August 1979-January 1980 Semiannual Report
(This report was released to the Congress
and to the press on March 4, 1980.)

Treasury and Federal Reserve
Foreign Exchange Operations

The October 6 measures by the Federal Reserve had
a profound effect on exchange markets for the United
States dollar. In addition to a rise in the discount rate
and the imposition of a marginal reserve requirement
on managed liabilities, the Federal Reserve announced
that it would place greater emphasis on the supply of
bank reserves and less emphasis on the Federal funds
rate in seeking to moderate the growth of money and
credit in the United States economy. These measures
alleviated many of the concerns that had built up in
the market and helped the dollar weather the numerous
political and economic shocks that occurred over the
rest of 1979 and early 1980.

Previously, the dollar had come under very heavy
selling pressure as market psychology became increas-
ingly bearish. Last year’s upsurge in international oil
prices was already adding massively to our oil import
bill, slowing the progress in improving our trade and
current account balances and exacerbating domestic
inflation. Many other prices were also advancing, and
speculative buying pressures had erupted in many
commodity and real estate markets on the expectation
of more inflation to come. As the demand for money
had increased in the United States, the Federal Re-
serve had acted to raise interest rates, but the growth
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of the monetary aggregates remained uncomfortably
high and market participants were concerned that
more restraint might be needed. Nevertheless, since
the United States economy was widely believed to
be moving into recession, market participants openly
questioned whether the Federal Reserve would be in
a position to continue to tighten monetary policy
further in order to deal with inflationary expectations.

By contrast, the monetary authorities of other
countries were believed to have scope to tighten
further. Economic activity was expanding more
rapidly in most other countries, and monetary policies
were becoming increasingly restrictive in response to
buoyant domestic credit demands and to inflationary
pressures arising out of the escalation of international
oil prices. With interest rates rising in nearly all in-
dustrial countries, market participants began to fear
that the monetary authorities of major countries were
in competition with each other in pressing for even
higher interest rates. In addition, market participants
became concerned that the authorities of some coun-
tries might act to blunt the effects of higher oil prices
on domestic price levels through promoting appre-
ciations of their currencies against the dollar. The swift-
ness of the authorities of many countries to intervene
in support of their currencies, even those which had
appreciated sharply in earlier months, reinforced this
view. By September, market participants questioned
whether central bank cooperation in the exchange
market might have broken down. Market concerns



about the outlook for international monetary stability
were reflected in the run-up of prices in gold and other
commodities.

In fact, the central banks were in close consultation
throughout that time in an effort to determine what
could be done individually and jointly to relieve the
strains that had built up in the exchange markets. When
selling pressure increased on the dollar in September,
the United States authorities at first intervened heavily,
operating mainly in German marks but also in Swiss
francs. The German and Swiss central banks, as well
as others, also bought sizable amounts of dollars in
their markets. When speculative pressures erupted
within the EMS (European Monetary System), central
banks participating in that arrangement increasingly
used currencies other than the dollar in support oper-
ations so as not to aggravate pressures on the dollar.
By late September, however, it became clear that the
dimensions of the flows of funds out of the dollar were
too large to be contained by intervention alone. The
United States authorities scaled back their interven-
tion, while new measures to combat inflation in the
United States were being discussed and while senior
United States officials reviewed the matter of policy
coordination with their counterparts in other major
countries. Although the dollar continued to decline
against most major currencies through the end of
September, the market began to sense that something
was in the works, and early in October selling pressure
on the dollar evaporated on expectations that major
policy action by the Federal Reserve was imminent.

The October 6 measures were followed by strong
expressions of support by major foreign central banks.
Although interest rates continued to advance in several
other countries, in few instances did they rise by as
much as the increase in market rates in the United
States over the next few weeks. Moreover, as the dollar
gradually firmed, foreign central banks sought to avoid
the impression that they would, at that critical juncture,
impede its recovery. In the exchange markets, traders
reacted cautiously at first but were soon influenced by
the sharply higher interest rates that emerged in the
domestic and Eurodollar markets, providing for more
favorable interest differentials Basically, the dollar had
become a much more attractive medium for investment
and a very expensive currency in which to carry a short
position.

The pull of interest rates, coupled with the market’s
generally favorable response to the Federal Reserve’s
new policy approach, helped shield the dollar against
the various political shocks that soon followed. On
November 4, Iranian militants seized the United States
Embassy in Teheran and held its diplomatic personnel
hostage. On November 14 the Iranian authorities threat-

ened to withdraw funds from United States banks and
to repudiate debts. In response, the United States
blocked lranian official assets in United States banks.
Then late in the year the Soviet Union intervened mili-
tarily in Afghanistan. There were worrisome economic
developments as well. With the domestic economy
proving much more buoyant than expected, inflation in
the United States continued to increase. There was a
further run-up in OPEC (Organization of Petroleum Ex-
porting Countries) oil prices and a mind-boggling
surge of prices in the markets for gold, silver, and
other precious metals.

As these various uncertainties piled up over the
year-end, bearish sentiment toward the dollar deep-
ened once again, and dollar rates began to decline.
But selling pressures on the dollar did not cumulate,
as before. In part, traders remained cautious in the
face of rapid-fire and unpredictable events. Moreover,
on those occasions in late 1979 and early 1980 when
selling pressures threatened to build, the United States
authorities, in close coordination with the German and
Swiss central banks, intervened forcefully and quickly
to restore two-way trading. By early 1980, the very fact
that the dollar was weathering so many uncertainties
began to be taken as a positive sign. The market then
focused greater attention on other countries’ problems,
including adverse shifts in their trade and current
account balances, sharply rising prices, and dangers
to them arising out of the Iranian and Afghan situa-
tions. By the month end, dollar rates were firming
against major currencies.

On balance for the six months, the United States
dollar declined a net 12 to 5 percent against the Ger-
man mark and currencies linked to the mark in the
EMS, by 1% percent against the Swiss franc, and by 1
percent against the pound sterling. By contrast, the
Japanese yen declined against the dollar by 9 percent.
The Canadian dollar advanced by 1 percent against
the United States dollar.

In intervention during the six-month period, the
Federal Reserve and the Treasury sold a total of
$5,415.8 million of German marks and $67.0 million of
Swiss francs. System operations entailed drawings
under the Federal Reserve swap lines in the amount of
$2,296 0 million equivalent of marks from the German
Bundesbank and $67.0 million of Swiss francs from the
Swiss National Bank. The drawings on the Bundesbank
started at a level of $2,053.3 million in early August,
reached a peak of $3,746.0 million on October 4 and
were reduced to $2,630.9 million by January 31, 1980,
with repayments throughout the period stemming from
mark acquisitions from correspondents. Use of the
swap line with the Swiss National Bank was more
sporadic, with peak drawings of $44.2 million on
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Table 1 )
Federal Reserve Reciprocal Currency Arrangements
In millions of dollars

5

Amount of facility Increass effective Amount of facility

Institution January 1, 1979 August 17, 1979 January 31, 1980
Austrian National Bank .............. heeirateeeseninanes 250 250
National Bank of Be!gium ....cvevvriveneennan ereees 1,000 1,000
Bank of Canada ......cciienieiieiiiiiiiotiieietieiinannnans 2,000 2,000
National Bank of Denmark ....ueeivenreeereoceasaonesoanncannns 250 250
Bank of England .......c.ciiivnernnann 3,000 3,000
Bank of Frante «..veeeiiirnreeererenareneensenanesssesenassees 2,000 2,000
German Federal Bank ..ocviveeivnnereneirererennnenenas 6,000 6,000
Bank of taly «.oveviiiinniiriinnnnenrennnanns Ceessesenerinanane 3,000 3,000
Bank of Japan ......... Chesieaeieas Cieeereeerebatnretaraaanns 5,000 5,000
Bank of MeXiCo .. viutiiiieniiirereiierirennrerennreronesancnns 360 340 700
Netherlands Bank ................. Ceeteseasraeaenseansanan 500 500
Bank of NOIWaY +..ivuiirrereeneesaeosorancasesnoncsnsoarsonen 250 250
Bank of SWEdBN ... iiuiiiiiiiiiiiiiiteeietirttreerraannoaea 300 300
Swiss National Bank .......coeivivennnennns 4,000 4,000
Bank for International Settlements:

Swiss francs-dollars +u.uueeereneeeesroeeeenennerronannonnnss 600 600

Other authorized European currencies-dollars ........... (S 1,250 1,250
L+ L 29,760 340 30,100
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October 1; all drawings in Swiss francs were repaid by
January 31, 1980.

