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The current international position of the United States clearly
demmonstrates the advantages that would exist if the United States had at its
disposal the resources and techniques for undertaking foreign exchange
operations as a permanent feature of public policy. The present inter-
national financial structure, characterized by convertibility of the major
currencies, relatively free short-term capital markets, aad the existence
of large dollar holdings by foreigners {both public and private}), has
greatly enhanced the possibility of large recurring movements of capital
out of and into the United States. Such movements of short-term capital,
as the Federal Reserve System bas lsarned from its experieace of the
past year, can greatly complicate the execution of an appropriate dome stic
monetary policy. $Similar problems have been faced by monetary authori-
ties abroad, in both the recent period and in earlier years. Solutions to
problems relating to shifte in capital flows and their impact on national
balances of paymants, together with the relationship of such international
filows to damestic monetary policies are psrhaps best approached through
joint action by ceatral banks. It is no accident that individual Eeropean
central banks have developed highly sophisticated techniques of operating
in the forsign exchange market, and have supplemented individual opera-
tions by joint rmmeasures of both a formal and ar informal, ad hoc, character.

Monstary authorities in the United States, on the other hand,

bave mot, until recently, operated in the foreign exchange market, but have
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maintained the stability (and primacy) of the dollar in the international
curreacy structure by standing ready to buy gold from, and sell it to,
foreign monetary authorities who either need or acquire dollars for exchange
purposes. There can be little guestion that the interconvertibility of gold
and the dollar at a fixed price will have to remain the keystone of the
international currency structure. At the same time, foreign exchange
dealings by the United States monetary authorities, when judiciously
applied, can serve to reducs capital flows, to dampen speculation, to
minimize potential reserve sffects, and hence, to minimize the impact on
the United States gold stock.

The basic purpose of such opsrations would be to maintain confidence
in the dollar. Foreign exchange operations would, of course, not be a
substitute for other approprisate and basic actions to maintain the iategrity
of the dollar, but would serve as a highly useful and flexible addition to
other monetary and fiscal policy msasures. The continuation and expan~
sion of such operations as have recently been executed respecting the
German mark could make the United States an important factor in the
exchange market and thus help to embance its bargaining position in any
intersatiosal approach to currency problems. Moreover, the holding of
foreign curreacies by the Usnited States might streagthen confidence in
such currencies and add to their usefulness in international trade and pay-
ments and hence contribute to an expansion of the movement of goods and

sarvices among countries.
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i. Federal Reserve Operations for Its Own Account

Previons Experience

The Fedaral Reserve Bank of New York has had 2 pumber of
accounts abroad, of which three with nominal sums remain at present.
The thres accounts are with the Bank of England, the Bank of France
and the Bank of Camada. The reasorns for opening the various accounts
differ somewhat but maintenance of the accounts over recent years has
been largely a matter of courtesy.

The account with the Bank of England was opened in 1917 and sub-
sequently used for a pumber of transactions imvolving exchange operations,
investments and the purchase and earmark of gold. The account st the
Bank of France was opened in 1918 in order that we might establish a
sight account for possible use in transactions for the stabilizatioa of ex-
change rates.

The BIS actount was opened in 1931 in the sum of $10 million. In
2 letter from Mr. Harrison to Chairman Eccles in September 1936 it was
stated that "The deposit was made for the same purpose, essentially,
as the credits which the Fedaral Reserve Banks extonded to foreign
central banks during 1931. It was made in lieu of our haviag to rﬁlpm&
to requests for assistance on bebalf of various smaller European central
banks.” It was them used for the purchases of prime commercial bills
for our account and fimally closed in 1946.

An account with the Bank of Canada was opened in 1943, almost

entirely as a courtesy measure. Other accounts included those with Iran,
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Egypt, and India which were opened in our name in order that the Treasury
would not be identified with certain transactions. These latter accounts
have been closed.
Authority

