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Treasury and Federal Reserve Foreign Exchange Operations*

By CuHARLES A. CoOMBS

During the first four months of 1967, sterling staged a
strong recovery while international financial markets gen-
erally moved into better balance as inflationary pressures
receded and credit conditions eased. Toward the end of
May, unfortunatcly, the sudden eruption of the Middle
East crisis jolted confidence in both the gold and foreign
cxchange markets. Money immediatcly flowed in hcavy
volume to the traditional haven of Switzerland, thereby
imposing further strain on the Euro-dollar market from
which funds were already being withdrawn in anticipation
of midyear liquidity requirecments. Sterling also came under
pressure, reflecting concern that Britain might prove par-
ticularly vulnerable to adverse developments in the Middle
East. In the gold market, fears that the Middle East hos-
tilities might develop into a broader conflict briefly, but
strongly, intcnsified speculative buying, already influenced
by public discussions of United States gold policy, the
Trcasury’s suspension of silver sales, alternating reports
of imminent success or failure of ncgotiations to increase
international liquidity, and tensions in the Far East.

These severe pressures in the gold and exchange mar-
kets in early June brought an immediate central bank
response, To rclicve the stringency in the Euro-dollar
market, the Bank for International Settlements (BIS)
drew $143 million on its swap line with the System and
placed these funds in the market. This BIS opcration, which
was reversed in July, helped to settle the market and ease
the pressures on sterling resulting from the pull of higher

* This report, covering the period March to September 1967,
is the cleventh in a series of rcporis by the Vice President in
charge of the Foreign function of the Federal Reserve Bank of
New York and Special Manager, System Open Market Account.
The Bank acts as agent for both the Treasury and the Federal Re-
serve System in the conduct of foreign cxchange operations.

Euro-dollar rates. At the same time, thc United States
authoritics, in cooperation with thc Bank of England,
acted to absorb sterling from the markct by purchasing
spot against forward resale a total of $112.8 million equiv-
alent of sterling. In addition, the Bank of England strength-
cned its own resources by rcactivating its swap line
with the Federal Reserve through a drawing of $225 mil-
lion in June. The Federal Reserve made cven hcavier draw-
ings on its Swiss franc swap lines to absorb the flow of

Table 1
FEDERAL RESERVE RECIFROCAL CURRENCY ARRANGEMFENTS
August 31, 1967

Amount of facility

Institution (in milliors of dollars)

Austrinn National Bank .........coocooiiiiiniciiann. 100
Nationpal Bank of Belgiom ... e 150
Bank of Canada l 0D
National Bank of Denmark l 100
Bank of England ... o] 1,350
Bank of France ... ... i s 100
CGerman Federal Bank ... 400
Bank of Italy .. ... 600
Bank of Japan ... e 450
Bank of Mexico ... 130
Netherlands Bank .. ... o] 150
Bank of NOTWAY ..o e e 100
Bank of Sweden ... e e e 100
Swisy National Bank ... o 250
Bank for International Settlements

Swiss francs/dolars .......coeo e e 250

(rher Guropean currencies/dollars ..........o.cccocoeeeeeinnnd 300

TOIRL .. oo st s oo e e e 5,030
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Table I
DRAWINGS AND REPAYMENTS BY FEDFRAL RESERVE SYSTEM
UNDER RECIPROCAL CURRENCY ARRANGEMENTS
Moreh 1962-August 1967
In millions of dollars
1962 1963 1964 1965 1966 1967 Drawings
cutstanding
Institution . . . Total on
First | Second | First | Seeond | First | Second | First | Seeand | First | Second | First | July- August 31,
hait half half hatt hast halt hailf half B half half | August 1967
Austrian National Bnnll
Drawings ........... 50.0 50.0
Repayments ... 50.0 50.0
of
"’D","','L‘i'ng:'_'f Belglum 08| 100/ 150 150 es0| 8s0 300 325| s25| s108| 1200
Repayments 15.5 250 15.0 | 1000 500 | 110.0 350 30.0 100 390.5
Baok of Canada
Drawings ... 20.0 200
Repayments ... 20.0 20.0
Bank of E ]
Drnwinzl;'l.f.n 50.0 25.0 10.0 830
Repayments 50.0 250 10.0 85.0
Bank of France
Drawings .............. 50.0 218 15
Repayments ... ..... 50.0 12.5 9.0 7.5
ed i
Gggmrrss “al Book 1500 { 1360 55.0 50.0 15.0 140.0 546.0
Repaymenis 226.0 | 1150 65.0 140.0 546.U
Rank of Italy
s0.0 250.0 | 100.0 325.0 725.0
Repaymonts . 500 320 | lex0 ) 1000 | 3100] 130 715.0
Netherlands Ennl
Drawl:.ls 10.0 50.0 $0.0 | 100.0 100.0 25.0 65.0 0.0 | 4200 20.0
ch:l)mcms 50.0 10.0 20.0 800 100.0 25.0 30.0 3s.0 400.0
Swiss Natlonal Bank
Drawings ... 50.0 80.0| 250 150.0 75.0 | 1850 330 598.0 1730
Repaymenis s00! so| 1000 %0.0| 6.0 60| 430| 170 4250
Bank fo lnurlmlb 1 Settlement;
Drnwl'ng.s nn 3 * 80.0 150.0 100.0 75.0 | 185.0 15.0 | 603.0 200.0
Repnymems 25.0 55.0 50| 145.0 60.0 40.0 5.0 405.0
All banks
Drawings . .. 1100 § 310.8 | 235.0 ) 5325 80.0 | 3950 | 480.0 ] 2100 7100 | 407.5 | 1605 13.631.0 513.0
Repayments 190.5 | 26S. H.S | 4640 | 1000 | 447.0] 403.0 | 135.0 | 430.0 | 3180 17.0 {3,118.0