United States Treasury intervention in marks was
financed out of previously acquired balances. The
Treasury’s $337.7 million equivalent drawing and re-
payment on the Bundesbank swap line early in the
period reflected temporary financing, while Treasury
holdings of German government securities were being
liquidated. To augment balances, the United States
Treasury on two separate occasions issued medium-
term mark-denominated notes in the German capital
market. The first in November, with maturities of 22
and 32 years, was for $1,118.9 million equivalent of
marks. The second, in January, also with maturities of
2%2 and 32 years, was for $1,168.0 million equivalent.

Also during the period, the Federal Reserve’s re-
ciprocal swap arrangement with the Bank of Mexico
was increased by $340 million to $700 million.

As indicated in Table 6, the Federal Reserve re-
corded losses on current operations and on the valua-
tion of balances. The Treasury recorded profits on
balances and losses on the valuation of balances.

German mark
Coming into the period, the upturn in the German
economy was in full swing. Strong consumption, a
surge in business investment, and a boom in con-
struction made it likely that the government’s 4 percent
growth target for 1979 would be met, if not exceeded.
But progress in achieving faster growth was accom-
panied by escalating inflation. The explosion in im-
ported oil and raw materials prices, together with the
strength of the domestic recovery, had generated a
sharp rise in wholesale and consumer prices. At the
same time, the current account surplus had virtually
disappeared as higher oil import costs and the fast
pace of economic activity led to a sharp expansion
of imports. To contain inflationary pressures, the Ger-
man authorities progressively tightened monetary pol-
icy, leading to a substantial increase in domestic
interest rates, which outpaced increases in the United
States and elsewhere. As the exchange market focused
on monetary conditions in Germany relative to con-
ditions in other major industrial countries, the mark
came into strong demand, particularly in June and
July. Heavy intervention by the United States and
German authorities blunted the mark’s rise against the
dollar and was partly reflected in an increase in the
Federal Reserve's outstanding swap debt with the
Bundesbank to $2,053.3 million equivalent of marks as
of July 31.

In August, the exchange markets settled down and
the mark eased off its highs to trade around DM 1.83
against the dollar. The German authorities then moved

to absorb some of the liquidity generated by the sum-
mer’s intervention, lest it aggravate inflationary pres-
sures at a time when domestic credit expansion was
increasing sharply. The Bundesbank introduced quan-
titative limits on commercial banks’' Lombard borrow-
ings, engaged in foreign exchange swaps against
dollars, entered into open market purchases of marks
against shares of United States Treasury bills held at
the central bank, and otherwise signaled its intention
to bring down the growth of central bank money to its
6-9 percent target range. These various operations
provided a further boost to German interest rates.
Moreover, inasmuch as a substantial reflux of funds
out of marks back into dollars had not materialized,
many in the market interpreted the Bundesbank’s ac-
tions as indicating an unwillingness to let the mark
depreciate should the dollar come into demand. By
contrast, in the United States the monetary aggregates
were expanding rapidly and inflation continued to ac-
celerate at double-digit annual rates. The Federal
Reserve increased the discount rate to 10¥2 percent
and moved the Federal funds rate higher. Nonetheless,
in view of considerable talk of an impending recession
in the United States, market participants increasingly
questioned whether monetary policy would be tight-
ened sufficiently to contain strong inflationary forces.

By early September the mark was again in strong
demand against the dollar. Bidding for marks also
gained momentum against European currencies amid
fears that the currencies of most other EMS members,
who might find it difficult to match the tightening of
monetary policy taking place in Germany, would be
unable to keep pace with the mark’s rise. Market partic-
ipants therefore came to expect that the mark would
be revalued within the EMS as part of an upcoming
technical review of the new joint float. The Bundes-
bank and other participating central banks sold pro-
gressively larger amounts of marks to maintain
exchange rate limits within the EMS. Even so, the
demand for marks was sufficiently powerful to pull
up EMS currencies as a group against the dollar.

In these circumstances, the United States authorities
intervened forcefully once again, selling substantial
amounts of marks almost daily during September,
largely in the New York market. The Bundesbank also
intervened as a buyer of dollars in Frankfurt. On Sep-
tember 19, the Federal Reserve raised the Federal
funds rate further and hiked the discount rate 12
percentage point to 11 percent. But the fact that the
Board of Governors had approved the discount rate
increase by a 4-3 split vote did little to alleviate the
market’s concern about the United States resolve to
combat inflation, and pessimism toward the dollar
deepened.
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Table 2

Federal Reserve System Drawings and Repayments under Reciprocal Currency Arrangements

In millions of dollars equivalent; drawings (+) or repayments (—)

b

System swap

System swap

commitments 1979 1979 1979 1979 1980 commitments
Transactions with January 1, 1979 | 1] n v January January 31, 1980
f+ 3342 + 790.8 J+3,024.0 f-+4485 J+2006 .
German Federal Bank ..... 4,434.2 1—1.7628 —3,0208 1— 2924 1—913 4 1—7421 2,6309
Bank of Japan ........... 106 5 — 1065 -0- -0- -0- -0- -0-
[+ 741 J+ 835 f+ 125 + 227
Swiss Natl.onal Bank ...... 786 3 — 8605 + 362 1—- 679 1— 442 — 257 -0-
f+ 4084 [+ 8269 +3,0875  f+4610  f+2233 .
TOtal veiiiaiiiaeia 5,327 0 1—27208  1-8.0208 ~ 7302 1—957.7 1-7648 2,630 9

»]

Because 6f‘roundmg, figures may not add to totals. Data are on a value-date basis with the exception of the last two columns

which include transactions executed in late January for value after the reporting period

* Outstanding commitments as of January 31, 1980 also include revaluation adjustments resulting from swap renewals,

which amounted to $130.1 mullion for drawings on the German Federal Bank renewed during 1979 and January 1980.

Table 3

Drawings and Repayments by Foreign Central Banks and the Bank forInternational Settiements

under Reciprocal Currency Arrangements
In millions of dollars; drawings (+) or repayments (—)

[

Outstanding

Bank drawing on Qutstanding 1979 1979 1979 1979 1980
Federal Reserve System January 1, 1979 I I m v January January 31, 1980
Bank for International Settlements*
0. 0. Jt+310 . -+39.0 [+490 o
(against German marks) ............. 0 0 1-310 -0 —390 1—490 0
o ——
Data are on a value-date basis.
* BIS drawings and repayments of dollars against European currencies other than Swiss francs to meet temporary cash requirements

Table 4 s ]
United States Treasury Drawings and Repayments under the Swap Arrangement
with the German Federal Bank
In millions of doliars equivalent, drawings (+) or repayments (—) .
Amount of Amount of
commitments 1979 1979 1979 1979 1980 commitments
January 1, 1979 | 1 il v January January 31, 1980

- +3377 . 0. 0.
889.4 —8782 -0- —3377 0 0 : 0 i

Q

>

Because of rounding, figures do not add to total Data are on a value-date basis

* Repayments include revaluation adjustments from swap renewals, which amounted to $11 3 million

for drawings on the German Federal Bank renewed during the first quarter.
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In this environment, the upward adjustment of the
mark by 5 percent against the Danish krone and by 2
percent against other EMS currencies over the Septem-
ber 22-23 weekend relieved tensions within the joint
float, but not the pressures against the dollar.
Meanwhile, spot oil prices were again vaulting up-
ward, and several oil-producing countries raised their
official sales prices above limits set by OPEC last
June. With the dollar declining again, fears mounted
that the oil producers would abandon dollar oil pricing
in favor of a basket of currencies, including the mark,
or even demand payment for oil in currencies other
than the dollar. More broadly, all commodities markets
were hit by a speculative fever as asset holders shifted
from “paper” currencies into tangible assets—particu-
larly into gold, whose price soared to $447 per ounce
early in October. Corporate treasurers, investment
managers, and central banks, all seeking to diversify
their portfolios, shifted a massive amount of funds into
the mark from the dollar. With the strength and diversity
of these pressures raising concerns about international
financial stability, the United States authorities scaled
back their intervention operations in late September
while policy discussions were being held. By Octo-
ber 2, these pressures had propelled the mark to
DM 1.7250—near its record highs, about 6 percent
above early-August levels and some 11 percent above
the levels of mid-June.

In the period from early August through early Octo-
ber, the Trading Desk sold $4,169.0 million equivalent
of marks, shared about evenly between the Federal
Reserve and the United States Treasury. Most of the
Federal Reserve’s mark intervention was financed by
drawings of $1,844.1 million equivalent on the swap
line with the Bundesbank, bringing total drawings to
$3,746 0 million after allowing for further repayments of
$177.9 million and revaluation adjustments from swap
renewals. The remainder of the System’'s mark sales
and all the Treasury's intervention were financed out of
balances. The Treasury’s $337.7 million equivalent
drawing and repayment on the Bundesbank swap line
reflected temporary financing, while Treasury holdings
of German government securities were being liqui-
dated. Meanwhile, net purchases of dollars together
with the sizable intervention in EMS currencies boosted
Germany’s foreign exchange reserves $3.7 billion from
end-July to $47.0 billion by the end of September.