Authorization for the opening of accounts abroad is contained in
Section 14{e) of the Federal Reserve Act. Such accounts are subject to
Regulation N and to other rules prescribed by the Board of Governors as
contained in the "Statement of Procedure Witk Respect to Foreign
Relationships of Federal Reserve Banks." Under Section 12A of the
Federal Reserve Act, the investment of fonds in the accounts are also
subject to decision by the FOMC. Basic authority was gramted im 2
November 13, 19326, resolution which authorized each Federal Reserve
Bank to "purchase and ssll at home and abroad cable transfers and bills
of exchange and bankers acceptances payable in foreign currency to
the extent that such purchasss and sales are deemed necessary or
advisable in connection with the establisbment, maintenance, operation,
increase, reduction or discontimmance of accounts of Federal Reserve
B:nks in foreign countries.” Since at least 1944, the resolution has
been reviewed regularly by the FOMC and, in each instance, the bawsic
authority has not been rescinded. ¥Fimally, it should be noted that "due
from" accounts with fereign banks may be participated amoag other
Federal Reserve Banks; in the event of such participation, the operating
bank make weekly reporta to the participating bamks.

Previous operation ef the accounts has been carefully circum-

scribed. Thus, in a letter dated May 8, 1944, from Mr. Spreul to
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Mr. Peyton {(President, Minneapolis Reserve Bank), it was stated that
"The balances of the Baak of England, the Bank of France, and the BIS
were approved by the Beoard of Guversors at or near the figures shown;
they could mot be increased {except for minor adjustments) without the
prior approval of the Board of Governors.’’ In substance, operations
by the Federal Resarve Bank of New York are possible with the approval
of the Board of Governors, the FOMC, and after participatior has been
offered to the other Federal Reserve Banks.
A Proposal

One approach would be for the Federal Reserve Bank of New York
to purchase foreign exchange, either in the market or from the Treasary
in connection with the repaymaent of foreign official debt or a drawiag on
the International Monetary Fund. Purchases of exchange ia the market
would, im view of current pressure on the dollar, be quite limited;
favorable balance-of-payments developments, howevar, would make such
operations possibie in the future.

In the case of transactions with the Treasury, the foreign exchange
could be acquired by the Reserve Bank againet the credit of dollars to
the Treasury's account with the Federal Reserve Bank in a manner
similar to the curremt practice with regard to the acquisition of gold
certificates. The reserve efincts of such operations would be similar
to those involved in purchases of gold certificates and would require
coordination with System open market operations as discussed below,

Arrangements for the conduct of operations would have to be worked out
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among the FOMC, the Board of Governors, the Federal Reserve Bank of
New York, and other participating Reserve Banks. Some of the technical
arrangements used by the System in the twenties and thirties might well
be adaptable to current needs. In the immediate instance, for example,
the proposed German debt rapayment of sorne $700 million could be made
partially in dollars and partially in Deutsche marks {DM). The portion
received by the Treasury in DM could be sold imumediately to the Federal
Reserve Bank against dollaxr credit to the Treasury. This procedure
might serve to meet any requirement that the United States receive
dollars in connection with the paymesnt of foreign debt while, at the same
time, furnishing foreign exchange rescurces for market operations and
addiag laverage to the conduct of United States international financial
policy. The holdings of foreign money could then be used to operate in
the exchange market, ox, as occasion warranted, to Ybuy out” some por-
tion of the Bundeshbank dollar reserve, or to meet other objectives.

If operations were to be conducted by the Federal Reserve Bank
on its own account, some provision would have to be made for protection
against changes in the value of the currencies beld, at least hntil such
time as reserves bad besn accumulated. This could be provided by an
agreement under which the United States would hold the Fedaral Reserve
Bank harmless against loss arising out of devaluation of the foreign
currency; appropriate legisiztion might be required in this conmnection.

Federal Reserve Coordination of Open Market Operatioas

FNederal Reserve operations in forsign exchange would require ths

closest coordination with open markst operations. Indeed, they might
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become an integral part of such operations and could, in seme circum-
stances, add desirable flaxibility to Systam policy. On other eccasions,
the reserve sffects of foreign exchange transactions might have to be
offset by other open market operations in order to implement the Federal
Open Market Committee’s policy. Buch offsetting operations would not
represent an undue complication of Systern opan market operations since
in most cases the foreign exchange oparations are likely to be alternatives
for exchange operations by foreign monetary authoritic_s, the timing and
size of which have recently complicated the conduct of open miarket opera-
tions. System operations in foreign exchange, by permitting closer
coordination as to timing and arnounts, could have beneficial effects on
over-all System operatione in relation to the money market.

