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Foreign Exchange Markets, January-June 1962

Short-term capital flows continued to exert a marked 
impact on the foreign exchange markets during the first 
half of 1962, although such flows on the whole appeared 
to be smaller than the massive movements of funds that 
dominated the exchanges during much of 1961.1 Early in 
the year short-term capital returned to London and New 
York, as Continental commercial banks reversed opera
tions undertaken shortly before to increase their liquid 
domestic assets for year-end statement purposes. The 
funds were reinvested not only in New York money mar
ket assets and short-term sterling assets but also in rela
tively high-yielding Euro-dollar deposits. These capital 
movements resulted in some weakening of the exchange 
rates of a number of major Continental currencies and a 
strengthening of sterling.

Later in the year, and particularly following the wide
spread stock market breaks of late May, funds once more 
began to flow in volume to the Continent. Monetary con
ditions had tightened in several Continental countries and 
eased in the United Kingdom. Moreover, doubt regarding 
the future exchange value of the Canadian dollar had 
grown more pervasive and had led to a massive outflow of 
funds from Canada until decisive action was taken just 
before midyear. Thus, the Canadian dollar came under 
severe pressure, while exchange rates for most of the 
major Continental currencies strengthened; sterling, al
though easier, remained well above par, owing in part to 
a considerable improvement in Britain’s trade balance.

F E D E R A L  R E SE R V E  A N D  T R E A S U R Y  
FO R E IG N  E X C H A N G E  O P E R A T IO N S

The various pressures noted above generated currents 
of uncertainty in exchange markets, where traders were 
well aware that reduced, but nevertheless substantial, un
derlying payments imbalances persisted between the major 
financial countries. Accordingly, official intervention by 
United States authorities remained devoted to the task of

1 Earlier articles on this subject are “Foreign Exchange Markets, 
January-June 1961”, this Review,  July 1961, pp. 114-16 and “For
eign Exchange Markets, July-December 1961”, this R eview , Janu
ary 1962, pp. 2-5.

dampening potentially disruptive short-term disturbances 
and thus to assist in maintaining international exchange 
rate stability over the longer term. The Treasury had car
ried the brunt of the tactical defense of the dollar in the 
foreign exchange markets in 1961. It soon became clear, 
however, that the Federal Reserve System could and 
should share in this endeavor. Therefore, on February 13, 
1962 the System associated itself directly in the effort. 
The Federal Open Market Committee authorized the 
Federal Reserve Bank of New York to undertake transac
tions in foreign currencies for System Open Market Ac
count in accordance with the Committee’s instructions.2

The Committee noted that operations would be de
signed “to help safeguard the value of the dollar in inter
national exchange markets'5. They would, in addition, 
“aid in making the existing system of international pay
ments more efficient and in avoiding disorderly conditions 
in exchange markets”. The Committee also set down in 
the following terms the specific aims of System operations:

(1) To ofTset or compensate, when appropriate, the 
effects on U. S. gold reserves or dollar liabilities 
of those fluctuations in the international flow of 
payments to or from the United States that are 
deemed to reflect temporary disequilibrating 
forces or transitional market unsettlements;

(2) To temper and smooth out abrupt changes in 
spot exchange rates and to moderate forward 
premiums and discounts judged to be dis
equilibrating;

(3) To supplement international exchange arrange
ments such as those made through the Interna
tional Monetary Fund; and

(4) In the long run, to provide a means whereby 
reciprocal holdings of foreign currencies may 
contribute to meeting needs for international 
liquidity as required in terms of an expanding 
world economy.

