
C e n t r a l  B a n k  S w a p s  —  A  B u l w a r k  o f  

I n t e r n a t i o n a l  M o n e t a r y  C o o p e r a t i o n

Actions taken by central banks to minimize the 
shock to the international financial system in the 
wake of the recent devaluation of the British 
pound have forcefully demonstrated the strength 
and amplitude of world monetary cooperation. 
Close coordination among central banks has taken 
various forms, one of which has been the creation 
of a formal network of reciprocal currency swap 
arrangements between the Federal Reserve Sys
tem and major foreign central banks. This swap 
network emerged when the Federal Reserve Bank 
of New York (acting first as agent of the United 
States Treasury in early 1961 and later for the 
Federal Reserve System in 1962) began opera
tions in the foreign exchange markets in coopera
tion with other central banks. Their purpose was 
to defend the value of the dollar and to moderate 
some of the pressures that had developed in the 
markets following the revaluation of the German 
mark and the Dutch guilder.

Monthly Review, Vol. LII, No. 12 . Free subscription 
and additional copies available upon request to the 
Research Department, Federal Reserve Bank of 
Atlanta, Atlanta, Georgia 30303.

The success of the swap network in combating 
destabilizing forces has gained it an indispensable 
role in the present world monetary system. Yet 
because this form of international cooperation has 
had only a relatively short history, many people 
are still not very familiar with its framework and 
operations. Consequently, we shall attempt to out
line the nature of the swap network, describe its 
functioning, illustrate some of its operations, and 
summarize its major accomplishments.

T h e  N a tu r e  o f  th e  S w a p  N e tw o rk

At present, the Federal Reserve swap network 
consists of separate swap arrangements with 14 
central banks and the Bank for International 
Settlements (BIS). Each swap arrangement is a 
bilateral agreement creating a standby facility un
der which a central bank will exchange on request 
its own currency for that of a central bank partner 
up to a maximum amount for a stipulated period. 
A drawing on a swap facility, which functions as 
a reciprocal line of credit between two central 
banks, may often be arranged by a single tele
phone call, resulting in foreign currency balances 
within a few hours.
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Illustrative Swap Transaction
(In Millions)

Federal Reserve Bundesbank

Assets Liabilities Assets Liabilities

Foreign Deposit to Foreign Deposit to
Currency Bundesbank Currency F. R. S.

+ 400 + 100 + 100 + 400

Marks Dollars Dollars Marks

$1 = 4 Marks (DM)

If the German Bundesbank, for instance, were 
to draw from the Federal Reserve $100 million, 
the System would credit the deposit account of 
the Bundesbank with $100 million and would 
receive in return a credit to its account at the 
Bundesbank of an equivalent amount of the 
partner’s currency at the current rate of exchange, 
say DM400 million at four marks to the dollar. 
(In other words, each party receives a short-term 
asset denominated in its partner’s currency in ex
change for a short-term liability in its own cur
rency.)

The foreign central bank may disburse the 
dollar balances obtained through the swap ex
change operations, while the System typically 
places its foreign currency balances in short-term 
investments. Under the Federal Reserve Act, the 
Federal Reserve may invest idle amounts of 
foreign currencies held on account with a foreign 
bank in bills of exchange and acceptances arising 
out of actual commercial transactions and having 
maturities of not more than 90 days or place 
them in an interest-bearing time account with the 
same or some other foreign bank. Under law, the 
Federal Reserve does not have authorization to 
invest these amounts in obligations of foreign 
governments; e.g., foreign Treasury bills. A cur
rent bill before Congress proposes to provide a 
broader choice in selecting suitable instruments 
for investment.

If the Federal Reserve made a swap drawing 
instead, its central bank partner would invest its 
dollar balances created by the transaction in non- 
transferable U.S. Treasury certificates of indebt
edness due on the maturity date of the swap but 
redeemable in whole or in part on two days’ 
notice. (The BIS and the Swiss National Bank 
balances accruing through swaps may be in
vested in U.S. Treasury bills.) In either case, 
the invested balances bear interest at equal 
rates agreed upon in advance. Both parties agree 
to reverse the swap transaction at a specified date 
(usually three months) at which time all dis

bursed swap balances must have been replenished. 
Alternatively, on mutual consent of both partners, 
the swap credits may be renewed for additional 
three-month periods up to a maximum of one 
year. The two partners always reverse the trans
action at the original rate of exchange, thus pro
viding an exchange guarantee protecting each 
party against movements of the market rate of 
exchange or the risk of devaluation of either 
currency.