With the mark now approaching the levels reached
just prior to the November 1, 1978 United States policy
package, the exchange markets were alive with rumors
of a new support program for the dollar In the days
surrounding the Hamburg meeting between United
States and German officials and the annual meetings of
the IMF (International Monetary Fund) and the World

Bank in Belgrade, Yugoslavia, there was increasing dis-
cussion of the need for improved monetary policy coor-
dination between the United States and Germany and,
in particular, for the United States to take more effec-
tive action to bring its inflation under control. When the
market learned of Chairman Volcker’s early return to
Washington from Belgrade, the mark rate dropped back
13 percent from its peak to DM 1.7555 on expectations
of dramatic new policy action, and the United States
authorities had no further need to intervene.

On Saturday, October 6, the Federal Reserve an-
nounced wide-ranging policy measures aimed at
bringing the growth of money and credit under better
control and thereby dampening inflationary forces.
The actions included a 1 percentage point increase
in the discount rate to 12 percent and the imposition
of an 8 percent marginal reserve requirement on in-
creases In managed liabilities. In addition, the System
announced that it would place greater emphasis on
the supply of bank reserves n its open market oper-
ations and less emphasis on the Federal funds rate
in seeking to reach its monetary aggregate objec-
tives. Interest rates in the United States and Euro-
dollar markets moved up sharply in the days following
these measures. Although the exchange markets were
initially unsure about the implications of the new
policy procedures, participants reacted positively on
balance to the change in United States monetary
policy and to the rnise tn dollar interest rates. In fact,
the dollar firmed and the mark fell back to trade for
several weeks around DM 1.79-1.80 without interven-
tion from the United States or German authorities.

Meanwhile, with the German economy continuing to
expand even more rapidly than expected, money
market rates had again risen rapidly. On October 31,
the Bundesbank raised both the discount and Lombard
rates by 1 percentage point to 6 and 7 percent, respec-
tively, so as to eliminate distortions In the banking
system and bring official rates in line with those pre-
vailing in the market. But, aithough the authorities also
increased rediscount quotas by DM 4 4 billion to pre-
vent liquidity from tightening too far, short-term Ger-
man market interest rates moved higher, eroding part of
the increased interest differential favorable to dollar-
denominated assets. With respect to fiscal policy, the
government’s draft 1980 budget also moved toward
restraint. The central government’s net borrowing re-
quirement was cut to less than DM 30 billion in 1980
through a virtual freeze on real spending coupled with
higher tax revenues.

After mid-November, new shocks emanating from
the revolutionary upheaval in Iran upset the tenuous
balance in the exchange markets. The seizure by
Iranian militants of American diplomatic personnel at

?
FRBNY Quarterly Review/Spring 1980 41



Chart 3
Germany

Movements in exchange rate and official
foreign currency reserves

Billions of dollars

T !

Foreign currency !
—— reserves ¥
Scale—

40

!
17oi 30
175? 20

e o

: 185i o

. !

i 190! -10
2 oo; -30

' 205l T O O O I 40

J FMAMUJ J A SONDUJIF
1979 1980

Exchange rates shown in this and the following charts
i are weekly averages of noon bid rates for dollars in

i New York Foreign currency reserves shown in this*

| and the following charts are drawn from IMF data

[ published in International Financial Statistics
1

* German foreign exchange data include adjustments

' for gold deposited with the European Monetary
System and for foreign exchange swaps

the United States Embassy in Teheran produced a
crisis 1n United States-lranian relations, with adverse
implications for the already fragile world oIl market.
The Iraman government announced plans to withdraw
its foreign exchange reserves from United States
banks, threatened to repudiate its foreign debts, and
called on OPEC members to abandon the dollar as a
reserve and transactions currency. Accusations that
the United States was involved in the attack on the
Grand Mosque in Mecca, Saudi Aradia, incited violent
anti-American demonstrations in Pakistan and Libya,
and the Ayatollah Khomeini remained adamant in
calling for the Shah's return to Iran before releasing
the United States hostages During all of this, the
United States Government sought in various ways to
resolve these challenges without the use of force and,
to assure that claims of the United States and its
citizens on Iran would be protected, President Carter
blocked all official Iranian assets in United States
banks, their foreign branches, and subsidiaries.

In the face of these developments, sentiment toward
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the mark turned bullish. The exchange markets fo-
cused on the dangers to the strategic and financial
position of the United States in the Middle East and
on the dangers to the dollar’s role as a reserve asset.
Concern over International oil prices was further
heightened when OPEC members, at their semiannual
meeting in Caracas on December 17, raised official
sales prices another 30 percent, bringing the oil price
increase over the year to about 100 percent So sharp
a rnise in the price of oIl was particularly damaging
for a country as heavily dependent as Germany on
imports for i1ts energy needs and was likely to drive
the current account deeply into deficit But, given the
prevailing market psychology, the OPEC decision was
interpreted bearishly for the dollar since 1t reinforced
the market’s pessimism about the United States infla-
tion outlook. Nonetheless, a sustained surge of buying
pressure on the mark did not materialize, in part be-
cause traders became increasingly reluctant to assume
new positions in such an unpredictable political
atmosphere, particularly ahead of the year-end As a
result, the market was thinner and less resilient than
normally, and the mark tended to ratchet unsteadily
upward At times commercial sales, for instance, by
large United States multinationals repatriating funds
slowed the mark’s rise. On other occasions when up-
ward presssure on the mark threatened to gather
momentum, the United States and German authonties
intervened. Nonetheless, by the year-end the mark
had advanced 4Vs percent from mid-November levels
back to DM 1 7250

After mid-November the United States and German
authorities resumed intervening once again, but their
operations were relatively modest, compared with pre-
vious months In the six weeks through end-December,
the Trading Desk sold $7165 million equivalent of
marks, including $3961 million equivalent for the
System and $320.4 million equivalent for the Treasury.
The System’s mark sales were largely financed by
drawings of $251 3 million equivalent on the swap line
with the Bundesbank However, between early October
and the year-end, the System was also able to repay
$939.6 million equivalent of mark swap debt through
purchases from correspondents so that total drawings
outstanding on the swap line with the Bundesbank
stood at $3,126.4 million equivalent at the year-end.
The Treasury's intervention was financed out of ESF
(Exchange Stabilization Fund) balances which were
augmented by the proceeds of a new Treasury issue
of mark-denominated securities floated on the German
capital market on November 12, 1979 The issue com-
prised $451 0 millton equivalent of 2¥2-year securities
at 8 55 percent and $667 9 million equivalent of 3V2-
year §ecurit|es at 8.5 percent.



Coming into the new year, the buildup of sentiment
favoring the mark was reinforced by the Soviet Union's
military intervention in Afghanistan. The shift in the
Middle East strategic balance against the United States
raised the possibility that, with the Soviet Union better
positioned to exploit instabilities in the vital Persian
Gulf area, Middle Eastern holders of dollars would ac-
celerate their purchases of marks and other currencies
Moreover, with oil prices still rising even after the sub-
stantial OPEC price hike in December, there was little
hope for a near-term reduction of United States infla-
tion. All of this contributed to an unsettling rise In the
price of gold to $660 an ounce at the onset of the
month and led to widespread demand for the mark,
propelling the rate to as high as DM 1.6996. But as
soon as trading had resumed in the new year, and on
several occasions thereafter, the United States and
German authorities intervened swiftly and forcefully to
steady the rate in their own markets and overnight in
Hong Kong and Singapore.

This open and coordinated intervention had a strong
impact on market psychology and cast doubt on the
mark’s continued appreciation. At the same time, the
implications of the Afghanistan invasion were reas-
sessed in a way that was less favorable for the mark.
The continuing deterioration in great power relations
underscored Western Europe’s exposure in case of
further Soviet aggression. These uncertainties led to a
further rise in the price of gold to a record $875 an
ounce. But, in the exchange markets, portfolio shifts
into marks slowed. Indeed, some capital started to flow
out of Germany as market participants sought safer
havens for their funds, with a substantial part of this

flow coming into dollars. Moreover, the recent round
of oil price increases, retroactive to January 1, gener-
ated some transactions demand for dollars on the part
of several oil companies. In these circumstances, the
swing of the German current account into a DM 9
billion deficit for 1979 began to show through in the
exchanges, and traders found they had fewer outlets
than previously for the marks they had accumulated.
As dealers moved to cover their positions, the mark
moved lower to around DM 1.7250 by midmonth.

