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Treasury and Federal Reserve Foreign Exchange Operations 
August 1974—January 1975

By C h a r l e s  A. C o o m b s  a n d  S c o t t  E. P a r d e e *

Through the late summer of 1974 the dollar showed 
considerable buoyancy in the exchange markets but, from 
October on, became subject to continuing selling pressure. 
By late January, the dollar had fallen from its highs by 
some 27 percent against the Swiss franc and 17 percent 
against the German mark and other currencies in the 
European monetary bloc. Dollar quotations had also de
clined by some 3 to 4 percent against sterling, the Italian 
lira, and the Japanese yen.

The dollar’s strength in August and September re
flected primarily the pull of unusually high interest rates 
in New York and the Euro-dollar market, reinforced by 
expectations that surplus oil revenues would flow into the 
United States financial markets after saturating investment 
outlets elsewhere. With the dollar in demand, the Federal 
Reserve was able to buy sufficient marks in the market not 
only to repay the remaining $64.6 million equivalent of 
drawings on the Bundesbank outstanding from earlier in 
the year, but also to build up balances to finance inter
vention should selling pressure suddenly erupt. On one 
such occasion, on August 8 and 9, the Federal Reserve sold 
$20.8 million of marks from balances, $5.3 million of 
Dutch guilders drawn on the swap line with the Nether
lands Bank, and $2.5 million of Belgian francs of which 
$0.8 million was from balances and $1.7 million drawn

*On February 19, 1975, Mr. Coombs resigned as Special Man
ager of the System Open Market Account and Mr. Pardee was 
appointed Deputy Manager for Foreign Operations. Alan R. 
Holmes, Manager of the Open Market Account, has assumed 
Mr. Coombs’s responsibilities for supervision of foreign opera
tions. The Federal Reserve Bank of New York acts as agent for 
both the Treasury and the Federal Reserve System in the conduct 
of foreign exchange operations.

under the swap line with the National Bank of Belgium; 
the swap drawings in guilders and francs were quickly 
repaid out of market purchases of these currencies. Again, 
on September 3, the Federal Reserve sold $16.2 million of 
marks from balances to check an abrupt decline of the 
dollar. Otherwise, the Federal Reserve abstained from 
intervention until early October.

By that time, an improving trend in United States 
exports, up 40 percent from the year before, was cutting 
into the sizable trade deficit caused by the $17 billion 
jump in our 1974 oil import bill. Nevertheless, in early 
October, the exchange markets were showing signs of 
nervousness over the onset of a sharp decline in dollar 
interest rates and over reports that surplus oil revenues 
were beginning to be shifted out of dollars and sterling 
into continental European countries. Short bursts of 
selling pressure occurred in October. The Federal Reserve 
intervened on six days, selling a total of $165.7 mil
lion equivalent of marks, of which $62.1 million equiv
alent was from balances and $103.6 million equivalent 
was drawn under the swap line with the Bundesbank. The 
German central bank bought similar amounts of dollars 
in Frankfurt. Late in the month, when the dollar firmed 
somewhat following discount rate cuts in Germany and 
the Netherlands, the Federal Reserve began to acquire 
in the market moderate amounts of marks against out
standing swap indebtedness.

By early November, however, market sentiment toward 
the dollar turned bearish. Mounting evidence of an 
economic recession in the United States, more severe than 
in most other countries, suggested to the market that 
interest rates would fall faster here than abroad. That 
possibility in turn reinforced fears of large-scale shifts 
of funds out of dollars by some oil-producing countries,
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as did the ever-present risk of renewed hostilities in 
the Middle East. At the same time, Germany’s continu
ing strong trade performance rekindled revaluation rumors 
for the mark, and Switzerland, having lifted barriers to 
short-term capital inflows, experienced a new influx of 
funds which bid up the franc rate sharply. The rise of the 
franc and the mark tended to be mutually reinforcing and 
set off a general upsweep of currency rates against the 
dollar. On several occasions, the dollar rebounded in 
response to concerted intervention by the Federal Reserve 
and European central banks and the introduction of new 
curbs on capital inflows by the Swiss authorities. Neverthe
less, the vigorous public debate over economic policies 
here and in Europe kept the market on edge, and the 
dollar continued to slip through late November.

The Federal Reserve intervened, at times forcefully, on 
seven days during November. In total, $187.9 million 
equivalent of marks was sold, of which $164.3 million 
equivalent was drawn under the swap line with the Bundes
bank and the rest from balances. In addition, the System 
sold $28.5 million equivalent of Dutch guilders drawn under 
the swap line with the Netherlands Bank, $10.8 million of 
Belgian francs, of which $10.4 million was drawn under 
the swap line with the National Bank of Belgium and the 
rest from balances, and $12.5 million equivalent of Swiss 
francs purchased outright from the Swiss National Bank.

Late in November and early December, the pressures 
on the dollar eased, as United States interest rates leveled 
off. The Federal Reserve was able to purchase marks in

the market and repaid $82.8 million equivalent of swap 
drawings on the Bundesbank. The System also purchased 
sufficient amounts of guilders and Belgian francs to liqui
date in full the November drawings in these currencies.

From mid-December to late January, the exchange 
markets were subject to an almost unremitting diet of 
bearish news for the dollar, and market forces drove dollar 
rates lower almost every day. The economic downturn and 
the slide of interest rates in the United States reinforced 
expectations of a further widening of interest differentials 
already adverse to the dollar. Gloomy forecasts emerging 
in the debates over economic and energy policies in Wash
ington further depressed the market. With individual oil- 
producing countries reportedly growing restive over the 
dollar’s depreciation, market fears of an accelerated di
versification of oil proceeds to other currencies intensified. 
In such an atmosphere, the market ignored any favorable 
news for the dollar, such as the underlying improvement 
in the United States trade balance and the slackening in 
our rate of inflation.

To cushion the dollar’s decline, the Federal Reserve 
intervened on seventeen of the twenty-eight business days

Table I

FEDERAL RESERVE RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars

Institution Amount of facility 
January 31, 1975

Austrian National Bank ...................................................... 250

National Bank of Belgium ................................................ 1,000

Bank of Canada ...................................................................... 2,000

National Bank of Denmark ................................................ 250

Bank of England .................................................................... 3,000

Bank of France ...................................................................... 2,000

German Federal Bank .......................................................... 2,000

Bank of Italy ...................................................................... 3,000

Bank of Japan ........................................................................ 2,000

Bank of Mexico ...................................................................... 180

Netherlands Bank .................................................................. 500

Bank of Norway ...................................................................... 250

Bank of Sweden .................................................................... 300

Swiss National Bank ............................................................. 1,400

Bank for International Settlements:
Swiss francs-dollars .......................................................... 600

Other authorized European currencies-dollars ............. 1,250

Total ....................................................................... 19,980
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Table II

FEDERAL RESERVE SYSTEM DRAWINGS AND REPAYMENTS 
UNDER RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars equivalent

Transactions with
System swap 
commitments, 

January 1, 1974

Drawings ( + )  or repayments (—)

1974

III IV

1975

January

System swap 
commitments, 

January 31, 1975

National Bank of Belgium ......................................

German Federal Bank ..............................................

Netherlands Bank ......................................................

Swiss National Bank ................................................

Bank for International Settlements (Swiss francs)

Total .........................................................................

Note: Discrepancies in totals are due to rounding,

261.8

- 0-

-0-

565.0

600.0

(+255.0 
I— 3.7

-193.8

f+130.4
1— 122.8

1.7
1-  1-7

—258.8

j +  7.6 
1 -  7.6

f +  13.2 
1 -  13.2

J+301.5 
i — 82.8

J+  38.0 
1 -  34.8

J+  13.3 
I -  5.9

[+164.0 
} - 0-

f+  19.31 -0-

261.8

382.7 

3.2

397.8 

600.0

1,426.8 f+255.0 
1-197.6

I+130.4 
1— 122.8

9.4
1—268.1

f+366.0
1—136.7

(+183.3
j -0 - 1,645.4

from mid-December through January 24. Over that 
stretch, operating jointly with the Bundesbank, the 
System sold a further $134 million equivalent of marks, 
of which $103 million was drawn under the swap line 
and the rest from balances. The Federal Reserve also inter
vened in Swiss francs in December-January, and the Swiss 
National Bank resumed spot intervention in Zurich on 
January 6. The System’s sales of Swiss francs amounted to 
$51.1 million equivalent, of which $32.5 million was drawn 
under the swap line with the Swiss National Bank and 
the rest purchased outright from that bank. In addition, 
the Federal Reserve sold $9.6 million equivalent of Dutch 
guilders and $2.9 million equivalent of Belgian francs 
drawn on the swap line with the respective central banks. 
Of these swap commitments, $5.9 million of Swiss francs, 
$6.4 million of Dutch guilders, and the full amount of 
Belgian francs were repaid through market acquisitions.

As the depreciation of the dollar continued, European 
exporters became increasingly concerned over an emerg
ing undervaluation of the United States dollar that would 
leave them at a competitive disadvantage in world mar
kets. By late January, this potential problem was also rec
ognized by European government officials, who publicly 
noted that the dollar had fallen to unrealistically low 
levels in the exchange markets. Against this background, 
the Federal Reserve, together with the Bundesbank, began 
during the last week in January to intervene more force

fully to resist the erosion of dollar rates. Operating on four 
of the five days, the Federal Reserve sold a further $94.6 
million of marks, drawn on the swap line, and the Bundes
bank purchased a roughly equivalent amount of dollars.

In summary, in exchange market intervention during 
the six-month period, the Federal Reserve sold a total 
of $742.3 million equivalent of German marks, Swiss 
francs, Dutch guilders, and Belgian francs. Of this, $619.2 
million equivalent was in German marks, $465.5 million 
drawn under the swap arrangem ent with the B undesbank, 
and the rest from balances acquired in the market. 
Liquidation of debt in marks, including the $64.6 
million outstanding on August 1, amounted to $147.4 
million equivalent, with the result that commitments in 
marks stood at $382.7 million equivalent on January 31. 
Intervention in Swiss francs amounted to $63.6 million 
equivalent, of which $31.1 million was purchased 
directly from the Swiss National Bank and the remain
ing $32.5 million was financed by swap drawings. 
With $5.9 million of Swiss francs having been repaid, 
some $26.6 million equivalent of those drawings remained 
outstanding on January 31. Of the guilders, $43.3 million 
equivalent was sold in the market, all financed by swap 
drawings, of which $3.2 million equivalent was outstanding 
at the end of January. The $16.2 million of Belgian franc 
intervention was financed out of $1.2 million equivalent of 
balances and $15 million equivalent of swap drawings, all
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of which had been repaid by the end of the period.
Also during the period, on August 21, the Bank of 

Mexico drew the full $180 million available under the 
swap arrangement with the Federal Reserve to cover a 
temporary shortfall in reserves. This drawing was repaid 
in November, prior to maturity.

As described in the December 1974 interim report, on 
September 26 the Federal Reserve Bank of New York, 
after consulting with the Board of Governors of the 
Federal Reserve System, the United States Treasury, and 
other Government agencies, acquired the foreign exchange 
commitments of the Franklin National Bank. This action 
was greeted with relief by market participants here and 
abroad, and the subsequent news of Franklin’s insolvency 
was taken in stride by the market with no adverse impact 
on dollar rates. This Bank quickly balanced the Franklin 
book and has met the forward commitments on maturity. 
By the end of January, nearly $400 million of the original 
$725 million of contracts had been liquidated.

GERMAN MARK

During 1974 the German economy turned increasingly 
sluggish, leading to a slackening of import demand and a 
freeing of productive capacity for export. For a time, the 
more buoyant economies of Germany’s major trading 
partners provided continuing demand for German ex
ports. But even after new demand weakened in the face 
of the spreading worldwide recession, the huge backlog of 
foreign orders received during previous years supported 
a high level of production for shipment abroad. Thus, 
although Germany like other industrial countries faced 
a sharply increased oil bill—up $8 billion for 1974 as a 
whole— the combined weakness of import demand and 
rapid growth of exports widened Germany’s trade sur
plus especially in the early months of the year. The sur
prising strength of Germany’s trade position fostered a 
speculative demand for the mark, which rose to as high as 
$0.4188 in mid-May and turned around only after reports 
that the Federal Reserve, the Bundesbank, and the Swiss 
National Bank had agreed on a concerted intervention 
plan to counter speculation against the dollar. A reflux 
of funds out of marks then developed, as nonresidents 
liquidated some of their large mark investments of previous 
years, as German enterprises lent heavily abroad to finance 
exports, and as the banking sector responded to the rise 
in dollar interest rates relative to those in Germany. More
over, market nervousness following the June 26 closing 
of the Bankhaus I.D. Herstatt weighed on the mark. The 
spot rate eased and, after the mark slipped to the bottom 
of the European Community (EC) band, the Bundes

bank began to sell substantial amounts of other EC cur
rencies as well as dollars. The Federal Reserve was able 
to acquire sufficient marks to reduce its swap drawings 
from a peak of $381.6 million equivalent in early June 
to $64.6 million by the end of July.

In view of the domestic slowdown and severe strains in 
Germany’s credit markets following the Herstatt collapse, 
the Bundesbank acted to maintain liquidity in the bank
ing system by offsetting the outflows of funds abroad. The 
authorities had not yet abandoned their restrictive mone
tary policy, however, since Germany’s inflation rate of 
6 to 7 percent per annum remained high by recent his
torical standards although still far below the inflation rates 
of most of Germany’s trading partners. In mid-August 
the Bundesbank announced a 10 percentage point reduc
tion in reserve requirements on domestic liabilities, and 
interest rates in Germany held steady, while interest rates 
in the United States and elsewhere rose to unprecedented 
levels. The incentives for arbitraging funds out of marks 
and into dollars and other currencies therefore widened, 
and the mark eased in the exchange market. Consequently, 
in August the Federal Reserve was able to buy sufficient 
marks in the market to liquidate the remaining $64.6 
million of its swap debt to the Bundesbank and to accumu
late working balances as well.
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In two instances, however, the Federal Reserve found 
it desirable to intervene to restrain sudden selling pressure 
on the dollar. On August 8 and 9, when market uneasi
ness during the transition of presidential authority in the 
United States was compounded by release of discouraging 
United States wholesale price figures for July, the Fed
eral Reserve sold $20.8 million of marks from balances, 
along with smaller amounts of Dutch guilders and Belgian 
francs. Again, on September 3, after the German authori
ties proposed to suspend their deposit requirement on 
German residents’ borrowing abroad (the “bardepot” ), 
the Federal Reserve sold $16.2 million of marks from 
balances to check an abrupt decline in the dollar.

