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Foreign Exchange Markets, July-December 1961

The heavy flows of short-term capital among major 
financial centers that had dominated the foreign exchange 
markets during the first six months of 19611 continued to 
exert a strong influence on these markets during the third 
quarter, owing mainly to the repercussions of the Berlin 
crisis and the especially sharp changes in the circumstances 
affecting the pound sterling. Cooperative exchange opera
tions by the monetary authorities of the leading financial 
centers thus continued to be necessary and, by calming the 
markets, helped to moderate the effects of large movements 
of short-term capital and particularly of occasional specula
tive attacks. In the fourth quarter, speculative capital 
flows and those motivated chiefly by a desire for political 
safety tapered off appreciably. Exchange rate movements in 
that quarter chiefly reflected the various countries’ under
lying balance-of-payments conditions or the movements of 
capital funds by foreign commercial banks for balance- 
sheet “window dressing” in conjunction with the approach
ing year end, or other technical operations. Nevertheless, 
the exchange markets remained jittery and easily influenced 
by rumors throughout the second half of the year. One prin
cipal reason for this was that the basic payments balances 
underlying the two key currencies—the dollar and sterling 
—continued to be in substantial deficit in spite of note
worthy improvements for 1961 as a whole.

In general, the direction and intensity of exchange rate 
movements will be influenced primarily by the state of the 
current and long-term-capital accounts of the balance of 
payments. However, in a world of convertible currencies 
and freedom for short-term capital flows, such flows may 
temporarily overwhelm these basic balance-of-payments 
forces and result in exchange rate developments that are 
significantly different from what might be expected solely 
on the basis of longer term influences. This is what 
occurred during substantial parts of 1961.

Any large-scale international movement of funds is 
bound to affect the dollar, partly because of its pivotal 
role as a reserve currency and partly because most coun
tries are obligated by international agreements to keep 
the value of their currencies within certain limits with

1 For a review of the first half of 1961, see the Monthly Review  
for July 1961, p. 114.

respect to gold or the dollar.2 Since the participants in 
the exchange markets know that central banks always 
stand ready to buy or sell dollars for their own currencies 
at the fixed intervention points (thus adding to, or re
ducing, their international reserves), the market for dol
lars is almost always the broadest and most active. Con
sequently, even when funds are transferred from one 
nondollar financial center to another, they generally move 
“through” dollars as the most readily acceptable means 
of payment. It was the enormous volume of transfers of 
this kind that pushed the dollar to its lower limit against 
some Continental currencies for prolonged periods during 
the past year, thus making desirable official United States 
action in the exchanges to defend the dollar.

The defense of exchange rate stability among major 
currencies took a variety of forms, including most impor
tantly the extension of inter-central-bank credits and large 
IMF assistance to the United Kingdom. In addition, 
operations in the exchange markets by the United States 
Treasury (functioning through this Bank as fiscal agent), 
in cooperation and close consultation with the German, 
Swiss, and other European central banks, were of help.3 
Such exchange market operations were designed to reduce 
the abnormally large premiums on forward deliveries of 
foreign currencies (especially German marks and Swiss 
francs) that had developed following the March revalua
tions, thereby discouraging speculation and inducing some 
reversal of the earlier capital flows to Continental countries. 
They also were aimed at easing the downward pressure on 
dollar spot rates against these currencies. Frequent occa
sion to observe developing needs and to consult about 
appropriate action was provided by the continuing monthly 
meetings of central bankers in Basle—in which the Fed
eral Reserve System is now taking an active part—as well

2 All countries that are members of the International Monetary 
Fund and that have adopted par values, except the United States, 
define their currencies in terms of the dollar. Foreign countries 
thus have to hold their exchange rates within 1 per cent above or 
below the dollar parity under IMF rules (in practice, 3A of 1 per 
cent for most signatories of the European Monetary Agreement). 
The United States, of course, complies with its obligation by stand
ing ready to buy and sell gold f reely at a fixed price in transactions 
with foreign monetary authorities.

3 For the background of these operations, see the Monthly 
Review  for July 1961, p. 114.
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as by the regular consultations by Treasury and Federal 
Reserve officials with their opposite numbers within the 
Organization for Economic Cooperation and Development.

By early summer, more normal exchange market condi
tions had been restored. In particular, a narrowing of 
the spread between spot and forward rates for several 
major Continental currencies had taken place. Moreover, 
at the end of July the United Kingdom had announced a 
variety of measures of domestic restraint (including a 7 
per cent discount rate) designed to halt the short-term 
capital outflow and to improve the country’s balance on 
current and long-term-capital accounts. These steps, com
bined with a record-breaking $1.5 billion British drawing 
and $0.5 billion stand-by credit from the IMF, announced 
in August, resulted in a reversal in the timing of com
mercial payments, which had previously been adverse 
to sterling. This brought about a strong recovery of ster
ling and enabled Britain to begin paying back the credits 
it had received. Between July 24 and August 9, spot 
sterling rose from $2.7855 to $2.8057, and it remained 
above par for the rest of the year.