In the final weeks of January, as the exchanges
became more settled, market participants focused
more closely on changing economic conditions in
Germany. Inflation was accelerating rapidly just ahead
of key wage negotiations. Moreover, with the oil im-
port bill continuing to swell and with the German
economy slowing less rapidly than the economies of
its major trading partners, there were expectations
that the current account deficit would widen further
this year. These concerns began to weigh on the
mark at a time when the dollar was being supported
by expectations that United States interest rates would
move higher. Increased defense expenditures in the
President’s budget, new evidence that the United
States economy had not weakened as expected, and
statements by United States Administration officials
before the Congress, as well as by Chairman Volcker,
that United States interest rates would not come down
before inflation declines all supported this view. As a
result, the mark edged lower to close the period at
DM 1.7414, for a net gain of 54 percent over the six-
month period under review

During January, the United States authorities inter-

Table §

In millions of dollars equivalent, issues (+) or redemptions (—)

United States Treasury Securities, Foreign Currency Denominated

Amount of

Amount of

commitments 1979 1979 1979 1979 1980 commitments
Issues January 1, 1979 1 i v January January 31, 1980
Government series:
Swiss National Bank .........oevnennns 600 4 — 5972 -32 -0- -0- -0- -0-
Public series:
Switzerland . ...t -0- +1,203 0 -0- -0- -0- -0- 1,203 0
GeIMANY  cvvver cevenerennenenornnan 1,5952 +1,3515 -0- -0-  +1,1189 +1,1680 5,233 6

{— 5972 _ .

Total .o i e 2,1956 1425545 32 0 +1,1189 41,1680 6,436 6

Data are on a value-date basis.

FRBNY Quarterly Review/Spring 1980 43



vened to sell $290.5 million equivalent of marks for the
System, financed in part by drawings of $200.6 million
equivalent on the swap line with the Bundesbank, and
$239.9 million equivalent of marks for the Treasury.
Meanwhile, the Trading Desk took advantage of further
opportunities to buy marks through nonmarket trans-
actions with correspondents, which were used to repay
swap debt. Thus, by end-January, the System’s out-
standing swap indebtedness to the Bundesbank de-
clined some $495.5 million equivalent net over the
month to stand at $2,630.9 million equivalent after
allowing for revaluation adjustments from swap re-
newals. The Treasury financed its mark sales out of
balances, which were further replenished during Jan-
uary through the placement of $1,168.0 million equiv-
alent of mark-denominated bearer bonds in the capital
market in Frankfurt, comprising a $560.6 million equiv-
alent 2V2-year security at 8.5 percent and a $607.4
million equivalent 3%:-year security at 8.45 percent.
Reflecting the repayment of swap debt by the United
States authorities and by the Bundesbank’s partners
in the EMS, as well as the conversion of capital exports
by the Bundesbank, Germany’s foreign exchange re-
serves declined $1.2 billion during January to $46.2
billion by the month end. However, for the six-month
period as a whole, Germany’s reserves rose $2.9 billion
on balance.

Swiss franc
With the Swiss franc no longer appreciating in the
exchanges during 1979, rising international oil and raw
matenals prices were quickly transmitted to the domes-
tic economy. Inflation in Switzerland accelerated rap-
idly. The rise in oil prices also boosted imports at a
time when export growth was virtually stagnant, leading
to a narrowing of the current account surplus. More-
over, economic activity remained sluggish, in sharp
contrast to the buoyant economic picture in Germany,
and domestic interest rates did not keep pace with the
rise in interest rates abroad or with the pickup in
domestic inflation. In these circumstances, the franc
tended to come on offer in August as it had in earlier
periods during the year, especially against the German
mark, trading at SF 1.6550 early in the period. The
Swiss authorities took advantage of the relative stabil-
ity of the dollar to sell sizable amounts of dollars,
thereby avoiding a depreciation in the franc that
would exacerbate inflationary pressures, while also
absorbing excess liquidity in the domestic market.
Meanwhile, the Federal Reserve bought francs mostly
from the Swiss National Bank to repay the remaining
$31.7 million equivalent of swap debt incurred earlier
in the summer.

During September the sharp deterioration in senti-
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ment toward the dollar was reflected in upward pres-
sure on the Swiss franc But, with interest differentials
aganst the franc having widened, participants shifting
funds out of dollars moved more heavily into currencies
like the German mark that appeared to have greater
upward leeway and offered a higher rate of return.
Even though the franc did not lead the generalized
rise in the European currencies against the dollar, the
Swiss National Bank intervened forcefuily both in Zur-
ich and in New York through this Bank as agent to
moderate the franc's advance. In addition, during
September and early October, the Federal Reserve sold
$44 2 million equivalent of Swiss francs, financed by
drawings on the swap line with the Swiss National
Bank. Largely reflecting these operations, Switzerland'’s
foreign exchange reserves, after declining in August,
rose during September to $14.7 billion, up $1.2 billion
from end-July levels By October 2, the franc spot rate
had risen 7% percent above the range of early August
to a high of SF 1.5410. At this point, as rumors of a
dollar support package began to spread through the
exchanges, many participants started covering their
long franc positions, and in subsequent days the franc
slipped back to around SF 1.5750.

Following the October 6 announcement of policy
measures aimed at curbing United States money and
credit expansion, the Swiss franc fell back more
rapidly against the dollar than the mark. The rise first
In dollar-based interest rates and then in German
money market rates widened the already adverse
interest differentials against franc-denominated assets.
Moreover, the public authorities were having difficulty
borrowing on the Swiss capital market at the prevailing
low level of long-term interest rates. Expectations de-
veloped that Swiss interest rates would also firm, and,
as the capital market weakened, the incentive in-
creased for bondholders to shift funds out of Swit-
zerland to avoid prospective capital losses. By end-
October the franc declined another 53 percent to
SF 167 against the dollar and 2Vs percent vis-a-vis
the mark. During this time, the Federal Reserve was
able to acquire sufficient Swiss francs from corre-
spondents to liquidate outstanding swap debt with the
Swiss National Bank.

The Swiss authorities were concerned about the
decline of the franc in the exchanges. Inflation had
quickened to 5 percent on a year-on-year basis, a
dramatic upsurge for a country where, for previous
years, price increases had been close to 1 percent per
annum. Domestic money supply growth remained wor-
risome, and there were some fears over a pickup in
wage inflation Pay raises during the winter wage round
—already clouded by a shortage of labor in the con-
struction sector—threatened to escalate sharply if
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Table 6

Net Profits (4 ) and Losses (—) on
United States Treasury and Federal Reserve
Current Foreign Exchange Operations

In mithons of dollars

United States Treasury

Exchange

: Federal  Stabilization General
i Period Reserve Fund Account
! First quarter 1979 ....... + 07 + 57 -+ 173

Second quarter 1979 .... +308 + 46 + 217

Third quarter 1979 ...... —123 + 634 4 370
{ Fourth quarter 1979 ..... —298 + 208 4+ 75
! January 1980 .......... —221 -0- + 612

Valuation profits and

losses on outstanding

assets and habilities

as of January 31,1980 ... —163 —3750 —2963

Data are on a value-date basis.

industrial workers’ demands to be fully compensated
for the rising price of oil were successfully negotiated.
Even so, the Swiss authorities held off intervening
in the exchanges to avoid jeopardizing the dollar's
recovery following the October 6 monetary measures.
Instead, the Swiss National Bank allowed foreign ex-
change swaps executed In the third quarter to mature,
thereby draining liquidity from the Swiss money mar-
ket. The central bank then followed up by raising, on
November 2, its discount and Lombard rates by 1
percentage point to 2 and 3 percent, respectively,
and further liberalized restraints on capital inflows by
reducing the negative interest charge on nonresident
deposits from 10 to 2.5 percent per quarter.

But with foreign interest rates still on the rise, par-
ticularly in Germany, interest differentials remained
highly adverse to franc-denominated assets, and the
franc spot rate continued to weaken. In response, the
authorities removed entirely the negative interest
charge on nonresident franc deposits on December 1,
supported the franc in the exchanges by selling Ger-
man marks in the forward market against receipts
coming due in 1980 and 1981, and provided a smaller
than usual amount of liquidity to the commercial banks
at the month end. These measures provided a boost to
the franc, which rebounded in early December to trade
around SF 1.59 against the dollar.

Meanwhile, the international crisis touched off by the
Iranian seizure of American hostages at the United
States Embassy in Teheran was creating confusion and

uncertainty in the exchanges. At times, the franc bene-
fited from expectations that certain Middle Eastern oil
producers would diversify heavily out of dollars. But
these inflows did not cumulate. Moreover, in the midst
of turbulent events, most traders were hesitant to take
positions that would affect their year-end accounts.
As the market thinned out during December, the franc
responded mainly to the ebb and flow of commercial
orders. On balance, sell orders mainly from United
States and German corporations repatriating dividends
ahead of the year-end outweighed the demand for
francs by Swiss corporations, and the franc eased
lower toward the year-end.