Over the next few weeks, the mark leveled off at about 
$0.3735, 10 percent below its May peak. Meanwhile, 
interest rates in the United States and the Euro-dollar 
market were beginning to fall back sharply. Consequently, 
the major share of continuing flows out of Germany was 
deflected to other EC financial centers where interest rates 
were either unchanged or easing only slightly. Thus, while 
steady against the dollar, the mark continued to require 
support at the bottom of the EC band and depreciated 
significantly against the Swiss franc as well. By the end 
of September, German reserves had dropped by $1.9 
billion from end-of-May levels. Meanwhile, the German 
authorities moved further to relieve the nervousness that 
remained in the market in the wake of the banking failures 
in Germany earlier in the summer. The Bundesbank and 
the German Banking Association established additional 
backstopping facilities for providing liquidity assistance to 
banks. The Bundesbank announced a further 8 percent 
cut in reserve requirements on September 26, and the 
government imposed comprehensive limits on banks’ for
eign exchange positions effective October 1.

In early October the balance in the exchange market 
began to tip in favor of the mark. As United States inter
est rates continued to decline and as fears of renewed 
hostilities in the Middle East resurfaced, the markets 
began to anticipate diversification of Organization of 
Petroleum Exporting Countries (OPEC) funds out of 
dollars and sterling into marks and other Continental 
currencies. Moderately heavy selling of dollars devel
oped in early October, and the Federal Reserve resisted 
an excessive bidding-up of the mark rate by selling 
a total of $36.1 million equivalent of marks from bal
ances on October 3 and 4. The rate steadied briefly, 
but on October 9, as the market assessed President Ford’s 
anti-inflationary proposals, a large buy order for marks 
pushed the spot rate up sharply, setting off a generalized 
speculative selling of dollars. To maintain orderly market 
conditions, the Federal Reserve sold $104.4 million

equivalent of marks, of which $26 million was financed 
from balances and $78.4 million was drawn on the swap 
line with the Bundesbank. In Germany the next day the 
Bundesbank followed up by buying an even larger amount 
of dollars and, to consolidate the ensuing improvement 
in the dollar rate, the Federal Reserve sold an additional 
$15.5 million of marks drawn on the swap line. The mark 
rate then steadied at about 4 percent above early- 
September levels.

The Federal Reserve intervened on only two other 
occasions in October when the dollar suddenly came under 
selling pressure against the mark— selling a total of $9.7 
million equivalent on October 15 and 23, financed by swap 
drawings on the Bundesbank. Late in October, with evi
dence accumulating of a significant slowdown of the Ger
man economy, the Bundesbank shifted to a somewhat less 
restrictive monetary policy, cutting its discount and Lom
bard rates lA  percentage point. The mark then eased, 
permitting the Federal Reserve to buy moderate amounts 
of marks as cover against swap indebtedness, which 
amounted to $103.6 million at the end of October.

In early November, however, market sentiment turned 
even more bullish for the mark. In the United States, in
creasing evidence that a severe recession was under way, 
while promising to swing the United States trade accounts 
into a smaller deficit than expected, gave rise to expecta
tions of an accelerated and abrupt decline of interest rates 
here. The German trade figures for September had shown 
a renewed large surplus, which—with another substantial 
surplus expected for October—rekindled speculation of 
a revaluation of the mark rate. In addition, a sharp ad
vance of the Swiss franc, which had begun in October, 
was by November exerting an upward influence on the 
mark. The large-scale capital outflows that had persisted 
since the summer began partially to be met by offsetting 
inflows. German banks sold some DM 1 billion of Ger
man public authority notes to foreigners, of which one 
third was placed with OPEC countries. Moreover, some 
oil-exporting countries were arranging direct investments 
in German industrial enterprises.

The exchange markets became, therefore, even more 
sensitive to any developments likely to spur a further rise 
in the mark. Consequently, following news of a jump 
in United States unemployment, the mark was heavily 
bid up on November 6 and 7. Both the Federal Reserve 
and the Bundesbank intervened to moderate the rise, 
with the System selling a total of $49.2 million equiv
alent of marks, along with smaller amounts of Dutch 
guilders and Belgian francs. The mark sales were financed 
by a $25.6 million equivalent drawing on the swap line 
and by the use of balances. When the Swiss franc eased
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off toward midmonth, the mark followed suit and the Fed
eral Reserve was able to acquire balances in the market.

Beginning on November 14, the mark itself became a 
renewed object of speculation in the market following 
press reports that the German government would not 
oppose a further rise in the mark rate. The spot rate 
was immediately bid up by almost 2 percent. The 
Bundesbank and the Federal Reserve both intervened 
on that day to resist the rise of the mark rate, the Sys
tem selling $39.7 million equivalent drawn on the swap 
line. Speculation over a mark revaluation continued, how
ever, and over the weekend the German government de
nied that it was considering measures to raise the mark 
rate. Following this clarification, on November 18 the 
Federal Reserve resumed forceful intervention not only 
in marks, selling $56.7 million equivalent drawn on the 
swap line with the Bundesbank, but also in Dutch guilders, 
Belgian francs, and Swiss francs. The Bundesbank and 
other European central banks followed up on the next day, 
and the Federal Reserve sold an additional $16.2 million 
equivalent of marks, again financed by a swap drawing. 
The revaluation talk did not die down completely, how
ever, and the mark was bid up once again on November 22 
and 25. The Bundesbank and the Federal Reserve again 
intervened to resist the rise in the rate, with the Federal 
Reserve selling a total of $26.1 million equivalent drawn 
on the swap line. Thereafter, the announcement of an un
expected trade surplus for the United States for October 
and a smaller than expected trade surplus for Germany, 
coupled with a firming of Euro-dollar rates, brought a

brief respite. The mark eased, and the Federal Reserve 
was again able to buy marks to cover swap indebtedness. 
In early December, the Federal Reserve used these pur
chases, together with existing balances, to repay $82.8 
million equivalent of swap debt, reducing the total out
standing to $185.1 million.

The exchange markets turned extremely thin during 
December, as traders sought to square their books before 
the year-end. The dollar came again on offer, as interest 
rates in the United States and Euro-dollar markets re
sumed their downtrend. For its part, early in the month 
the Bundesbank stated that it would seek a somewhat 
more rapid growth of the monetary base in the coming 
year and, on December 19, announced a further V2 per
centage point cut in its discount and Lombard rates to 
6 and 8 percent, respectively. Nevertheless, a further rise 
of the Swiss franc and the latest of a series of highly 
publicized OPEC investments in major German industrial 
firms dominated market psychology. The mark was grad
ually bid up and, to dampen the rise, the Federal Reserve 
intervened in modest amounts on seven business days 
between December 16 and December 30. These sales 
totaled $75.1 million, of which $31 million was from 
balances and $44.1 million was drawn under the swap line.

As the new year opened, the mark had already been 
bid up by some 11 percent from its September levels. 
Even so, discouraging news on the United States economy 
and the further drop in United States interest rates fos
tered bearish sentiment toward the dollar, while renewed 
revaluation rumors in Germany and the rising Swiss franc

Table III

DRAWINGS AND REPAYMENTS BY FOREIGN CENTRAL BANKS 
AND THE BANK FOR INTERNATIONAL SETTLEMENTS 

UNDER RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars

Drawings on
Drawingi ( + )  or repayments (—)

Drawings on
Banks drawing on 

Federal Reserve System
Federal Reserve 

System outstanding 
January 1, 1974

1974 1975
Federal Reserve 

System outstanding 
January 31, 1975

1 II III IV January

Bank of Mexico ........................................................................................... -0 - - 0- -0 - +180.0

{ +  65.0 
1 -  65.0

—180.0 -0 - - O -

Bank for International Settlements (against German marks) ..... - 0-
{+26.0
1-26.0

{+76.0
1-76.0

J +129.0 
1-129.0

{+45.0
1-45.0 - 0 -

Total .................................................................................................. - 0 - {+26.0
1-26.0

{+76.0
1-76.0

J +245.0 
1— 65.0

(+129.0
1-309.0

{+45.0
1-45.0 - 0 -
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prompted further speculative demand for marks. Both 
the Bundesbank and the Federal Reserve intervened in 
modest amounts to limit the rise of the rate, but the mark 
advanced a further 4 percent by January 24. Through that 
day the Federal Reserve had intervened in marks on five 
occasions in January, for a total of $58.9 million equiv
alent financed by additional swap drawings. On Jan
uary 27, the mark jumped by a further 1 percent to 
$0.4356, the highest level since July 1973. By that time, 
however, European government officials were expressing 
increasing concern over the unrealistic levels to which 
the mark had risen, and the Bundesbank and the Fed
eral Reserve then began to intervene in heavier volume 
to check the mark’s rise. During the week of January 27 
the Federal Reserve intervened on four days, selling a 
total of $94.6 million equivalent of marks, drawn on the 
swap line, as the Bundesbank operated in similar magni
tude in Germany. The market began to respond to this 
more forceful approach, and the mark eased by 2 percent 
from its highs to close at $0.4275. By the end of January, 
the System’s swap commitments in German marks 
amounted to $382.7 million equivalent.

SWISS FRANC

In Switzerland during 1974, inflation was running at 
nearly 10 percent, even though economic activity was 
leveling off during most of the year. The Swiss National 
Bank, therefore, kept bank liquidity under close rein, 
while modestly easing reserve requirements and providing 
liquidity to the market through swaps from time to 
time in response to recurrent strains in Swiss capital 
markets. In the exchanges, movements of the Swiss franc 
continued to be dominated by hot-money flows and 
shifting speculative sentiment. In the general decline of 
the dollar from late January to early May, the franc had 
been ratcheted upward by 23 percent to $0.3588. At that 
point, a turnaround followed reports of agreement among 
the Federal Reserve, the Bundesbank, and the Swiss 
National Bank on a plan of concerted intervention to 
counter any further erosion in dollar rates. The unwinding 
of long positions in francs and further accommodation 
of liquidity needs in Switzerland extended the decline of 
the franc, which eased some 6 percent by the end of July. 
Its drop was more gradual than that of some other 
Continental currencies, however, since the market was con
cerned that large short franc positions arising from the 
foreign-currency losses disclosed during the preceding 
months might still have to be covered.

With the dollar buoyant in August and early Septem
ber, the Swiss franc continued to ease in a generally

quiet market, falling to as low as $0.3300 or some 8 
percent below the May peak. Then, as dollar interest rates 
began to drop back more rapidly than the comparable 
rates for Swiss francs, the spot franc turned firm once 
again. The Swiss National Bank provided some $1 billion 
equivalent of liquidity assistance to the banks through both 
short-dated and three-month swaps during September, 
thus avoiding an even sharper run-up in the franc rate 
before the quarter end. Nevertheless, demand for Swiss 
francs continued to swell, partly on the covering of out
standing short positions and partly in expectation that the 
franc, like the German mark, would benefit from any 
significant diversification of OPEC funds out of dollars 
and sterling.

Following a further reduction in the banks’ required 
reserves on October 8, the money market in Switzer
land had become quite comfortable. The Swiss authori
ties, therefore, took advantage of this opportunity to dis
mantle yet another of their previously imposed barriers 
against inflows by lifting the ban on interest payments to 
nonresidents on October 16. By that time, however, traders 
were increasingly concerned over possible diversification 
of OPEC funds, and the franc was bid up sharply in a 
thin market. In addition, political uncertainties elsewhere 
in Europe and in the Middle East generated flows into 
francs. The spot franc then began to advance sharply not 
only against the dollar but also against the currency of 
Switzerland’s largest trading partner, the German mark. 
This persistent rise posed a policy dilemma for the Swiss 
authorities, since intervention to halt the rise of the franc 
in the exchange market— and thus avoid further erosion 
of Switzerland’s competitive position—would augment 
domestic liquidity and thereby undermine efforts to curb 
inflation. The market began to sift every statement by Swiss 
officials to anticipate the point at which the Swiss National 
Bank might intervene in the exchange markets. Conse
quently, the franc snapped sharply higher on November 7, 
following news reports from Switzerland that the National 
Bank was still unprepared to buy dollars, only to fall back 
nearly 2 percent over the following days simply on reports 
that the Federal Reserve, the Bundesbank, and the Swiss 
National Bank were prepared to intervene in a con
certed manner.

Just after midmonth, the franc came into demand once 
again in the backwash of speculation over a revaluation 
of the German mark. By November 18, the franc had 
risen about 16 percent against the dollar from its Sep
tember lows and 53A percent against the mark. As part of a 
concerted intervention in marks, Swiss francs, Dutch guil
ders, and Belgian francs that day and on the following day, 
the Federal Reserve sold a total of $12.5 million of Swiss
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francs, which had been purchased directly from the Swiss 
National Bank. In response to this operation, the franc 
fell back by 65/s percent over the next two days. The Swiss 
National Bank followed up on November 20 by reimpos- 
ing the negative interest charge, at 3 percent per quarter, 
and a ban on interest payments, each on the increase in 
nonresident deposits above October 31 levels. The central 
bank also obtained authority to monitor banks’ forward 
sales to foreigners and to use swap transactions if neces
sary to enforce these new measures. These actions 
prompted an even further scramble in the market to unload 
francs, and the spot rate dropped a further 2 percent by 
November 21.

Over the next weeks the market in Swiss francs was 
thinner and even more volatile than before, as dealers 
were sensitive to talk of new initiatives to discourage in
flows. Under these circumstances, when mark revaluation 
rumors resurfaced, the franc advanced a full 6Ys percent 
by November 26 before settling back. The Swiss 
National Bank then took further regulatory measures to 
limit the rise of the franc. On November 28 it reactivated 
the requirement that proceeds of foreign borrowings in 
Switzerland be converted immediately into foreign cur
rency. Four days later it raised banks’ reserve requirements

C h a r t  III

SW ITZER LA N D
M O V E M E N T S  IN  E X C H A N G E  R A T E  *

P e rc e n t P ercen t

1974 1975
*  S e e  footnote on C h a rt  II.

against deposit liabilities to nonresidents. The National 
Bank also announced it would again assist the banks with 
their year-end positioning by providing swaps. Ultimately, 
tne National Bank provided $1 billion of year-end 
swap assistance and did an additional $500 million of 
one- and three-month swaps outside the usual quotas to 
influence market conditions. Even so, the market con
tinued to push the rate up during December. On Decem
ber 17, after the franc rose especially sharply, the Federal 
Reserve again intervened in both German marks and 
Swiss francs, selling a total of $26.5 million equivalent of 
francs, of which half was purchased outright from the 
Swiss National Bank and half was drawn under the swap 
line with that bank. The franc eased over the next days, 
and the Federal Reserve purchased francs in the market 
to repay $5.9 million equivalent of the swap debt.

