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Treasury and Federal Reserve Foreign Exchange Operations*

By CHARLES A, COOMBS

The foreign exchange markets had a lot to contend
with during the past six months. The root difficulties
were thc continuation of serious imbalances in interna-
tional trade and payments, notably the German and
Japanese trade surpluses, the French deficit, and abnor-
mally heavy short-term capital flows from Europe to the
United States via the Euro-dollar market.

During most of the period, speculative aclivity was
tempered by the high cost of borrowing in the Euro-
dollar market. In focusing as it generally does on short-
term risks, the exchange market was also inclined to the
view that no parity changes in cither the French franc or the
German mark were politically feasiblc before the French
and German elections. In early May, however, this specu-
lative timetable was suddenly disrupted as reports spread
like wild firc that the German government might be pre-
pared to consider a revaluation of thc mark in the context
of a multilateral realignment of parities. Highly charged
market expectations of eventual parity changes exploded
in a burst of speculation in favor of the mark and against
a broad range of other currencies. In ten days, the flow
of funds into the German Federal Bank amounted to
$4.1 billion, with $2.5 billion flooding into Germany on
Thursday and Friday, May 8 and 9. A substantial share
of this massive flow into Germany apparently resulted
from hedging and related opcrations by United States
corporations, with consequent gross exaggeration of the
United States liquidity deficit in the second quarter of
1969, Various European countries wcre even more se-

* This report, covering the pcriod March 1962 to September
1969, is the fifteenth in a series of reports by the Senior Vice
President in charge of the Foreign function of the Federal Re-
serve Bank of New York and Special Manager, System Open
Market Account. The Bank acts as agent for both the Treasury
and Federal Rescrve System in the conduct of foreign exchange
operations.

verely affected: reserve losses approximating $1.9 billion
were suffered by ten different European countries during
the speculative crisis. On May 9 a German government
communiqué flatly rejecting revaluation broke the specula-
tive wave, and the exchange markets settled back to
orderly trading as money flowed out from Germany into
forcign markets through midsummer. The reflux of funds
from Germany was accentuated by the strong pull of high
Euro-dollar rates.

During the spring and early summer of 1969, the Eu
doflar market was subject to unprecedented credit de-
mands, generated in large part by the effects of increas-
ing monctary restraint in the United States. As United
States commercial banks borrowed heavily in the Euro-
dollar market through their overscas branches, Euro-
dollar rates moved steadily upward througb mid-June,
reaching historic highs and strongly attracting funds from
foreign financial centers. In response to these develop-
ments, a number of European countries took steps to
protect their domestic money markets and intcrnational
reserves from Euro-dollar pressures, and in thc summer
months the Board of Governors of the Federal Reserve
System issued amendments to its regulations in order to
reduce the attractiveness of Euro-dollars to United States
banks. Euro-dollar ratcs declined substantially throughout
July and early August, as the supply of dollars continu-
ously generated by the United States liquidity deficit was
augmented by further dollar outflows from Germauny.

On August 8, the long ordeal of the French franc since
the events of May 1968 came to an end as the French
government, in a cleanly cxecuted maneuver, devalued
the French franc by 11.1 percent. Although the Belgian
franc and, to somc e¢xtent, sterling experienced some back-
wash from the French move, other currencies were rela-
tively unaffected as it became clear that the new frun
rate could be readily accommodated within the interé
tional structure of currency parities.
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During the six-month period under review, most of the
pressures on central bank reserves generated by trade im-
balances, capital flows in response to interest rate differen-
tials, and speculative disturbances were more or less fully
financed by the Fedcral Reserve swap nctwork (sce
Table I), associated international short-term credit facili-
ties, and large-scale recycling arrangements. Reflecting the
continuation of a very substantial United States surplus on
official settlements account, however, swap drawings by
the Federal Reserve during the period were limited to $40
million on the Netherlands Bank and $100 million on the
Swiss National Bank. Each of these drawings was fully
repaid during the period under review and, in early Sep-
tember, no swap drawings by the Federal Reserve were
outstanding (see Table II). In contrast, six European
central banks plus the Bank for Intcrnational Scttlements
(BIS) had occasion to draw on the Federal Reserve during
the period. Such foreign drawings totaled $1.3 billion as
of the end of August (see Table III). Since the inception
of the swap network in March 1962, total drawings on the
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Table 1

FEDERAL RESERVE RECIPROCAL CURRENCY ARRANGEMENTS
September 10, 1969

In millions of dollars

Institution Ameunt of facility
Austrian Natlonal Bank. ... 100
National Bank of Belgium.........co.ceoinicss S00°*
Bank of Canad 1,000
National Bank of D K. . 100
Bank of England................ 2,000
Bank of France......... 1,000
German Federal Bank 1,000
Bank of MAlY_ . ... s 1,000
Bank of JaPAM ....cc.oooveieit e e e smemem e st e et et et 1,000
Bank of Mexico........... 130
Netherlands Bank .. 300t
Bank of Norway........ccceveimen 100
Bank of § 250
Swiss Natlonal Baek . .. .. 600
Bank for International Settlernents:
Swiss francs-dollars ... 600
Other authorized European currencies-dollars........... 1,000
10,680

The facility with the Nationa] Bank of Belgium was increased by $75 million
effective May 15, 1969 and by $200 million efleclive September 2, 1969.

The fudllly with the Netherlands Bank was reduced by $100 million effective

swap lincs by thc Federal Reserve and its partner forcign
central banks have amounted to $19.5 billion.

Bank of England drawings of $1,150 million outstand-
ing at the end of 1968 were reduced somewhat during the
carly months of the year, but rose to a peak of $1,415
million during the crisis created by the speculative rush
into German marks in early May. Subscquently, the Bank
of England made additional repayments, and as of the end
of August the swap debt outstanding was $975 million.

Bank of France drawings on the swap line, which had
risen to a peak of $611 million in November 1968, were
reduced to a balance of $306 million in early March, but
rose to $461 million by the end of the month. Pressures
on the French franc during the May crisis were financed
by drawing on the $200 million credit provided by the
United States Treasury under the Bonn credit package
of November 1968 and on other foreign central banks.
Before the end of June the Bank of France repaid the entire
$461 million outstanding under the Federal Reserve swap
line. No new drawings were made subsequcntly, and the
entire $1 billion swap line to the Bank of France with the
Federal Reserve currently remains available to the Bank
of France on a standby basis.

The National Bank of Denmark repaid in mid-March
the $25 million then outstanding under its Federal Reserve
swap facility, but in April rcactivated the line, drawing
$50 million to replenish reserves lost through Euro-dollar
market pressures. During the mark crisis in May the Na-
tional Bank bad to draw another $50 million, With the
$100 million Federal Reserve swap line thus exhausted,
the United States Treasury reinforced the Danish defenses
by providing a special credit facility of $50 million. During
June, an inflow of funds to Denmark enabled the National
Bank to repay the $100 million to the Federal Reserve, re-
storing the Federal Reserve credit linc to a fully available
standby basis, while the Treasury credit of $50 million
also remains entirely available.

The Austrian National Bank made its first drawing on
the swap line in the amount of $50 million to replenish
rescrves lost in the mark crisis early in May. This draw-
ing was fully repaid in August.

The Netherlands Bank suffered reserve drains late
in the second quarter as a result of the strong pull of the
Euro-dollar market, and drew on the Federal Reserve
swap line during June and July for a total of $192 mil-
lion, Defensive measures by the Netherlands Bank, includ-
ing a discount rate increase, subsequently reversed the
flow of funds and enabled the Netherlands Bank to reduce
its swap debt outstanding to $109.7 million by late August.