The darkening shadow of the Berlin crisis, however, 
produced a new wave of capital flows in the summer 
months. As a result, and despite a deterioration in the 
United States balance of payments relative to the first 
half of the year, there was a decline in the mark, the 
Dutch guilder, and the French franc from their upper 
limits against the dollar as investors shifted funds to 
Switzerland for safe haven (see chart). The United 
States authorities thus found it necessary to intensify the 
Swiss franc operations that had been initiated earlier in 
the summer. They were, however, at the same time able 
to reduce the volume of transactions in Deutsche marks. 
The Swiss franc operations continued through the re
mainder of the year and helped significantly not only in 
calming the market but also in reducing the flow of dollars 
to Switzerland. The United States Treasury’s ability to 
engage in these operations was enhanced by a SF200 
million borrowing from the Swiss National Bank (acting 
as agent for the Swiss Confederation).

As the flow of funds tapered off during the fall months, 
following an easing of tensions over Berlin, exchange 
rates once again began to reflect more basic balance-of- 
payments conditions. The increase in the United States 
payments deficit after midyear, already noted, was par
ticularly significant in this regard. In the third quarter, 
the seasonally adjusted annual rate of the United States 
deficit reached $3.1 billion, owing principally to sharply 
increased imports. Moreover, there appears to have been 
no improvement in the fourth quarter, when commercial 
bank lending to foreigners increased. In the United King-

EXCHANGE RATES IN 1961
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Source: Board of G overnors of the Federal Reserve System.
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dom, meanwhile, there was a considerable improvement 
in the trade balance in the third quarter, but over-all 
progress toward bringing the combined current and long- 
term-capital accounts into balance proved slow. In Japan, 
the deficit grew rapidly until restrictive monetary meas
ures were adopted in the fourth quarter. Meanwhile, 
Switzerland’s trade deficit increased so sharply that there 
was an over-all deficit on current account for the first 
time in many years. Germany’s payments position, on the 
other hand, remained strong, although there was a sig
nificant decline in the size of the current account surplus. 
France, the Netherlands, Italy, and Belgium all main
tained or further improved their positions of underlying 
strength. In Canada, there was a slight decline in the 
current account deficit in the third quarter.

In response to these underlying conditions, most Con
tinental currencies as well as sterling showed continued 
strength vis-a-vis the dollar in the early fall months. 
Dutch guilder, French franc, and Belgian franc quotations 
rose, while the Italian lira remained at its ceiling against 
the dollar. The Swiss franc and the German mark, on 
the other hand, both weakened somewhat, the mark prin
cipally because of further capital outflows. In the for
ward markets, three-month premiums on the Deutsche mark 
and the Swiss franc declined to under 1 per cent per annum. 
Sterling, still bolstered by capital inflows, did not weaken 
at all until late October, and then only slightly. Forward 
sterling discounts meanwhile were steadily decreasing; by 
the end of October, for example, the three-month for
ward rate was down to about 2.7 per cent per annum 
from over 4 per cent at the end of August, and it remained 
around that lower level for the rest of the year. The decline 
in these discounts largely reflected an adjustment to re
duced interest rate differentials between London and 
other financial centers, as the British discount rate was 
lowered in two steps to 6 per cent.

As the year drew to a close, short-term capital move
ments again began to dominate exchange developments in 
several currencies. These developments, however, reflected 
principally portfolio adjustments by foreign commercial 
banks rather than speculative or arbitrage flows, and 
their potentially disturbing exchange market effects were 
greatly ameliorated through central bank action. The Swiss 
franc, the Dutch guilder, the French franc, and the 
German mark rose because of repatriation of funds 
held abroad by commercial banks. In Switzerland and 
France, the commercial banks temporarily increased their 
liquid domestic assets for year-end statement purposes 
— a traditional procedure —  and thus provided a large 
supply of dollars. Sterling, however, weakened relative 
to the dollar, since a good part of the funds going to the

Continent were being withdrawn from London.
The Canadian dollar was not affected by the various 

factors influencing European exchange rates. The rate 
hovered just around $0.97 throughout the third quarter in 
a quiet market. The lack of activity in that period was 
attributable to the hurried operations to cover future com
mitments which were undertaken in June— when it was 
announced that the government would act to lower the 
rate— and to a slowing-down in capital movements as in
vestors awaited further exchange rate developments. In 
late October, with renewed activity, the rate began to 
decline further; by the end of November, in fact, as heavy 
Canadian demand for United States dollars for year-end 
dividend payments was bolstered by some speculative sell
ing of Canadian dollars, it dropped below $0.96, the 
lowest since 1951. To steady the rate, the Canadian 
authorities were active on both sides of the market at 
various times during this period.