In the generally bearish atmosphere for the dollar, the 
Swiss franc continued to advance even after year-end 
positioning passed. On January 6, the Swiss National 
Bank resumed outright intervention in the spot market 
in Zurich, confirming its operation “to maintain orderly 
exchange market conditions”. The Federal Reserve fol
lowed up with similar intervention in New York, as part 
of its concerted intervention in both francs and German 
marks. These joint interventions continued over the fol
lowing days, and at first the Swiss franc dropped back. 
The demand for francs soon picked up again, however, 
after it was reported that failure of a financial subsidiary 
of an Italian company would leave a major Swiss bank 
short of francs. As the market anticipated a large demand 
to cover a substantial volume of this subsidiary’s con
tracts maturing early in 1975, a more generalized specu
lation in favor of the Swiss franc developed. The franc 
was heavily bid up to new record levels, while the Swiss 
National Bank continued to intervene, at times quite 
heavily. The Swiss authorities then resisted further upward 
pressure by severely tightening recently imposed curbs on 
inflows of foreign funds. In particular, the ban on interest 
payments was widened to apply to all nonresident bal
ances, the negative interest charge was raised to 10 per
cent per quarter, banks were required to balance all 
foreign exchange positions daily, and provision was made 
whereby the National Bank could block Swiss franc liquid
ity resulting from dollar intervention.

These new measures at first drew a strong market re
sponse, and the franc fell back. But, as the market grew 
doubtful that these measures could prevent a further 
rise in the franc as long as short franc positions over
hung the market, the Swiss franc turned around and was 
soon outpacing other European currencies. By January 27, 
it had reached a new record of $0.4195, some 27 percent
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above last summer’s lows. The Swiss National Bank then 
tightened its November regulation, limiting Swiss banks’ 
sales of Swiss francs to nonresidents.

By this time, the immediate demands for Swiss francs 
had slackened and the dollar had begun to recover in other 
markets. Consequently, pressure in favor of the Swiss 
franc let up, and the franc eased to $0.4014 by the end of 
January. During the month the Federal Reserve, oper
ating on six different occasions, sold a total of $24.6 
million equivalent of francs. Of this amount, $5.3 million 
was purchased outright from the Swiss National Bank 
and $19.3 million was drawn under the swap line. Con
sequently, System drawings in Swiss francs were increased 
by $26.6 million equivalent as a result of the December- 
January operations, bringing total Swiss franc indebted
ness including that outstanding since 1971 to $997.8 
million equivalent by the end of January.

STERLING

Last summer, the United Kingdom was faced with severe 
financial, economic, and balance-of-payments strains. In
dustry was caught between high wage, raw material, and 
financing costs, on the one hand, and statutory limits on 
prices, on the other. The ensuing squeeze on profits and 
corporate liquidity was restricting inventories, investment, 
and output. With industrial production not fully recovered 
from the disruption of the three-day workweek earlier in 
the year, the new cutbacks threatened a more prolonged 
stagnation and a rising unemployment rate while domes
tic inflation continued at a rapid rate. Meanwhile, the 
trade deficit had swelled to over $6 billion in the first 
half of the year, of which close to $3 billion reflected 
costlier oil imports. At the same time, the worldwide slow
down of economic activity cast a shadow on export 
prospects.

Although the exchange market sentiment remained bear
ish toward sterling, the pound depreciated on a trade- 
weighted basis only slightly during August and September 
while slipping against the dollar some 2 percent to around 
$2.33. Oil-related and other capital inflows roughly offset 
the United Kingdom’s large current-account deficit and 
helped bolster the spot rate. During the third quarter, oil- 
exporting countries invested a net $2.2 billion in relatively 
high-yielding sterling assets. Oil companies also accumu
lated sterling, both spot and forward, in anticipation of 
future tax and royalty payments and for investments in 
North Sea exploration. The Bank of England operated on 
both sides of the market in August and September to 
smooth the impact of oil-related transactions.

By early October, however, the inflow of oil-related

funds tapered off, as concern over Britain’s economy con
tinued and short-term sterling interest rates suddenly 
declined. In addition, there was some temporary nervous
ness ahead of the October 10 general election. The pound 
therefore tended to weaken against many of the Con
tinental currencies while holding roughly steady against 
the dollar. The market soon came into better balance, 
however, as new demand for relatively large October 
oil payments in sterling counterbalanced continuing sales 
by oil producers diversifying out of sterling. Following the 
trend of other European currencies more closely, the spot 
pound firmed to $2.35 by early November.

Meanwhile, adverse economic developments led to 
some apprehension ahead of the November 12 budget 
message. The worsening inflation had triggered successive 
rounds of threshold wage increases, and recently negoti
ated wage settlements had cast doubt on the effectiveness 
of the government’s “social contract” to achieve a volun
tary pay restraint. Prospects of rising unemployment were 
increasingly underscored by news of further layoffs and 
business failures. The market was somewhat reassured by 
new budget proposals to alleviate corporate liquidity 
strains without having an excessive overall stimulative 
impact as many market participants had feared. Moreover, 
the extension of the Bank of England’s supplementary 
deposits scheme to allow the banks to help provide suffi
cient corporate financing without encouraging a more rapid 
growth of the money supply was also viewed positively.

The market was caught by surprise, however, by an
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accompanying announcement from the Chancellor of the 
Exchequer that the United Kingdom’s guarantee arrange
ments on official holdings of sterling would be allowed to 
expire in December. As these guarantees did not apply to 
the large accumulation of sterling holdings since September 
1973, the market had taken in stride Australia’s announced 
withdrawal from its arrangement in September 1974. But, 
since some dealers saw total abolition of guarantees as 
possibly stimulating accelerated diversification out of ster
ling, heavy selling pressure quickly materialized and the 
spot rate dropped below $2.30. After substantial Bank 
of England support, as well as renewed oil-related demand 
for November royalty payments, the market steadied and 
sterling moved narrowly against the dollar through early 
December. Nevertheless, with other currencies advancing 
against the dollar, sterling lost further ground against 
the currencies of Britain’s major trading partners. 
During October and November, half of the government’s 
$2.5 billion Euro-dollar loan and $400 million of the 
British Water Council’s loan from Iran were taken into 
foreign exchange reserves, which increased on balance 
about $650 million for the two months.

Just before mid-December, it was reported that Saudi 
Arabia had informed the Aramco group that it wished 
all future oil payments to be made exclusively in dollars. 
The subsequent liquidation of sterling previously acquired 
by Aramco members and prospects of even more diversi
fication of OPEC funds largely into Continental currencies 
triggered new selling pressure on the pound. The Bank of

England resisted the rate decline with substantial support. 
Thereafter, Saudi Arabia reaffirmed publicly that it would 
continue to invest in sterling assets, and other Middle East 
sterling holders followed up with similar reassuring state
ments. The market then steadied and, when a severe 
squeeze developed in the Euro-sterling market, the pound 
benefited from some covering of short sterling positions. 
Over the remainder of the year, the spot rate traded 
narrowly around $2.34 and the trade-weighted value of 
sterling recovered from the record low set on December 12.

During January, sterling once again lagged behind the 
strong advance of the major continental European cur
rencies against the dollar. New fears about corporate 
solvency in Britain and about possible diversification of 
sterling balances exerted a drag on sterling. Later in the 
month, the favorable impact of improved trade figures for 
December was more than offset by successive reductions 
in the Bank of England’s minimum lending rate to 11 per
cent and corresponding declines in London money market 
rates. Consequently, the pound weakened further against 
major Continental currencies although rising somewhat 
against the dollar to $2.38 by the month end. The Bank of 
England provided further moderate support to check the 
erosion. Over the two months of December and January, 
official dollar sales, together with other foreign-currency 
payments, were partly offset by additional drawings on the 
United Kingdom government’s $2.5 billion Euro-currency 
loan, but Britain’s reserves nevertheless declined by about 
$1 billion.

Table IV

UNITED STATES TREASURY SECURITIES 
FOREIGN CURRENCY SERIES

In millions of dollars equivalent

Issued to
Amount 

outstanding 
January 1, 1974

Issues (-f)  or redemptions (—)

Amount 
outstanding 

January 31, 1975
1974 1975

1 II III IV January

Swiss National Bank ..........................................................................

Bank for International Settlements ..................................................

1,459.2

127.3

+127.3

-127.3

1,599.3

“0-

Total ................................................................................................. 1,586.4 (+127.3 
t —127.3 - 0 - —0— - 0 - -O - 1,599.3*

Note: Swiss-franc-denominated security issued to the Bank for International Settlements 
was reissued to the Swiss National Bank at its maturity in January 1974.

• Increase in amount outstanding reflects valuation changes through April 1974.
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JAPANESE YEN

A $6 billion increase in Japan’s oil import bill in the 
first half of 1974 and sharply higher commodity prices had 
driven Japan’s current account into deep deficit early in 
the year. This was largely financed by heavy short-term 
borrowings by Japanese banks, both in the Euro-dollar 
market and in the United States. By midsummer, however, 
with the Euro-markets under unusual strains, some Japa
nese banks were reportedly approaching credit limits and 
facing increasing costs of funds there. The Japanese author
ities requested the banks to refrain from excessive 
borrowing, and then the demand for spot dollars in 
Tokyo increased. By August 22, the yen had fallen over
10 percent from its late-March 1974 peak to $0.003294, 
its lowest point since it was floated in February 1973. The 
Bank of Japan from time to time intervened in the market 
to avoid wide fluctuations in the yen rate, providing sup
port through moderate sales of dollars. The authorities 
also took a series of steps in August and early September 
to relax impediments to inflows of foreign funds to Japan. 
Controls were eased on net conversions of dollars into 
yen by foreign banks, on prepayments for Japanese 
exports, and on nonresident investments in certain Japa
nese securities. In addition, reserve requirements on 
nonresident “free yen” deposits were reduced to zero. 
These measures helped relieve the pressure, and the yen 
rate steadied above its lows.

Meanwhile, Japanese economic activity remained slug
gish after a sharp decline early in the year. Upward pressure 
on wholesale prices abated, but consumer prices continued 
to rise rapidly. Therefore, the Japanese authorities main
tained their highly restrictive monetary policy. With 
domestic sales sagging and inventory financing becoming 
increasingly burdensome, Japanese companies placed 
greater emphasis on exports. As shipments abroad surged, 
Japan’s trade balance, after a $2.7 billion first-half deficit, 
swung decisively into surplus by late summer. Successive 
reports of this turnaround contributed to the improvement 
in market sentiment in September. After mid-September, 
wire service reports that a $1 billion loan had been 
arranged between an oil-producing nation and Japan 
sparked active bidding for yen. Later in the month, figures 
were released showing a current-account surplus for 
August—the first since the escalation of oil prices the 
winter before— and the yen was bid up further to a level
3 percent above its August lows.

By early October the yen had steadied around 
$0.003333, but market uncertainties persisted and the yen 
came under some renewed pressure in late October. 
Trading then came into better balance during November

and early December, as the Japanese authorities further 
relaxed restrictions on capital inflows from abroad. The 
Ministry of Finance permitted Japanese corporations to 
use the proceeds of certain foreign bond issues for domes
tic purposes, and several companies quickly moved to 
arrange new issues abroad. The Bank of Japan also asked 
Japanese banks to reduce as much as possible the addi
tional cost of their borrowings in the Euro-dollar market.

Continuing market concern over prospects for the yen 
resurfaced in late December and early January. Pressure 
on the yen gradually eased, however, as dealers reacted 
to news of Japan’s strong export performance in Decem
ber and as new Japanese corporate foreign borrowings 
were converted into yen. Moreover, the market responded 
favorably to the Bank of Japan’s reaffirmation of its policy 
of restraint, until prices had stabilized, and to the generally 
anti-inflationary thrust of the government’s draft budget. 
By late January, the yen had begun to advance in sym
pathy with the sharp rise of European currencies against 
the dollar, reaching $0.003363, some 3 percent above the 
August low.

FRENCH FRANC

In contrast to many other industrial countries, France 
enjoyed real economic growth and relatively low unem
ployment during the year. On the other hand, the 
inflation rate remained relatively high, compared with 
price trends in Germany and neighboring countries.
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Moreover, the trade account, which had been in mod
erate surplus throughout 1973, swung into deep deficit by 
May. In part, this deterioration was in response to relatively 
buoyant domestic demand. More importantly, it reflected 
a $6 billion increase for 1974 in France’s oil import bill, 
as well as the adverse shift in French terms of trade fol
lowing the downward float of the franc early in the year.

To counter the worsening inflation and the weakening 
trade position, the French government imposed progres
sively more stringent economic policies. In June, the gov
ernment adopted a new anti-inflation program containing 
credit, tax, price control, and energy-saving measures. 
In September, it followed up by renewing ceilings on credit 
growth (except on credits to finance export production) 
and announcing a stringent $ 11 billion limit on oil imports 
for 1975. Meanwhile, around midyear, the Bank of France 
had hiked its discount rate to a record 13 percent, stiffened 
penalties for banks exceeding official credit ceilings, and 
maintained a severely tight money market. As monetary 
policies in other countries were gradually relaxed, sub
stantial interest rate differentials in favor of the French 
franc emerged. In response, short franc positions—built up 
before the floating of the franc and the French presidential 
elections in May—began to be covered and French enter
prises stepped up their borrowings abroad.

The franc remained relatively firm during the late sum
mer and early fall. Although it eased from its early-August 
levels as the dollar strengthened around midmonth, its 
decline was less pronounced than for most currencies. 
Favorable interest rate incentives, together with news of 
more bank failures and large exchange losses elsewhere 
in Europe, prompted further repatriations of funds and 
a building-up of franc balances by nonresidents. By the

end of August, the franc had resumed an uptrend which 
gained momentum after mid-September, when discussions 
of multilateral proposals and direct deals for financing 
European oil deficits helped to dispel some of the market’s 
concern over France’s large oil deficit. The franc at times 
outpaced the German mark and other European curren
cies in the general upswing of currencies against the dol
lar, rising 4 percent to $0.2145 by November 7. To 
moderate the rise of the franc, the Bank of France made 
increasingly heavy purchases of dollars, thereby contrib
uting to the $600 million increase in French reserves dur
ing the three months to end-October.

Meanwhile, the economic climate in France was de
teriorating. The high rate of inflation generated growing 
labor unrest, and by early November a number of strikes 
erupted that threatened to disrupt production. At the 
same time, the government’s austerity measures were be
ginning to bite, causing an abrupt slowing of output and 
a jump in unemployment. Against this uncertain back
ground, the rise in the franc faltered. Indeed, while holding 
steady against the dollar through much of November, the 
franc dropped to its lowest levels against the German mark 
and other Continental currencies in five months. Following 
reports of large-scale layoffs and short hours, the labor 
strikes ended and pressure against the French franc 
eased. Late in the month, market tone improved further 
after President Giscard d’Estaing relieved growing con
cern over unemployment by promising renewed economic 
expansion for 1975 and providing special assistance to 
industries most vulnerable to the slowdown.

By early December the franc was again in demand. 
French interest rates remained near their peak levels with 
the three-month Euro-franc rate some 8 percentage points 
above the corresponding Euro-dollar rate. Moreover, 
France’s trade deficit was narrowing far more rapidly than 
had been forecast, as imports slackened in the face of 
weakening domestic demand and lower energy require
ments. In addition, news of a $1 billion loan agreement 
with Iran and other successful Middle East negotiations 
promised to bolster France’s external position in the 
coming year. The franc climbed sharply, therefore, 
again outpacing other currencies as the dollar declined in 
December. The Bank of France resumed intervention, 
buying dollars regularly to keep the franc’s rise in line 
with other currencies.