dollars to Switzerland, while the Gold Pool kept the Lon-
don gold market price under firm control.

Although the immediate disturbances in the gold and
exchange markets associated with the Middle East crisis
were thus quickly dealt with, international financial mar-
kets remained uncasy during succeeding months while
short-term funds continued to move across the cxchanges
in response to differentials in interest ratcs and credit con-
ditions. Recurrent pressures on sterling, for example,
seemed to reflect interest rate differentials marginally un-
favorablc to London, as well as hedging. At the close of
August, the successful conclusion of thc Group of Ten
discussions on international liquidity brought about some
covering of short positions in sterling whilc also relieving
speculative buying pressure on the London gold market.

As in the past, dollar rates in the cxchange markets

were influenced both by the United States balance-of-
payments deficit and the backwash from large shifts of
funds among third countrics. The Federal Reserve swap
lines, after having reverted fully to a standby basis last
February, were once again activated in May when the Sys-
tem began a scries of drawings on its swap line with the
Belgian National Bank in order to absorb a continuing
influx of dollars into Belgium. Such drawings of Bclgian
francs rose to $120 million cquivalent by the end of
August, while drawings of $20 million equivalent of Dutch
guilders were also required to absorb dollar acquisitions by
the Nctherlands Bank. By far the largest operation, how-
cver, was undertaken in Swiss francs in order to absorb
$390 million that poured into the Swiss National Bank
during May and June. There werce only very limited op-
portunities to reverse these opcrations during the sum-
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Table II

OUTSTANDING UNITED STATES TREASURY SECURITIES
FOREIGN CURRENCY SERIES

1o millions of dollars equivalent

1967
Amount i —)! Amount
cutstand. | et |Fssues or redemptions ()} [fieory.
Issund to ing on_ | changes 1 ingon
Joanuaryl,| 1966 July. | August 7,
| 1966 { 1] August [ 1967
Austrian National Bank ..... 100.7 | — 503 | ' 50.3
National Bank of Belgium .. 3o.2 —30.2
German Federal Bunk ... . om.1 | -251.8 125.5 470
Bank of Italy.....................{ 124.8 1248
Swiss National Bank......., ... 257.3 |— 46.2 2108
Bank for Internationa)
Settlernents® ... 92.6 | 60.2 152.7
Total ... ccooovveeen| 1,207.8 [ —348.0 30.0‘ 128.8 i 10158

Note: Discrepancies in amounts are due to valuation adjustments, refundings,
and rounding,
* Denominated in Swiss francs.

mer months, and at the end of August System swap
drawings outstanding totalcd $513 million (sce Table II).
Subsequently, in early September the Federal Rescrve drew
an additional $5 million undcr its arrangement with the
National Bank of Bclgium and $10 million from the Neth-
crlands Bank.

During the period under review, the Fedcral Reserve
swap network was expanded and further strengthened. In
May, new swap facilities were ncgotiated with the cen-
tral banks of Denmark and Norway in the amount of
$100 million cach and with the Bunk of Mexico for
$130 million. Then in July, against the background
of thc Middle East problem, the System negotiated in-
creases in: (1) its Swiss franc swap lines with thc Swiss
National Bank and the BIS (each facility being increased
by $50 million to $250 million), and (2) its swap linc
with thc BIS providing for swaps of dollars against other
European currencics (this facility rising from $200 mil-
lion to $300 million). Thus, the Federal Rescrve swap
network now compriscs bilateral agreements with fourteen
central banks plus the BIS which provide mutual credit
facilitics totaling $5,030 million.