To illusirate the effect on reserves, assume, forémample, a
German payrnent of $300 million in DM equivalent to the Treasury. The
sale of these Deuteche marks by the Treasury to thz Federal Reserve
Bank would increase the Treasury's balance at the Reserve Bank and
perhaps reduce the need for calis upon tax and loan accounts, or neceasi-
tate fedeponits in "C" banks, Expenditures (or redeposits) by the
Treasury would, of course, add reserve dollars to member bank accounts.
Sales by the Fedaral l.esofve Bank of DM in the market for dollars would
directly reduce member baak reserve balances. Even in a strictly inter-
central bank transaction important effects would be evident. Thus, if
the Federal Reserve Bank used DM 100 million to buy $25 million from
the Deutsche Buadesbank, simply by utilizing book entries for the trans-

action, the account of the Deutasche Bundesbank on the books of the Reserve

http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



Digitized for FRASER

http://fraser.stlouisfed.

-8-

Bank would be reduced by $25 million; the Deutsche Bundesbank might
have to sell Treasury bille from its investment account in order to replen-
ish its deposit account with the Reserve Bank. A sale of Treasury bills

in the market would immediately affect bank reserves. Clearly, all

operations would require close and contimuing coordination,

Meeoting Requirements of Secrecy and Amonymity

It is of fundamental importance that foreign exchange transactions
generally be subject to public analysis only with some delay. It is,
therefore, mecessary that published statements and data be appropriately
devised. Some thoughts should first be givea, however, to the question
of immediate publicity if foreiga funds are acquired ia connection with
official debt repayment. In all probability, the paying country as well
as the United States will immediately annocunce the payment. Perhape,
however, no mention would need to be made of the fact that some part or
all of such repaymaents did not take the form of dollars. On the other
hand, if circumstances warranted, it might be useful to let it be known
that a local currescy repaymenat was made and that such funds were avail-
able for use in the exchange market.

The immediate problem of publication iavolves the weskly state-
ment of the Federal Reserve Bank of New York. At presant, ﬁoroiﬁn
exchange holdings are included in "Other Assets,” a category which
includes in addition to such "due from' accounts, loans and securities
past due three months; asssts acquired account (industrial loan and
closed banks); reimbursable expenses and other items; accrued interest;

premium on securities; overdrafis; deferred charges; currency and coin
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exhibits, etc. Gemerally, on the weekly statement of the New York
Reserve Bank, "Other Assets” is 2 relatively amall itemn ranging bctwm.
$30 million and $100 million. (Own the consolidated statement for the
System, the item generally ranges between $125 millioa and $400 million. )
Sabstantial fluctuations im the item (say, $50 million or more) might lead
to rather immediate qu.itioning and close analysis would probably reflect
foreign exchange dealings with perhaps embarrassing promptaesa. There
should be some way to avoid this adverse resuit. Possibly "Other Assets”
might be grouwped into a broader category so that the net impact of foreign
exchange dealings wosld not be so readily svideat,

Net operations would also be reflected in the statements of conadi-

tion published as of month-end in the Federal Reserve Bulletin with a

mouth delay, and in the statemneat on earnings and expenses {under the
items "other imcome™ and "other expenses”) reported in the February
Bulletin covering the previcus year., These data, however, are published
with some delay and pose mo prablem,

With respect to forward operations, disclosure could be avoided
if such commitments were carried simply as memorandum accounts and
thus not be made available ia any published data; before adopting such a
method, it wounid be necessary to consider to what extent a contingent
Hability should be shown.

Evaluation of Fed Operations For Its Owa Account

A major advantage to be gained by Federal Reservs oporations on

its own account in the foreign exchange market arises from the fact that
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the Federal Reserve Bank can create dollars while the Treasury is re-
stricted to the use of funds held by it, This does not mean that there

are no limnits on what the Fedoral Reserve could or should do. There

are very practical limitations uwpon such operations, the mors important
ravolving about the meed to meet other sbjectives of open market

policy, curremt pressuras in the axchange market, and/or the willing-
ness of central banks to deal directly by providing local currency against
dollars {or vice versa). Ia substamce, the creation and destruction of
Faderal Reserva credit would provide vast resources for foreign exchange
operations and defemse of the dollar.