After the first week in January, the French government 
began gradually to relax its restrictive monetary policy. 
The Bank of France cut its discount rate 1 percentage 
point to 12 percent on January 9. In addition, minimum 
reserve requirements were reduced on January 21, and the 
regulation of bank credit was made more flexible. Never
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theless, French interest rates remained well above those 
in most other markets and the French franc continued to 
advance. Boosted further by news of a trade surplus in 
December—the first monthly surplus since 1973—the 
franc moved up to $0.2349 just before the end of January 
to trade nearly 14 percent above its mid-August lows.

ITALIAN LIRA

Midsummer 1974 marked a significant turning point in 
Italian economic and balance-of-payments trends. During 
the first half of 1974, inflation was continuing at a rate two 
to three times faster than in most other major industrial 
countries, as sharply higher costs for imported oil and 
other commodities, production bottlenecks in some indus
tries, and an expanding government budget deficit helped 
perpetuate the inflationary spiral. The current-account 
deficit had more than doubled under the weight of a $6 
billion increase in oil imports for 1974, exerting persistent 
pressure on the lira in the exchanges. The authorities had 
intervened heavily to prevent a substantial depreciation of 
the lira from worsening domestic inflation. The bulk of 
this intervention had been financed by new foreign bor
rowings, including EC short-term assistance, and by 
midyear Italy’s medium-term indebtedness to the Euro
dollar market stood at $8 billion. Meanwhile, to eliminate 
the nonoil deficit, contain inflation, and rein in public 
spending, the authorities progressively stiffened monetary 
and fiscal policies and imposed an import-deposit scheme.

By midyear these measures were beginning to take hold. 
A sudden weakening of domestic demand was narrowing 
the nonoil component of the trade deficit, and declines 
in world commodity prices promised an unexpected fur
ther improvement. The severe tightening of domestic 
liquidity was stimulating a substantial influx of short
term funds, as Italian commercial banks borrowed heavily 
in the Euro-dollar market to finance domestic lending. 
Conversions of these borrowings had a steadying effect on 
the Italian lira in the exchanges, and the Bank of Italy 
had been able to add to its reserves.

By late July, the Italian authorities had become con
cerned that the rapid growth of bank borrowing abroad 
would frustrate the extremely restrictive monetary policy 
and might aggravate existing strains in the international 
capital markets. Therefore, the authorities instructed banks 
to limit their net foreign indebtedness to July 19 levels, and 
the net inflow of funds began to taper off in early August. 
Then, after Italy’s severe liquidity crunch eased some
what with the exemption of all agricultural products from 
the import-deposit scheme, the repayment of foreign bor
rowings picked up and continued throughout the next

several weeks. By the end of September, Italian banks had 
reduced their net foreign indebtedness by almost $1 billion. 
As these repayments coincided with the normal seasonal 
slackening of tourist receipts, the lira periodically came 
under some selling pressure during August and early Sep
tember. The Bank of Italy provided occasional moderate 
support for the lira rate to prevent it from weakening too 
rapidly against other European currencies.

In the meantime, Italy obtained new official credits to 
cover its current-account deficit. In early August, the 
Italian authorities drew a total of $622 million equivalent 
from the International Monetary Fund (IMF) against 
its gold tranche and the first tranche of its $1.2 billion 
standby. Later in the month, the Bank of Italy obtained $2 
billion by way of a reciprocal gold-dollar deposit with the 
Bundesbank. (In that transaction, the gold was valued at 
80 percent of average recent market prices or about $120 
per ounce.) Then, in mid-September, Italy borrowed $315 
million from the IMF oil-financing facility and renewed its 
European Monetary Cooperation Fund credit of $1,885 
million. The government also announced a second take
down of $540 million equivalent from Italy’s IMF standby 
credit. The new borrowings, which were taken into official 
reserves over the two months through the end of Septem
ber, helped improve market sentiment, and the lira held 
about 3 percent below its late-July levels until early 
October.
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Meanwhile, the Italian economy had markedly slowed 
down, with industrial output falling sharply. Domestic 
price inflation continued to worsen, however. As Cabinet 
disagreement over continuation of the government’s aus
terity program surfaced, leading to Prime Minister 
Rumor’s resignation on October 3, outflows of funds put 
renewed pressure on the lira. The exchange rate slipped 
about 1 percent against the dollar and 4 percent against 
other EC currencies, while the Bank of Italy provided 
heavy support in the first half of the month to moderate 
the lira’s decline. Although selling pressures temporarily 
subsided toward the end of October, the lira remained 
relatively weak and did not participate in the general up
surge of European currencies in November. By the end 
of that month, the lira had depreciated by a further 1 per
cent against the other EC currencies while holding steady 
against the dollar. Over the two months, intervention sales 
of dollars were mainly responsible for a $1.2 billion 
decline in official reserves.

Market sentiment improved considerably in Decem
ber, as the new government under Premier Moro moved 
swiftly to implement its economic program. Monetary 
policy was kept restrictive, although the Bank of Italy 
made a modest cut in its historically high discount rate. 
In addition, measures to discourage crude oil imports were 
adopted and plans for expanded capital investments in 
energy, agriculture, and public works were proposed. In 
the exchanges, a significant reflow of funds, which had 
been moved out of the lira at the height of the Cabinet 
crisis, was reinforced by continuing tight money market 
conditions. Furthermore, the slowdown of economic activ
ity was dampening import demand. Thus, the lira rate 
firmed almost 2 l/i  percent during December.

After the year-end, however, the lira again came on 
offer. The Bank of Italy relaxed its restrictive stance 
somewhat further and, as liquidity strains in Italy eased 
during January, short-term reflows slowed. In addition, 
although Italy’s nonoil trade was improving, a seasonal 
weakening in the trade balance and a bunching of oil pay
ments depressed the rate. As on other occasions, more
over, pressure on the dollar occasionally spilled over onto 
the lira, and it lost substantial ground against the EC 
currencies. The Bank of Italy again provided support, and 
by the month end the immediate pressures had lifted. On 
January 31, the lira rate stood at $0.001564, about 1 
percent higher than at the outset of the reporting period.

NETHERLANDS GUILDER

The Netherlands strong current-account surplus in 1974, 
together with expectations of further improvement in the

balance of payments in 1975, kept the Dutch guilder 
strong against both the dollar and other European curren
cies during the reporting period. Prospects for increased 
natural gas exports blunted the impact of higher prices on 
oil imports, while port and shipping services were improv
ing the net invisibles balance. Reports of a continuing large 
current-account surplus had spawned revaluation rumors 
in late July. Speculative demand for guilders had been 
countered by coordinated Netherlands Bank-Federal 
Reserve intervention, and the rumors were spiked by an 
official denial of any revaluation intentions. The guilder 
then turned lower, dragged down by the declining German 
mark, and substantial intervention against marks was 
required to maintain the limits of the EC band.

The only Federal Reserve intervention in guilders late 
in the summer came on August 9 when $5.3 million equiv
alent was sold along with other currencies, as markets 
were briefly unsettled during the period of transition of 
presidential authority in the United States and after release 
of disappointing United States wholesale price figures. The 
sale of guilders was financed by a drawing on the swap 
line with the Netherlands Bank and, as the guilder quickly 
resumed its decline, sufficient guilders were acquired to 
liquidate the swap commitment. By early September, the 
guilder had fallen 3% percent to $0.3663.

Money market conditions in Amsterdam then tightened, 
as seasonally heavy tax payments pushed up Dutch inter
est rates at a time when a cut in reserve requirements in
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Germany was adding to liquidity in Frankfurt. In addition, 
the Dutch government announced, as part of its 1975 
budget proposal, a steep increase in the price of natural 
gas, estimated to add $500 million to the Netherlands’ 
1975 exports. Consequently, the guilder was again bid up 
and, as the EC snake came under increased pressure, the 
Netherlands Bank stepped up its purchases of marks. The 
Dutch central bank also began to provide substantial 
amounts of guilders through one- to three-month dollar 
swaps with the commercial banks, lessening domestic li
quidity strains. In the two months August-September, 
Dutch official reserves increased by about $1 billion.

In October, the guilder participated in the upward 
movement of continental European currencies against the 
dollar, with little reaction to a percentage point reduction 
in the Netherlands Bank’s discount rate to 7 percent late in 
the month. In view of the relative positions of EC snake 
currencies in November, when the European currencies be
gan to advance more sharply, the Federal Reserve supple
mented its intervention against marks by offering guilders 
as well. The Federal Reserve sold $6.5 million equivalent 
of guilders on November 7 and a total of $22 million 
equivalent during the coordinated central bank interven
tion of November 18 and 19. The Netherlands Bank fol
lowed up in the Amsterdam market by purchasing 
moderate amounts of dollars. The System’s sales were 
financed by drawings on the swap line and were repaid 
through market purchases when the guilder temporarily 
declined. Dutch reserves increased another $550 million 
during October and November, largely as a result of 
continued dollar swap transactions with the Dutch banks.

By early December, the guilder strengthened again to 
a level 6V2 percent above its September low. Meanwhile, 
the Dutch government, increasingly concerned about 
rising unemployment and sluggish domestic economic 
activity, particularly in the construction industry, had 
announced new measures to stimulate the economy. 
Taxes on wages and salaries would be cut as of 
April 1, 1975, investment incentives were broadened, 
and private sector payments for social services were re
duced. Together with the planned deficit in the September 
budget, these actions would provide substantial fiscal 
stimulus while monetary policy would remain moderately 
restrictive to counter inflationary pressures. Thus, Dutch 
interest rates held above those in some other financial 
centers and provided an incentive for funds to move 
into guilders as the dollar generally remained on offer in 
the exchanges in December. The Dutch authorities again 
provided liquidity through dollar swaps with commercial 
banks and also bought modest amounts of dollars outright 
in the spot market. For its part, the Federal Reserve also

intervened in guilders in New York on December 17 and
27, selling a total of $9.6 million equivalent of guilders 
along with other currencies to cushion the decline in 
dollar rates. These sales were financed by additional swap 
drawings, of which all but $3.2 million was repaid through 
subsequent market purchases. The guilder nevertheless 
was pulled sharply higher in January by the speculative 
rise of the mark and Swiss franc. It reached a peak of 
$0.4175 on January 27— 14 percent above its September 
low—before dropping back somewhat on subsequent days 
along with other currencies.

BELGIAN FRANC

The slowdown in Belgium’s economy that set in around 
mid-1974 was more gradual than in most other indus
trial economies. The pace of domestic inflation, on the 
other hand, remained high relative to that for Belgium’s 
principal trade partners. Consequently, the authorities 
maintained a restrictive monetary policy, with the result 
that Belgian interest rates rose to levels above those pre
vailing in most other Continental financial centers and 
remained relatively firm throughout the second half of the 
year. The pull of high yields in Belgium prompted both a 
reflux of previous outflows and inflows of new short- and 
long-term capital. These inflows, together with a current 
account that was still in surplus despite higher imported
oil costs, provided a continuing buoyancy for the Belgian 
franc in the exchanges.

Accordingly, the Belgian franc declined more gradually
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against the dollar in August than most other European 
currencies, while holding just below the top of the EC 
band. The Federal Reserve sold $2.5 million equivalent 
of Belgian francs, along with its sales of other currencies, 
to forestall a sudden slippage in dollar rates on August 9. 
Of this, $1.7 million was financed by a drawing on the 
swap line with the National Bank of Belgium and the re
mainder was drawn from System balances. The swap 
commitment was promptly repaid as the Belgian franc 
was pulled down by the German mark. In early September, 
the commercial rate bottomed out at $0.025275, almost
4 percent below early-August levels.

After mid-September, however, the franc began to rise 
again. Liquidity in Belgium was tightened further by tax 
payments and by higher reserve requirements on call 
deposits. Moreover, there was a shift of funds into francs 
out of German marks in response to a tightening of for
eign exchange restrictions both in Germany and Luxem
bourg. In November, the rise of the Belgian franc acceler
ated as pressure on the dollar generally intensified. To 
dampen the franc’s advance and avert a buildup of pres
sure within the EC snake, the National Bank of Belgium 
frequently made modest purchases of dollars in Brussels. 
In New York the Federal Reserve offered Belgian francs, 
along with other European currencies, to smooth the de
cline in dollar rates on November 7, 18, and 19 and 
December 17. Total sales of Belgian francs amounted to 
$13.7 million equivalent, of which $13.2 million was drawn 
on the swap line and subsequently was repaid through 
market purchases. The remainder was drawn from balances.

By the year-end the slowing pace of Belgian economic 
activity had induced an easing of credit demands, and 
Belgian interest rates turned down. Late in January, in 
view of domestic and international interest rate trends, the 
National Bank relaxed its credit policy by reducing the 
discount rate by Vi percentage point to 8% percent, rais
ing ceilings on credit growth, and releasing reserves against 
bank time deposits. Nevertheless, the decline in Belgian 
interest rates lagged behind those elsewhere. The Belgian 
franc thus held at or near the top of the EC band, re
quiring the central bank to purchase moderate amounts 
of other participating currencies. As the European cur
rencies generally strengthened against the dollar, there
fore, the commercial franc advanced to $0.028600 on 
January 31, and the National Bank purchased further 
small amounts of dollars to resist the rise. At this level, 
the commercial Belgian franc stood almost 13 percent 
above its September low. As of January 31, System swap 
commitments with the National Bank of Belgium totaled 
$261.8 million equivalent of Belgian francs, all incurred 
prior to August 15, 1971.

CANADIAN DOLLAR

The gradual decline of the Canadian dollar that had 
begun in June 1974 continued with only brief interruptions 
during the six-month period under review. The downtrend 
primarily stemmed from a progressive erosion of Can
ada’s trade surplus during 1974 and an increasingly 
pessimistic market assessment of prospects for 1975. Ex
port growth fell off sharply as a result of the severe 
slackening of United States demand and the break in world 
commodity prices that tended to weaken Canada’s terms of 
trade. By contrast, the deceleration of economic activity 
in Canada was more moderate than elsewhere, with a still 
buoyant investment demand sustaining imports of capital 
goods. Consequently, many published Canadian forecasts 
showed the Can.$706 million export surplus for the first 
half of 1974 swinging into deficit by early 1975. Whereas 
trade deficits in earlier years had been financed by large 
capital inflows, prospects for long-term inflows were now 
uncertain and short-term capital flows were largely 
responding to the shifting interest rate incentives between 
Canada and the United States.