The National Bank of Belgium also experienced reserve
pressures originating in the Euro-dollar market early in
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Table 11

FEDERAL RESERVE SYSTEM DRAWINGS AND REPAYMENTS
UNDER ITS RECIPROCAL CREDIT ARRANGEMENTS

In millions of dollars cquivalent

Drawings (+4) or repayments (—)
System swap System twap
drawings drawings
Transactions with on 1969 on
January 1, September 10,
1969 1969
1 n July 1-
{Segtember 10
Germnn Federal Bank 1121 1121
Netherlands Bank.......... + 400|— 400
Swiss National Bank. . 320.0 —280.0 +14¢X3.g —95.0
Totad. .. ... 4321 —352.1}1+ 150 —95.0 0

the year, raising its outstanding drawings on the Federal
Reserve swap line to $40.5 million by the cnd of Janu-
ary. After effccting partial repayments during the rest
of the first quarter, the National Bank found it necessary
to increase its swap drawings to $175.5 million during
the mark crisis in May but was able to bring down the
total of this debt to $114 million as of the end of June.
In July, Belgium used funds available from the Interna-
tional Monetary Fund (IMF) to finance a complete
repayment of outstanding debt to the Federal Reserve,
and the swap line reverted to a fully available standby
basis. Sudden pressurcs on the Belgian franc developed
in the wake of the French devaluation, however, and
in mid-August the National Bank made new drawings
totaling $244 million. By the cnd of August, $20 million
had been repaid, leaving a debtor balance of $224 million.

Finally, relatively minor drawings on its swap line
were made by the BIS to finance brief imbalances in cash
flows. In contrast to earlier years, the BIS did not draw
on the swap line to finance intervention in the Euro-dollar
market during the June window-dressing period, since
it was judged that the pressures then impinging on the
Euro-dollar market originated in fundamental economic
policy matters rather than seasonal strains or speculation.

As shown in Table I, during the period under review
the Federal Reserve swap line with the Netherlands Bank
was reduced from $400 million to $300 million on May
15, 1969, while the swap line with the National Bank of
Belgium was simultaneously increased from $225 million
to $300 million. On September 2, the Belgian swap line
was further increased to $500 million, thereby enlarging
the overall network to $10,680 million.

No operations in forward markets were undertaken by

Q

either the Federal Reserve or Treasury during the period
under review.

Since the beginning of 1969, the outstanding total of
United States Treasury securities denominated in foreign
currcncics has declined slightly, to $2,220.1 million as of
Scptember 10 (see Table 1V). In February and May the
Trcasury repaid at maturity a total of $99.9 million equiv-
alent of mark-denominated securities held by the Ger-
man Federal Bank. In April, however, in connection with
earlier agreements relating to United States military cx-
penditures in Germany, the Treasury issued to the German
Federal Bank a medium-term security for $124.3 million
equivalent of marks. This was the last of eight quarterly
issues, and no further securities issucs are contemplated
under the new two-year offsct agrcement signed in July.
In order to refinance Federal Reserve swap obligations to
the Swiss National Bank, thc Treasury issued a $49.7
million Swiss franc-denominated security to the BIS and
a total of $94.9 million of such securities to the Swiss
National Bank. In July, the Treasury repaid at maturity
$53.2 million of a $152.6 million equivalent Swiss franc
security held by the BIS while renewing thc remainder.
In addition, the Treasury redccmed a $25.2 million note
denominated in Austrian schillings in July, and in Augu
rcdeemed a $100.2 million note denominated in Italian
lirc; both repayments were in advance of maturity.

GQERMAN MARK

Throughout 1968 there were recurrent rumors of im-
minent revaluation of the mark as Germany continued to
show a very large surplus in its balance of payments on
current account. Although the current account surplus was
offset by an equally substantial capital outflow, the mar-
kets remained apprehensive that the outflow could not be
sustained and that German compctitive strength eventually
would force a mark revaluation. Thesc fears culminated in
a huge rush of funds into Germany in November 1968, but
speculation reccded in the face of the determined refusal
by the German government to revaluc the mark. Reversal
of the massive influx of funds took some time, but by early
1969 Gcrman monetary reserves were back to their pre-
November level and the volume of outstanding market
swap commitments of the German Federal Bank had been
significantly reduced. Moreover, by late January the Fed-
eral Reserve had acquired sufficient marks to repay in full
its $112.1 million equivalent of swap drawings on the
German Federal Bank.

During the first quarter of 1969 the flow of funds from
Germany continued unabated, as the authorities pursuO
a policy of monetary easc at a time when Euro-dollar



rates were rising sharply, In addition to the substantial
flow into the short-term Euro-dollar market, long-term
capital exports rose to record levels as foreign borrowers
flooded the German capital market with loan demands and
securities issues in response to the relatively low borrowing
costs in Germany. With the mark consequently trading
below par (see Chart I), the Federal Reserve and Treasury
purchased marks to add to balances throughout the quarter.

Such capital outflows from Germany more than offset
the current account surplus and by mid-March had con-
tributed to a tightening of the German money market and
the first signs of indigestion in the capital market. At the
same time, with domestic credit demand intensifying, Ger-
man monetary policy shifted toward somewhat less ease.
In order to prevent too rapid a tightening of domestic
liquidity, however, the Federal Bank raised its market
swap rate, thereby reducing the incentive for banks to
make covered placements abroad.

By early April, congestion in the capital market was be-
coming severe and the West German Capital Committee
acted to space. out issuance of securities by foreign bor-
rowers. With capital outflows dropping sharply, the steady
decline in German reserves came to an end. Moreover, the
a‘adual shift in official policy toward restraint aroused
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concern that reliance on monetary means to curb inflation-
ary pressures might result in reflows of funds to Germany
and consequent renewed buying pressure on the mark,
The 1 percentage point jump to 4 percent in the Federal
Bank’s discount rate on April 18 (see Chart II) pointed
up this potential dilemma inherent in official efforts to
avert domestic inflation while avoiding internationally dis-
ruptive shifts of funds into Germany.

Against this background, the market grew increasingly
apprehensive at the approach of the April 27 referendum
in France, fearing that a defeat for President de Gaulle
and his resignation from office might lead to new specula-
tion on changes in currency parities. Demand for marks
rose sharply, and on April 22 the Federal Bank began
purchasing dollars. The bank immediately resumed swap
operations, pushing the dollars back into the market. The
news of the referendum defeat for President de Gaulle
touched off substantially heavier -demand for marks on
April 28, but the authorities permitted the spot rate to
rise steeply and this helped dissipate the buying pressure.
Meanwhile, it soon became clear that the transfer of power
in France following President de Gaulle’s resignation
would be orderly and that a franc devaluation by the in-
terim government was unlikely. Consequently, demand for

Table III

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

In millions of dollars
Fnlae::lk 'Rd:'z'vi:us‘;:tem m";:llr;vg:g:!ogymm oP Fedurlr;ve'i:::eogystm Feder?l'}l‘:is::!:eogystm
on January 1, 1969 1 i on June 30, 1969 on August 31, 1969
Austrian National Bank +-50 50.0
National Bank of Belgium 75 £33 1% 114.0 224.0
National Bank of Denmark % {i—}gg 0
Bank of England 1,150.0 — 50 s 10250 975.0
Bank of France 430.0 {i‘%gz —461 0
Netherlands Bank + 822 82.2 109.7
Bank for International Settlements (against German marks).. 80.0 {ilg} {_4_' %55 0
‘olll 1,667.5 — 835 —312.8 1,271.2 1,308.7
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marks began to taper off, and the Federal Bank succeeded
in rechanneling to the intcrnational moncy markets most
of the $500 million taken in during this period.