2 The Com m ittee’s action was made public as a part o f the 
House of Representatives’ hearings on a recent international agree
ment to enlarge the resources of the International Monetary Fund;
see Bretton Woods Agreements Act Amendment,  Hearings before 
the Committee on Banking and Currency, House o f Representa
tives, 87th Congress, Second Session, on H.R. 10162, February
27-28, 1962, W ashington, United States Government Printing 
Office, 1962.
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FEDERAL RESERVE SYSTEM 
RECIPROCAL CURRENCY AGREEMENTS, 1962

Agreement concluded with

Amount 
in millions 
of dollars

Date 
of agreement

Bank of France ............................................ 50 March 4
Bank of England ............................................ 50 May 30
Netherlands Bank ............................................ 50 June 14
National Bank of Belgium ......................... 50 June 20
Bank of Canada .............................................. 250 June 26
Bank for International Settlements .............. 100 July 16 

July 16 
August 2

Swiss National Bank ...................................... 100
German Federal Bank ................................... 50

Total ......................................................... 700

Against this background, the System moved to acquire 
foreign currency balances. First, small amounts of several 
convertible currencies were purchased from the United 
States Treasury. Then, more substantial resources became 
available through a series of reciprocal currency swap 
arrangements concluded with the central banks of France, 
England, the Netherlands, Belgium, and Canada, as well 
as— after midyear—Switzerland and Germany, and with 
the Bank for International Settlements (see table). Such 
agreements provided, to the occasionally nervous ex
change markets, forceful demonstrations of the growing 
degree of international financial cooperation. Using its 
newly gained resources, the System on several occasions 
during the first half of 1962 operated in the New York for
eign exchange market to moderate temporary disturbances.

At the same time, the New York Reserve Bank, in its 
role of fiscal agent, continued to carry out Treasury op
erations in convertible currencies. Taking advantage of 
the generally stronger position of the United States dollar 
early in the year, the Treasury liquidated at maturity its 
outstanding forward commitments in German marks, re
duced further its forward Swiss franc obligations, and 
repaid its outstanding Swiss franc borrowing. On the other 
hand, the Treasury entered the Italian lira market, bor
rowing in the process the equivalent of $75 million from 
official Italian sources against certificates of indebtedness.

T H E  D E F E N S E  O F  T H E  C A N A D IA N  D O L L A R

The broadening of international cooperation in defense 
of exchange stability was also convincingly demonstrated 
during June 1962 in the case of the Canadian dollar, 
when international assistance was quickly mobilized to 
meet the Canadian Government’s request for resources 
sufficient to withstand an attack upon the Canadian dol
lar. In scope and manner, this assistance recalled the 
massive cooperative effort that had helped ward off inten

sive pressures upon the world’s major currencies following 
the March 1961 revaluations of the German mark and 
Dutch guilder.

During the first four months of 1962 the Canadian 
authorities maintained the United States dollar value of 
the Canadian dollar—without a par value since November 
1950— at about $0.95^4 by supplying substantial amounts 
of United States dollars to the market. During this pe
riod, however, there were growing expectations in the 
exchange markets that the value of the Canadian dollar 
would decline, and this led to a substantial build-up of 
so-called “leads and lags” in commercial payments ad
verse to Canada. Foreign firms sold Canadian dollar 
earnings promptly upon receipt, or even in advance of 
receipt (through the forward market). Canadian firms at 
the same time delayed conversion of foreign currency 
earnings into Canadian dollars as long as possible and 
anticipated their foreign currency requirements through 
forward purchases of such currencies. Thus, a continuous 
excess supply of Canadian dollars was offered on the ex
change market, with the pressure increasing steadily.

Toward the end of April, the pressure was reinforced 
by substantial outright speculation against the Canadian 
dollar. Then, on May 2, the Canadian authorities, with 
the approval of the International Monetary Fund, re
established a par value for the Canadian dollar at $0,925, 
a rate some 2% cents below the level they had been main
taining (see chart). Confidence was not restored in the 
succeeding weeks, however, and the rate for the Canadian 
dollar dropped to $0.9174, where it was held by Bank of 
Canada sales of United States dollars. When the drain on 
Canada’s reserves accelerated in mid-June, the Canadian 
Government acted decisively to defend the new par value 
without resort to exchange or capital controls. Interna
tional assistance in the form of loans and credits totaling 
$1,050 million was made available to Canada by the IMF, 
the Export-Import Bank, the Federal Reserve System, 
and the Bank of England. The Canadian Government 
then announced, on June 24, not only this massive aid 
package, but also the adoption of forceful measures de
signed to reduce Canada’s payments deficit. These steps 
brought to an immediate end the attack on the Canadian 
dollar. By early July, the rate had risen to $0.92% as 
funds again flowed into Canada, and it was clear that the 
initial goals of the stabilization program had been achieved.

