Canada’s outstanding borrow-
ings under its $3.0 billion credit line with foreign
banks amounted to $300 million. Its $2 5 billion credit
line with Canadian chartered banks remained fully
available. (The latter credit line was increased to
$3 5 billion in June 1981.)

By February a more positive attitude developed for
the Canadian dollar. Canada’s trade position had bene-
fited from earlier shifts in the terms of trade and an
improved competitive position. The trade surplus had
climbed to an annual rate of $10 billion in the last
quarter of 1980, swinging the current account into an
uncharacteristic surplus at a time when most indus-
trialized countries were in deep current account deficit.
Also, the Canadian economy was particularly buoyant
late in 1980, led by expanding exports. This pickup
in activity contrasted with the developing slowdown in
much of Europe and Japan.

The unexpected pickup in economic activity and
ensuing resurgence in M-1 provided the basis for the
monetary authorities to put upward pressure on short-
term interest rates. In addition, the persistently high
level of Interest rates in the United States and the
potential for interest-sensitive outflows to put renewed
selling pressure on the Canadian dollar, and thereby
to exacerbate the inflationary situation, suggested the
desirability of allowing Canadian interest rates to
move gradually higher Thus, Canadian interest rates
continued to increase in early March, even as United
States Interest rates subsequently edged lower, so
that the usual pattern of interest rate differentials fa-
vorable to Canada was reestablished. Also, on Febru-
ary 13, the Bank of Canada, in announcing its mone-
tary growth targets for the new year, cut the 1981
range for M-1 expansion 1 percentage point to 4-8
percent. .

In response to these various factors, the Canadian
dollar strengthened in the exchanges by about 1%2 per-
cent to around Can.$1.1783 by mid-March. The Bank
of Canada, continuing to intervene to moderate short-
run fluctuations in the currency, was a net purchaser
of dollars in the exchanges, as is reflected in the
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$378 million increase in foreign exchange reserves
during February-March.

During the second quarter, however, the outiook for
the Canadian dollar became more guarded. Negotia-
tions to resolve disagreements over pricing of oil and

gas were dragging on without clear results Pending
resolution of these issues, the principal energy-
producing province of Alberta had started to cut
back oil production and these cutbacks were leading
to a previously unexpected increase in Canada's oil-
import bill as well as clouding prospects for the an-
ticipated increase in federal government revenues
Also, in the context of a federal government proposal
to repatriate the Canadian constitution, a number of
Issues relating to the relationship between the federal
and provincial governments were being reviewed by
the courts Meanwhile, a first-quarter slackening of
export demand, particularly to the United States, had
cut Into Canada’s trade surplus, and the current ac-
count appeared to be returning to deficit Moreover,
domestic Inflation had accelerated, spurred partly by
increases In energy prices, and the consumer price
index was now rising at an annual rate in excess of
12 percent Also, wage settlements had failed to mod-
erate, a number of industries were being hit by labor
strikes, and difficuit wage negotiations were approach-
ing Partly for domestic reasons and partly in response
to a renewed rise in United States interest rates, the
Bank of Canada allowed Canadian rates to move up
further. Initially, however, Canadian Interest rates did
not keep pace with those in the United States so that
by mid-April the previously favorable interest differen-
tials had eroded Thus, the Canadian dollar eased
against the rapidly rising United States dollar through
the spring But it continued to move higher against the
other currencies which were weakening more rapidly
against the United States currency

Nevertheless, Canada had headed back toward its
traditional pattern of current account deficit financed
by capital inflows. Canadian entities had significantly
stepped up their borrowing activities in the United
States. With the Canadian dollar still close to its his-
toric lows against the United States dollar and with the
monetary authorities having demonstrated determina-
tion to defend the rate, many borrowers took advantage
of the relatively firm United States currency to borrow
abroad and convert the proceeds to finance domestic
needs At the same time, however, Canadian residents
sought to make direct and portfolio investments
abroad, both in the energy sector to take advantage
of more rapid price increases than permitted at home
and in other natural resource industries Canadian
Investors were aiso purchasing foreign-owned assets
in Canada. In this connection, a few foreign-owned
companies 1n Canada became targets of unsolicited
takeover bids, and widely publicized fights for control
drew attention to the impact of the new pricing and
tax provisions favoring Canadian ownership In the
energy sector. As market participants considered the
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implications for capital flows and debt servicing require-
ments of shifting ownership of the natural resource in-
dustries to Canadian ownership, the Canadian dollar
became increasingly vuinerable in the exchanges.
Indeed, in July the Canadian dollar came under
extreme downward pressure in a selling wave that
was precipitated by a few large commercial orders.
Once the decline began, market participants focused
their attention on other factors that were also adverse
for the Canadian dollar. With the United States dollar
rising sharply against other currencies at the same
time, the Canadian dollar fell further. To steady the
market, the Bank of Canada bought Canadian dollars
heavily in the market. It financed its intervention, in
part, by drawing $700 million under its $3.0 billion
facility with foreign banks, leaving its $3.5 billion
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standby facility with the Canadian chartered banks
fully in place. Also, to support the exchange rate, the
Bank of Canada moved to push interest rates sharply
higher, and by the close of the period the rate on
three-month Treasury bills had climbed to slightly over
20 percent, the highest in years. On July 29 the Min-
istry of Finance announced that it had obtained agree-
ment from the major Canadian banks to curb loans to
finance takeovers of foreign companies. This action
helped bring the Canadian dollar market into better
balance after the period under review. But in the interim
the Canadian dollar dropped lower to Can.$1.2344,
registering a decline of 3% percent for the six months
between end-January and end-July. Also, at end-July,
Canadian reserves stood at $748 million, down $600
million on balance.