Early in January, the franc was caught up in a wave
of demand as part of the market's initial response to
the Soviet invasion of Afghanistan In response, the
Federal Reserve sold $22.7 million equivalent of Swiss
francs, financed by drawings on the swap line with
the Swiss National Bank, while the Swiss authorities
bought dollars in Zurich and in New York through this
Bank as agent. This intervention helped blunt the
franc’s rise. Moreover, the continuing increase in Swiss
inflation was still of concern, and market participants
were keenly aware that interest differentials adverse to
the franc had widened further. Once the mark started
to ease against the dollar, the franc declined even
faster to end the six-month period under review at
SF 1.6325, up 13 percent on balance against the dol-
lar. Against the German mark, however, the franc
declined 3'2 percent over the six-month period. By
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end-January, the Federal Reserve was able to liquidate
in full its swap debt with the Swiss National Bank,
using the proceeds of interest earnings on franc-
denominated balances as well as some francs acquired
in the market. Switzerland’s foreign exchange reserves
declined $1.6 billion from September levels to $13.1
billion as of January 31.

Japanese yen

Over the course of 1979, the previous efforts by the
Japanese authorities to boost domestic demand and to
reduce excessively large trade and current account
surpluses took hold. A strong revival in consumer
spending and an upsurge in business investment
promoted a far more rapid rate of growth, at 8
percent or more, of industrial production in Japan than
in any other major country. It also generated a sharp
upturn in all types of imports, at a time when the prices
of oil and other imported commodities were mounting
rapidly. Moreover, export and import volumes continued
to respond to the earlier appreciation of the yen and to
various administrative programs designed specifically
to reduce the trade surplus. As a result, the current ac-
count swung from a record $16.5 billion surplus in 1978,
to near balance in the first half of 1979, and into pro-
gressively deeper deficit thereafter. The large deficit
on the capital account also continued during the first
half of the year. Moreover, the implication of the oil
shortage for Japan weighed on the yen. The exchange
markets reacted to these developments in the spring
and summer, and from the beginning of the year to
end-July the yen declined a net 10%2 percent against
the dollar. During that time the Bank of Japan had
intervened in substantial volume and foreign exchange
reserves plummeted by $8 billion to $21.0 billion.

By the opening of the period under review, the thrust
of Japanese economic policy was shifting from stimu-
lus to restraint. The authorities were concerned that
the yen’s depreciation and the sharp rise in oil and
other imported commodities prices were adding to
inflationary pressures, particularly on the wholesale
level. Consequently, government investment expendi-
tures—the main force sustaining the domestic expan-
sion in earlier years—were trimmed back to ease
capacity constraints in the construction sector and to
combat the growth of the budget deficit. Moreover,
monetary policy turned less accommodative as sig-
naled by a full percentage point increase in the Bank
of Japan’s discount rate to 5% percent in late July.
These actions, particularly on the monetary front,
helped bring the exchange market into better balance,
and the yen rate traded quietly between 3216 and
¥218 during most of August.

Beginning in late August, however, the yen came
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under renewed selling pressure, as concern over
Japan's vulnerability to oil-supply disruptions resur-
faced. In the face of disarray in the world oil markets,
importers in Japan, as elsewhere, sought to anticipate
future oil needs. In the process, spot oil prices began
rising sharply once again and the demand for dollars
to pay for oil weighed on the exchange market for the
yen. Exchange market participants came to fear an
even more massive oil import bill for Japan than pre-
viously expected. Consequently, the yen resumed its
decline, prompting other Japanese importers to hasten
to cover their future needs while exporters held off
converting their dollar receipts.

Meanwhile, the combined force of the depreciation
of the yen and the rise in petroleum and other imported
commodities prices had an explosive effect on the
wholesale price index, which accelerated to an annual
rate of 18 percent by September. Steps to deal with
these problems were widely discussed, but action was
postponed through early October, largely because
Japan was in the throes of an election campaign. Even
after the election, on October 7, the market was con-
cerned that the unexpectedly small majority for the
ruling Liberal Democratic Party and intense strains
within that party would leave little scope for decisive
action on the part of the Japanese government. The
upward trend in interest rates abroad, punctuated by
the jump in interest rates in the United States follow-
ing the Federal Reserve's October 6 measures, led to a
heavy outflow of capital from Japan.

To blunt the yen’s decline in the late summer and
early fall, the Japanese authorities intervened heavily
in the exchanges. Most of these operations were con-
ducted in Tokyo, but some were carried out in New
York through the Federal Reserve Bank of New York as
agent. In October the Japanese authorities also ini-
tiated restraints on capital outflows, closely monitoring
foreign borrowing in the yen bond market as well as
foreign currency syndicated lending on the part of
Japanese banks and other financial institutions. On
November 2 the Bank of Japan raised its discount rate
1 percentage point to 64 percent. By that time, Prime
Minister Ohira had mended important political fences
so that attention could be turned to the variety of eco-
nomic problems facing the government.

International events nevertheless continued to weigh
on exchange market sentiment toward the yen. Sky-
rocketing spot oil prices and leapfrogging of official
prices by OPEC members were seen as especially
ominous for Japan. The crisis in United States-lranian
relations exacerbated these concerns, since some 10
percent of Japan's oil imports had come from lran.
Market sentiment toward the yen, therefore, remained
bearish, and the yen continued to decline through late



November. By November 27, the yen had dropped to
as low as ¥251.50, some 13 percent below the late-
August levels. Reflecting the heavy intervention by the
Japanese authorities, official reserves declined $4.8
billion to $16.2 billion by end-November.

On November 27 the Finance Ministry and the Bank
of Japan jointly announced a series of measures to
support the yen. The authorities suspended the import
settlement scheme providing Japanese commercial
banks with low-cost yen import financing, decided
to increase ceilings on the amount of foreign currency
convertible into yen by banking institutions (both do-
mestic and foreign), and tightened reporting require-
ments on the foreign exchange dealings of banks and
major trading houses At the same time, to counter
domestic inflationary pressures, the Ohira government
initiated major restraints on aiready scheduled public
works expenditures, substantially slashing the amount
of such outlays for the January-March 1980 quarter.
The Bank of Japan followed up on these measures with
forceful intervention in the exchanges. These various
actions helped settle the market, and the yen began to
firm somewhat. Beginning in early December, capital
outflows tapered off sharply and the yen came into de-
mand by some countries seeking to diversify their
reserves.

In this generally more balanced atmosphere, the yen
weathered the uncertainties arising out of the incon-
clusive OPEC meeting in Caracas in mid-December
and the generally heightened world tensions as a result
of the Soviet invasion of Afghanistan. The yen rate
firmed through mid-December and advanced to as high
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as 3230.90 in early January. The yen’s rally was not
sustained, however. Final figures for 1979 showed a
current account deficit of $8.6 billion, and there was
little expectation in the market of any early reversal in
view of the unfavorable outlook for Japan’s oil import
bill, particularly as a further round of official oil price
increases was precipitated by OPEC members. The
continuing upsurge of wholesale prices also remained
a concern, and market participants noted the continuing
unfavorable interest rate differential between invest-
ments in yen and placements in most other major
currencies. By end-January, the yen had settled back
to around ¥239, some 5 percent above Its November
lows. Japan’s foreign exchange reserves showed little
further change in December and January, ending the
period at $16 8 billion as compared with $21 billion
at end-July.

Sterling

From early in 1979, sterling had advanced sharply as
the positive implications of Britain’'s near self-
sufficiency 1n oil and the pull of high interest rates
more than offset concern about Britain’s domestic
inflation. The markets were further impressed by the
tough anti-inflationary measures taken in June by the
new Conservative government headed by Margaret
Thatcher. By mid-July, sterling had been bid up to as
high as $2.3324 before dropping back to $2.2480 at the
month end. The pound had also advanced in trade-
weighted terms to as high as 74 before closing at 72.7
percent of its Smithsonian parities. From the beginning
of the year, Britain's foreign currency reserves had
risen by $2.3 billion to $19.2 billion as of July 31.

In August and September, sterling lost some of
its buoyancy. During August, the market reacted ad-
versely to a jump in consumer prices to a rate of 15.8
percent per annum which, however, partly reflected
the government’s decision to raise the value-added tax
as an offset to a cut in personal income taxes. More-
over, there was some concern that the gradual easing
of exchange controls, announced as part of the Con-
servative government’s budget message, might lead to
heavy outflows of funds. But, with the domestic money
market remaining tight, sterling held fairly firm until
early September.