The market atmosphere changed dramatically over-
night, however, following reports that German official
circles might be willing to consider a mark rcvaluation as
part of a multilateral realignment of parities. Dcmand for
marks soared as firms with commitments in marks rushed
to hedge them, commercial payments leads and lags be-
gan to swing heavily in favor of the mark, and outright
speculation began again. Between April 30 and Friday,
May 2, the Federal Bank purchased over $850 million.

Speculative pressures built up on an even more massive
scale during the following week. On May 7 the Federal
Bank suspended its swap operations as it became clear
that the spot dollar proceeds of the swaps were being used
to finance speculative purchases of marks rather than
covered investments abroad, as requested by the authori-
ties. Frenzied speculation induced huge shifts of funds to
Germany, exerting strong pressure on the Euro-dollar
market and dangerously straining the international re-
serves of some of Germany's trading partners. On May 8,
in view of the unprccedented speculative excesses, the
German Federal Bank decided to limit the amount of
marks it would supply in markets outsidc Germany.
Consequently, the Federal Bank placed a fixed amount on
its support order through the Fedcral Reserve Bank of
New York. When heavy demand for marks spilled over
into the New York market, the United States Treasury
made available $114 million of marks for sale through the
Fedcral Reserve Bank of New York. These marks, plus
those provided by the German Fcderal Bank, made it
possible to hold the rate at its cciling through most of the
trading day in New York; at about 3:30 p.m. the supply
was exhausted, and in the closing hours of dealing the
mark traded up to 26 cents.

The following day—Friday, May 9—was even more
turbulent, with transactions in marks taking place outside
Germany at rates as high as $0.2550 even while the Ger-
man Federal Bank continued to sell marks in its market at
$0.2517v4. The speculation did not halt until the German
government announced late on that day that it would
not revalue the mark and that supporting measures would
be announced in a few days, By then the exchange
markets had witnessed the heaviest flow in international
financial history. The spcculative onslaught between the
end of April and May 9 incrcased German monetary
reserves by somec $4.1 billion—including $2.5 billion
on May 8 and 9 alone—to a record level of $12.4 billion.

The exchange markets began returning to normal on
the Monday following the German government’s decision,

QO

which was backed up by an official communiqué from
Basle declaring that agreement had been reached among
the central banks on steps to recycle the speculative flows.
The unwinding of speculative positions brought a sharp
fall in the mark rate and the Federal Bank began to sell
dollars on a large scale.

On May 13 the German authoritics announced new
mecasures to be submitted to parliament, including: (1)
authority for the German Federal Bank to impose higher
minimum reserve requirements on all foreign-owned mark
deposits in German banks and (2) cxtension beyond the
March 31, 1970 cxpiration date of the tax adjustments
introduced in late 1968 effectively to raise export prices
and lowcr import costs.

Thercafter, there was a large outflow of funds from
Germany that continued through early June, as Euro-
dollar rates moved highcr and as the Federal Bank re-
sumed swap operations, A tightening of liquidity condi-
tions in Germany around the mid-June tax date brought a
temporary hiatus in the outflow, but despite a further
increase in the Federal Bank’s discount rate to 5 percent
the flow resumed toward the month cnd and continued
into early July. By then nearly $3 billion had returned to
the international markets. @Q

In subsequent weeks the market began to show si
of nervousness once again, with the growing pre-election
debate among German political figures keeping the issue of
revaluation of thc mark in the foreground. Thus, when
the German Federal Bank moved to tighten monetary
policy further by raising the minimum reserve require-
ments of commercial banks toward the end of July, there
was a brief flare-up of demand for marks. This scare passed
quickly, however, and the outflow of funds resumed.

The devaluation of the French franc on August 8 in-
troduced new uncertainties and triggered a fresh rush of
demand for marks. The Federal Bank once again pur-
chased dollars, but the buying pressures were not sustained
and the authorities were able to swap back to the market
a substantial part of the inflow. The mark remained firm
into early Septcmber in relatively light trading, and thcre
was no further official intervention in the spot market.
With funds beginning to come into the reserves as a result
of maturing market swaps, however, thc Federal Bank
progressively reduced its swap rate in order to encourage
banks to renew these transactions.

STERLING

The unwinding of the speculative excesses of Novem-
ber 1968 brought an improvement in sterling rates, b
the exchange markets continued to take a very cautious
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view of the future. Progress in reducing the United King-
dom trade deficit was slow and uneven during the winter
months, and sporadic labor difficulties, tensions in the
Mideast, and rising interest rates abroad tended further to
delay the return of confidence. The first quarter of the
year, however, is generally favorable to sterling because
of seasonal strength in the export trade of the overseas
sterling area (OSA). Since most of the official sterling
holdings of those countries are now guaranteed under the
terms of the September 1968 arrangements, OSA countries
were encouraged to retain rather than convert their sterling
balances, thus strengthening the net demand for sterling
in the markets. Moreover, with the London money market
under tight official rein, foreigners tended to buy rather
than borrow sterling. In these circumstances, sterling was
firm and the Bank of England was able to make substan-
tial dollar gains.

The British authorities used the dollar inflow to meet
repayment obligations to the IMF and to begin repaying
outstanding shorter term indebtedness. By the end of
March, the Bank of England had reduced its- drawings
from the Federal Reserve by $50 million to $1,100 million.
In addition, the bank liquidated part of the credits drawn
under the 1968 sterling balances arrangement.

Sterling remained seasonally strong in early April,
and the Bank of England was able to make a further re-
payment of $150 million to the Federal Reserve. As the
month wore on, however, the seasonal strength began to
fade and in midmonth the latest United Kingdom trade
figures showed a smaller improvement than the market had
expected, with imports remaining high. In this setting, the
United Kingdom government’s new budget stirred little
market enthusiasm, despite general satisfaction with the
much tighter stance of fiscal policy in evidence. To bolster
the austerity program, the United Kingdom authorities
provided for substantially increased taxes and -an overall
surplus of more than £ 800 million for fiscal 1969-70.

Sterling was also adversely affected in late April by
developments abroad. Euro-dollar rates had advanced to
relatively high levels in March, and pressures in that mar-
ket were intensified in April when the Federal Reserve
Banks raised their discount rates and several continental
European central banks followed suit. Moreover, in a num-
ber of countries, steps were taken to curtail capital out-
flows or to induce repatriations of funds. Throughout this
period, there was no incentive to move covered funds
into London and, indeed, there was little net incentive for
users of sterling to build their balances above minimum
levels.

In these circumstances, sterling was vulnerable to the
uncertainties generated by President de Gaulle’s decision
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to stake his presidency on the outcomc of the April 27
constitutional referendum. Sterling weakened as the voting
date approached, but there was no large-scale selling and
official support costs were modest. The rate droppcd
sharply following the referendum and President de Gaullc’s
resignation, but demands for sterling for month-end pay-
ments absorbed most of the immcdiate selling pressure.

Just as the market was beginning to regain its equi-
librium, a new wave of speculation on possible parity rc-
alignments was unleashed by reports of German official
willingness to consider revaluing the mark as part of a
broader readjustment of parities. As funds flowed from
virtually evcry major centcr into Germany, sterling was
particularly hard hit, with the familiar buildup of selling
pressure in advance of the weekends. Over the ten days
that it took the speculation to run its course, Bank of
England support costs in the spot market wcrc very large,
while forward sterling discounts widened sharply.

This episode, of course, interrupted the progress the
United Kingdom authorities had been making in reducing
their external indebtedness, as the Bank of England had
to draw on the swap linc with the Fcderal Reserve to
help cover market losses. At their peak, swap drawings
reached $1,415 million, but sterling had been very heavily
oversold and rcbounded sharply following thc German
government’s rejection of a revaluation of the mark on
May 9. During the remainder of May and through June
the Bank of England was able to make sizable reserve
gains, despite the further upsurge of interest rates in the
Euro-dollar market.