Unlike a swap drawing, the swap arrangement 
is concluded for a definite period of a year or less 
and also may be renewed by mutual consent. No 
swap arrangements have ever terminated without 
renewal, but most have had their terms lengthened 
and their original amounts increased. A major 
expansion occurred on September 13, 1966, when 
the overall amount of the System’s swap network 
rose from $2.8 billion to $4.5 billion involving 
increases with every swap partner except the 
Bank of France. Subsequently, the Federal Re
serve has augmented the total further by conclud
ing new agreements with the central banks of 
Mexico, Denmark, and Norway, and expanding 
existing arrangements with the Bank for Inter
national Settlements and the Swiss National 
Bank. Following the devaluation of the pound, 
another major expansion of the network of $1.75 
billion brought the total to $6.78 billion.

Although it has periodically added new central 
bank partners to the network, the System has 
nevertheless restricted swap arrangements to 
major convertible currencies; i.e., technically

Swap Arrangements Between the System 
and Foreign Central Banks

Total
Original Amount 

Date of Amount Nov. 30,1967  
Original (Millions (Millions 

Institution Agreement of Dollars) of Dollars)

Austrian National Bank Oct. 25, ’62 50 100
National Bank of Belgium June 20, ’62 50 225
Bank of Canada June 26, ’62 250 750
National Bank of Denmark May 17, ’67 100 100
Bank of England May 31, ’62 50 1,500
Bank of France Mar. 1, ’62 50 100
German Federal Bank Aug. 2, ’62 50 750
Bank of Italy Oct. 18, ’62 50 750
Bank of Japan Oct. 29, ’63 150 750
Bank of Mexico May 17, ’67 130 130
Netherlands Bank June 13, ’62 50 225
Bank of Norway May 17, ’67 100 100
Bank of Sweden Jan. 17, ’63 50 200
Swiss National Bank July 16, ’62 100 250
BIS ' July 16, ’62 1001 8502

^Against Swiss francs.
2$250 million available against Swiss francs; $600 million against 
European currencies other than Swiss francs.
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“convertible” in that the government issuing the 
currency has accepted Article VIII of the Articles 
of Agreement of the IMF. (Although Switzerland 
does not belong to the IMF, Swiss francs are con
sidered convertible by that institution. However, 
francs cannot be used for repayments to the IM F 
because of Swiss nonmembership.) For the United 
States, convertibility implies that a central bank 
will redeem in gold or dollars (at its option) or 
in other convertible currencies balances of its own 
currency held by the Federal Reserve or U. S. 
Treasury. Furthermore, convertible currencies, in 
contrast to nonconvertible currencies, are counted 
as official reserves and can be used to repay draw
ings from the IMF. The convertibility of swap 
currencies assures that a swap drawing has no 
net effect on the U. S. balance of payments since 
the addition to official reserves in the form of 
swap balances exactly offsets the short-term li
ability incurred to a central bank swap partner.

A few swaps possess special characteristics 
which separate them from the general pattern. Of 
the System’s 15 swap partners, only the BIS does 
not function as a central bank for a specific coun
try. Nevertheless, its role as a bank for central 
banks and its large dealings in foreign exchange 
and Euro-dollars make it useful in the swap net
work. Only the BIS has entered into swap arrange
ments with the System involving more than one 
foreign currency. Under one swap facility, the 
Federal Reserve can only draw Swiss francs, 
while under the other it can draw authorized 
European currencies other than Swiss francs.

Swap arrangements are usually made on a 
standby basis so that a partner only draws on a 
swap facility when it desires to obtain balances of 
that currency. Only the amounts needed are 
drawn, and drawings are repaid within a rela
tively short period. However, in the System’s 
swap arrangement with the National Bank of 
Belgium, the first $50 million of the swap facility 
remains fully drawn at all times. Consequently, 
this portion of the swap is considered activated 
only when disbursements from the fully drawn 
balances are actually made.