T H E  E U R O P E A N  C U R R E N C IE S

The influence of relative interest rates on international 
short-term capital movements, and thus on exchange rates, 
continued very much in evidence during the first half of
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1962. During the first quarter of the year, interest rates 
in the United Kingdom remained close to the levels to 
which they had been raised during the sterling crisis of 
July 1961. With comparable interest rates lower in most 
other industrial countries, the resultant incentive to move 
short-term funds to Britain—on both a covered and an 
uncovered basis—led to a considerable movement of 
capital into British assets, especially from Continental 
countries. (Foreign investors were also placing funds in 
longer term British securities.) This inflow, coupled with 
strong commercial demand for sterling due to an improve
ment in Britain’s current balance-of-payments accounts 
and favorable seasonal factors, brought a steady strength
ening of sterling rates and a marked gain in British inter
national reserves, much of which was used to prepay 
Britain’s IMF debt.

In March the Bank of England reduced its discount 
rate (to 5 per cent in two steps from 6 per cent), mainly 
in order to lessen the pull of London interest rates on 
short-term capital. Although sterling continued to rise 
after the first of these reductions—reaching $2.8180 on 
March 15, the highest since April 1959—it subsequently

EXCHANGE RATES IN THE FIRST HALF OF 1962
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eased somewhat to about $2.81 VS. Following a further 
bank rate reduction (to AVi per cent) in April, sterling 
began to decline slowly, as the inflow of capital first 
tapered off and then was apparently partly reversed while 
commercial payments moved seasonally against sterling- 
area countries. By the end of June the rate had moved 
down to $2.80%, almost a full cent below the high but 
still well above par. As United Kingdom interest rates 
declined, the discount on forward sterling narrowed, mov
ing from approximately 2.70 per cent for three-month 
forward sterling in January to 0.80 per cent at the end of 
June.

The counterpart to rising sterling rates in the first 
quarter of the year was a moderate weakening of several 
major Continental currencies. As commercial banks in 
Switzerland, Germany, and the Netherlands reversed year- 
end repatriations of short-term assets and reinvested in 
Euro-dollar deposits and sterling assets, the currencies of 
those countries declined somewhat. The Swiss franc in 
particular declined steadily through April, as the influence 
of Switzerland’s current and long-term capital account 
deficits became more apparent in the absence of sub
stantial net short-term capital inflows. Nevertheless, the 
low point for the Swiss franc for the year to date ($0.23) 
was still well above the franc’s gold parity. Similarly, the 
first-quarter declines in the German mark and Dutch 
guilder brought these currencies down only to par or very 
slightly below, as in both countries the fundamental pay
ments position remained strong. The French franc and 
Italian lira were less affected by movements of short-term 
funds than other major currencies, partly because stricter 
controls on such capital movements have been retained in 
those countries and partly because their domestic money 
markets are more limited. Both currencies stayed close to 
their ceilings against the dollar throughout the first half 
of the year, reflecting the large international payments 
surpluses of these countries.

Therefore, despite some easing of Continental exchange 
rates during the first quarter of 1962, these rates con
tinued to be relatively strong in terms of the United States 
dollar. To be sure, the deficit in the United States balance 
of payments dropped substantially in the first quarter of 
1962, compared with the final quarter of 1961. Never
theless, the deficit remained at a $1.9 billion seasonally 
adjusted annual rate.