The reservc gains oncc again were uscd to make rcpay-
ments of debt under various intcrnational credit lines.
By the cnd of Junc the Bank of England had succeeded
in reducing its outstanding drawings from the Federal
Reserve to $1,025 million, $75 million below the end-of-
March level. In addition, during May and June the United
Kingdom madc a large scheduled repayment to the IMF
and liquidated the bulk of the credit still outstanding under
the 1968 sterling balances arrangecment. On the other
hand, thc Bank of England obtained new credit from the
German Federal Bank under a recycling arrangement
designed to ncutralize part of the speculative flow from
the United Kingdom into Germany, and drew $500 mil-
lion from thc IMF under a new standby facility. On bal-
ance, the British authorities succeeded in making sizable
net rcpayments of debts during the second quartcr, and
indeed recently rcleased monctary data indicate that in
the second quarter the underlying United Kingdom bal-
ance of payments was in substantial surplus.

A generally quieter atmosphere prevailed in July, and
the Bank of England further reduced its drawings on the
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Federal Reserve. The basic situation was still of concern
to the market, however, as the trade figures failed to show
the expected gains and hostilitics in the Mideast intcnsi-
fied. Thus sterling was vulncrable to the unccrtainties
resulting from the devaluation of the French franc on
August 8. The spot sterling rate droppcd sharply, and
pressures became substantial on August 13 with the release
of figures showing an cnlarged British trade deficit. But
once again, morc sterling had becn sold than thc market
could deliver, and in subsequent days speculators paid
high prices to cover short sales. At the end of August,
Bank of England drawings on the Federal Reserve swap
arrangement stood at $975 million. By then the market
had calmed, although the spot rate rcmained near its floor
and forward discounts continued wide.

FRENCH FRANC

The French franc had come under hcavy speculative at-
tack during the massive rush for German marks in Novem-
ber 1968, and the Bank of France had sustained large re-
serve losses in support of the franc at its floor. In the after-
math of that assault, the French government had bolstered
its defenses with anti-inflationary mcasures, $2 billion i
new international credits, and reimposition of exchang
controls. Late in 1968 and early in 1969 the exchangc
controls were tightened to require French commercial and
banking interests to surrender substantial amounts of for-
eign exchange to the Bank of France. The Frcnch author-
ities used thesc exchange inflows partly to cover the large
current deficit in the French balance of payments, but
also to reduce thcir outstanding indcbtcdness under short-
term international credits. Thus, by early March the Bank
of Francc had cut its swap drawings from the Fcderal
Reserve to $306 million from the November peak of $611
million and had repaid crcdits drawn from other EEC
(European Economic Community) countries and the BIS.

As these induced rescrve inflows tapered off, however,
the current account deficit again began to drain French
official rcserves. Apart from the weakening reserve posi-
tion, a number of background factors wcre cause for
continuing concern. Inflationary pressures were still in
cvidence, and largc unresolved wage demands were a
potential thrcat to the international competitive position
of the franc. At the same timc, recalling the November
Bonn conference, the market rcmained fearful of a pos-
sible currency realignment involving both the Gcerman
mark and the French franc, These uncertainties kept the
franc market off balancc and, in spite of tight cxchange
controls, the franc remained in an exposed position. 9

New fears of devaluation emerged on March 6 whe
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the French trade union leadership dramatized its wage
claims by calling a general strike for March 11, The
strike call triggered the heaviest burst of selling since
November 1968. The dcvaluation scare receded almost
as quickly as it had arisen, however, when thc gencral
strike was orderly and, as schedulcd, lasted only one day.
Although it appecared that the unions wcre not yet pre-
parcd to force the issue on wage claims that far exceeded
the official guidelines, uncertainties persisted through the
end of March and the official reserves were subject to
further erosion. Accordingly, the Bank of France made
new drawings on the Federal Reserve swap line, raising
its swap obligations to $461 million by the ¢nd of March,
and sold $50 million of gold to the United States Treasury.

Early April brought a bricf respite from pressurc and
the Bank of France was able to repay $25 million of its
swap drawings from the Fedcral Reserve, but selling of
francs soon rcsumed before the Easter holidays. Near the
middle of April a ncw element of doubt suddenly was
injected into the situation by President dc Gaulle’s deci-
sion to stake his political future on a favorable vote in a
constitutional referendum on April 27. At the samc timc,
news of a large trade deficit in March underscorcd the
e’:ﬁculﬁes involved in restoring the franc to a position of

ength. Market tcnsions increased with the approach of
the referendum datc. The Bank of Francc mct the pres-
surc in both the Paris and New York markets, at hcavy
cost to its reserves.

As was to be cxpected, the news of President de Gaulle's
referendum dcfeat and immediate resignation from office
generated still heavier selling pressurc on April 28. The
selling soon began to fade, however, as it became clear that
France’s calm responsc to President de Gaulle’s withdrawal
from officc presaged an orderly transfer of governmental
authority. Moreover, the market quickly concluded that
no official decision on the franc parity was likely before
the formation of a new government in Junc.

Just as the uncertaintics in the franc market were re-
ceding, spcculation on a possible revaluation of the Ger-
man mark and adjustments in other currency parities burst
upon the markects. Demand for German marks swept
through exchange centers all over the world and the franc
again came under hcavy pressure, as the spcculative
wave rose to a crest on May 9. Forward franc ratcs de-
clined precipitously, with three-month contracts quoted at
discounts as wide as 32 pcrcent per annum before the for-
ward market temporarily dried up completely. The specu-
lative fever showed no sign of abating until the German
government announced late Friday, May 9, that it would

t revaluc the mark. That announcement relieved the im-

ediate pressurc in the exchange markets, and on the fol-

lowing Monday, as the spot franc moved up from its floor in
response to market covering of speculative short sales of
francs, thc Bank of France began to recoup some of its
losses.

Although the latter part of May was a quieter period
for the franc, the impending Presidential clections, sched-
uled for June 1 and Junc 15, aroused renewed uncasiness.
Mr. Georges Pompidou’s impressive victory in the elec-
tions was sccn by the market as assuring the continuity of
stable government in France, but there remained an over-
riding concern for the viability of the parity. Sharply rising
Euro-dollar rates also aggravated strain on the franc. On
June 13 the Bank of France countered some of the pull
from the Euro-dollar market and rcinforced its anti-
inflation program by raising its discount rate a full percent-
age point to 7 percent. Even so, during lune the franc
required further sizable official support.

In view of the hcavy strain on the official reserves, the
Bank of France made substantial drawings on its credit
lines during the second quarter of 1969. The bank drew
beavily on intcrnational assistancc available under the
November 1968 package, including the full $200 million
provided by the Unitcd States Treasury, France also sold
$275 million of gold to the United Statcs Trcasury in the
second quarter. In order to avoid an undue prolongation
of credits outstanding under the Federal Rescrve swaps,
the Bank of Francc uscd part of the proceeds of these gold
sales, and some of the new drawings on thc November 1968
credits, to liquidate its obligation to the System. During
the second quarter the Bank of France repaid the total of
$461 million outstanding on the swap linc, so that the $1
billion facility was restored to a fully available standby
basis.

The underlying situation remained unchanged as the
summer progressed. Although the c¢xchange market re-
ceived favorably the new cabinet appointments of Presi-
dent Pompidou, and the vacation period contributed to
quieter markcts, the franc remained weak. Faced with a
continuing attrition of official rescrvcs, the French govcrn-
ment announced on August 8 that it had decided to de-
valuc the franc, rather than impose too sevcre a deflation
on the French economy. The 11.1 percent devaluation, to
a new parity of $0.180044, had been discussed at the Group
of Ten meeting of Finance Ministers in November 1968 at
Bonn and was judged to be within the limits that could
be accommodated by the cxisting framework of exchange
rates.