On an ad hoc basis, the System has also engaged 
in third currency swaps whereby balances of one 
foreign currency were used to acquire balances 
of another. Third currency swaps differ from or
dinary swaps because the System uses a foreign 
currency asset instead of dollars to acquire other 
foreign currency balances and sometimes allows 
them to remain outstanding for longer periods 
than the usual swaps. These swaps are not part 
of the regular swap network.

H o w  th e  S w a p  N e tw o r k  F u n c t io n s

Swaps have been tailored to fit a special need 
created by the structure of the present world 
monetary system centered on the IMF. Under 
the IM F Articles of Agreement, all member na
tions agree to establish their currencies at a fixed, 
or par, rate with the U. S. dollar of the weight 
and fineness of gold in effect on July 1, 1944. 
Furthermore, they are obligated to prevent the 
market rates for their currencies from fluctuat
ing more than one percent above or below the par 
rate. They meet this obligation primarily by buy
ing or selling dollars against their respective cur
rencies. In practice, most System swap partners 
maintain upper and lower limits at approximately 
.75 percent of par. At times disturbances caused 
by speculation, seasonal flows of funds between 
countries, or other circumstances can often place 
severe upward or downward pressures on the 
market rate of a currency. Swaps act as a first 
line of defense against temporary, reversible 
pressures and provide time for calm, orderly 
policy decisions to make the necessary correc
tions.

Thus, a foreign central bank facing a rapid 
decline in its currency’s exchange rate will usually 
defend the rate by purchasing its own currency in 
the market with dollars. Its swap facility with the 
Federal Reserve gives it ready access to dollars. 
Otherwise, the central bank would have to acquire 
the dollars through such methods as a sale of gold 
or a drawing from the IM F which it may deem 
less suitable for short-run situations. After the 
temporary disturbances inducing official inter
vention in the market have moderated or ceased, 
the central bank will then repurchase dollars in 
the market or from other official monetary au
thorities and liquidate the swap. If the forces 
causing a decline in the exchange rate thereby 
inducing official support and use of swap prove 
of longer duration, the central bank still has 
gained the extra time provided by the swap to 
make other arrangements for correcting the situa
tion and will then repay the swap.

Because of the special role of the dollar in the 
present world monetary structure, Federal Re
serve swap operations ordinarily differ somewhat 
from those initiated by other central banks. In 
contrast to all other IM F members, the United 
States maintains the value of the dollar by buy
ing and selling gold at a fixed rate of $35 per 
ounce. When a foreign currency rate rises because 
of pressures against the dollar, knowing that any 
undesired dollar accumulations can be exchanged
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for U. S. gold at the established rate, a central 
bank will prevent the rate from exceeding the 
upper limit by buying dollars with its own cur
rency. The Federal Reserve can avert a U. S. gold 
loss from temporary pressures against the dollar by 
making a swap drawing from the foreign central 
bank concerned and using the foreign currency so 
obtained to buy back, or absorb, its dollar ac
cumulations. The foreign central bank partner 
benefits from the swap because it substitutes 
holdings of swap dollars with an exchange guar
antee (through the provision of forward cover) for 
uncovered dollars subject to the risk of loss 
through changes in the exchange rate. When the 
adverse pressures against the dollar slacken, the 
swap currency’s exchange rate generally eases, 
thereby allowing the System to repurchase suffi
cient amounts to reconstitute the swap balances 
and liquidate the swap.

Suppose the forces unfavorable to the dollar 
last longer than expected. In these situations, the 
System may purchase the necessary amounts of 
currency to liquidate the swap from the U. S. 
Treasury. The Treasury procures the currency 
through the issuance of a medium-term bond de
nominated in the required currency (commonly 
called Roosa bonds) or from a drawing on the 
IMF, or by selling gold. Thus, the Federal Re
serve restricts swap transactions to short-term 
operations.

S o m e  U s e s  o f  th e  S w a p  N e tw o rk

On many occasions, the swap network has 
helped to mitigate disturbances that could have 
produced disastrous effects in the international 
financial markets with widespread repercussions. 
One very dramatic illustration occurred in No
vember 1963, immediately following the assassi
nation of President Kennedy.