In April and May, the United Statcs Treasury issued
to the BIS certificatcs of indebtedness denominated in
Swiss francs, the proceeds of which ($60.2 million equiva-
lent) were used to reduce third-currency swaps negotiated
with the BIS last February to liquidatc previous Swiss
franc drawings by the System. In July the Treasury issued
the first of four scheduled 4'2-ycar $125 million notes,
denominated in German marks. These latest security is-

sucs, partly offset by rcdemption at maturity of Belgian
franc-denominated bonds totaling $30.2 million, brought
to $1,015.5 million total outstanding issues of United
States Treasury foreign currency obligations (see Table 111),

STERLING

During the first quarter of 1967, funds that had fled
from sterling during the summer of 1966 began moving
back at an accelerated pace. By carly March, these in-
flows had enabled the Bank of England to liquidate com-
pletely the swap drawings from the Federal Rescrve
and to repay fully other sizable special credits from the
Federal Reserve and the United States Treasury. (At their
peak in August of last year, credits from thc United
States had rcached $750 million. By the end of Scptember
they had been reduced to $575 million through substitution
of other credit facilities.) Announcement of these repay-
ments confirmed to the markct the degrec of recovery that
had already taken place and triggered a spurt of buying that
gaincd momentum as the month progressed.

Other developments during March contributed to a
surge of covering of short positions. These included an-
nouncemcnts of (1) rencwal of the credit lines from nine
central banks and the BIS, (2) uncxpectedly good fourth-
quartcr balance-of-payments figures, (3) a cut in bank rate
from 6% per cent to 6 per cent, which was taken as a sign
of confidence, and (4) the Government's decision to con-
tinue strict control over price and wage increases through
July 1968. In addition to having repaid carly in March its
swap with the Federal Rescrve, the Bank of England later
in the month used most of its record reserve gains to repay
other short-term central bank debts. Thus, within a six-
month period, the Bank of England had repaid $575 mil-
lion to the United States authorities and $720 million to
other partics. Remaining central bank credits linked spe-
cifically to changes in overseas sterling balances were
liquidated early in the second quarter.

The influx of short-term capital continued in April and
early May, though at a diminishing rate. The British
authorities were able to announce a reserve increase of
$145 million in April, as forcign short-term intcrest rates
continucd to fall and the Unitcd Kingdom budget message
met with a gencrally favorable reception. As carly as April,
however, some market concern was beginning to be ex-
pressed about the trend in the trade figures, and by early
May covercd intcrest rate comparisons that had tended
to favor London earlier in the year started to turn ad-
verse, Shortly after the announcement on May 4 of the
third cut in bank rate this year, from 6 per cent to %
per cent, Furo-dollar rates began to firm, despite subse-
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quent steps toward further monetary case by several Con-
tinental countries. Moreover, announcement on May 11
that the British trade deficit had jumped from $36 million in
March to $115 million in April was followed a few days
later by President deGaulle's sharply negative comments
at a press conference on Britain’s application to join the
Common Market. By mid-May the combination of these
adverse factors had led to the first nct selling of sterling this
year. Neverthcless, the British authorities proceeded with
their plans to prepay $405 million on May 25 to the Inter-
national Monetary Fund (IMF)—morc than half of the
amount due this December under the 1964 drawing—
together with the whole amount ($80 million) borrowed
in 1964 from Switzerland, thus further rccstablishing avail-
able credit facilities.

On June 1, market expectations of an imminent out-
break of hostilities in the Middlc East sparked a burst
of selling of sterling. Such apprchension of war affected
sterling not only dircctly but also indirectly through the
Euro-dollar market, where precautionary withdrawals of
funds combined with the usual pressures associated with
midycar window dressing to create a sudden squeeze and a
sharp hike in rates. These dual pressures were immediately
met by a coordinated central bank response in both the
exchange and Euro-currency markcts. On Junc 1 the
United States authoritics, in consultation with the Bank of
England, purchased a total of $92.9 million of sterling in
the New York markct on a swap basis, buying spot against
forward sales. That same day the BIS began placing in
the Furo-dollar market new dollar funds drawn under its
swap arrangement with the Federal Rescerve. By June 7,
when a ccase-fire resolution by the United Nations scrved
to reduce tensions somewhat, the BIS had drawn a total of
$143 million from the Systcm and had placcd these dollars,
together with funds reccived from other central banks, in
the Euro-dollar markct. Meanwhile, the United Statcs
authoritics had temporarily taken another $20 million of
sterling out of privatc hands through additional swap pur-
chases in New York. With the cessation of actual hostili-
ties, covering by the market of short positions in sterling
boosted the spot rate from a low of $2.7900 on June 6 to
$2.7932 on Junc 7 while permitting the Bunk of England
to recoup much of the exchange that had been used during
the preceding few days.