Explaining the reasons for the devaluation, the French
Minister of Finance and Economic Affairs, Giscard
d’Estaing, noted that French reserve losses had averaged
$500 million a month in the second half of 1968 and
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$300 million a month in the first half of 1969. Thus,
France was faced with the prospect of seeing its reserves
dwindle to practically nothing by the end of the year.
Moreover, he said, further defense of the former par value
against international speculation would have left the franc
overvalued, weakening French competitiveness in world
markets. The Minister made clear that devaluation would
be backed up by credit restrictions, continuation of exchange
controls, and a tightening of France’s economic policy to
produce a balanced budget in 1970. For the rest of the
month of August the franc held firmly above its new par
and the Bank of France began to accumulate dollars as a
steady reflow of funds to France developed.

At the end of August the French government an-
nounced that it had $1.6 billion of international credits
available and was applying to the IMF for a facility of
$985 million. As promised, in early September the author-
ities strengthened their austerity program with further
curbs on consumer credit, measures to encourage savings,
and substantial cuts in public spending. A temporary price
freeze imposed immediately after devaluation will be re-
placed by strict official surveillance of domestic prices.
Minister Giscard d’Estaing declared that the new measures
were designed to bring the French trade balance into
equilibrium by July 1, 1970.

BELGIAN FRANC

The Belgian franc was weak during the first quarter
of 1969, largely as a result of capital outflows to the
Euro-dollar market. Early in the year the Belgian National
Bank provided occasional support to the market and drew
a net of $33 million on the swap facility with the Federal
Reserve to help cover market losses, thereby raising its
outstanding swap indebtedness to $40.5 million. A tempo-
rary easing of market pressures in February enabled the
Belgian authorities to repay $27.5 million of these draw-
ings, but by the end of March they again had to provide
support to the franc as the outflow of funds accelerated.
On March 31 the National Bank’s drawings on the Fed-
eral Reserve stood at $23 million.

With little prospect that the demand for funds in the
Euro-dollar market would soon abate and with domestic
credit expanding at an excessive rate, the Belgian National
Bank raised its discount rate to 5% percent on April 10,
the second ¥4 percentage point increase in a month. To
further relieve pressures on the franc rate, the authorities
reinforced this measure by instructing the Belgian banks
to repatriate a portion of their net foreign exchange assets
in several stages by the end of June. These measures were
followed by an immediate firming of the franc, and by
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' Table IV

OUTSTANDING UNITED STATES TREASURY SECURITIES
FOREIGN CURRENCY SERIES

In millions of dollars equivalent

Q"t':":-t Issues or redemptions (—) Q,';':,,";,‘,‘
outstanding ou e
Issued to on 1969 on
January 1, September 10,
1969 ! | July 1- 1969
t1 | September 10
50.3 — 25.2 25.1
124.3
1,176.3 |—50.0*| {—49.9 1,199.7
125.1 125.1
225.6 -—100.2 1254
4447 254 39.5 30.0 540.6
Bank for International
Settlementst ............ 207.7 49.7 — 532 204.1
Total..........cooverervmnnnne 2,229.7 25.2 113.8 —148.6 2,220.1

Note: Discrepancies in totals are due to valuation adjustments and round-
ings.

* In addition, on January 16, 1969 the United States Treasury issued a medium-
term secority in place of a certificate of indebtedness purchased by the
German Federal Bank on December 27, 1968.

4+ Denominated in Swiss francs.

late April the rate had advanced to par.

But the strength was short lived, as the worldwide rus.'
for marks in early May generated heavy sales of francs
along with other currencies. The spot rate declined
sharply, and the Belgian National Bank sold large amounts
of dollars to support the spot franc at its floor. The Na-
tional Bank covered the heavy losses by further drawings
on the Federal Reserve swap line. Although pressures
eased after the German government rejected a mark re-
valuation, there was no important immediate reflux of
funds, and at mid-May the Belgian National Bank’s out-
standing obligations under the swap line stood at $175.5
million. (During the month the swap facility was increased
by $75 million to $300 million in order to restore the
earlier parity between that line and the facility with the
Netherlands Bank.) .

Subsequently, as the exchanges calmed further, the Bel-
gian franc began to strengthen. Although there were
occasional moderate outflows to the Euro-dollar market
through shifts of nonbank funds, the franc was reasonably
well insulated from the heavy pressures in that market
in May and June by the directive regarding the commercial
banks’ foreign asset positions. Moreover, on May 29, the
Belgian National Bank raised its discount rate by a further
14 percentage point, to 6 percent. The National Bank was
able to purchase sufficient exchange to reduce its outstand-
ing swap obligation to the Federal Reserve by a net .
$61.5 million to $114 million by the end of June.



The franc generally stayed firm in July as Euro-dollar
rates eased and there was also a modest commercial
demand for francs, but market conditions did not permit
significant reserve gains by the National Bank. At the end
of the month the authoritics moved further to reinforce
both the curbs on domestic monetary cxpansion and the
efforts to reduce capital outflows. The Bcelgian National
Bank raised its discount rate by a full percentage point to 7
percent and abolished its prefcrential discount rates for
export credits extended by Belgian banks to countries out-
side the EEC. These preferential rates had tended to shift
financing of other countries’ trade to Belgian financial
markets rather than to stimulate Belgian exports and con-
scquently had added to the strain on the franc.

By this time the Belgians had been making use of the
Federal Reserve swap facility to some extent for a period
of ten consccutive months, In keeping with the principle
that wherever possible the usc of central bank credit
should not be unduly prolonged, the Belgian authoritics
decided to utilize some of the resources previously accu-
mulated by them with thc IMF to repay the swap draw-
ings. Conscquently, the Belgians drew $116.5 million from

he IMF, reprcsenting the credit available to Belgium as
6 result of IMF use of Belgian francs under the General
Arrangements to Borrow plus part of the Belgian gold
tranche. The Belgian National Bank used nearly all the
proceeds to liquidate completely its $114 million swap
obligation outstanding to the Federal Rescrve. The $300
million facility then reverted to a standby basis.

In the wake of the uncertainties created by the devalu-
ation of the French franc on August 8, the Belgiun franc
came under renewcd pressure. The spot rate dropped to
its floor and, in the first week following the French move,
the Belgian National Bank suffered substantial reserve
losses. To replenish its rescrves, the National Bank reacti-
vated its swap linc with the System, drawing $244 million.
With the passing of another weekend a calmer atmosphere
emerged, and us the franc strengthened markedly the
authorities began recouping some of the reserve loss. In
late August, Belgium repaid $20 million of the outstanding
drawings, reducing the total to $224 million. Then at the
month cnd it was announced that the reciprocal credit
facility with the Federal Reserve was being increascd by
$200 million to $500 million and that, in addition, thc
Belgian National Bank had obtained a $100 million equiv-
alent credit facility from the German Federal Bank.

DUTCH GUILDER

GThe international payments position of the Netherlands
was about in baluncc on current account during early
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1969, but the spot guilder rate fell below par as short-
term funds flowed to the relatively high-yielding Euro-
dollar markct. At the beginning of March the Dutch
money market tightened, and on March 6 the flare-up of
currency fears surrounding the French frunc and German
mark brought an upswing in the guilder ratc in sympathy
with the mark. As Dutch funds were repatriated, the
Netherlands Bank purchased dollars to slow the advance.
On March 12 the Federal Rescrve drew $40 million of
guilders from the Netherlands Bank and uscd the guilders
to purchase an equivalent amount of dollars from that
bank, This was the first Federal Rescrve use of the swap
line since April 1968.