When the news of the events in Dallas began to 
spread, European markets had already closed for 
the day. In New York, the Federal Reserve made 
sizable offers to buy dollars at rates prevailing 
just prior to the shooting with currencies avail
able under swap arrangements. Simultaneously, 
the Bank of Canada took similar steps on its own 
initiative. As the market became aware of the 
firm stand of the Federal Reserve, speculative 
pressures receded and the market ended the day 
on a steady note.

Through contacts with major European central 
banks, the Federal Reserve made further arrange
ments for undercutting speculative forces in Eu
rope on the Saturday and Monday following the 
Friday assassination during which time the New

York market remained closed. When the markets 
recognized the extent of coordinated central bank 
intervention, speculative fears subsided. Though 
only moderate intervention in the market was 
necessary, the prior existence of rapid lines of 
communication between central banks and the 
ready availability of financial resources through 
the swap network certainly proved decisive fac
tors in offsetting adverse reactions to that terrible 
tragedy.

Swaps have also proved very valuable in con
straining disturbing temporary seasonal pressures 
caused by year-end “window-dressing” operations 
of certain European commercial banks. These 
banks, mainly in Germany and Switzerland, often 
withdraw temporarily short-term investments 
made abroad so that a high proportion of their 
liquid assets will be denominated in their do
mestic currencies at the end of the year. They 
usually withdraw most of these funds from the 
Euro-dollar market, an international market in 
short-term funds denominated primarily in U. S. 
dollars. In late 1966, for example, by temporarily 
selling their dollar investments and converting 
the funds into their own currencies, these banks 
provoked rapid rises in the exchange rate for 
German marks and Swiss francs. To moderate 
the rises in their respective currency rates, 
the German Bundesbank and the Swiss National 
Bank bought dollars. The Federal Reserve in re
turn drew on the swap lines with the Bundesbank 
and Swiss National Bank and used the swap bal
ances to repurchase the dollar accumulations of 
these two institutions.

Meanwhile, the shortage of funds in the Euro
dollar market caused by these operations and 
other forces drove up interest rates there and 
threatened to pull funds out of the United King
dom. The resulting sale of sterling caused the 
British pound rate to suffer intense downward 
pressures and required some support by the Bank 
of England. As a further conseqence, the Bank 
of England was prevented from repaying earlier 
swap drawings. This led the BIS to draw dollars 
from its swap facility with the System and place 
them in the Euro-dollar market to ease pressures 
there. Following these cooperative actions, the 
foreign exchanges calmed considerably.

This whole process reversed itself in January, 
when German and Swiss commercial banks began 
to reinvest in the Euro-dollar market. Then 
the rates for the Swiss franc and the German 
mark fell off and the System purchased enough 
of these currencies to repay its swap drawings 
from the Bundesbank and the Swiss National
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Bank. The increased flow of funds back into 
sterling and Euro-dollars following the unwind
ing of window-dressing operations and the return 
of confidence in sterling enabled the Bank of 
England and the BIS to recover dollars to repay 
their swaps to the System.

Other unsettling periods during which the swap 
network has played an impressive role include 
the outbreak of the Arab-Israeli War, the Berlin 
crisis, the Cuban missile confrontation, and the 
sterling crises of 1964 and 1966, as well as many 
more routine occasions.

T h e  C o n t r ib u t io n s  o f  th e  S w a p  N e tw o rk  

Despite a relatively short time in existence, the 
swap network can claim a number of worthy 
accomplishments. Although constituting no cure 
for balance-of-payments deficits, the swap net
work has provided a cushion of foreign credits 
that has protected the value of the dollar in vul
nerable situations. Through August 1967, the 
System has drawn approximately $3.6 billion 
from 10  of its swap partners in the dollar’s 
defense.

The swap network has similarly redounded to 
the benefit of foreign currencies. The System has 
supplied an even greater amount of dollar swap 
credits to the six swap partners that have made 
drawings from it. However, the major portion of 
these drawings have been made by the Bank of 
England, reflecting the weakness in the balance- 
of-payments position of the United Kingdom 
throughout the period.