As the month progressed, however, rumors that Arab
countries might withdraw sterling balanccs revived market
anxietics while the announcement at midmonth of disap-
pointing trade figurcs for May had a further disturbing
effect. Finally, the pull of forcign interest rates, particu-
larly during a bricf squeczc in the Euro-dollar market
at the end of June, exerted further pressurc. To cushion

MONTHLY REVIEW, SEPTEMBER 1967

the reserve impact of these advcrse developments, the
Bank of England drew $225 million during June under its
$1,350 million swap arrangement with thc Federal Re-
serve.

SWISS FRANC

During the first half of 1967, Swiss intcrest rates de-
clincd lcss rapidly than rates outside Switzerland. Indecd,
during much of this pcriod, the Swiss credit market re-
maincd relatively tight, and there was on the whole more
incentive for foreigners to pay off previous Swiss franc
borrowings than there was for Swiss residents to place new
funds abroad. Even in the early months of thc year, the
reflux to forcign markets of funds repatriated by Swiss
residents at the year-end was less than might have been
expected on the usual scasonal pattern. As a result, the
Fedcral Reserve was unable to acquire through the market
sufficient francs to pay down complctely earlier drawings
under its swap lines with the Swiss National Bank and the
BIS. To liquidate the residual balance of $75 million in
Swiss francs duc to the BIS, the United States authorities
in Fcbruary used $75 million equivalent of sterling bal-
ances to acquire Swiss francs from the BIS on a temporary
swap basis. Subsequently, when the Swiss National Bank
released to the Swiss commercial banks part of their de-
posits that had been blocked since 1961 the banks bought
BIS Swiss franc promissory notes in the amount of $60.2
million equivalent. The BIS placed these francs at the dis-
posal of the United States Treasury, which in exchange
issued certificatcs of indebtedness denominated in Swiss
francs. The Swiss franc proceeds of these issucs were used
to reduce the commitment under the sterling/Swiss franc
swap to $14.3 million equivalent.

In order to forestall a rapid risc in the Swiss franc rate
during March when Swiss banks repatriated funds for
liquidity requirements, the Swiss National Bank announced
early in thc month that it would provide Swiss francs
against dollars for end-of-quarter needs through short-
term swaps with the Swiss commercial banks. This was the
first time that the Swiss authorities had offercd this facility
other than at midyear and at the year-cnd. During the
final wecks of March, the central bank took in $221 mil-
lion on this basis and immediately reinvestcd the money
in the Euro-dollar market to assist in moderating pres-
surcs in that market.

Following the end of the quarter, intcrest rates on ster-
ling and dollar investments continucd to decline, whilc the
unwinding of the Swiss National Bank swaps with its com-
mercial banks tended to tighten the Swiss markct once
again. Forcigners, particularly Italians, began to bid for
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Table IV

DRAWINGS AND REPAYMENTS BY FOREIGN CENTRAL BANKS
UNDER RECIPROCAL CURRENCY ARRANGEMENTS

March 1962-Jone 1967
In millions of dollars

1962 1963 1964 1965 1966 1967 Drawings
outstanding
Institution Total on Jung 30,
First | Second | First | Setond | First | Scrond | First | Second | First | Second | First 1967
hatt half half half hailf halt hatf half hatt half hatt
Natlonal Bank of Belglom
Wings . ... w 350 | 100 45.0
REPAYMODRS .. ..ot e e sem e cemreramsemenes 25.0 20.0 45.0
Rank of Canada
DIRWINGS .o s st e s rcimnnenencee | 230.0 17.6 261.6
Repayvments ..........cooecececnee 250.0 176 261.6
Bank of Englund
DIBWINES ..o tiee e e cs s seememne et 5.0 15.0 [1,355.0(1,215.0| 5500 175.0 | 450.0 | 225.0 |4,010.0 2250
REPAVICHLS ..ot e et sreetr s sss st anns 25.0 1,170.0 [ 1,085.0| 435.0 | 475.0 | 275.0 [ 350.0 [3,785.0
Bank of Italy
DIRBWIOZE oo e e e semamensesenee 500t 1000 1500
REPAYRICHLS - e eeceeme e e et s s sent e 150.0 1500
Bank of Ja
meinssm (R, 50.0 30.0 80.0
Repayments 80.0 RO.0
Bank for International Scttlements®
DIAWINRS ...ocoeimie i srsies et e e 285.0 ( 235.0| 5100 1430
REPAYIICRLS ..o oo e eamam e e vt e §5.0 | 282.0] 3670
All banks |
DTAWIRES ..o ceccnecenimeseresmereemessnmes simie ottt 250.0 60.0 60.0 | 165.0 |1,385.0]1,215.0| 550.0 | 175.0| 752.6 | 4500 |S5,062.6 368.0
Repayments 250.0 501 450 1500 |1,2500[1,0550| 435.0 | 475.0{ 377.6 | 632.0 |4,6936

¢ Includes, In addition to drawings in connection with Euro-dollar operations, BIS drawings of dollars against Furopean currencies other than Swiss francs to
nwel leinporary cash rcquirements. Duning the first six monthi of 1967, such drawings totaled $8% million.