The flurry of demand for guilders soon ended and the
markct calmed; with Euro-dollar investments remaining
attractive, the spot guilder cased once again. Outflows
of funds from the Netherlands were small, howcver, since
the domcestic money markct was still tight. In carly April,
liquidity conditions in Amsterdam eased and short-term
capital outflows increased. The Nctherlands Bank sold
dollars in support of the spot guilder rate, and then re-
plenished its dollar balances by selling $20 million cquiva-
lent of guilders to the Federal Reserve. The System used
the guilders to reduce its outstanding swap drawings from
the Nethertands Bank to $20 million cquivalent.

Although the pressurc on the guilder mainly reflected
the high interest rates in the Euro-dollar market, infla-
tionary price incrcases in the Netherlands also began to
threaten the guilder's underlying position. Accordingly,
on April 8 the Dutch government imposed u price
freeze, and the Netherlands Bank announced « % per-
centage point increase in its discount rate to 5% percent,
both 10 reinforce domestic anti-inflationary policics and to
reduce the incentive to move Dutch funds abroad. Fol-
lowing thesc measures, the guilder market gencrally re-
maincd in equilibrium in the latter part of April, and the
Netherlands Bank discouraged coverced outflows through
madest swap purchases of dollars against forward sales,
thus widening the forward premium on the guilder. Near
the cnd of April and in early May, however, the initial
shock waves emunating from a new cruption of mark
revaluation fears began to hit the guilder, On May 8
the spot rate dropped to its floor, and the Netherlands
Bank provided support that day as the rush for marks
rcached major proportions, Following the German govern-
ment's announcement on May 9 that the mark would not
be rcvalued, speculative pressures lifted throughout the
exchanges and the spot guilder moved up from its floor.

The support operation had reduced the dollar position
of thc Netherlands Bank which then replenished its hold-
ings by selling thc System $20 million equivalent of
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guilders. The System used the guilders to liquidate com-
pletely its outstanding swap drawing from the Netherlands
Bank, and on May 12 the entire facility reverted to a
standby basis. Meanwhile, consultations had been taking
place among the Federal Reserve, the Netherlands Bank,
and the National Bank of Belgium with a view to restoring
the previous equality of the Federal Reserve swap lines
with those two banks. On May 15, the System’s swap
facility with the Netherlands Bank was lowered by $100
million to $300 million while, as previously noted, the
line with the National Bank of Belgium was increased
from $225 million to $300 million.

Later in May the Netherlands Bank was able to pur-
chase in the market a moderate amount of dollars on
a swap basis. These transactions not only reduced the
incentive to move funds abroad by increasing the premium
on the forward guilder, but also relieved liquidity strin-
gencies in the Amsterdam market.

Higher Euro-dollar rates brought renewed selling of
guilders starting at the end of May. With Euro-guilder
rates at relatively low levels, there was an incentive to
borrow in guilders; as funds flowed out of the Netherlands
through such transactions, the spot rate again declined
to its floor during the early part of June. As a result, the
Netherlands Bank was obliged to provide a substantial
amount of support and by June 12 found it necessary
to reactivate its swap facility with the System. Selling
pressure on the guilder continued through June, and the
Netherlands Bank drew further on the swap line to ease
the drain on its reserves. At the end of June the bank’s
outstanding swap drawings on the Federal Reserve totaled
$82.2 million.

Accordingly, in early July the Dutch authorities took
measures to prevent the pull of interest rates abroad from
imposing a prolonged strain on local interest rates, do-
mestic liquidity, and official reserves. After discussions
with the Dutch commercial banks, the Netherlands Bank
requested that they reduce their net foreign exchange posi-
tions by 10 percent during the last half of 1969. Never-
theless, the pressures continued and, with the guilder re-
quiring further official support, the Netherlands Bank
drew again on the swap facility. In the latter part of July
the pressure on the spot guilder began to ease, as Euro-
dollar rates dropped and Euro-guilder rates rose to levels
that discouraged further shifts of liquidity into dollars.
At the same time Dutch commercial banks began to repa-
triate funds in compliance with the earlier official request,
thus adding to the demand for guilders. Consequently,
the spot rate was firmer and the Netherlands Bank’s sup-
port operations tapered off. The Netherlands Bank, how-
ever, delivered a sizable amount of dollars to the market
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in connection with maturing forward contracts, and the
bank drew further on the swap facility with the System to
replenish its reserves. By the end of July, outstanding
drawings by the Netherlands Bank on the Federal Reserve
swap line had reached a total of $192 million.

On August 1 the Netherlands Bank announced an in-
crease in its discount rate by %2 percentage point (to 6
percent) and in its other rates by 1 percentage point as an
adjustment to the rise of domestic and foreign interest
rates. Following these increases the spot guilder moved
up sharply, as the higher interest rates in the Netherlands
further discouraged outflows of funds. The spot guilder
soon moved above par, and the Netherlands Bank began
adding to its reserves. Later in the month the Netherlands
Bank repaid $82.2 million of drawings outstanding on the
swap facility, thereby reducing the amount outstanding
$109.7 million. During the remainder of August the mark
was quiet and the guilder was firm,
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SWISS FRANC

In early 1969 the seasonal reflux of funds from Switzer-
land was accentuated by the pull of high interest rates in
the Euro-dollar market. The Swiss franc ratc declined and
the Swiss National Bank sold a large amount of dollars,
providing thc Federal Reserve with the opportunity to
purchase $190 million of francs from the National Bank.
The System used these francs, together with some in bal-
ances and additional francs obtained in nonmarket transac-
tions (scc this Reporr, March 1969, pages 52-53) to
reduce its outstanding swap dcbt to the Swiss National
Bank by $280 million to $40 million equivalent as of the
cnd of February.

The flow of excess liquidity from Switzcrland tapered
off by early March, howcver, and the Swiss franc strength-
cned in response to a bricf flare-up of currency uncertain-
tics surrounding the French franc and German mark. The
franc ratc did not reach its official ceiling until late in
the month, when the Swiss commercial banks began
to repatriate funds to cover their usual quarter-end needs;
with the rate at the cciling the Swiss National Bank took

in $244 million. Despite thc strong pull of Euro-dollar
éates, therc was little reflow of funds after the quarter end.
In these circumstances a special transaction was required
to liquidatc the residual $40 million obligation outstanding
under the swap linc. On April 29 the United Statcs Trea-
sury issued to the Swiss National Bank a fifteen-month
Swiss franc-denominated note cquivalent to $39.5 million.
The Treasury sold the francs to the System which uscd
them, along with a small amount of francs in balances, to
liquidate the obligation. On April 30, however, in view of
the cruption of new uncertaintics regarding currency pari-
ties, the Swiss Nationul Bank requested the System to
reactivate the swap line to provide cover for $100 million
of the funds that had come into its reserves at the end of
the first quarter.

In early May, the rush for German marks began pulling
funds from Switzerland and, as the franc rate declined, thc
Swiss National Bank sold a small amount of dollars. These
pressures subsided when the German government rejected
a revaluation of the mark, but the pull of the Euro-dollar
market on Swiss franc funds grew stronger during the
remainder of May. As the Swiss franc weakcened, the Fed-
eral Reserve was able to accumulate a small amount of
francs in market transactions and reduced its outstanding
swap obligation by $5 million equivalent to $95 million
on May 28.