The drawings of the BIS probably should be 
distinguished from the others since these draw
ings were made to channel dollars into the Euro
dollar market to reduce incentives for moving

T hrough  A ugu st  31, 1967, the Federal Reserve has drawn a 
total of $3.6 b illion  from  ten of its sw ap  partners.

Millions of Dollars

Austrian Nat. Bk. Bk. of Bank of Bank of German Bk. of Nether- Swiss BIS 
Nat. Bk. of Canada England France Fed. Bk. Italy lands Nat.Belgium Bank Bank

S ix  m em bers of the sw ap  network drew a total of $5.1 b illion  
from  the Federal Reserve through  June  30, 1967.

Millions of Dollars

Nat. Bank Bank of Bank of Bank of Bank of BISof Belgium Canada England Italy Japan

funds from the U.S. and Britain into that market. 
Thus, these drawings benefited the U.S. balance- 
of-payments to the extent that they reduced U.S. 
short-term capital outflows.

Swaps have enhanced the flexibility and effici
ency of central bank operations by supplementing 
more traditional methods of obtaining foreign 
currencies and by providing time for more effec
tive uses of conventional policy tools. Thus, the 
addition of the swap network has broadened the 
range of policy choices available to central banks.

The very close coordination between swap net
work members has inevitably advanced monetary 
cooperation and fostered better understanding of 
the problems which the monetary authorities of 
individual countries face. Accordingly, the swap 
network has also promoted a better mutual assess
ment of how the world monetary system functions 
and may have thereby influenced the outcome of 
the discussions which recently resulted in the 
creation of a framework for issuing a new inter
national reserve asset.

Swaps have proved very successful in offsetting 
disturbing shocks to international financial flows 
arising from political crises, speculative crises, 
sharp seasonal movements, and other temporary 
disturbances. Often the mere existence of the 
swap network or a minimum show of central bank 
cooperation working through the network has 
sufficed to offset cumulative movements of funds 
that do not accurately reflect underlying economic 
conditions.

Swaps have supplemented traditional central 
bank reserves and IM F credits as a source of 
international liquidity. The additional balances 
of central bank holdings of convertible currencies
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created by swaps constitute real, though tempo
rary, increases in world reserves, thereby allowing 
central banks to economize on the use of other 
reserves, especially gold.

Despite the achievements of recent years, the 
swap network certainly is no panacea for correct
ing difficulties caused by fundamental balance-of- 
payments disequilibrium and other chronic mal
adjustments in international payments. These 
problems still require discipline, patience, and 
continued monetary cooperation for their ulti
mate solution. T TJ ohn E. Leimone

A technical appendix using T-accounts to illus
trate the various steps of a Federal Reserve 
initiated swap transaction and a foreign central 
hank initiated transaction is available upon re
quest to the Research Department, Federal Re
serve Bank of Atlanta, Atlanta, Georgia 30303.

The Per Jacobsson 
Foundation Lectures

A lecture on “Economic Development— the 
Banking Aspects” was delivered in Rio de Janeiro 
on September 22, 1967, by Mr. David Rocke
feller, president of the Chase Manhattan Bank. 
Commentaries were made by Mr. Felipe Herrera, 
president of the Inter-American Development 
Bank, and Mr. Shigeo Horie, former chairman of 
the Board of Directors of The Bank of Tokyo, Ltd.

The proceedings will be published, as hereto
fore, in English, Spanish, and French for free 
distribution.

Requests for copies (indicating the language 
desired) should be addressed to:

THE PER JACOBSSON FOUNDATION 
International Monetary Fund Building 
Washington, D.C. 20431 U.S.A.

B a n k  A n n o u n c e m e n t s

The First Citizens Bank, Covington, Georgia, a non
member bank, began to remit at par on November 1 
for checks drawn on it when received from the 
Federal Reserve Bank.

Another nonmember bank, the Bank of Hartwell, 
Hartwell, Georgia, began to remit at par on November 
9.

Economies of Scale in Banking by Frederick W. Bell 
and Neil B. Murphy uses Functional Cost data to 
measure the relation between costs and output in 
commercial banking and considers other factors in
fluencing costs such as wage levels and organizational 
structure. This 33-page free booklet is now available 
upon request to the Federal Reserve Bank of Boston, 
30 Pearl Street, Boston, Massachusetts 02106.
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