In September, key elements of the Thatcher pro-
gram were coming under challenge as organized labor
showed signs of increasing restiveness. The latest pay
settlements showed that wage inflation was still ac-
celerating, with even larger wage demands still to be
negotiated. Domestic uncertainties were thus viewed
in the market as limiting the pound’s upside potential
for the time being, and sterling declined against the
doliar.
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Meanwhile, the German mark had come into heavy
demand against both the dollar and the other cur-
rencies within the EMS that were linked by formal
intervention limits. Sterling 1s not part of that inter-
vention arrangement. But some traders shifted funds
out of the pound into the mark on the possibility that
sterling might be brought into the EMS at a depreci-
ated rate. A formal adjustment of the currencies linked
to the mark within the EMS on the weekend of Sep-
tember 22-23 relieved the immediate strains among
those currencies as well as on the pound’s relation-
ship to the mark. Over the next weeks the pound joined
in the broader swings of European currencies against
the dollar, rising as the dollar weakened through late
September, dropping back in response to the tighten-
ing measures by the Federal Reserve in early October
before settling in around the $2.15 level toward mid-
month.

By this time, however, the British authorities were
facing an important policy dilemma. Domestic eco-
nomic growth had virtually stalled, and many analysts
were projecting a downturn in 1980 Nevertheless,
the case for stimulus was weakened by several facts:
inflation was still accelerating; the international trade
and current account deficits were still large; the de-
mand for credit was very strong, both by private com-
panies and by the public sector; and the monetary
aggregates continued to rise sharply Unlike rates in

Cha,_rt 6 -
United Kingdom

Moyem,ents in exchange rate and official
foréign currency reserves

Dollars per pound Bilhons of dollars
.2 35

2 30 A —’2 5
’ Exchange rate
-——Scale
225 \— 20
15
220 Foreign currency
. reserves
215 Scale=—— 10
210 05
205 -.— 0
200 —-05
P T T Y e Y Y PPN
J FM AMUJ J A S O NDJF
1979 1980

See exchange rate footnote on Chart 3

48 FRBNY Quarterly Review/Spring 1980

most other countries, interest rates in the United
Kingdom, while still high by international compari-
son, had not nsen since June. As a result, favor-
able Interest differentials had progressively narrowed.
In late October, the authorities took the calculated risk
of eliminating the remaining exchange controls on
resident outflows of funds. Although the actual move-
ment of funds was not large, market participants ex-
pressed concern that the potential for outflows added
to the downside nisk for sterling. Spot sterling dropped
back to as low as $2 0580 on November 2, with the
Bank of England intervening to smooth the decline. On
balance, from August through October, Britain’s foreign
currency reserves declined by $11 billion.

Sterling steadied over the next days, as traders
began to trim positions in anticipation of a hike In
interest rates in the United Kingdom. Such a move
was widely expected in view of the growing difficulty
facing the authonties in placing gilt-edged securities
at current rates. When the action came, 1t exceeded
market expectations. On November 15, the Bank of
England’s minimum lending rate was jumped by 3 per-
centage points to a record 17 percent. This move was
accompanied by a strong statement by the authorities
that they would not accommodate the recent surge
iIn monetary growth. In addition, the supplementary
special deposit scheme, the “corset’”, was extended
for a further six months; banks were subsequently
asked not to avoid the corset by recourse to the Euro-
sterling market. After the announcement of these new
measures, the government was able to resume financ-
ing its deficit, selling large amounts of gilt-edged
securities The higher interest rates prompted re-
newed bidding for sterling, which advanced to $2 1920
at the end of November.

By that time also, the political crisis in Iran and
the United States freeze of Iranian assets had gen-
erated fears that oil supplies would be cut off, that
Iran would decide to take payment for oil in curren-
cies other than the dollar, and that funds would
move out of the dollar. Individual OPEC members
announced new Increases (n the price of oil, and this
leapfrogging continued even after OPEC’s semiannual
meeting in Caracas. Among the industnal countries, the
United Kingdom was seen in the market as especially
able to protect itself in view of the following constidera-
tions- an asssured supply of o1l from the North Sea, an
oil-pricing policy linked to current world prices, close
traditional relationships with many OPEC members cur-
rently pihng up reserves, capacious money and capital
markets available to foreign investors, and higher in-
terest rates than available almost anywhere else

Consequently, during the period of international
tensions in late 1979-early 1980, heavy flows of funds



came into sterling from the Middle East, Europe, and
the United States. As the spot pound began to rise,
commercial leads and lags swung in favor of sterling,
adding to the upward pressure on the rate. The Bank
of England intervened to smooth the rise in the
rate but did not meet the market’'s full demand for
sterling lest more substantial intervention might under-
cut the authorities’ domestic monetary policy objec-
tives. As funds continued to flow into sterling, market
professionals sensed more upward potential in sterling
than in other European currencies. As a result, even
though the dollar firmed somewhat against other Euro-
pean currencies n January, sterling continued to
advance across the board to as high as $2 2950 by
midmonth. The rate dropped back on concerns that
the outbreak of a national steel strike could lead to a
major challenge to the government's wage policies.
The influx of hot money funds nevertheless continued,
and the spot rate closed firm at $2.2715 on January 31.
Both against the dollar and on a trade-weighted basis,
sterling rose almost 1%2 percent over the six-month
period Largely reflecting the intervention late in the
period, the United Kingdom's foreign currency reserves
moved back up to $18 9 billion as of January 31, for
a $300 million decline on balance

French franc
By the time of the formal inauguration cof the EMS
in March 1979, the French franc was trading comfort-
ably in the middle of the new joint floating arrangement
and, against the German mark, around levels prevailing
at the time the EMS had first been proposed The rela-
tive buoyancy of the franc reflected in part an improve-
ment of France's economic performance after several
years of stabihization policies aimed at curbing inflation,
securing a strong balance of payments, and improving
the competitiveness of French industry. France’s cur-
rent account had swung into surplus Also the rate of
Inflation, after a brief upsurge in response to the
government’s relaxation of long-standing price controls,
had fallen back to around 9 percent by early 1979
In addition, the franc was bolstered by relatively high
interest rates at home that reflected a continuation of
the rather restrictive monetary policy directed to nar-
rowing France's remaining adverse inflation differen-
tials wis-a-vis 1ts key trading partners, particularly
Germany

Around midyear, however, market participants began
to question whether the franc could maintain its rela-
tive firmness. Inflation in France as elsewhere picked
up considerably in response to the upsurge in interna-
tional oIl prices The government’s Increase in public
utilty charges and household rents, part of its longer
term strategy of decontrolling p ices and reducing
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public-sector financing needs, also contributed to the
overall rise \n domestic prices Meanwhile, unemploy-
ment was high and increasing again, even as economic
growth remained reasonably strong, partly because of
the rapid growth of the labor force and partly because
of the shift in policy emphasizing a shakeout of ineffi-
cient labor to moderate unit labor costs and to increase
competitiveness Traders became concerned that the
French authorities might not have as much scope as
those in Germany and elsewhere to tighten monetary
policy in response to the rekindling of inflationary pres-
sures The authorities in fact allowed domestic money
market rates to nise, thereby maintaining interest differ-
entials favorable to the franc. Moreover, to the extent
that the franc came under selling pressure within the
EMS, the Bank of France intervened increasingly
through sales of German marks rather than exclusively
in dollars, so as not to aggravate pressure on the dollar
at the time. As the exchange markets became more
settled in early August, the franc steadied within the
EMS and traded around FF 425 against the dollar
With the impact of the intervention more than offset by
valuation adjustments, especially those associated with
the French entry into the EMS, official foreign exchange
reserves rose to $14 5 billion by end-July

By September, however, concerns about the pros-
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pects for the French economy intensified. Efforts to
improve upon business profitability had failed to gen-
erate a strong revival in private investment, as hoped
for. Consequently, economic growth tapered off, as
consumption began to slow under the influence of
rising inflation, increased social security contributions,
and sluggish real wages. Also, the current account sur-
plus was being eroded by a sharp swing of the trade
account back into deficit. The favorable impact of the
franc’s appreciation during 1978 on France’s terms of
trade had run its course. Moreover, a buildup of stocks
and inflation-induced anticipatory purchases under-
pinned a more rapid growth of import volume, while
markedly higher oil prices bloated import values. As
these developments brought the government’s eco-
nomic policies under growing domestic criticism and
cast doubt on the durability of the Barre government'’s
austerity program, market confidence in the franc
weakened just as the technical review of the EMS
approached. Expectations grew that the franc, along
with the other EMS currencies, would be adjusted
downward against the German mark, which again was
rising rapidly against the dollar in the exchanges. Ad-
verse commercial leads and lags and speculative short
positions built up against the franc. Thus, the French
currency fell toward its lower limit against the mark
within the joint float even as it gained 22 percent
against the dollar to trade around FF 4.15. As selling
pressures intensified, the Bank of France once again
intervened forcefully, selling substantial amounts of
marks almost every day during September.