The deficit was further reduced during the second 
quarter, but the effect of this improvement on dollar ex
change rates was largely offset by the development of a 
somewhat uneasy atmosphere in the exchange markets in 
the wake of the Canadian crisis and the stock market de
clines of May and June. Funds once again moved into
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Switzerland seeking the traditional “safe haven” of the 
Swiss franc. During June this flow was bolstered by the 
repatriation of funds by Swiss commercial banks seeking 
domestic liquidity for midyear statement purposes. Con
sequently, the Swiss franc rose to, and remained at or 
near, the Swiss National Bank’s current buying rate for 
dollars, and a substantial volume of dollars was added to 
Swiss official reserves. Furthermore, a return flow of 
capital to the Netherlands had already produced a marked 
rise in the guilder rate early in the second quarter, with 
Dutch banks repatriating funds to ease a domestic 
liquidity shortage. Finally, the German mark began to 
rise to above par for similar reasons, and the French franc 
and the Italian lira remained at about their ceilings 
throughout the quarter. Thus, at midyear, sterling and 
the German mark were well above par while the other 
major Continental currencies were near or at their ceilings.

O T H E R  C U R R E N C Y  D E V E L O P M E N T S

The Japanese yen, under considerable pressure during 
the latter half of 1961, showed a firmer undertone, as 
Japan’s balance-of-payments position improved markedly 
in the first half of 1962. Although the slightly higher rates 
for the yen recorded early in the year were not sustained 
beyond the first quarter, Japan’s international reserves 
continued to increase through June, as the country’s trade 
balance improved and there was a continued, though 
somewhat reduced, inflow of both short- and long-term 
capital. In Brazil there was a further depreciation of the 
cruzeiro, and three times during the period the Bank of 
Brazil raised its official buying and selling rates for dollars. 
As a result, the selling rate on June 30 was 365 cruzeiros

to the dollar. Chile introduced a dual exchange rate system 
on January 15. The official market is open only to com
mercial banks and only for exports, imports, and some 
nonmerchandise transactions; the rate in this market— 
currently 1.053 escudos per dollar—is set by the central 
bank. All other transactions must be settled through the 
“broker’s market” in which the rate is permitted to fluc
tuate freely (and in June was about 1.65 escudos to the 
dollar). Also during the first half of 1962 the Argentine 
peso began to fluctuate more freely and depreciated 
rapidly, reaching 130 pesos to the dollar in the open mar
ket before recovering somewhat in July under the influ
ence of stringent measures to restrain imports.

M O N E Y  A N D  E C O N O M IC  B A L A N C E

The Federal Reserve Bank of New York has just 
published a 32-page booklet, Money and Economic 
Balance. Intended as an aid to high school teachers, 
it is also of interest to the layman seeking a simpli
fied explanation of the role of money in our econ
omy and how our money’s value changes. It gives a 
capsule explanation of the business cycle and de
scribes how the Federal Reserve System analyzes 
the business situation and uses its powers over bank 
credit and money creation to promote balance in 
our economy. Copies are available, free, upon re
quest, from the Public Information Department, 
Federal Reserve Bank of New York, 33 Liberty 
Street, New York 45, N. Y.

The Business Situation

The rate of economic expansion slowed markedly in 
June, but early evidence pointed to some improvement 
in July. Part of the sluggishness in June reflected the 
temporary influences of a strike at the Ford Motor Com
pany and a continued runoff of steel inventories that had 
been stockpiled in anticipation of a steel strike. In July, 
with the Ford dispute settled, auto assemblies advanced 
counterseasonally, and reports from the steel industry

suggested that ingot production was bottoming out. In 
addition, consumer spending in July, including purchases 
of new cars, appeared to have strengthened.

The economy continues, however, to operate well be
low capacity levels. Moreover, some of the June figures— 
especially new orders for durable goods and the number 
of housing starts—raise questions about the strength of 
underlying demand in the months ahead. Some stimulus
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