Swiss francs to repay indebtcdness previously incurred and
started shifting their borrowings to currencies that were
being lent morc cheaply, notubly German marks, while
in addition therc may have been somc net repatriation of
funds by Swiss banks. As a result, the spot ratc moved up
from $0.2307%2 at the beginning of April to the effective
cciling of $0.2317% by April 26, at which point the Swiss
National Bank became a buycr of dollars for the first time
in 1967. With credit conditions remaining tight and some
ncrvousness developing about sterling and the prospects
of a Middle East clash, the rate held at or close to the cf-
fective ceiling through most of May, and the Swiss Na-
tional Bank added some $180 million to its reserves. The
prepayment by the Bank of England in May of the $80
million credit extended to it in December 1964 resulted
in cquivalent dollar acquisitions by the Swiss National
Bank.

During the first days of June the rumor, and then actual
outbreak, of hostilities in thc Middle East precipitated a
heavy flow of funds to Switzerland. The dollar holdings
of the Swiss National Bank, alrcady swollen by the in-
flows in May, jumped by $212 million in the first week of
Junc. In order to absorb these dollar flows, the Federal

Reserve on June 2 and June 8 drew a total of $370
million equivalent of Swiss francs in equal amounts
undcr its swap arrangements with the Swiss National Bank
and the BIS; in addition, the Swiss National Bank pur-
chased $30 million of gold from the United States Trea-
sury. Although only a part of the shift of funds to Switzer-
land during this period represented transfers dircetly out
of sterling, the Swiss authoritics were prepared to cooper-
ate with the Bank of England in countcring the effects of
such shifts. One by-product of this cooperation was the
acquisition by the Federal Reserve of $28 million cquiva-
lent of Swiss francs which were used on Junc 16 to repay
an equivalent amount of its drawings on the Swiss Na-
tional Bank.

Following the ccase fire in the Middle East, the demand
for francs abated, only to pick up again on a modcratc
scalc just before midyear. Once again, thc Fcderal Reserve
drew on its swap arrangements to absorb these inflows; it
added $33 million to its drawings on the Swiss central
bank and $15 million to its drawings on the BIS, bringing
the total of Swiss franc drawings outstanding on July 3 to
the equivalent of $390 million, out of credit lincs then to-
taling $400 million. The drawing on the Swiss National
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Bank was reduccd on July 28 to $180 million, when the
Swiss National Bank purchased $10 million from the Sys-
tem against Swiss francs to meet Swiss official requirc-
ments. In view of continuing unccrtainties in financial
markets and unscttlcd conditions in the Middle East during
the summer, it was agreed in mid-July that the Federal Re-
serve swap lincs in Swiss francs with the Swiss National
Bank and the BIS should be expanded by $50 million each
to a new combined total of $500 million. (At the same
time, the $200 million swap facility with thc BIS in Eu-
ropean currencies other than Swiss francs was increascd
by $100 million equivalent to $300 million.)

The capital inflows in May and cspecially in Junc led to
increased liquidity in Switzerland and eliminated the need
for any special measures, such as short-term swaps, to
meet midycar needs. Indced, there was some easing in
Swiss intcrest rates. In order to reinforcc this trend, the
Swiss central bank on July 10 reduccd its discount rate
from 3% per cent to 3 per cent, cxplaining that thec move
was “likely to facilitate the reestablishment of intcrest rate
differences existing normally betwcen Switzerland and
foreign countrics and thus also the reflux abroad of the
cxcess liquidity registered in the past two months”. Follow-
ing this move, and as Euro-dollar rates became relatively
more attractive, some movement of funds out of Switzer-
land began to develop, and by late August the franc had
cased considcrably. When thc rate reached $0.2304'%,
the Swiss National Bank began selling dollars to the mar-
ket. The Bank subsequently purchascd $7 million from the
System which uscd the Swiss franc counterpart to reduce
its outstanding drawings in Swiss francs. Such Federal Re-
serve drawings thus amounted to $373 million as of the
end of August.