Over the September 22-23 weekend, as part of an
overall realignment within the EMS, the parity of the
franc was cut by 2 percent against the mark. Mean-
while, the authorities had presented their policy pro-
posals for 1980, reflecting a continued commitment
to fight against inflation while boosting employment
largely through selective measures. The Bank of France
reinforced the cautiously restrictive stance of monetary
policy by maintaining, in the face of higher inflation,
the 11 percent target for monetary growth in 1980. The
government’s draft budget projected a slight reduction
of the government’s borrowing requirement to 1.5 per-
cent of GNP (gross national product) as a result of
some tax increases and stricter limits on current ex-
penditures At the same time, investment expendi-
tures were increased and youth employment programs
were expanded. These actions helped clear the air.
Once the speculative pressures in the exchange mar-
ket dissipated, following the October measures of
the Federal Reserve, the selling of francs dried up.
Indeed, as French interest rates continued to rise,
thereby preserving the favorable interest differential on
franc-denominated assets vis-&-vis mark-denominated
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instruments, funds began to flow back into the franc
and previously adverse leads and lags started to be un-
wound. These reflows provided sufficient support to the
spot rate that it held steady around FF 4.20 through
late October-early November even as the current ac-
count surplus narrowed further.

In the aftermath of the sharp deterioration in United
States-lranian relations and the United States freeze
of Iranian assets in mid-November, demand for the
franc gathered momentum. France’s traditionally good
relations with the Middle East benefited the franc in
two ways. Part of any anticipated increase in OPEC's
dollar sales was expected to gravitate into the franc
and, in fact, some inflows from the Middle East did
materialize. In addition, market participants felt that
the impact of potential oil supply disruptions resulting
from the lIranian crisis would be less severe for France
than for most other major economies. In this atmo-
sphere, French residents accelerated their spot and
forward franc purchases, while nonresidents increas-
ingly covered short positions taken up earlier. Con-
sequently, the franc moved to the top of the EMS
in mid-November. These inflows tapered off after the
passing of the year-end. but somewhat more favorable
figures on output, employment, and prices moderated
some of the earlier concerns about prospects for the
French economy. The franc then recovered, trading at
the close around FF 4.07 against the dollar, and re-
bounded to the upper end of the joint float.

During the last 22 months of the period, the Bank
of France on occasion intervened both to moderate the
rise in the rate and to keep the franc within the oblig-
atory 2%a percent EMS margin. These operations,
which more than offset earlier intervention sales, to-
gether with revaluation adjustments, contributed to a
$3.3 billion rise in France's foreign exchange reserves
over the six months to $17.8 billion as of January 31.

Italian lira

Following the implementation of the EMS in the early
spring of 1979, the Italian lira moved quickly to its 6
percent upper limit and traded for several months at
the top of the new joint float. Underpinning the lira
was lItaly’s current account position which, after reg-
istering a $6.4 billion surplus in 1978, remained in
sizable surplus even as the economy expanded through
the early spring. In addition, the lira was buoyed by
high domestic interest rates and restrictions on do-
mestic credit expansion, which encouraged Italian
commercial banks and companies to satisfy their fi-
nancing needs through external borrowings. With the
lira in heavy demand, the rate moved up to LIT 818.70
by July 31. Meanwhile, the authorities bought substan-
tial amounts of dollars, increasing ltaly’s foreign ex-
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change reserves to $17.6 billion by July 31 even after
repayment of some official debt.

By summer, ltaly’s inflation performance was again
a major cause for concern Prices had accelerated to
14-15 percent per annum, largely in response to in-
creased economic growth and rising import prices, and
were expected to reach 17-18 percent by the year-end
once the dramatic rise In international oil prices
worked I1ts way through the economy An unsettled
political situation ahead of the elections in June had
prevented Parliamentary approval of the longer range
stabilization program, which aimed at diminishing the
size of the government deficit in relation to GNP while
also orienting expenditures increasingly toward pro-
ductive investment Indeed, capital projects had been
delayed and the public-sector borrowtng requirement
was taking up an even larger share of GNP Moreover,
major wage contracts already signed pointed to siz-
able pay raises above and beyond the comprehensive
cost-of-living increases provided under the scalamobile
The June election resulted in a loss for the Communist
Party and its return to opposition and produced a coali-
tion minority government headed by the Christian
Democrats.

To moderate inflationary pressures, the authorities
absorbed surplus liquidity by placing government
bonds with the banks and, increasingly, with the
general public Also, the government continued to
use some of the increase in foreign exchange re-
serves to repay outstanding official debt With respect

to interest rates, however, the authorties faced a
dilemma Given the acceleration of inflation, interest
rates appeared low from a domestic standpoint. But
the current account surplus was already creating ex-
cess demand for the lira in the exchanges, and the
central bank was already intervening and facing the
associated risk of a renewed burst in money supply
growth Consequently, Italian interest rates wére kept
fairly stable through the summer. Even so, with tourist
receipts exceptionally strong, the lira appreciated more
rapidly against the dollar than most European curren-
cies and was trading at LIT 812.00 in early September

During September when strains developed within the
EMS, the lira continued to trade at the top of the joint
float. It was nonetheless adversely affected by the con-
tinued firming of interest rates abroad, which narrowed
differentials 1n favor of lira placements As earher
capital inflows dried up and even began to be reversed
and as tounist receipts tapered off, the hira began to
decline within the EMS and the Bank of Italy sold some
dollars to support the rate. Then, following the re-
alignment of the currencies within the joint float, which
included a downward adjustment of 2 percent for the
italian lira against the German mark, the lira emerged
well away from the upper intervention point. The au-
thonties, therefore, had greater scope to raise interest
rates to counter increasing domestic nflationary pres-
sures On October 8 the discount rate was hiked 12
percentage points to 12 percent. But, in view of the
sharp advance In foreign interest rates, particularly
Eurodollar rates, Italian banks and companies con-
tinued to repay previously uncovered Eurocurrency
debts and the lira declined more rapidly than other
European currencies against the dollar. By mid-
November the lira had fallen to the middle of the
EMS band, while dropping off 2% percent to LIT
832 50 against the United States currency.

Meanwhile, the less buoyant economic outlook for
other countries diminished lItaly’s export prospects in
the months ahead. Consequently, the government’'s
1980 draft budget sought to provide some stimulus
through tax relief, to alleviate the risk of an abrupt
economic slowdown Concern developed, however, in
view of the already massive fiscal deficit, the public’s
growing reluctance to buy long-term government debt,
the already high rates of domestic inflation, and the
renewed rise in international oil prices which was only
likely to exacerbate inflation further

On December 6, the Bank of Italy again acted to
tighten monetary policy, by hiking the discount rate 3
percentage points to 15 percent and by tightening
credit ceilings Initially, the boldness of these initiatives
was undercut by the lag in Italian short-term interest
rates behind the official rate Increase. Also, Saudi
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Arabia’s decision to suspend oll deliveries in the wake
of reported irregularities in the arrangement of a major
oil supply agreement prompted fears that Italy would
soon be faced with an oil shortage. By the year-end,
however, domestic liquidity had become exceedingly
tight, and Italian money market rates, after adjusting
more fully to the rise in the discount rate, increased to
18 percent or more. Moreover, the government moved
unexpectedly to curb energy demand by raising domes-
tic prices of gasoline, heating oil, and electric power.
In view of these developments, sentiment toward the
lira improved somewhat. Consequently, as the dollar
firmed in the final weeks of January, the lira eased back
somewhat less than the German mark and most other
European currencies. In fact, by the month end the lira
was again trading nearly at the top of the EMS and, at
LIT 807.50, was 13 percent higher against the dollar
over the six-month period under review. Meanwhile,
Italy’s foreign exchange reserves increased to $18.5 bil-
lton as of January 31.

European Monetary System

After having been launched in March, the EMS, with
intervention arrangements among seven of the member
currencies of the European Community, experienced
some tugging and pulling among exchange rate rela-
tionships but no major strains. The authorities had
initially planned to review some of the technical fea-
tures of the EMS mechanism after the first six months
of operation As this review approached in September,
some strains began to build within the array of curren-
cies in the joint float in view of disparities in economic
performance, current account positions, and inflation
rates among the participants.