If the decision should be made to conduct Federal Reserve opera-
tions of this kind, there would be a vital need for sufficient latitude so
that opsrations could be coaducted effectively and promptly under such
rules and regulations as the Board of Govermors and the FOMC deemed
appropriate. Finmally, there is a subsidiary problem of arranging our
weekly statements 20 as to aveid or delay publication of the details of cur

foreign sxchange operations.
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I. Operations as Fiscal Agent for the Treasury

Federal Reserve Bank of New York operations as fiscal agent of
the Treasury operating through the Stabilization Fund involve an area in
which considerable experience has already been gained.

Gross resources of the Stabilization Fumd amount to about $336
million. The composition of these resources and the amount that in
practice would be available are approximately a» follows:

{In Millions of Dollars)

New York 'iamﬂ! Total
Dellars 170. 0 1.6 171.5
Gold 94.7 L) 94. 7
Securities 26. 5% 25.0 s1.5B/
Foreign Exchange 18. 0 0 18. 0%/
309.2 26.5 335.7
Total Resources 335.7
Less Argentine pesoa currently held 18.
317.7
Less Stabilization Commitments {Argentina,
Mexice, Chile) 122, 6C/
Less Working Balance for Fund Z25.
Net Available Rescurces 170.7

A7 As of Jamuary 31, 1961--little change since that date.

B/ An additional support order of $45 million is on hand--advance refunding.
C/ Argentima can draw an additionsl $32 million, thus making total drawings
$50 million. Mexico and Chile caa draw $75 million and $15 million,

respectively.
The above rescurces provide some latitude for eperation, although
exchange purchases in the market face at pressat the obstacle of curreat

pressure on the dollar. Stabilisation Fund operations are provided for
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andsr Section 10 of the Geld Ressrve Act which grams wide-ranging authority
to the Secretary of the Treasury, with the approval of the Presidest. Use
of the Stabilisation Fund, however, would be limited t¢o curreat resources
since it appears that permanent additions te, or reductions in, assets of
the Fund would require Coagressiosal approval and appropriation. There
would, for example, sesm to be considersble obatacles toward enlarging
the Stabilisation Fund by turning over teo it, directly, official dedt repayments
from abroad. If, however, prapayments-~-particularly in lecal curreacies--
are contemplated, such prepayments might be sufficiently attractive so that
Congress would appreve allecation of those rescurces to the Stabilisstion Fund,

Within the rescurces, the holdings of {and eperations in) foreign
currencies ‘could be readily handled. Operatioms could be sither in the spot
or ferward market, zithough thers would be seme real advantage, in faver
of ferward transactiens since such operations tend to sfferd maximum use
of the Stabilization Fumd's resources. Insefar as forward coatracts inveived
parallel operations with fereign centzal banks, it would be sufficisnt for the
Fund to hold a partial raserve adegquate te cover any pessible loss in the svent
of defauit. Thus, for example, if the Bundesbaak were to fail to honor its
contracts with us under presemt irnagmcnu. it would e necessary for the
Fund actually to buy spot marks for delivery te meet the contract at maturity,
The Fund would have to have dollars to pay for the spot marks but it would
immadiately receive dollars when it delivered the spot marks to the purchaser
under its forward comtract. The possibility of loss would lie in the difference
between the origisal contract prics and the spot rate on the day the purchase

would have to be made. If the fereign central bask were not under a parallsl
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commitment, thea a partial reserve weuld need to be held to cover possible
losses in buying spoi currencies {or shorter forward currencies) to mest
contractnal obligations. If paralliel contracts were held, & reserve equal
to 18 per cant of total obligations would seem desirable, subject to the
provise that the ressrve would be adsquate to cover total chligations under-
taken for any .;hroa day. If no parallel contract was involved, a reserve
somewhat lazger than 10 par cent would prebably be needed. Use of Fund
rosources would thea sctually be sxpanded by some multiple of the amnount
curreatly availabla. Thus, uader paralisl comtracts, the $170 million noted
as available in the table abave might cover forward contracts of up te, may,
$1 billien,

Spet operations would undoudtedly ba necessury on occasion.
Obviously such parchases would deplete the reserve by the dollar equivalent.
Operations accordiagly would be restricted to the amounts actually available
in the Fund as noted above.