GERMAN MARK

The German cconomy has been operating at less than
capacity this year, and the slack in domestic activity has
been reflected in a substantial drop in imports and buoy-
ant exports. As a result, thc German tradc surplus nearly
quadrupled from $555 million in the first half of 1966
to $2.2 billion in the first half of this year. Had it not been
for the very large outflows of short-term funds stimulated
by the significant easing in German monetary policy, this
trade surplus could have crcated severe strains in interna-
tional credit markets and the foreign exchange market.
Thus, the scries of reductions in the discount rate and in
reserve requirements during the first eight months of this
year, while designed primarily to stimulate the flagging
domestic economy, were very hclpful from an international
standpoint as well.
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Following the usual seasonal pattcrn, there was a sub-
stantial reflow of funds from Germany just after thc year-
end, and the Federal Reserve was ablc to acquire in the
market and through special transactions sufficient marks
to liquidate by mid-February the $140 million drawn on
the swap line with the German Federal Bank in December
1966. During March and April, the spot ratc generally
held close to its upper limit but the central bank did not
add significantly to its reserves. By mid-May, however,
the mark began to ease as the cumulative influence of
easy money policy induced heavy outflows of commercial
bapk funds. At the same time, German firms that had
taken up sizable amounts of funds abroad began making
repayments as credit beccame more readily available in
Germany.

The easing trend in spot marks became more pro-
nounced toward the end of June, when the German Fed-
eral Bank announced the fourth reduction in rescrve
requirements this ycar. To encourage retention in Ger-
many of this ncwly released bank liquidity, the German
Federal Bank at the same time altered its pattern of ex-
change market activity. For several months, the ccntral
bank had been concerned that its policy of active ease
had been more successful in stimulating outflows of funds
than in reducing domestic interest rates. By widening its
announccd buying and selling rates and pcrmitting a rapid
fall in the spot ratc, the central bank sought to increase
the dcgree of uncertainty about future ratc movements,
particularly for those who were investing abroad at very
short term on an uncovercd basis. As the spot ratc
dropped sharply in early July to just bclow par, investors
immediately began to purchase forward cover to avoid the
risk of a future rise in the ratc and the cost of such cover
back into marks jumped {rom about 34 per cent for threc-
month maturity, for example, to over 134 per cent and
remained closc to 1% per cent through August.

During the pcriod under review, there were discussions
between Germany and the United States, together with
the United Kingdom, concerning military forces in NATO
and the balance-of-payments consequences of United
States and United Kingdom troop deployments in Ger-
many. In early May, the United States authoritics rclcased
an exchange of letters growing out of these discussions
betwecn the President of the German Fedcral Bank, Karl
Blessing, and the Chairman of thc Federal Reserve Board,
William McChesney Martin, Jr., in which the former indi-
cated that the Federal Bank intcnded to continue its prac-
tice of not converting dollars into gold as part of a policy
of international monetary cooperation. This statement
was made with the agreement of the German Federal
Government, which at the same time took note of the
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Federal Bank’s intcntion to purchase $500 million of
United States Government medium-term sccurities in four
cqual quarterly instalments beginning in July. The first
$125 million equivalent German mark security was issucd
on July 3.

DUTCH QUILDER

During the early part of 1967, the guilder came on
offer as the Dutch trade balance moved into deficit, pri-
marily duc to slackening demand by some of its major
trading partners. At the same time, the recovery of sterling
attracted additional outflows of guilder funds. Under the
circumstances, the Nctherlands Bank relcased dollars to
the market and further reduced its dollar reserves by con-
verting into dollars the guilder tranche of a multicurrency
drawing from the IMF by Spain. The Netherlands Bank
then replenished its dollar reserves by buying $35 million
from the Federal Rescerve against guilders. The Federal
Reserve used the guilders to repay by the end of January
the remaining commitment under a $65 million swap draw-
ing madc during the summer of 1966.

The Dutch economy continued to ease, and in mid-
March the Netherlands Bank rcduced its discount ratc
from 5 per cent to 4% per cent. (The rate had been
raiscd to 5 per cent in May 1966 in order to damp down
the then overheated cconomy.) The move also brought in-
terest rates in the Netherlands more nearly into line with
those in other centers. At the same time, the Netherlands
Bank removed the penalty deposit requirement for banks
exceeding credit ceilings. Despite these moves, money
market conditions in the Netherlunds remained tighter
than abroad and Dutch banks withdrew funds from other
markets, Under the circumstanccs, thc Dutch authoritics
began to rely incrcasingly on swap transactions in the ex-
change market—that is the purchase of dollars spot
against forward delivery—as a regular method of relieving
money market pressures. Dollars taken in by the central
bank on a swap basis reached fairly substantial levels be-
ginning in May and rosec 1o a peak of $150 million in
early June.

In the early summecr, the backwash of the hostilities in
the Middle East and rcnewcd pressures on sterling domi-
nated the foreign exchange markets. As additional funds
moved into Amsterdam, the guilder rose sharply and the
Netherlands Bank took in dollars both outright and on a
swap basis. Accordingly, at the end of July the Federal
Reserve drew $20 million of guilders under its $150 mil-
lion swap linc with thc Netherlands Bank and used the
procceds to absorb an cquivalent amount of dollars on the
books of the Dutch central bank. Following a further flow

of funds into the Netherlands, in early Scptcmber the
Federal Reserve made an additional drawing of $10 mil-
lion equivalent.