Swiss banks added substantially to their Euro-dollar
Gsseu; during June, offsetting the large Swiss balance-of-
payments surplus on current account, At midyear, in par-

FEDERAL RESERVE BANK OF NEW YORK

189

ticular, the heavy pull from the Euro-dollar market had a
strong effect on Swiss banks’ portfolio decisions, as the
banks preferred to reducc their seasonal repatriation of
funds rather than forego the high yields on Euro-dolur
placements. Moreover, the Swiss National Bank, while
again offering markct swap facilities to bridge the quarter
end, limited such facilitics to no more than $250 million.
For thc balance of their liquidity needs the Swiss banks
rediscounted an unusually large volume of eligible paper
with the central bank. Following past practice, the Swiss
National Bank rechanneled to the Euro-dollar market the
dollar proceeds of its market swap purchascs of dollars,
so that overall therc was no drain on the Euro-dollar
market from the midycar positioning of the Swiss banks.

Through July the Swiss franc market was quict, and dur-
ing thc month the Federal Reserve liquidated completely
its outstanding $95 million swup drawing on thc Swiss
National Bank. The System acquired $5 million of Swiss
francs in the market and, against the background of gen-
rally calm exchangec markets and some¢ Swiss government
need for dollars, purchased a total of $60 million equiva-
lent of francs directly from the Swiss National Bank. The
remaining $30 million of francs nceded to repay the swup
drawing was obtained from the United States Treasury,
which had issucd to the Swiss National Bank a Swiss franc-
denominated certificate of indebtedness for the same
amount. By July 17 the $600 million facility reverted to
a fully available standby basis.

On July 24 the Treasury purchased from the Swiss Na-
tional Bank sufficient Swiss francs to liquidate $53.2 mil-
lion equivalent of a maturing $152.6 million certificate of
indebicdness held by the BIS; the balance of the certificate
was rolled over,

Trading in Swiss francs remained quiet in August, with
only a minimal reaction to the devaluation of the French
franc. The spot rate continued very strong but held below
the ceiling, and there was no need for official intervention.

ITALIAN LIRA

During the early months of 1969, the upward surge of
interest rates in the Euro-dollar and Euro-bond markets
resulted in heavy outflows of funds from Italy. Moreover,
domestic political uncertainties spurred withdrawals of
foreign and domestic funds, both through normal channcls
and through the export of Italian bank notes. Italian lire
conscquently were heavily offered in the foreign ¢xchange
markets, and the Bank of Italy provided substantial sup-
port for the lira while allowing the rate to drop sharply
below par.

In view of the continued outflow from ltaly during the
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early spring, the Italiun authorities took several stcps to
protect the official reserves and to alleviate the growing
strain on Italian capital markets. Italian banks were asked
to repatriate by midycar an amount of foreign exchange
equivalent to their nct foreign asscts (then about S800
million). Long-term investment flows abroad were re-
stricted: (1) by temporarily suspending official permission
for Italian banks to participate in undcrwriting consortia
for foreign securities, except for thosc issued by institu-
tions with large financial interests in ltaly and (2) by sub-
jecting ltalian residents to strict regulations on purchascs
of investment fund shares and on other transactions in-
volving capital transfers abroad. Along with these mea-
sures, the authorities moved to reduce excess domestic
liquidity and to align Italian interest rates more closely
with those abroad.

The cumulative impact of these measures brought the
lira ratc ubove par by late April, and the Bank of ltaly
purchased some dollars. The rccovery ended, however,
with the ncw cruption of murk revaluation fears. Italian
residents joined the speculative rush for marks and also
sold lirc in order to cover the commitments in German
marks, and to some cxtent in Swiss francs, that they had
undertaken because of relatively low interest rates in
Germany and Switzerland. The spot rate dropped to its
official floor and the Bunk of Italy provided substantial
support through May 9.

Once the speculation in marks subsided, the lira mar-
ket improved and during late spring and early summer
there was some reflow from German marks. This reflow,
combined with repatriations of funds by Italian banks act-
ing under the official request to climinate their net for-
eign assct positions, more than offset the further outilow of
Italian capital via export of Italian currency. Effective
July 1, the Bank of Italy reinforced its defensive mea-
sures by imposing a penalty rate of 1¥2 points above its
discount rate of 3% pcrcent for banks making cxcessive
usc of central bank borrowing,

Ncw uncertainties unscttled the lira market with the
fall of the Italian government in carly July. Despite the
subsequent formation of a new government, a strong un-
dercurrent of apprehcnsion persisted. When the French
franc was dcvalued, the spot rate dropped to its floor,
and during the next few days of exchange market uncer-
tainties lire were offered in heavy volume, with the Bank
of Italy extending sizablc support. On August 14 the
Bank of Italy raised its discount ratc to 4 percent, and as
the speculative pressures subsided the lira firmed. Tt held
well above the floor through the end of August.

In August the Italian authoritics replenished their dollar
balances by encashing prior to maturity a $100.2 million

-

equivalent lira note issued by the United States Trcasury
to the Italian Exchange Office in late 1968 in conjunction
with its understanding with Italy on thc neutralization
of United States military expenditures. During the period
under revicw thc United States Treasury reduced moder-
ately its tcchnical forward lira commitments which have
arisen in connection with dollar-lira swaps extended by the
Italian Exchange Office to its commercial banks. The re-
maining commitments have been rolled over periodically
as they came duc.

CANADIAN DOLLAR

Canada's trade position remained relatively strong in
the first half of 1969—though the surplus was much lower
than in 1968—and Cunadian residents continued to bor-
row heavily in the United States capital markct. As the
year progressed, howcver, the Canadian dollar, like other
major currencies, was increasingly affected by short-term
capital outflows in rcsponse to the high and rising level
of interest rates in the United States and in the Euro-
dollar market.

One of the principal channels for these outflows was
the growth of so-called “swapped deposits” with Canadia
banks. In these transactions, deposits in Canadian funds
are converted into United States dollars on a covered
basis. Using the dollars thus obtained, Canadian banks
acquired a substantial amount of short-term assets dircctly
from United Statcs banks in forms not subject to Rcgu-
lation Q. Some of the United States dollar procecds also
were invested in the Euro-dollar market, although place-
ments werc limited by Canadian official directives issued
in 1968 (in conjunction with Canada’s exemption from all
United States balance-of-payments programs) to prcvent
Canadian financial institutions from acting as a “pass-
through” channcl.

The pull of abnormally high yields on United States dol-
lar instruments not subject to Regulation Q contributed to
a sharp rise in outstanding swapped dcposits during the
spring and summer months. The large short-term outflows
from Canada resulting from these transactions and other
Canadian investments abroad was largely offset by a sur-
plus on current and long-term capital accounts combined,
and by a compensating short-term capital inflow from the
United States. Amcrican investors, seeking outlcts not
subject to Regulation Q and discouraged by thc United
States balance-of-payments program from taking advan-
tage of the high rates availablc in the Euro-dollar market,
moved short-term funds to Canada. Such investmen
were attractive because the covered outflows from C
ada gencrated equally hcavy demand for Canadian dol-
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lars in the forward market and, as a result, the forward
rate moved out to a substantial premium. This precmium
increased the attraction of covered investments in Canada,
where intcrest ratcs were rising, not only in line with the
increase in rates abroad, but also as a result of the tight-
ening in Canada’s anti-inflation program. This tightening
included a Y2 percentage point increase in the Bank of
Canada’s discount rate to 72 percent on June 11.

By early July, however, the spot Canadian dollar had
dropped below par as a result of the overriding effect of
short-term capital outflows. To restrain such short-term
outflows, the Bank of Canada asked the Canadian banks
to regard the existing level of thcir swapped deposits as
a temporary ceiling and, cflective July 16, announced a
further V42 percentage point increase in its discount rate to
8 percent. These measures curtailed the short-term capital
outflow, and the spot rate quickly moved up above par
where it held through August.