The Japanese yen remained under considerable pres
sure throughout the second half of the year, due to 
Japan’s continuing balance-of-payments deficit, and the 
rate was held at $0.002762 with substantial declines in 
official reserves. In Brazil, there was a “temporary” re
version to multiple currency practices in an attempt to 
insulate trade transactions from speculative capital flows. 
Separate exchange markets were re-established on Octo
ber 27 for commercial and financial transactions, with a 
50 per cent cruzeiro deposit required for financial ex
change purchases. In addition to these two markets (in 
which rates in November were about 310 cruzeiros per 
dollar for trade and 315 for financial exchange), a non- 
official market for financial transactions seems to have 
developed where spot dollars are quoted at lower cruzeiro 
values.

Toward the year end, further action to strengthen the 
instruments of international monetary cooperation was 
pending. It was announced that ten main industrial 
countries (including the United States, the United King
dom, the Common Market members, and others) had 
agreed with the IMF to provide facilities for quickly 
mobilizing large resources beyond those presently available 
to the Fund. These resources would be available for pro
tecting the convertibility of currencies in the event that 
developments affecting one or more of the major currencies 
might threaten to impair the functioning of the international 
monetary system. Although detailed arrangements had not 
yet been announced as this Review went to press, it is antici
pated that the exact size and composition of any special 
credits would be decided upon by agreement among the 
prospective lending countries and the Fund at the time such 
credits are required. This new plan (with which it is hoped
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Switzerland—not a Fund member—may become asso
ciated) evolved in response to the need to offset the 
potentially disruptive effects of large-scale capital flows in 
a world of convertible currencies. Together with the 
further active use of inter-central-bank cooperation, such 
as has been practiced during the past year, the plan should

significantly improve the chances for the stability of the 
foreign exchange markets in the future. In the long run, of 
course, exchange stability will depend not only on such 
temporary cooperative actions but also on broader policy 
adjustments by individual countries to correct imbalances 
in their fundamental balance-of-payments positions.

The Business Situation

Increased spending by business, consumers, and gov
ernment during the final months of 1961 brought new 
strength to the economic expansion. Business invest
ment, both in plant and equipment and in inventories, 
appeared to be on the rise and was expected to move up 
further in the first quarter of 1962. Consumer buying, 
which had spurted markedly in October, rose even more 
sharply in November, and seemed to be holding near that 
new high level in December. Defense orders and spending 
continued to exert an expansionary influence. Partly due to 
this new strength in demand, industrial production in No
vember advanced for the second month in a row; moreover, 
gains in steel and automobile output in December suggested 
a further increase in total industrial production was likely. 
At the same time, the seasonally adjusted rate of unemploy
ment moved sharply downward, to just above 6 per cent in 
November, after eleven consecutive months near the 7 per 
cent level.

R ISE  IN  D E M A N D

The latest survey of businessmen’s capital spending 
plans and actual outlays, conducted in October and early 
November by the Commerce Department and Securities 
and Exchange Commission, showed that plant and equip
ment expenditures were expected to rise to $35.9 billion 
(seasonally adjusted annual rate) in the final quarter of 
1961, up 3 Vi per cent over actual outlays in the preced
ing quarter. The estimated gains were widespread, with only 
spending by railroads due to decline. While both manufac
turers of nondurables and mining firms had apparently 
scheduled somewhat smaller outlays than had been antici
pated in last August’s survey, such shortfalls are not un
common during the early stages of a business upturn.

Total capital outlays were scheduled to increase further, 
by XVi per cent to $36.5 billion, in the first quarter of

1962; only public utilities and transportation industries 
other than railroads planned to reduce their spending. The 
outlays expected for the first quarter of 1962 were almost 8 
per cent above the level of capital spending four quarters 
earlier (i.e., in the first quarter of 1961), when the busi
ness cycle reached its trough. At similar stages of both 
of the two preceding business expansions, capital spending 
schedules for the fourth quarter after the trough showed 
a somewhat smaller gain from the level that had prevailed 
during the trough quarter (see Chart I) . In those two 
previous cycles, moreover, the total outlays that were 
actually realized four quarters after the trough were higher 
than had been anticipated, even though a few individual 
industries spent less than originally planned.

That capital expenditures might again rise beyond the 
indicated levels is suggested by the recent gains in busi
ness sales—gains which may well have exceeded the ex
pectations held when the survey was taken. At the time 
of the survey, sales were just recovering from the third- 
quarter slowdown which had culminated in the September 
sales decline. In October, however, total business sales 
moved up nearly 2 per cent to a record $63 billion (sea
sonally adjusted), mainly on the strength of advances in 
sales by manufacturers and retailers of durable goods. 
In November, seasonally adjusted sales by manufacturers 
of durables increased an additional 3Va per cent, with 
almost all industries sharing in the gain.

In retail establishments, cash registers rang up a record 
$19.3 billion in November— 3 Vi per cent more than in 
October and the first monthly sales volume to surpass the 
pre-recession peak. Continued strength in retail sales ap
peared to be evident in December, as Christmas shoppers 
pushed department store sales up by more than 1 per cent, 
seasonally adjusted. Sales of new automobiles, which nor
mally decline in the pre-Christmas season, did so last 
month (although perhaps somewhat more than is cus
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