Supplementing Stabilisation Fuad Resources

Added foresign suchangs resources might be made available from a
drawing on the Istersatiomnl Monstary Fusd or feoreign debt repeyments if such
roceipts were deposited in a -pocﬂ sccount of the Treasury which might be
called the "Special Foreign Exchange Account, " with transactions being chamneled
through the Stabilisation Fund amd with the Federal Reserve Bank of NHew York
acting as agent., Such a precedure might be feasible if-~-as seems likely--the
resources of the Stabilisation Fund could net readily be supplemented by

direct allocation.
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Mesting Requirements of Secrecy and Anoaymity

Insefar as Treasury statements are concersed, details of the
Stabilisation Fund are published quarterly with a delay of five menths or
so, Published figures ars for end-of-quarter. Operations during the
poriod are also shown on & net basis in the detailed statements of income and

expanse contained in the Treasury Bulletin, Thus, thers seems te be sufficient

publication delay from the Tressury side to meet reguiremments. With respect
to Stabilisation Fund sssets in the form of secarities or foreign exchange,
information is available oaly from the above somrces with the noted delay;
these asasts do not appear ia data pudiished by this Bank or the Board,

Current statemonts by this Bank and the Board, howevsy, do re-
flect Stabilisation Fund heldings of dollars and geld., Doliar assets are
included in "Other Deposits™ on our weekly statement and the System's con-
sclidated statement. The over-all category includes 2 range of other items
such as nonmember bank clearing accounts, Regulation K reserves, depesit
acceants of the IADS, IBRD, IDA, IFC, IMF, UN No. 1, stc. There is soms
nemaingl variation im this ameust over weekly pariods, but if net transactions
in foreign exchange weare of a substantinl mature {say, $50 milliom or more},
fairly close asalysis of foreign exchange operations could be gained from
these figures. Again, some regroupiag of categories or use of spacial accounts
would be necessary,

Gold holdings of the Stabilisatien Fund may be oMtained with about &

cas~taonth delay from the Federal Reserve Bullatin, which shows the total

gold stock and se-called Treasury steck. Moreover, 2 gold sale or purchase
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would be reflected ia sarmarked gold, but again with about a month to & six-

wask delay {the February ¥Federal Ressrve Bulletin shows data for Janmaary

3), 1961).

Published data may be illustrated as follews, bearing in mind that
figures would be net, and hence any individual transaction might be offset.
For fllustration, assums that the Stabilisatioa Fund purchases DM 50 million
ia the market with doliars carreatly in the account.

I1. Effect eun Fund's foreaign exchange sccount: weuld not appear in
Federsl Reserve Bank or System data but would be reflected in the quarterly
data of the Treasury, with a six to sight-month delay.

2. Yuad's dollar account: the iteam "Other depesits” on our weekly
statement would show a decline, and the transaction also would be reflected
in the Treasury's quarterly repert, but with delay.

3. Reserve accounts: would show an increase in member bank
reserves on the Federal Reserve Bank weskly statement.

Essentially, the only real problem relsted te the foreiga exchange
position of the Fund would lie in cur weekly statement which would show a
direct impact on the Fund's dollar holdings, .il reflectad in the item "Other
Deposits. " In erder te minimine immediate analysis of operations ever the
short-run, it would be desirable to include & wider range of items in these
eategories. Howevaer, operations could under present conditions be masked
to seune extent by careful supervision of the account and a selective use of

“"swaps, "
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Hi. Conclusion

The approaches discuesed abevs to foreign exchange dealings are
suggesied peasgibilities, Whatever the techaique used, the United States
will run some risk of changes in currency values. To have sflective pro-
tection of the dollar, such risks--minimised by careful masagement--
weuld sesm 3 relatively small prics to pay. Once a basic cheice is made
as betwean operations for the account of the Federal Reserve Banks and
operations by the Reserve Bank for the Treasury as fiacal agemt, detailed
investigation of ceordinsting techniquas and the requiremants of secrecy
can be madsa. It mmay be that flscal agenmecy ‘pcratim offer somse sdvantages
in the way of speed and simplicity,. However, there are distinct benefite
to be gained from Federal Reserve speratioas for its owa acconmt. Foreign
sxchange sperations by central basks are considersd a normal part of their
activities, and there is much te be said for utilizing ressurces that are net

directly lirmited by a required cash pesition.

April 5, 1961
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