In early August, when the near-record levels of dollar 
interest rates yielded strong disincentives against Canada, 
selling of Canadian dollars intensified as United States cor
porations repatriated funds to their home offices. Labor 
unrest in Canada further depressed the market. The spot 
rate fell almost 1 percent to a low of $1.0109 by August
28. The Bank of Canada intervened to avoid too rapid a 
decline and, during August, Canada’s reserves fell 
$160 million. In September and October, as the retreat of 
United States short-term rates was underscored by declines 
in United States prime rates, the Canadian dollar recovered 
somewhat. Positioning by Canadian banks in anticipation 
of several conversions of foreign borrowings and of their 
October 31 fiscal year-end also temporarily spurred de
mand for the Canadian currency. But, by late October, 
the spot rate was again easing.

Meanwhile, the sharp production cutbacks in United 
States output were exerting an increasingly heavy drag on 
the Canadian economy. As demand for credit weakened, 
Canadian banks lowered their prime rates. In addition, 
the Bank of Canada cautiously eased the restrictive stance 
maintained during the first half of the year by reducing its 
discount rate to 8 3A  percent, the first cut from the peak 
9 lA  percent level established in July. Shortly thereafter, 
chartered banks’ secondary reserve requirements were 
lowered 1 percent to 7 percent. Then, on November 18, 
the government announced a somewhat more stimulative 
budget for the fiscal year beginning April 1975, featuring 
cuts in the personal income tax. These actions were largely
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in line with market expectations, and the Canadian dollar 
fluctuated narrowly between $1.01 and $1.0150 through 
mid-December.

Late in the month, however, market sentiment toward 
the Canadian dollar worsened again. News of a Can. 
$149 million trade deficit for November confirmed expec
tations of a continuing deterioration in Canada’s underlying 
payments position, and the market was expecting another 
cut in the central bank discount rate. As Canadian banks 
added to their United States dollar positions and com
mercial leads and lags worsened, the Canadian dollar fell 
to a twelve-month low of $1.0004 on January 9. Several 
days later, the Bank of Canada, having reduced secondary 
reserve requirements by another percentage point in early 
January, lowered its discount rate by another Vi percent
age point to keep it in line with the general decline of 
Canadian money market rates. Since exchange dealers had 
actually counted on a larger cut and there were substantial 
conversions of Canadian provincial foreign borrowings 
that boosted the spot rate, the Canadian dollar briefly 
rebounded to nearly $1.01. Once the conversions were 
completed, the rate turned lower again. After the final 
trade figures for 1974 were released, revealing a steep 
erosion of Canada’s trade surplus to Can.$419 million 
for the year—little more than a fifth of the 1973 level— 
the Canadian dollar eased to $1.0008 on January 31. 
This represented a 2 percent decline against the dollar 
since August levels and a substantial depreciation against 
virtually all other major currencies.

EURO-DOLLAR

The Euro-currency markets continued to suffer from 
the erosion of confidence that afflicted international bank
ing following the failure of banks in several countries last 
year. Persistent nervousness in the market was reflected in 
new cuts last fall in credit lines to many market partici
pants. In particular, smaller and even medium-sized banks 
and those of certain countries under balance-of-payments 
pressure remained subject to rather close and, in some 
cases, increasingly tight credit ceilings by their traditional 
suppliers. The multitiered rate structure that had emerged 
last spring and summer, therefore, persisted. The strains in 
the market gradually subsided, however, with the result 
that the differentials between the rates charged to different 
classes of banks narrowed and almost disappeared early 
in 1975.

The improved market tone owed much to an announce
ment by the Bank for International Settlements on Sep
tember 10 that the central bank governors meeting at 
Basle, following a discussion of the problems of a lender 
of last resort in the Euro-markets, had concluded that 
means are available for the provision of temporary liquid
ity and will be used if and when necessary. The market was 
further reassured when consortium banks responded to the 
Bank of England’s request for firm commitments from 
shareholders to support the banks’ operations if they ran 
into problems at any time. Another boost to market con
fidence was given by an official statement that “the Federal 
Reserve is prepared, as a lender of last resort, to advance 
sufficient funds suitably collaterialized to assure the 
continued operation of any solvent and soundly managed 
member bank which may be experiencing temporary li
quidity difficulties associated with the abrupt withdrawal 
of petrodollars—or any other deposits”.

After a fairly steep decline in outstanding deposits 
last summer, the Euro-currency market resumed its 
expansion in the final quarter of last year, albeit at a much 
reduced rate. Its continued growth benefited greatly from 
renewed placements of sizable OPEC deposits, which 
brought the total for the year to an estimated $23 billion 
or 40 percent of OPEC countries’ surpluses. Thus, the 
market remained the major receptacle for those funds 
that the oil-producing countries were unable to spend for 
goods and services and did not employ for grants-in-aid 
and loans to oil-importing countries. During the summer 
and fall, the market also benefited from sizable advances 
by United States banks to their branches, notably those 
located in the Bahamas, which then passed on these funds 
to a variety of bank and nonbank borrowers.

As OPEC and other major supplier countries added
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further to their Euro-currency holdings, overall liquidity 
in the market improved but the market continued to suffer 
from a maldistribution of liquidity. The very large banks 
in the market had ample funds at their disposal, often 
more than they desired in view of their capital and sur
plus positions. While the very large banks grew in strength
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and importance, the role of some of the medium-sized 
and smaller banks became stationary or diminished. A 
few banks unable to command the relatively attractive 
rates offered to their bigger competitors actually scaled 
down their operations.

It was the medium-term Euro-loan market that was most 
seriously affected by the strains in international banking. 
Last summer and fall, the rate of increase in the volume of 
medium-term loans slowed down considerably, as many 
syndicate participants no longer were able to secure funds 
at competitive interest rates. Consequently, the syndication 
of balance-of-payments and project loans carrying very dis
tant repayment schedules diminished significantly. Re
duced competition permitted lenders to widen the spreads 
of rates on loans over the rates they paid for funding these 
loans and to tighten other terms and conditions, including 
the shortening of average maturities for medium-term 
loans funded with short-term funds on a floating-rate 
basis. In more recent weeks, however, as money market 
conditions in many parts of the world became easier, 
spreads between loan and deposit rates were again narrow
ing somewhat.

Interest rates in the market, after rising to virtually 
unprecedented levels, dropped in September and October 
in response to sharp across-the-board declines in United 
States money market rates. The downtrend in Euro-dollar 
rates stalled toward the end of November, as the decline 
in United States domestic rates slowed and as year-end 
positioning prompted some bidding for dollar funds. Early 
this year, rates resumed their precipitous fall in response 
to actual and expected declines in United States prime 
rates and other interest rates. By end-January, three-month 
rates had dropped below 8 percent, almost one half of the 
peak levels reached last summer.
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Treasury and Federal Reserve Foreign Exchange Operations 
February—July 1975

By  A la n  R . H o lm e s  a n d  S c o t t  E . P a r d e e *

In late 1974-early 1975 the exchange markets were 
subject to an almost unremitting diet of bearish news for 
the dollar. Mounting evidence showed that the United 
States economy was slipping into severe recession. United 
States interest rates were falling more steeply than those in 
many other countries with no bottom in immediate pros
pect. United States economic policy was still under 
vigorous debate, and traders were concerned over the 
possibility of measures which could eventually exacerbate 
domestic inflation. In the gloomy atmosphere that de
veloped, the market ignored any favorable news for the 
economy, such as the underlying improvement in the trade 
balance and the slackening in our rate of inflation. 
Consequently, the dollar lost its resiliency in the ex
changes. Market forces drove dollar rates lower nearly 
every day as trading became more and more unsettled. 
Under these circumstances, the Federal Reserve and Euro
pean central banks had intervened to moderate the decline 
in dollar rates. By the end of January, to finance its 
intervention the Federal Reserve had drawn a total of 
$412.5 million equivalent of German marks, Swiss francs, 
and Dutch guilders under the swap arrangements with the 
respective central banks. But, with the markets growing 
increasingly nervous, a more forceful approach was clearly 
needed to avoid the outbreak of disorderly conditions.

On February 1, senior officials of the Federal Reserve, 
the Bundesbank, and the Swiss National Bank met in

*Mr. Holmes is the Executive Vice President in charge of the 
Foreign Function of the Federal Reserve Bank of New York and 
Manager, System Open Market Account. Mr. Pardee is Vice 
President in the Foreign Function and Deputy Manager for Foreign 
Operations of the System Open Market Account. The Bank acts 
as agent for both the Treasury and the Federal Reserve System in 
the conduct of foreign exchange operations.

London to conclude details of a more forceful interven
tion approach. On Monday, February 3, these central 
banks countered renewed selling pressure on the dollar 
with concerted intervention. Over that and the following 
day, the Federal Reserve sold a total of $139.4 million 
of German marks, Swiss francs, Dutch guilders, and 
Belgian francs. This operation, and its confirmation by 
Chairman Burns and officials of the Bundesbank and the 
Swiss National Bank, prompted a sharp rebound for the 
dollar.

Subsequent events, including the further decline in 
interest rates in the United States and release of sharply 
higher unemployment figures, nonetheless served to rein
force market pessimism toward the dollar, which soon 
came under renewed and occasionally heavy selling pres
sure. The Federal Reserve continued to intervene as 
necessary to avoid the outbreak of disorderly conditions 
without holding the rate at any particular level. Conse
quently, although dollar rates fell back to the late-January 
lows and beyond, the retreat was generally orderly. Out
right speculative pressure resurfaced, however, on February 
27, despite the release of clearly improved United States 
trade figures for January, and the Federal Reserve coun
tered forcibly, selling some $104.2 million equivalent of 
German marks, Swiss francs, Dutch guilders, and Belgian 
francs. This operation helped steady the market, and imme
diate selling pressure against the dollar lifted.

Total Federal Reserve sales of currencies in February 
amounted to $620 million, of which $433.1 million was 
in German marks, $123.3 million in Swiss francs, $46.9 
million in Dutch guilders, and $16.7 million in Belgian 
francs. These operations were all financed by drawings 
under the swap arrangements with the respective central 
banks, raising outstanding drawings from market oper
ations since late 1974 to $1,032.5 million.

In March and April the market atmosphere gradually
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improved for the dollar. By that time the United States 
trade accounts were shifting into surplus, in response not 
only to the deeper recession here than elsewhere but also 
to our improved competitive position in world markets. 
Inflation was abating more rapidly here than in most 
other countries. In addition, some of the temporary factors 
which had depressed the dollar began to lose force. In par
ticular, reports of disagreement within the Organization of 
Petroleum Exporting Countries (OPEC) eased some of the 
immediate concern in the market that the group was on 
the verge of collectively cutting production and of boost
ing prices further. Passage and signing of tax-relief 
measures to stimulate the United States economy also 
helped clear the air. Moreover, statements by United 
States officials, emphasizing the fundamental strength in 
this country’s trade and payments position and pointing 
to the Federal Reserve’s recent substantial intervention 
in the exchanges, reassured the markets that the United 
States was not pursuing a policy of “benign neglect” toward 
the dollar. Once immediate fears of additional dollar de
clines began to fade, traders began to respond to a 
further favorable shift in interest rate differentials as rates 
here firmed somewhat while those elsewhere continued to 
fall. Consequently, the dollar was gradually bid up from its 
lows, and by the end of April it had recovered by 4 to 6 
percent against the German mark and Swiss franc and by 
similar amounts against most major European currencies.

The dollar’s rise was highly tentative at first, and the 
Federal Reserve continued to intervene in German marks

and Swiss francs to prevent a backsliding in rates that 
threatened to undermine a more solid recovery. But 
intervention tapered off as the dollar gained resiliency over 
the course of March and April. In those months the Sys
tem sold a total of $161.6 million of marks, $9.5 million 
of Swiss francs, and $2.1 million of Dutch guilders. In late 
March, the System’s outstanding indebtedness from market 
operations in late 1974-75 reached a peak of $1,066.2 mil
lion. Of this, $837.8 million was in marks, $159.4 million 
in Swiss francs, $52.2 million in Dutch guilders, and 
$16.7 million in Belgian francs. By that time, however, 
the Federal Reserve had begun to buy currencies in the 
market here and abroad and from correspondents to 
repay debt. In March the System repaid $25 million of 
mark drawings. As the dollar strengthened further in April, 
the System repaid all of the Swiss and Belgian franc 
drawings incurred in late 1974 and early 1975 and a 
further $244.6 million of the German mark drawings. On 
balance, therefore, the Federal Reserve reduced its out
standing swap debt incurred since late 1974 to $657 mil
lion by April 30.

The dollar’s recovery was not sustained, however, as

Table I

FEDERAL RESERVE RECIPROCAL CURRENCY

In millions of dollars

ARRANGEMENTS

Institution Amount of facility 
July 31, 1975

Austrian National Bank ........................................................... 250

National Bank of Belgium .................................................... 1,000

Bank of Canada ............................................................................ 2,000

National Bank of Denmark .................................................... 250

Bank of England .......................................................................... 3,000

Bank of France ............................................................................ 2,000

German Federal Bank ............................................................... 2,000

Bank of Italy ............................................................................... 3,000

Bank of Japan .............................................................................. 2,000

Bank of Mexico ............................................................................ 180

Netherlands Bank ........................................................................ 500

Bank of Norway ............................................................................ 250

Bank of Sweden .......................................................................... 300

Swiss National Bank ................................................................... 1,400

Bank for International Settlements:

Swiss francs-dollars ............................................................... 600

Other authorized European currencies^dollars .............. 1,250

Total .... ............................................................................ 19,980
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Table II

FEDERAL RESERVE SYSTEM DRAW INGS A N D  REPAYMENTS 
U N DER RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars equivalent

Drawings (+ )  or repayments (—)

Transactions with
System swap 
commitments, 

January 1, 1975
1975

System swap 
commitments, 
July 31, 1975

1 1! July

N ational Bank of Belgium ......................................... ........ 261.8 +  16.7 13.1 
I -  29.8 261.8

Bank of France .....................  ..... -0 - 1+ 45.6 
5.1 -  40.5 -0-

German Federal Bank .......  ..... 218.7 f+644.1 
\ — 25.0

j +  63.4 
(—487.7 -413 .5 -0-

Netherlands Bank ... . 3.2 +  49.0 1+ 47.3 
I -  90.6 -  8.8 -0-

Swiss N ational Bank ............. ..... 378.5 +  152.1 -1 5 9 .4 371.2

Bank for International Settlements (Swiss francs) ... 600.0
[

600.0

Total .................................... j 1,462.2 1+861.9 (+169.4 -462.8 1,232.9} -  25.0 1-772.7

Note: Discrepancies in totals are due to rounding.

United States interest rates eased once again early in May. 
Renewed outflows of liquid funds from the United States 
and the diversion of foreign-held funds to other money 
markets left the dollar vulnerable to crosscurrents in other 
markets. Thus, occasional selling pressure against sterling 
and bursts of demand for French francs tended to generate 
demand for other continental European currencies as well, 
particularly the German mark and the Swiss franc. Adding 
to the dollar’s softer undertone were market uncertainties 
over the implications of the collapse of non-Communist 
governments in Indochina and of renewed tensions in the 
Middle East.