Even though the German mark’s sharp rise against
the dollar pulled up all the EMS currencies and helped
reduce inflationary pressures in the member countries,
serious questions remained about whether all the
currencies could keep pace with the mark Belgium
and Denmark in particular faced widening current
account deficits even though their economies were
sluggish and unemployment remained high. The
Dutch current account was also in deficit, although the
gap was reduced by large exports of natural gas In-
creases in the price of oil widened the payments im-
balances of all joint float members. But the market
remained fearful that many countries with large
deficits would be unable to attract sufficient capital in-
flows to maintain existing parities within the joint float

During September, while European monetary officials
were engaged in their scheduled six-month review of
the new currency arrangement, exchange market par-
ticipants began to speculate on a change in parities
within the joint float. By late September, funds were
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flowing heavily into the mark out of other member cur-
rencies, which then fell toward the bottom of the joint
float. In response, the respective central banks inter-
vened heavily, mostly by selling marks against their
own currencies.

On September 23, the EMS currencies were re-
aligned, with a 5 percent upward adjustment of the
mark against the Danish krone and a 2 percent upward
adjustment against all other member currencies. This
adjustment, together with the Federal Reserve’s Octo-
ber 6 announcement of new measures to restrain mone-
tary growth, reduced the immediate strains within the
EMS. The mark moved back toward the center of the
realigned joint float, while the lira, the French franc,
and the krone traded toward the top. The Irish pound
and the Dutch guilder fluctuated in the middle of the
band, while the Belgian franc remained near the
bottom.

The EMS currencies traded in a fairly well-balanced
market during the rest of October and into November.
But flows of funds back out of the mark remained
modest. Meanwhile, the current account deficits of all
member countries continued to widen, and in late No-
vember strains reappeared in the markets for the cur-
rencies of these countries.

The Dutch authorities responded by raising interest
rates sharply and squeezing domestic liquidity. As
short-term interest rates snapped higher, the guilder
rebounded to trade firmly in the upper half of the joint
float by mid-December. The French and ltalian authori-
ties responded in a similar fashion, and the French
franc and ltalian lira strengthened within the EMS.
In Ireland, interest rates had remained firm throughout
the period, and the Irish pound traded comfortably in
the joint float through the end of January.

By contrast, on November 30 the Danish authorities
announced a further 4.76 percent downward adjustment
in the krone’s parity against other EMS members. This
move was linked to the government's announcement
of a new economic program, combining stiff wage and
price restraint with heavier taxation. Following these
actions, the krone rose briefly to the top of the joint
float before moving back toward the bottom where it
required further official support in January.

The Belgian franc also came under persistent selling
pressure within the joint float. These pressures re-
flected a widening of the Belgian current account defi-
cit to $3 billion in 1979, linked to an increasing budget
deficit. The Belgian authorities reacted to these pres-
sures by intervening heavily and raising domestic inter-
est rates. But political and social difficulties reduced
the government's ability to deal forcefully with
the country’s underlying payments imbalances The in-
creases in Belgian interest rates were not sufficient to



prevent capital outflows as foreign interest rates rose
even more sharply. Moreover, the two downward
adjustments in the Danish krone left the franc even
more exposed. In response, the Belgian authorities
sold large amounts of dollars and other EMS curren-
cles, financing this intervention mostly out of the
foreign exchange proceeds of government borrowings.
The franc thus stayed above the floor of the joint float
through the end of January.

Canadian dollar

Through early 1979, exchange market sentiment toward
the Canadian dollar had been pessimistic. Canada’s
trade and current account positions had not improved
as rapidly as had been hoped, leaving a gap of some
$5 billion-$6 billion to be financed by capital inflows.
Moreover, international borrowings by Canada’s pro-
vincial and municipal corporations tapered down. This
left the Canadian dollar dependent on interest-sensitive
capital flows and other potentially volatile sources of
funds to cover the current account deficit. But the strain
in international oil markets over the course of the year
changed the market atmosphere for the Canadian
dollar. Canada’s wealth of natural resources sheltered
it from the uncertainties facing other industrial coun-
tries regarding energy supplies and even afforded it the
opportunity to increase its exports of natural gas. In ad-
dition, interest rates in Canada had risen to levels that
attracted funds from abroad. As a result, the Canadian
dollar bottomed out in early February and, though it
had been higher during the spring, the spot rate was

Chart 9

Canada

Movements in exchange rate and official
foreign currency reserves

Canadian dollar per dollar Bilions of dollars

114

115 10
116 05
117 \K = 0
118 - ! -5

¥ Foreign currency
119 i —— reserves -10
! Scale —
1201 I T S VY O | _15

J FMAMUJI J ASONDUJIF
1979 1980

still up on balance by 2% percent at Can.$1.1700 by
the end of July. Net intervention purchases of United
States dollars during that recovery plus the dollar pro-
ceeds of medium- and long-term borrowings in Swiss
francs and Japanese yen enabled the Canadian authori-
ties to make large repayments on outstanding drawings
under the standby facilities with commercial banks.
Foreign exchange reserves stood at $2.1 billion through
the end of July.

In August and early September, the Canadian dollar
nevertheless was again vulnerable to bouts of selling
pressure. The most recent figures suggested that Can-
ada’s trade performance remained disappointing. Pro-
duction was running up against capacity restraints in
key export industries, and import substitution in re-
sponse to the previous decline in the exchange rate
was proceeding surprisingly slowly. In addition, infla-
tion was accelerating, the budget deficit was already
large, and the fiscal gap was likely to widen further if
domestic energy prices were not soon brought up to
international levels Moreover, the continuous rise in
interest rates in the United States and Western Europe
was squeezing out the interest differentials favorable to
Canada. As a result, the Canadian dollar came on offer
from time to time.

On September 10 the Bank of Canada raised its dis-
count rate 12 percentage point to 12%s percent, a
move which was well received in the market, and
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restored favorable interest differentials for a time.
Later in the month, inflows from Europe and the Middle
East in advance of another OPEC meeting helped
push the Canadian dollar up to as high as Can.$1.1563
by September 28. Also, the Canadian dollar was bid up
by conversions of external borrowings of some govern-
ment agencies and private corporations. But this buoy-
ancy was short-lived in view of the substantial increase
In interest rates in other countries, particularly in the
United States following the Federal Reserve’s October
6 measures. Selling pressure on the Canadian dollar re-
sumed. On October 9, Canada raised its discount rate
a further 3 percentage point to 13 percent. But com-
mercial leads and lags moved heavily against the
Canadian dollar, and the rate dropped some 2%
percent to as low as Can.$1.1881 by October 23. The
Bank of Canada responded to these pressures by
intervening to moderate the decline in the rate. On bal-
ance, Canada’s official reserves declined a net $183
million to $1.9 billion in the three months ended Oc-
tober 31.

By early November, however, the outlook for the
Canadian dollar began to improve. The Bank of Canada
had moved further in the direction of monetary restric-
tiveness by raising its discount rate again, this time by a
full percentage point to 14 percent on October 25. Export
figures for the year to date were revised upward, which
led forecasters to scale back their estimates of the
1979 current account deficit, eventually to $5 billion.
The crisis in Iran shifted much of the market's focus
back to concerns about energy. Traders therefore
moved to cover short positions, and some adverse
commercial leads and lags were unwound. Moreover,
the reappointment of Bank of Canada Governor Bouey
and Deputy Governor Lawson to new seven-year terms
was welcomed in the market as signaling a continuing
policy of restraint. In this environment, expectations
grew that the government’s budget, to be announced
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in mid-December, would tilt cautiously toward restraint.
By early December the Canadian dollar had risen to
Can.$1.16.

As expected, the December 11 budget message
focused on the need to cut Canada’s fiscal deficit
and to raise domestic energy prices. Two days later,
however, the Clark government lost a vote of confi-
dence on its budget proposals, forcing a national
election. Although the Canadian dollar initially came
on offer, a net influx of funds continued in response
to Canada's attractive interest rates and favorable
energy avallability. The spot rate soon bounced back,
and by January the Canadian dollar was in strong
demand. Following news of a 30 percent increase in
natural gas export prices as well as of a larger than
expected November trade surplus, the rate rose to as
high as Can.$1.1566 on January 24.

By that time, concerns that the general election to
be held in mid-February might result in another mi-
nonty government began to dampen demand for
Canadian dollars. Moreover, another advance in United
States interest rates, including a particularly sharp
rise in bond yields, weighed on the Canadian dollar
which drifted back to Can.$1.1574 on January 31. On
balance, over the six-month period, the Canadian dol-
lar rose by 1% percent.

Meanwhile, the Bank of Canada’s United States dol-
lar purchases over the last three months of the period,
together with sales of more than 250,000 ounces of
gold at market prices (well above book value), were
used to repay remaining drawings under the short-term
credit facilities with Canadian commercial banks. The
short-term revolving standby facilities with Canadian
banks and with foreign banks remained available to
the government of Canada. Canada'’s foreign exchange
reserves changed little during the last three months of
the period and stood at $1.9 billion as of January 31,
down $199 million net over the six-month period.