CANADIAN DOLLAR

During the early part of 1967, movements in the Cana-
dian dollar rate were influenced by fluctuations in the
volume of new Canadian bond flotations in the New York
market and by short-term capital flows. A flurry of new
issues in January, together with the take-down of proceeds
of previous issucs and the repatriation of funds from the
United States, more than offset adverse scasonal factors
and the Canadian dollar moved above par ($0.9250)
where it held through mid-February. At the end of Feb-
ruary, as the rate of new external issues abated and ad-
verse seasonal factors asserted themselves, the ratc moved
below par and remained there during the rest of winter
and early spring,.

The Canadian dollar began moving into a period of sea-
sonal strength latc in the spring as grain shipments started
up again. Then in June an increasc in the level of bond
issues lent further strength to the Canadian dollar, push-
ing it above par. An additional—although quite temporary
—boost was given to thc spot ratc when unfounded
rumors of an increase in the Canadian-Russian wheat
agreement were prompted by the arrival in Canada of a
Russian trade delegation. During the summcr, tourist re-
ceipts were unusually large as the success of EXPO 67
drew an exceptional number of visitors to Canada. Con-
sequently, the Canadian dollar rcmained quite strong dur-
ing July and August, fluctuating in a narrow range around
$0.9300. Official gold and foreign exchange reserves
nevertheless declined modcerately during the first seven
months of the ycar (by $53.3 million), with the decline in
large part ($31.8 million) the result of purchases by the
Canadian authorities of Canadian Government dcbt held
by United States residents.

BELGIAN FRANC

The Belgian franc moved above par in January as
lightly slackening activity in the Belgian cconomy con-
tributed to a more than scasonal drop in imports, and the
current account shifted from deficit to surplus during the
winter. There was no real pressure in the exchange mar-
ket, however, and official holdings of gold and foreign ex-
change were little changed through the first quarter.

In April the franc bcgan to strengthen further as the
current account continucd in surplus and from May on-
ward the franc held at or near its upper intcrvention point.
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In part, this strength refleccted an inflow of short-term
capital despite steps by thc central bank to ease monctary
policy somewhat, including three discount ratc cuts dur-
ing the first half of the year. During the rest of the period,
the National Bank of Belgium was compelled to take in
substantial amounts of dollars, Inflows in late April and
early May led the Federal Reserve to absorb $30 million
that had been acquired by the National Bank by utilizing
its $150 million swap line with that Bank. In an unrelatcd
transaction, the United Statcs Treasury during May re-
paid two maturing Belgian franc denominated bonds to-
taling $30.2 million originally issucd in 1963 using francs
it had acquired in latc 1966 when the dollar was in de-
mand in Belgium.

The Federal Reserve used an additional $7.5 million
of the swap line in June but shortly thereafter repaid $10
million by selling dollars to the National Bank to mect
Belgian Government necds. In July and August demand
for francs was intensified as commercial banks increased
their inflow of short-tcrm capital. (The scope for the banks
to cmploy in Belgium the proceeds of forcign borrowings
increased with the removal in late June of the credit ceil-
ings that had been previously applicd on a voluntary basis.)
The rencwed pressures on sterling also contributed to the
substantial inflow as commercial interests and banks re-
duced their holdings of stcrling. In order to absorb dollars
purchascd by the National Bank during this period, the
Fcderal Reserve used a further $92.5 million under the swap
arrangement plus $3 million of Belgian franc balances.
Thus at the end of August, total swap drawings by the
Federal Reserve stood at $120 million. Following a fur-
ther flow of funds into Belgium, in early September the
Federal Rescrve made an additional drawing of $5 mil-
lion equivalent.

ITALIAN LIRA

The deficit that had emerged in latc 1966 in Italy’s bal-
ancc of payments continued during the first two months
of 1967, rcflecting seasonal factors and intcnsified im-
port demand associatcd with an cxpanding economy. In
addition, there werc sizable exports of capital, partly in
anticipation of changes in the Italian tax laws. Undcr
the circumstances, Unitcd States monetary authorities
werc able to acquire sufficient lirc to repay short-term
lira commitments totaling $114 million, of which the
final $15 million portion was liquidated at the begin-
ning of 1967.

In March, Italy’s balancc of payments began to
strengthen, although the reemerging surplus was consid-
erably less than during the comparablc period a ycar
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earlier as import demand expandcd further and capital ex-
ports continued. As economic expansion generatcd mount-
ing financial requirements on the part of Italian residents
for both forcign exchange and local currency, Italian banks
reduced their net claims on foreigners by nearly $275 mil-
lion during the first six months of the year. During the
samc period, Italian official reserves, including Italy's
position in the IMF, increased by $55 million.