Consequently, the dollar came on offer in periodically 
unsettled markets. The Federal Reserve resumed interven
tion on May 7, selling modest amounts of German marks 
and Dutch guilders. On May 12, news of the Cambodian 
seizure of a United States merchant ship triggered heavy 
speculative sales of dollars, and dollar rates fell by 
some 1 to 1 Vi percent over the next two days. To resist 
a cumulative erosion of dollar rates, the Federal Reserve 
intervened in German marks, Dutch guilders, and Belgian 
francs, selling a combined total of $69.1 million. Several 
European central banks stepped in and bought dollars in 
their own markets. The selling wave broke quickly, and 
dollar rates were already rising when the United States

announced that the merchant ship had been freed.
The market nevertheless settled down only briefly as 

the continuing buildup of demand for French francs set 
off more generalized selling of dollars by May 21. As dol
lar rates declined sharply, the Federal Reserve again inter
vened in marks, guilders, and Belgian francs. Moreover, 
following the Bank of France’s heavy dollar purchases in 
Paris, the Federal Reserve also intervened in French 
francs in New York. In all, during May 21-23, the Fed
eral Reserve sold a total of $115.6 million of foreign cur
rencies. This concerted intervention was favorably received 
in the market and the press and, as trading conditions im
proved, the dollar stabilized in late May.

Overall, during episodes of unsettled trading in May, 
the Federal Reserve sold a total of $212.5 million of 
currencies, of which $157.8 million was financed by swap 
drawings and $54.6 million by balances. Meanwhile, 
whenever market conditions permitted, the System con
tinued to buy currencies and repaid $79.2 million of draw
ings in May. On balance, therefore, outstanding drawings 
rose to $735.6 million.

In June and July the balance of market forces tipped 
increasingly in favor of the dollar. By that time, the 
United States trade account had moved decisively into 
surplus. Growing signs of a United States economic
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recovery also helped bolster confidence in the dollar by 
dispelling fears of an even more serious downturn and 
clearing away the market’s expectation of further sharp 
declines in United States interest rates. Economic recovery 
abroad was still lagging, and the market had shifted to ex
pect additional stimulative measures, including lower inter
est rates, in several foreign countries. At first, the favorable 
shift in market psychology led mainly to a firmer tone 
for the dollar, in which the dollar showed greater resiliency 
to potentially adverse news or events. But, following a 
jump in United States interest rates in late June, the dollar 
was bid up across the board. By early July, a ground 
swell of demand developed, as earlier speculative positions 
against the dollar were unwound, adverse leads and lags 
were reversed, and arbitrage and investment funds were 
drawn into New York and the Euro-dollar market.

Just as the decline of the dollar in late 1974-early 1975 
had been mainly against major continental European cur
rencies, its rise was particularly sharp against those cur
rencies as well. Thus, by the end of July, the dollar had 
climbed against the German mark by some 9% percent 
from mid-May and by almost IIV 2 percent from the lows 
of late February. Dollar rates for other continental Euro
pean currencies followed a similar pattern except for the 
French franc, against which the dollar had fallen by 8V2 per-
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cent from February through early June before fully revers
ing that decline.

The Federal Reserve intervened on only four occasions 
in June and once in July to resist abrupt declines in dollar 
rates, selling a total of $39.4 million of marks out of 
balances. Otherwise, the System took the opportunity of a 
strengthening dollar to acquire currencies to repay debt. 
The 1974-75 drawings in Dutch guilders, French francs, 
and Belgian francs were fully repaid by early July. Pur
chases of marks continued through late July and, by the 
month end, all drawings in that currency had been 
liquidated as well.

In sum, in intervention during the six-month period 
February through July, the Federal Reserve sold a total 
of $1,045 million of foreign currencies, of which $848 
million was financed by drawings on swap lines with the 
respective central banks and $197 million was from 
balances acquired in the market or from correspondents. 
All of these drawings, plus some $412.5 million carried 
over from late 1974-early 1975, were fully repaid by 
July 31. Operations were conducted in five currencies. 
In marks, the System sold $740.6 million, of which $543.6 
million was drawn under the swap line with the Bundes
bank and $197 million was from balances. In Swiss francs, 
sales amounted to $132.8 million, all financed by swap 
drawings on the Swiss National Bank. Aggregate sales 
of $96.3 million of Dutch guilders, $45.6 million of 
French francs, and $29.8 million of Belgian francs were 
also financed by swap drawings on the respective central 
banks. On July 31, the Federal Reserve had $971.2 
million of Swiss franc drawings and $261.8 million of 
Belgian franc drawings, and the United States Treasury had 
$1,599.3 million equivalent of Swiss-franc-denominated 
obligations with the Swiss National Bank, all outstanding 
from August 1971.

Finally, as previously reported, last September the Fed
eral Reserve Bank of New York acquired the $725 million 
equivalent of forward exchange commitments of the Frank
lin National Bank. The last of these commitments matured 
in August. The residual of funds provided by Franklin to 
cover the risks of these operations therefore reverted to 
the Federal Deposit Insurance Corporation as liquidator 
of the Franklin National Bank.

GERMAN MARK

Coming into 1975, expectations of an early upturn in 
the German economy and a still favorable outlook for 
Germany’s trade provided a firm undertone for the mark 
in the exchanges. A much slower pace of inflation in Ger
many than in its major trading partners, together with
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expanding orders from both Eastern Europe and the 
OPEC countries, was expected to ensure a continuing 
large trade surplus and thereby to cushion the German 
economy from the recession spreading elsewhere in the 
industrial world. At home, the government had responded 
to the persistent slowdown in domestic demand by imple
menting in December a fiscal package to boost capital in
vestment. In addition, the Bundesbank had continued to 
relax its monetary policy, reducing its discount rate in 
two steps to 6 percent by December 20 and increasing 
the banks’ rediscount quotas.

Against this background, highly publicized OPEC direct 
investments and a reversal of the bulk of last fall’s short
term capital outflows reinforced the market’s bullish senti
ment toward the mark. Moreover, flare-ups of speculation 
in the Swiss franc, which pushed that currency up sharply 
in late 1974 and January 1975, also tended to pull the 
mark up against the dollar. By late January the mark had 
advanced some I 6V2 percent from its early-September
1974 lows to $0.4356. The Federal Reserve and the 
Bundesbank, having intervened in modest amounts on 
a day-to-day basis, then began to stiffen their resistance 
to further selling pressure against the dollar which threat
ened to disrupt the market. To finance its intervention, 
the Federal Reserve had accumulated by January 3 1a  net 
$382.7 million of drawings on the swap line with the 
Bundesbank.

Immediately after the London meeting of February 1, the 
German and Swiss central banks countered renewed selling 
pressure on the dollar through concerted dollar purchases. 
The Federal Reserve followed up in New York with large 
offerings of marks as well as other currencies. Over just 
two days, February 3-4, the Federal Reserve thus sold 
$74.4 million of marks financed by drawings on the 
Bundesbank. This joint operation, and its confirmation 
by officials of the three participating central banks, 
prompted a sharp turnaround in rates in which the mark 
dropped by some 4 percent in two days.

Subsequent events, however, served to reinforce the 
mark’s buoyancy. A tapering-off in the rise of Germany’s 
unemployment rate strengthened the view that the reces
sion in Germany would be less severe and prolonged than 
in the United States. In addition, the market still expected 
the downtrend in German interest rates to continue to 
lag well behind that in the United States. Even after the 
Bundesbank cut its discount and Lombard rates another 
Vi percentage point early in February and the decline in 
United States money market rates began to slacken, suc
cessive reductions in prime rates here tended to confirm 
the market’s expectations. Meanwhile, OPEC representa
tives were already speaking of their concern over the

weakness of the dollar and of measures they might take 
to protect their oil revenues and international reserves 
from any further depreciation. With OPEC countries now 
diversifying a major portion of new dollar receipts into 
Continental currencies, a rush of newly issued mark- 
denominated Euro-bonds provided yet another outlet for 
investment in marks.

In this atmosphere, demand for marks pushed the spot 
rate back to and above its January peak, reaching 
$0.4395 in late February. To avoid an outbreak of dis
orderly conditions, the Federal Reserve intervened on ten 
of the fourteen business days from February 5 through 
February 26, selling a total of $278.2 million of marks 
drawn on the swap line with the Bundesbank. Even after 
the release on February 27 of clearly improved United 
States trade figures for January, the dollar failed to rise 
and the New York market was soon flooded with specula
tive selling out of Europe. The Federal Reserve sold a 
further $56.7 million of marks that day, financed by a 
swap drawing on the Bundesbank. This operation, fol
lowed up with sustaining intervention the next day of 
$23.7 million of marks drawn on the Bundesbank, helped 
set the stage for an improved market atmosphere begin
ning early in March.

By that time, United States money market rates had
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leveled off. In Germany, by contrast, short-term interest 
rates were easing more rapidly than before, and the al
ready favorable arbitrage differentials for the dollar con
tinued to widen even though both the Bundesbank and 
the Federal Reserve cut their respective discount rates 
by Vi percentage point early in March. Consequently, 
some of the immediate selling pressure on the dollar lifted 
and the mark rate began to ease. But the turnaround 
was highly tentative and, when activity thinned out in 
late New York trading, the mark rate was frequently bid 
up again. To avoid a resurgence of speculative demand 
for marks, the Federal Reserve intervened, selling in the 
first four days of March $63.3 million of marks from bal
ances—part of the $102.3 million of marks acquired in 
early March from the Bank of Italy in connection with 
an Italian drawing on the International Monetary Fund 
(IM F). Thereafter, the market gradually settled down, 
and the Federal Reserve, though still prepared to respond 
to temporary unsettlements in the market, operated on 
only five of the twelve business days from March 7 through 
March 24. A total of $55.8 million of marks was sold, 
of which $47.1 million was financed by swap drawings 
and the rest by balances.

In all, to finance its intervention in February and 
March, the Federal Reserve drew a total of $480.2 million 
of marks under the swap line with the Bundesbank 
and, using part of the balances acquired from the Bank of 
Italy, repaid $25 million equivalent of drawings. Thus, 
by late March, outstanding swap drawings in marks had 
reached a peak of $837.8 million. Nevertheless, trad
ing conditions had become generally more settled, and the 
mark had eased to around $0.4240, some 3 V2 percent

below its February highs. The Federal Reserve had, there
fore, begun to make modest daily purchases of marks in 
the market both here and abroad, accumulating balances 
for subsequent intervention if needed or for repayment 
of debt.

By April the outlook for the German economy was 
being clouded by the deeper than anticipated recession in 
Europe. The volume of Germany’s export orders had 
dropped some 20 percent from the level of the year before, 
and the loss of export sales was keeping investment de
pressed. In addition, unemployment was again rising and, 
in response to the deteriorating economic climate, the 
savings rate shot up to its highest level in at least ten 
years. At the same time, German interest rates continued 
to ease while United States interest rates had firmed some
what. Consequently, the mark edged downward against 
the dollar to $0.4180 just after midmonth. With German 
interest rates now among the lowest in Europe, funds also 
flowed out of marks into other European currencies. In
deed, for the first time since the third quarter of 1974, 
capital outflows from Germany exceeded the current- 
account surplus, and the mark declined to its lower limits 
of the European Community (EC) “snake” where it re
quired occasional support.

Nevertheless, the market remained uneasy over the ex
tent to which OPEC interests were still shifting into marks 
from dollars and sterling, especially as the pound came 
under heavy selling pressure late in the month. When these 
concerns surfaced, the mark was occasionally bid up 
sharply, and the Federal Reserve intervened four times in 
April to sell a total of $42.6 million equivalent of marks, 
of which $31 million was from balances and the remainder
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drawn on the swap line with the Bundesbank. Otherwise, 
the System took advantage of the general weakening ten
dency of the mark to continue to buy marks in the market 
and from correspondents to repay debt. Thus, with repay
ments of $244.6 million, Federal Reserve swap drawings 
in marks had been reduced on balance by $233.1 million 
to $604.7 million by the end of April.

As the dollar’s hesitant April recovery stalled early 
in May, the mark began to firm again. Amidst concern 
over a renewed fallback in United States interest rates, a 
sharp run-up in the French franc revived fears of a move
ment of foreign-held funds to the Continent. When par
ticularly heavy bidding for French francs spilled over into 
the market for German marks and threatened to disrupt 
trading conditions generally on May 7, the Federal Reserve 
sold $17 million of marks, of which $6.9 million was 
drawn on the swap line and the rest from balances. Five 
days later, with renewed tensions in Southeast Asia and 
the Middle East already overhanging the exchanges, news 
of the Cambodian seizure of a United States merchant 
ship triggered another jump for the mark in somewhat con
fused trading. The Federal Reserve intervened in marks 
as well as other currencies on May 12-13 to steady the mar
ket and sold a total of $46.3 million equivalent of marks, of 
which $25.7 million was drawn on the swap line and the 
rest from balances. The Bundesbank simultaneously inter
vened, and this concerted operation helped reassure the 
market. The mark was again bid up late in May, in re
sponse to a renewed upsurge of the French franc, and 
firmed briefly in early June, in the backwash of a substan
tial switch of funds from sterling into marks. The Federal 
Reserve intervened during May 21-23 and, to a lesser 
extent, on three occasions in early June to sell a total of 
$77.5 million of marks. Of these, $19.3 million was drawn 
on the swap line with the Bundesbank and the rest was 
from balances. But, with the dollar gradually gaining 
greater buoyancy, the Federal Reserve continued its 
program of acquiring marks to repay debt whenever market 
conditions permitted. After repaying in May $62.7 million 
equivalent, the System reduced its mark swap indebtedness 
by another $129.5 million by the middle of June.

Toward the end of June, a sudden rise in United States 
interest rates triggered renewed bidding for dollars against 
all currencies. Moreover, the United States economy was 
showing signs of an upturn. By contrast, the recession in 
Germany persisted. The Bundesbank had acted decisively 
in late May to relax monetary policy further with additional 
cuts in its discount and Lombard rates to 4 Vi percent and 
5 V2 percent, respectively, and with successive reductions 
in minimum reserve requirements. With short-term Ger
man money rates again easing, the shifting of interest arbi

trage funds out of Germany and the Euro-mark market 
accelerated. In addition, earlier speculative positions were 
reversed, nonresidents’ long-term investments were in
creasingly withdrawn, and commercial leads and lags 
shifted against the mark. The slide of the spot mark was 
therefore sustained through the end of July. By the month 
end the rate had dropped to as low as $0.3894, some 9Vi 
percent below its June high and almost 11 Vi percent 
below its peak in February.

As the mark declined, the Federal Reserve acquired 
additional balances in the market and from correspon
dents to repay debt, stepping up its purchases on days when 
the mark was declining sharply. On the other hand, when 
the mark was suddenly bid up in a thin market on June 24 
and July 25, the Federal Reserve offered marks, selling a 
total of $5.1 million out of balances. By end-July the Fed
eral Reserve had acquired sufficient marks to repay fully 
the remaining $464.4 million of mark swap debt.