OPERATIONS IN OTHER CURRENCIES:
DANISH KRONE AND AUSTRIAN SCHILLING

In Januvary the Danish National Bank had drawn $25

illion on the swap facility with the Federal Reserve; this
drawing was repaid in March. Subsequently, the Danish
krone was brought under pressure by sharply higher in-
terest rates abroad, as Danish commcereial firms shifted part
of their borrowings from international to domestic markets.
The Dunish National Bank suffered a sizable reserve drain
in supporting the krone rate and, in thc latter part of April,
drew $50 million under the $100 million Federal Reserve
swap arrangement. Even greater outflows from Denmark
occurrcd as spcculation on the mark developed in latc
April and early May. To bolster its reserves, the National
Bank drew the remaining $50 million under the Federal
Reserve swap facility and drew $45 million under the
Danish gold tranche with the IMF. With the regular swap
linc with thc Federal Reserve fully utilized, the United
States Treasury provided a supplementary standby facility
for $50 million. Danish authorities also took several mea-
sures to stem the outflow, including a 2 pcrcentage point
incrcase in the discount rate to 9 percent. Thus rein-
forced, the krone firmed after the German government
rejected revaluation, and in June the Danish National Bank
was able to repay the full $100 million of swap drawings
on the Federal Rescrve. During the summer the markct
was calm and, although the kron¢ remained somewhat
below par, it was not advcrsely affected by the devalua-
tion of thc French franc. At the end of August, the

100 million Federal Reserve swap facility and that for
$50 million from the United States Treasury remained
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fully available.

The Austrian National Bank also lost reserves during
the international rush into marks and in late May drew
$50 million under the Federal Reserve swap facility—
its first drawing sincc the arrangement was established
in 1962. During the summer tourist season thc National
Bank began to accumulate reserves, and in August it fully
liquidated its $50 million swap drawing. In early summcr
it was agrced that the Austrian National Bank would ¢n-
cash prior to maturity a $25.2 million equivalent out-
standing United States ‘I'reasury security denominated in
Austrian schillings.

EURO-DOLLAR MARKET

During the spring and early summer of 1969, the Euro-
dollar market was subjcct to unprecedented credit de-
mands, generatcd in largc part by the effects of increasing
monctary restraint in the United States. Throughout this
period, the large United States banks expericnced sizable
and sustained losses of time certificates of deposit (C1)'s),
as the ceiling on bank time deposit rates under Regulation
Q remained well below markct rates on alternative short-
term investments. At thc saumc time United States banks
faccd a continued cxpansion of business loan demand. In
an cffort to offsct the deposit losses and meet the loan de-
mand, many of the larger commercial banks resorted to
the Euro-dollar market, borrowing hcavily through their
overseas branches. In the process, Euro-dollar rates rose
steadily through mid-June (seec Chart II1), rcaching his-
toric highs and attracting funds from forcign financial
centers and from thc United States.  In response to these
developments, scveral countries moved to protect their
domcstic moncy markets and their international reserves
from the Euro-dollar pressure, and in the summer months
the Board of Governors of the Federal Reserve System
issued amendments to its regulations in order to reduce
the attractiveness of Euro-dollars to United States banks.

In February, United States banks increased their bor-
rowings through thcir foreign branches in the Euro-dollar
markct only marginally from the $8.5 billion level at the
end of January (sec Chart IV). Nevertheless, with the
heavy outflow of short-term funds from Germany tapcring
off and French commcrcial banks withdrawing funds from
the market, Euro-dollar rates moved sharply higher, with
the ratc on threc-month deposits rising almost 1 percentage
point to just under 82 percent by the end of I‘ebruary.
Then early in March, in anticipation of higher demands for
loans in connection with the March 15 corporate tax date,
United States banks began to bid more aggressively for
Euro-dollars and by midmonth their aggregate dollar bor-
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rowings through foreign branches reached a new peak of
$9.7 billion. Interest rates, however, were not substantially
affected; with the three-month rate around 8% percent,
funds were attracted from a great many money markets.
Indeed, several European central banks increased their
discount rates late in February and in March, as presssures
on their reserves mounted and domestic short-term rates
rose.

Meanwhile, the growing stringency in United States
financial markets caused commercial banks in this country
to raise their prime rate, on March 17, to 7% percent,
from 7 percent. Moreover, in early April, Federal Reserve
discount rates were increased by %2 percentage point to
6 percent and reserve requirements against demand de-
posits were raised. The impact of these measures was
quickly transmitted to European money market centers,
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and three central banks followed the Federal Reserve
move by raising their discount rates in April. Further-
more, in March the Italian authorities, and in early April
the Belgian authorities, imposed restrictions on their com-
mercial banks’ net foreign asset positions, in effect requir-
ing the banks to repatriate funds from the Euro-dollar
market,

The fresh outbreak of speculative activity in the foreign
exchange markets in late April and early May—especially
the expectation of a revaluation of the German mark—
put very strong pressures on the Euro-dollar market. As
huge amounts of funds moved into marks and United
States banks attempted to maintain the level of their
Euro-dollar borrowing, Euro-dollar rates jumped sharply,
with the call rate bid up to 10 percent per annum by
May 8. Following the German government’s rejection of
a mark revaluation, rates declined briefly.

In June, there was a heavy surge of United States
banks’ borrowings in the Euro-dollar market. During the
first three weeks of the month, when the runoff of CD’s
was particularly severe, the liabilities of banks to their
foreign branches rose more than $3 billion, to $13 bil-
lion, and generated extreme pressures on Euro-doll
rates, On June 10—the day after United States b
had raised their prime loan rates by a full percentage point
to 8% percent—the Euro-dollar call rate rose to 11%
percent and the three-month rate was bid up to 13
percent. The market withstood the high rates without seri-
ous dislocation, and rates actually eased somewhat once
preparations for the mid-June United States corporate tax
date were completed. Throughout this period there was
evidence that United States funds were being drawn into
the Euro-dollar market. Yet, toward the end of the month,
there were indications that United States corporations
pulled substantial amounts of dollar balances and other
foreign currency deposits out of Europe, only to redeposit
these funds early in July following the month-end reporting
date under regulations issued by the Commerce Depart-
ment’s Office of Foreign Direct Investments. At the same
time, midyear window-dressing by continental European
commercial banks was on a much smaller scale than in
past years.

In July United States banks’ demand for Euro-dollars
continued at a high level, though the increase in the
banks’ liabilities to their branches, which reached $14.3
billion on July 30, proceeded at a much slower pace than
in June. Euro-dollar rates declined substantially through-
out July and by the end of the month, call money was bid
at 9 percent and three-month deposits at 10%se percenl.
The market continued to attract substantial amounts fro
several European financial centers, and additional central



banks took steps to protect their domestic money markets
and monetary reserves from the pull of high Euro-dollar
ratcs.

The devaluation of the French franc on August 8 trig-
gered new pressures in the Euro-dollar market. The three-
month Euro-dollar rate jumped to 11 percent by August
12 and moved irregularly around that level through the
rest of the month. At the end of August the liabilitics of
United States banks to their foreign branches had risen
to $14.6 billion, a $7.4 billion increase over the Novem-
ber 27, 1968 level, offsctting 64 percent of the $11.6
billion decline of outstanding negotiable CD's during the
same period.

In the light of the heavy reliance of some United States
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banks on Euro-dollar borrowings and the repercussions
on foreign monetary reserves and financial markets, the
Board of Governors of the Federal Reserve System took a
scries of measures in order to moderate the flow of Euro-
dollars to United States banks. First, the Board amended
Regulation D (which governs reserves of membcer banks)
so as to eliminatc a technical loophole which had led
banks to increase their use of overnight borrowings of
Euro-doliars. Subsequently, the Board amended Regula-
tion D and Regulation M (which governs the foreign
activities of member banks) by placing a marginal reserve
requirement of 10 percent on Euro-dollar takings by mem-
ber banks and on United States assets acquired by foreign
branches from their home offices.