About midycar the Italian payments position moved into
the period of scasonal strength and the demand for lire
intensificd. The Italian authorities began to acquire sub-
stantial amounts of dollars, though on a lesser scale than
the previous year. The Federal Reserve did not draw upon
its $600 million swap linc with the Bank of Italy during
the period, but outstanding Federal Reserve and Treasury
technical commitments in forward lire were rolled ovcr
periodically during 1967.

OTHER CURRENCIES

During the period undcr review, there were no Sys-
tem transactions in Austrian schillings, French francs,
Japanese yen, Danish kroner, Norwcgian kroner, Swedish
kronor or Mexican pesos. Nor were there any drawings
by the United States Treasury on the IMF. As of the end
of August, net Unitcd States indebtedncss to the Fund
was $922.2 million.

EURO-DOLLAR MARKET

The Euro-dollar market eased considerably during the
first four months of 1967, after having been subjected to
considcrable strain last ycar. Excessive reliance on mone-
tary policy in a number of countries had pushed domestic
intcrest rates to historically high levels which affected the
international moncy market as well. United States banks
in particular turncd to the Euro-dollar market in an effort
to recoup deposits being lost as certificate of deposit rates
reached ceiling lcvels under Regulation Q and became
uncompetitive with commercial paper. Thus, between
late Junc and the peak in mid-December, Unitcd States
banks added some $2.4 billion to their borrowings
through foreign branches. Later, year-cnd liquidity re-
quirements placed additional dcmands on the market.
In the final wecks of 1966, concerted action was taken by
the BIS and a number of central banks to countcr these
vear-end pressures, and thc constellation of Euro-dollar
ratcs began to easc. (For a description of thesc operations,
sce this Review, March 1967, pages 43-51.)

The decline in rates was even more pronounced after
the turn of thc year. By late April, three-month deposits
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were quoted at 414, per cent, lower than at any time in
1966 and 2%z percentage points below their peak of late
Novcmber (see chart). This sharp decline in rates re-
flected, in addition to the usual scasonal pattcrn, decidedly
easicr monetary conditions in the United States and Ger-
many and to a lesser extent in other countries as well.
By the end of the first quarter, United Statcs banks had
reduced their liabilities to foreign branches mainly in
London by some $1.25 billion from the mid-December
peak, while German and Swiss institutions added sub-
stantially to their net foreign curtency assets abroad.
A large part of the foreign funds shifted 1o London dur-
ing the early months of the ycar were converted into

167

sterling, reflecting both the relative attractivencss of
sterling-dcnominated short-term assets and the rctum of
confidence in that currency. As indicated on the accom-
panying chart, British local authority deposits commanded
a modest cdge over Euro-dollars carly in the year and again
in April, even allowing for exchange cover. On an un-
covered basis, of coursc, there had been a substantial
interest margin in favor of sterling assets right along, but
this incentive becume of practical signilicance in terms
of shifts of funds only with the return of confidence.

The trend in interest rate relationships shifted during
thc second quarter as conditions in the Euro-dollar mar-
ket began to tighten, partly reflecting a similar movement
in United States short-term rates. Banks in some countrics
began to withdraw funds from the Euro-dollar market
while those in other countries accelcrated the pace of their
previous borrowing. At the same time, placement of Ger-
man funds tapercd off and United States banks on balance
were no longer repaying previous borrowings. Rates in the
Euro-dollar market began to rise in May, and with the
outbreak of hostilitics in the Middle East in June, precau-
tionary withdrawals of funds combined with preparations
for mid-ycar to causc a sharp jump in rates, The increased
intercst incentive to shift funds from sterling to the Euro-
dollar market added a further element of pressure on
sterling. Accordingly, as indicated in the section on
sterling, the BIS immediately began to place sizable
amounts of dollars in the Euro-dollar market, financing
$143 million of such placcments by drawing on the swap
line with the Federal Reserve. Thesce operations quickly
calmed the market, and, with the cessation of fighting, the
rapid rise in rates came to a halt.

Apart from a brief period of stringency at midycar and
in early July, Euro-dollar rates have gencrally tended
downward in recent weeks despite renewed borrowings by
United States banks through their branches that have
brought thcse liabilities back to a level approaching last
Dccember’s pcak., Some new funds have come into the
market as a result of the United States payments deficit as
well as from short-term outflows from Germany and Swit-
zerland. In addition, therc has been a shift of funds out of
sterling, partly because the covered incentive betwcen
sterling and Euro-dollar investments has favored the latter
for several months now.