STERLING

By late 1974-early 1975 the United Kingdom had 
begun to slip into recession. Britain’s already serious wage- 
price spiral was accelerating, in sharp contrast to slacken
ing rates of inflation in other major countries. The United 
Kingdom had been financing its large trade deficit by 
means of public and private borrowings abroad. By early 
1975, however, the government had drawn down most of 
its $2.5 billion Euro-dollar loan, and borrowings abroad by 
other public-sector entities were tapering off. At the same 
time, the market questioned whether the relatively high in
terest rates in London, which had exerted a pull on non
resident funds, could be long maintained in view of rising 
unemployment and the still worrisome strain on corporate 
profits and liquidity. Against this background, the market 
had become extremely sensitive to any signs of a signifi
cant decline in new OPEC investments in the United King
dom or of stepped-up diversification of OPEC funds out 
of sterling and into other currencies. Sterling had therefore 
come under periodically heavy selling pressure around 
the turn of the year. But the Bank of England had pro
vided forceful support and, after Middle East reassurances 
of continued investment in sterling assets, the immediate 
pressures had abated. The pound then began to join in 
the generalized advance of European currencies against 
the dollar, moving up to around $2.38 by end-January. 
At that level, its effective depreciation against Smithsonian 
central rates was around 21.7 percent.

By early February, the further declines in interest rates 
in the United States, in the Euro-dollar market, and on 
the European continent were providing scope for a modest
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easing of United Kingdom interest rates, including a cut 
in the Bank of England’s minimum lending rate. With favor
able interest incentives for sterling therefore maintained, 
liquid funds were again drawn to sterling, including OPEC 
placements. In addition, commercial demand for sterling, 
along with regular purchases by oil companies for tax and 
royalty payments and the covering of short positions which 
had been taken up around the year-end, buoyed the ster
ling rate. Meanwhile, Britain’s trade account showed a 
striking improvement that was to continue through the first 
half of the year, as exports rebounded from depressed 
fourth-quarter 1974 levels and imports fell in response to 
weakening domestic demand. Thus bolstered by financial 
and commercial demand, the pound was bid up to as high 
as $2.4334 just before mid-March, its highest level in over 
nine months. Although the rate subsequently eased against 
the dollar, sterling gained ground against other European 
currencies and its effective depreciation narrowed to 21.1 
percent by late March. Taking advantage of sterling’s rela
tive buoyancy, the Bank of England made sizable pur
chases of dollars which were partly reflected in the $300 
million increase in official reserves over February and 
March.

By early April, however, market sentiment toward 
sterling was turning bearish once again, as concern over 
the government’s upcoming budget message shifted the 
market’s focus back to the underlying conflicts in Britain’s 
economic situation. Unlike elsewhere, the economic slow
down in Britain was not having a dampening effect on 
domestic inflation. In fact, the rise in wages had acceler
ated even further to more than 30 percent per annum. Some 
of the largest wage settlements had been in the public 
sector, thereby adding to the burgeoning government 
deficit and potentially intensifying inflationary pressures 
all the more. Yet, in the market’s view, a major move to 
narrow the deficit by raising taxes or cutting public ex
penditures threatened only to aggravate unemployment. 
By that time the generalized public discussion of Britain’s 
international economic policy, which developed in advance 
of the June 5 referendum on United Kingdom membership 
in the EC, was also contributing to exchange market 
uncertainties.

As a consequence, the pound once again became vulner
able to bouts of selling. A firming of interest rates in the 
United States and Euro-dollar markets early in April, 
coupled with a further easing of rates in London, prompted 
some shifts of funds out of sterling, and over the next two 
weeks the spot rate declined to $2.3514, or an effective 
depreciation of 22.1 percent. On April 15, the government 
presented a budget designed to limit increases in the public- 
sector deficit and to improve the balance of payments

through higher taxes on personal spending this fiscal year 
and public spending cuts next year. The market was im
pressed with its generally restrictive tone but remained 
concerned over the still large government borrowing re
quirement, running close to 10 percent of gross national 
product. The market atmosphere therefore remained un
settled and, in the wake of continued declines in British 
interest rates including a further reduction in the Bank of 
England’s minimum lending rate, the pound tended to 
ease.

Then, over the April 19-20 weekend, a report in the 
London press suggested that the British authorities would 
not be concerned if the pound depreciated a further 4 or 
5 percent. On Monday, April 21, the pound immediately 
came on offer. Speculative selling cumulated, as the rec
ommended nationalization of the financially troubled 
British Leyland Motor Corporation and growing evidence 
of opposition within the Labor Party to British member
ship in the EC contributed to the market’s concern. Against 
this background, there was little response in the exchanges 
to Chancellor of the Exchequer Healey’s assurances that 
the government did not favor a further depreciation of 
the pound. Speculative positions short of sterling and long 
of Continental currencies were built up, and sizable 
amounts of OPEC funds were shifted into Continental 
currencies. The pound was pushed down to $2.30 by mid-
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May. Meanwhile, sterling’s trade-weighted depreciation 
had widened by nearly 4 percentage points from early- 
March levels.

At this point, the Bank of England, which had been 
intervening to moderate excessive fluctuations in the sterling 
rate, stiffened its resistance to a further decline and the 
immediate pressures began to subside. Meanwhile, a rise 
in short-term United Kingdom interest rates was validated 
by an increase in the Bank of England’s minimum lending 
rate to 10 percent. As a result, interest incentives widened 
once again, stimulating some reflows of funds which, to
gether with oil company and other commercial demand, 
helped bid the pound back up to above $2.33 in late May. 
Trading activity then slackened as market participants 
awaited the outcome of the June 5 referendum.

The referendum passed with a decisive two-to-one 
majority favoring continued EC membership. Sterling at 
first strengthened on the expectation that the government 
was now in a position to take forceful action to deal with 
the accelerating wage-price spiral. Nevertheless, in the 
absence of immediate policy proposals, pessimism over 
Britain’s economic prospects quickly resurfaced, and the 
market atmosphere soured. Sterling fell back on June 10, 
when a large shift of funds out of sterling and into marks 
triggered renewed selling pressures. Although discussions 
were initiated between British trade unions and manage
ment representatives on a new voluntary scheme for limit
ing wage claims, sterling continued to plunge in bursts of 
heavy selling through the rest of June to a low of 
$2.1 IVa by July 1. This drop of more than 6V2 percent 
against the dollar since late May helped push the trade- 
weighted depreciation levels to a record of 29.2 percent.

By this time, sterling’s erosion in the exchanges had 
riveted attention in the British press and by the public on 
the need for urgent trade union, management, and govern
ment agreement on new anti-inflation initiatives. In 
addressing Parliament on July 1, Chancellor Healey 
promised that, if a voluntary mechanism were not estab
lished to limit wage increases to 10 percent, the govern
ment would seek legislation on statutory controls. In an 
initially favorable market response, sterling rebounded to 
above $2.21 and then held firm after the Trade Union 
Congress agreed to go along with a voluntary wage- 
restraint program. The government’s specific proposals, 
outlined to Parliament on July 12, called for strict across- 
the-board limits on all pay increases. These would be en
forced by fiscal spending limits in the public sector and 
by stricter adherence to the price code in the private 
sector.

The proposals, drawing support from both labor and 
employers, were well received in the market, and some of

the uncertainties that had been weighing on sterling began 
to lift. Over the remainder of July, the pound was buoyed 
by the covering of positions short of sterling and long of 
Continental currencies that had been built up in previous 
weeks, as well as by substantial demand for end-of-month 
oil tax and royalty payments. Although by July 31 the spot 
pound had eased back to $2.15V^ against the dollar, it 
had gained against major Continental currencies, and the 
effective trade-weighted depreciation had narrowed to 
26.3 percent.

SWISS FRANC

Through much of 1974, Switzerland’s economy had 
operated at almost full capacity, as a continuing buoyancy 
in the export sector helped maintain production levels 
even as domestic demand slowed. Meanwhile, the inflation 
rate held around 10 percent, lower than in many other 
industrialized countries but still well above that for Ger
many, its major trading partner. The Swiss authorities, 
therefore, continued to pursue an anti-inflationary pro
gram which, after a proposed tax increase was rejected, 
depended on a relatively strict monetary stance. This policy 
was relaxed only gradually as the domestic economy 
weakened late in the year. As a result, liquidity remained 
relatively tighter in Switzerland than in the Euro-dollar 
market or in many other Continental financial centers. 
Simultaneously, a scramble for francs to cover large open 
speculative positions, the flight of capital seeking a haven 
from political uncertainties, and OPEC efforts to diversify 
their large surplus revenues generated periodically heavy 
bidding for the Swiss franc. Thus, the franc spearheaded 
the rise of European currencies against the dollar from 
November 1974 through January.

The decline in competitiveness resulting from this sharp 
appreciation of the franc put new strains on many Swiss 
export industries already hurt by the deepening recession 
in other countries. To prevent a rise in the rate, the 
Swiss authorities as early as November 1974 reimposed 
a ban on interest payments to nonresidents and a negative 
charge on new inflows of foreign funds. Moreover, to 
accommodate an expansion of economic activity, the Na
tional Bank adopted a target for liquidity expansion in
1975 of 6 percent. When these moves failed to contain a 
further strengthening of the franc early in January, the 
Swiss National Bank resumed for the first time in two 
years outright foreign exchange intervention in Zurich. 
The National Bank bought dollars repeatedly during the 
month, at times quite heavily, supplementing its inter
vention by tightening capital controls further and by 
requiring banks to balance overall foreign exchange
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positions daily. The Federal Reserve had also intervened 
to sell francs, raising new swap drawings on the National 
Bank to $26.6 million. Even so, market forces drove the 
franc persistently higher, and by January 27 the spot rate 
had climbed to $0.4195, almost 27 percent above its 
September 1974 low against the dollar and up 9 per
cent against the German mark.

With the markets generally nervous and unsettled, the 
Swiss National Bank joined the Bundesbank and the Fed
eral Reserve in a coordinated intervention approach fol
lowing the London meeting of February 1. The Federal 
Reserve followed up operations in Frankfurt and Zurich 
on February 3 by placing offers of francs, together with 
other currencies, in the New York market and selling $24.1 
million equivalent drawn on the swap line with the 
National Bank. Later, Swiss National Bank President 
Leutwiler publicly confirmed the weekend agreement and 
the Swiss intervention. The market responded favorably 
to this explicitly coordinated operation, and the rate 
dropped to $0.3907 by New York’s opening on February 
4, fully 63A  percent below its January peak.

Almost immediately, however, generalized pressure on 
the dollar reemerged. With the franc rising once again, the 
market came to fear that additional limits on capital inflows 
would be imposed and funds were increasingly shifted into 
those Swiss securities still available to nonresidents. The 
franc’s rise accelerated toward late February, and both the 
Federal Reserve and the Swiss National Bank intervened 
to maintain orderly market conditions. Operating on ten 
of the sixteen business days from February 4 through Feb
ruary 27, the System sold $99.2 million of Swiss francs, 
bringing total sales for February to $123.3 million equiv
alent, all drawn on the swap line with the Swiss National 
Bank. Largely reflecting the joint intervention, Swiss re
serves increased $321 million during that month.

By end-February, the Swiss franc had peaked at $0.4188 
and upward pressure on the rate had tapered off as senti
ment toward the dollar began to improve. In response to 
earlier declines in United States and Euro-dollar interest 
rates, the Swiss National Bank lowered its discount rate 
from 5Vi percent to 5 percent. Moreover, the National 
Bank provided for the commercial banks’ quarter-end 
needs, largely through dollar swaps, so that temporary 
money market strains would not exert upward pressure on 
the franc. It proposed a gentleman’s agreement under 
which Swiss banks would report large foreign exchange 
transactions to the central bank to forestall potentially 
destabilizing speculative inflows. And it raised the overall 
ceiling for foreign placements in the Swiss capital market 
to encourage long-term outflows while simultaneously 
absorbing the remaining liquidity excess that had not been

neutralized by February’s reserve requirement increase.
Meanwhile, in the exchange market, rumors had begun 

to circulate, later confirmed, that the Swiss government 
hoped to associate the franc with the EC snake. This pros
pect at first unsettled the market, and the Federal Reserve 
supplemented its intervention in marks during early March 
with offerings of Swiss francs, selling $9.5 million equiv
alent financed by further swap drawings. But soon the 
market came to expect that a potential link with the snake 
would limit the franc’s rise against other European cur
rencies. Moreover, interest differentials in favor of the 
United States had begun to widen. Consequently, the Swiss 
franc began a sustained decline that carried through the 
first half of April, not only against the dollar but also 
against the German mark. Toward the end of March, the 
Federal Reserve began a program of moderate purchases 
of francs from the National Bank against its outstanding 
swap indebtedness and by April 22 had liquidated all 
$159.4 million of its 1974-75 debt.

By mid-April the Swiss franc had dropped fully IV2 per
cent from its record highs of late February to $0.3873. 
Toward midmonth the Swiss National Bank moved further 
to prevent renewed upward pressure on the franc and
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Table IV

U NITED STATES TREASURY SECURITIES 
FOREIGN CURRENCY SERIES

In millions of dollars equivalent

Issued to
Amount 

outstanding 
January 1, 1975

Issues (+ )  or redemptions (—)

Amount 
outstanding 

July 31, 1975
1975

1 II July

Swiss N ational Bank ......  .................

Total ....  ...........................................................................

1,599.3 1,599.3

1,599.3 -0 - -0 - -0 - 1,599.3

to stimulate a lagging Swiss economy by cutting reserve 
requirements against foreign liabilities, lifting ceilings on 
bank credit expansion, and instituting specific measures 
to assist the hardest pressed sectors of the economy. In 
addition, the National Bank intervened, buying dollars 
both in Switzerland and through the intermediary of the 
Federal Reserve Bank of New York. In response, the franc 
held relatively steady through the last half of April.

In early May, the spot rate was bid up abruptly as pres
sure against the dollar reemerged. The Swiss National 
Bank responded to stepped-up bidding for francs by spot 
intervention and by dollar swaps which provided short
term liquidity assistance. But, as the dollar continued to de
cline and markets remained unsettled, the franc continued 
to be pushed up sharply, with only a brief pause after the 
National Bank further reduced its discount and Lombard 
rates. The spot franc soon pushed through the $0.4000 
level to a peak of $0.4065 on May 13. To moderate the 
rise, the Swiss National Bank intensified its spot interven
tion and on May 30, for the second time since April, low
ered minimum reserve requirements against foreign liabili
ties to release additional domestic liquidity.

Early in June, market sentiment began to shift in favor 
of the dollar on the prospects of an earlier economic re
covery in the United States than in Europe and a renewed 
firming of short-term interest rates here. At the same time, 
liquidity in Switzerland remained unusually comfortable 
ahead of the quarter end, and the Swiss National Bank 
was called upon to provide only about $400 million of 
the $1 billion quarter-end swap assistance it offered. Even 
so, the Swiss franc held steady throughout June on market 
concern that large shifts out of sterling might generate 
further inflows into Continental currencies.

In July the Swiss franc declined in sympathy with the 
generalized weakening of European currencies, dropping
9 percent to a low of $0.3697 late in the month. But the 
Swiss franc’s decline lagged behind that of the mark which 
was depressed by the unwinding of speculative long posi
tions in marks and the liquidation of investments in mark- 
denominated securities. As the franc-mark rate strength
ened, prospects of an early link of the franc with the snake 
faded, and those who had built up positions in the hopes 
that the franc would weaken relative to the mark began to 
cover their open positions. There was, therefore, sporad
ically heavy bidding in francs at times throughout the 
month, which the Swiss National Bank countered with fre
quently sizable purchases of spot dollars. As it turned out, 
the franc ended the six-month period virtually unchanged 
vis-a-vis the mark. But against the dollar it dropped IV2 
percent below early-February levels and fully 11V4 per
cent below its late-February peak.

FRENCH FRANC

Throughout 1974, France had been pursuing 
restrictive monetary and fiscal policies to slow domestic 
inflation and reduce its balance-of-payments deficit. By 
the turn of the year the pace of price increases, which 
had reached over 15 percent per annum, had started to 
decelerate. In addition, the current account, plunged 
sharply into deficit by a $6 billion higher oil bill for 1974, 
was benefiting from a striking turnaround in French 
trade. Indeed, an unusually heavy inventory liquidation, 
a drop in energy requirements, and an improvement in 
France’s terms of trade resulting from the franc’s appreci
ation since mid-1974 pushed the trade balance back into
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surplus by December 1974—earlier than generally ex
pected—while newly announced export contracts to 
OPEC brightened prospects for 1975. Meanwhile, a sub
stantial part of France’s current-account deficit had been 
financed both by large-scale borrowings by French enter
prises in international capital markets, often with govern
ment encouragement, and by short-term inflows induced 
by the relatively high interest rates available in France.

By late 1974, as economic recession spread through
out the industrial world, business activity in France had 
also begun to contract. In response, in January 1975, 
the Bank of France began to relax monetary policy cau
tiously by cutting the discount rate by 1 percentage point 
to 12 percent and reducing reserve requirements. But, 
with inflation still higher than in many other major coun
tries, the monetary stance remained relatively restrictive, 
leaving interest rates in France above those prevailing 
elsewhere and providing incentives for inflows of foreign 
funds and for borrowings abroad by French enterprises.

The combination of an improved trade account and 
capital inflows thus buoyed the franc in the exchanges, 
and the spot rate rose almost uninterruptedly in early 1975. 
In January, some covering of short positions taken twelve 
months before when France withdrew from the EC snake 
gave further impetus to the franc’s advance not only 
against the dollar but against other continental European 
currencies as well. This rise continued in February, as the 
market responded to the generalized weakness of the dol
lar and became increasingly sensitive to the possibility of 
large OPEC shifts into francs. By February 27 the franc 
had reached a high of $0.2413, up I 6V2 percent from the 
September 1974 lows. To moderate the franc’s advance, 
the Bank of France purchased dollars, contributing to the 
$133 million increase in official exchange reserves in 
February.

In March and April, as the recession deepened and 
unemployment rose to twice the level of eight months 
before, France adopted selective fiscal measures particu
larly to stimulate private investment and the building 
sector. The Bank of France continued to move cautiously 
toward ease, lowering its discount rate in two steps to
10 percent by mid-April. Interest rates abroad were gen
erally lower, however, and arbitrage incentives favoring 
the franc remained large. In the exchange markets, there
fore, the franc held relatively firm even as it joined other 
currencies in easing against the dollar during late March 
and early April.

In mid-April, however, the demand for francs intensi
fied. France’s trade balance was moving into sizable sur
plus. High French interest rates were generating substantial 
prepayments by OPEC and other importers of French

goods. In addition, following recently imposed Swiss reg
ulations on foreign currency positions, Swiss banks were 
unwinding short French franc positions. As these commer
cial, financial, and technical demands prompted large shifts 
of funds from other currencies, the franc again rose against 
the dollar and more generally to within reach of its 
previous central rate against the mark and other EC cur
rencies. At that point, expectations of a renewed link 
between the franc and the other members of the EC bloc 
prompted further speculative demand.

On May 9, President Giscard d’Estaing announced 
that, in view of the substantial improvement in its trade 
position, France intended to rejoin the snake at an early 
date. This evidence of official confidence in the franc fur
ther highlighted the remarkable turnaround in the French 
payments position since early 1974. After an initial hesi
tant response, traders soon reacted by bidding the franc up 
even further. Demand became so heavy that the franc 
began to pull up other currencies with it against the dol
lar. The Bank of France, which had operated regularly 
to moderate the franc’s rise both against the dollar and 
against other European currencies, intervened more 
heavily, thereby contributing to the $860 million increase 
in official exchange reserves in the March-May period. 
Market forces nonetheless drove the franc persistently 
higher in occasionally hectic trading.

By New York’s opening on May 22 the franc, at 
$0.2504, had gained almost 6 percent from mid-April 
levels and, with the advance accelerating, had risen IVs 
percent in just a day and a half. At that point, the Bank of 
France and the Federal Reserve agreed that intervention 
by the System in the New York market, in coordination 
with ongoing intervention in Paris by the French central 
bank, would be appropriate to avoid c n outbreak of dis
orderly trading conditions. Around midmorning, the Trad
ing Desk, which had already placed offers of marks in the 
market, stepped up its intervention by offering sizable 
amounts of French francs as well as Dutch guilders and 
Belgian francs. The dollar soon steadied against other 
Continental currencies, but the French franc remained well 
bid. The Federal Reserve, therefore, continued to sell 
francs throughout the day, bringing total sales to $45.6 
million equivalent, financed by a drawing on the swap 
line with the Bank of France.

These joint operations, widely reported in the press, 
helped brake speculation in favor of the franc. Except for 
a brief flurry of demand in Europe on May 26, when the 
New York market was closed for Memorial Day, the franc 
fell back, dropping over 2 percent to $0.2470 by May 30 
on rumors of possible new French measures to deter in
flows of funds to France. The Federal Reserve took ad-
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vantage of the franc’s decline to purchase francs and 
liquidate $3.1 million of swap debt.

In early June, the Bank of France moved further to 
ease monetary policy by, among other things, reducing 
its discount rate by another V2 percentage point, to 9 V2 
percent, and liberalizing credit ceilings for the banks. Nev
ertheless, renewed heavy commercial demand and capital 
inflows soon pushed the franc as high as $0.2516, and the 
Bank of France again intervened to resist the rise. With 
trading conditions for the dollar now generally more set
tled, however, the Federal Reserve did not intervene.

After mid-June the franc began to ease in line with other 
currencies against the dollar. On June 26, French Finance 
Minister Fourcade indicated that, in view of the improv
ing conditions in domestic financial markets and the 
strengthening in the French payments position, there 
was no need to borrow abroad. Since by then French 
borrowers had raised well over $lVi billion abroad in 
1975, the market immediately began to reassess the out
look for the franc on the expectation that it would no 
longer be strengthened by substantial capital conversions. 
Moreover, the franc came under heavy speculative selling 
pressure in response to rumors that it would be formally 
devalued before France reentered the EC currency ar
rangement on July 10. As the spot rate dropped, the Bank 
of France intervened to cushion the decline through dol
lar sales, while the Federal Reserve bought sufficient 
French francs in the market to liquidate the remaining 
$42.5 million of outstanding swap debt with the Bank of 
France.

The French government denied any intention of deval
uing the franc, and on July 10 the franc returned to the 
snake at the existing central rate. Speculative pressures 
against the franc quickly evaporated, and the covering of 
short positions soon pushed the rate up against other EC 
currencies to near the middle of the 2V4 percent band. 
The franc joined in the general decline against the dollar, 
however, which continued through the rest of July. By 
the month end the spot rate had fallen back to $0.2288, 
down 9 percent from its June peak and 1V2 percent from 
the early-February level.

NETHERLANDS GUILDER

The Netherlands was one of the first countries to take 
stimulative measures last year as the economy turned 
sluggish. As early as September, the government moved 
to reduce income taxes, raise investment incentives, and 
otherwise establish an expansionary course for budgetary 
policy. On the other hand, the authorities kept monetary 
conditions moderately firm in an effort to contain infla
tion which, though less severe than in many other coun
tries, was still at a rate exceeding 10 percent. In addition, 
the already sizable current-account surplus was expected 
to be boosted further by higher natural gas export receipts. 
In view of the strong trade position and relatively taut 
money market, the guilder attracted funds from abroad at 
times when the dollar was generally under pressure late in 
1974 and early in 1975. Although the Netherlands Bank 
and the Federal Reserve intervened to buy dollars, the rate 
had climbed over 13V  ̂ percent from September 1974 
lows to $0.4175 by the end of January. At that time, $3.2 
million of Federal Reserve swap debt remained outstand
ing with the Netherlands Bank from operations in De
cember 1974.

In early February the guilder joined in the renewed 
upsurge of Continental currencies. The Netherlands Bank 
bought modest amounts of dollars in Amsterdam on 
February 3, and the Federal Reserve followed up in New 
York by selling $26.9 million equivalent of guilders drawn 
on the swap line. This operation triggered an immediate 
drop in the guilder rate. Meanwhile, the Netherlands Bank 
continued to provide substantial temporary liquidity to the 
commercial banks, largely by purchasing dollars spot and 
simultaneously selling them forward, to prevent seasonal 
cash needs from pushing domestic interest rates any higher. 
It did not, however, follow other central banks in reducing 
its discount rate early in February. Thus, as foreign interest 
rates eased, interest incentives favoring the guilder widened. 
In response, the guilder rose steadily throughout the month, 
pushing toward the top of the EC snake. The Federal
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Reserve therefore supplemented its intervention in marks 
and other European currencies on February 27 with 
offerings of guilders and sold $20 million equivalent of 
guilders, financed by a swap drawing on the Netherlands 
Bank. Nevertheless, the guilder continued to rise, reaching 
a peak of $0.4285 on March 3.

On March 6, when the Bundesbank announced further 
cuts in its discount and Lombard rates, the Netherlands 
Bank signaled a relaxation of Dutch monetary policy with 
a full percentage point reduction in its discount rate to 6 
percent. This larger than expected cut generated an im
mediate response, both in the domestic money market and 
in the exchanges where the guilder slipped just below the 
top of the EC snake while easing back with other curren
cies against the dollar. The guilder’s downtrend proceeded 
through most of March until March 25, when news of 
King Faisal’s assassination briefly unsettled the markets 
and prompted an abrupt rise in all European currencies. 
The Federal Reserve placed small offers of guilders to
gether with marks and Belgian francs in the New York 
market that day to avoid further sharp declines in dollar 
rates. The market soon settled down, however, and the 
System sold only $2.1 million equivalent of guilders, 
financed on the swap line with the Netherlands Bank.

For the next several weeks, even though seasonal fac
tors were by now substantially easing liquidity in Amster

dam, the Netherlands continuing current-account surplus 
kept the guilder relatively firm among European curren
cies, obliging the Netherlands Bank to intervene against 
the German mark at the bottom of the EC band. In view 
of the guilder’s position within the snake, the Federal Re
serve operated in guilders, along with marks, on four 
occasions from May 7 through May 13 when, first, heavy 
demand for French francs and, then, the Mayaguez inci
dent threatened to disrupt the exchanges. Guilder sales 
totaling $29.3 million equivalent were financed by swap 
drawings on the Netherlands Bank, which for its part 
purchased dollars in moderating the guilder’s rise in Am
sterdam. Again on May 21-22, when the guilder was 
pulled up in an upsurge led by the French franc, this Bank 
offered guilders along with other currencies, selling an 
additional $18 million equivalent financed by further swap 
drawings. By contrast, on days when the guilder eased, 
the Federal Reserve purchased sufficient guilders to repay 
$8.5 million equivalent. On balance, guilder swap com
mitments rose to a peak of $91 million by May 27.

By the end of May, the economic slowdown in the 
Netherlands was deepening as a result of the continued 
recession elsewhere in Europe. Consequently, the Nether
lands Bank had adopted a generally accommodative mone
tary stance, although it temporarily absorbed some of the 
excessive liquidity that emerged from time to time. By 
mid-June, therefore, favorable interest rate differentials 
had been eroded sufficiently to weaken the guilder against 
other EC currencies as well as against the dollar, which 
was generally gaining against all currencies by that time. 
In addition, the government was putting into place new 
stimulative economic measures. But, as the market re
sponded to the gloomier European economic situation 
which now contrasted sharply with the increasingly opti
mistic outlook for the United States, the guilder declined 
rapidly with other Continental currencies in late June and 
through July. By the end of July, the spot rate had fallen 
almost 11% percent from its March highs to $0.3780, 
with the Netherlands Bank occasionally selling modest 
amounts of dollars to moderate the drop. Meanwhile, the 
Federal Reserve had taken advantage of the dollar’s 
buoyancy to buy sufficient guilders in the market to liqui
date fully the outstanding swap drawings on the Nether
lands Bank by July 1.

BELGIAN FRANC

As in other countries, business activity in Belgium had 
begun to slow down late in 1974. Nevertheless, upward 
pressures on domestic prices had persisted, fueled by a 
rapid acceleration of wages, rents, and pension payments
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that are automatically adjusted under price-indexation 
schemes. Thus, the Belgian authorities had proceeded 
cautiously in relaxing restrictive monetary and fiscal 
policies. Following earlier reductions in interest rates in 
other countries, the National Bank cut its discount rate Vi 
percentage point to 814 percent on January 30. In the ex
changes, steady commercial demand, reflecting Belgium’s 
widening current-account surplus, helped to strengthen the 
Belgian franc both against the dollar and against other EC 
currencies. By the end of January, the Belgian franc had 
risen almost 15 percent from its September 1974 lows to 
$0.029035, while holding firm at the top of the EC snake.

Against this background, the Belgian franc joined in 
the general rise of European currencies against the dollar 
in February. As part of the Federal Reserve’s multicur
rency intervention, the Federal Reserve sold $10 million 
equivalent of Belgian francs on February 3. When general
ized pressures reemerged later in the month, the Trading 
Desk followed up with sales of $6.6 million equivalent on 
February 27. These sales were financed by drawings on 
the swap line with the National Bank of Belgium. For its 
part, the National Bank made small purchases of dol
lars in Brussels to moderate the advance of the franc 
rate. It also continued to intervene within the EC snake 
against the Danish and Norwegian kroner, the currencies 
then at the bottom of the 2 lA  percent band. Partly reflect
ing these operations, Belgian official reserves rose $320 
million in February. By March 3 the Belgian franc had 
peaked at $0.029500, before subsequently easing back 
with the other European currencies.

By this time, Belgium’s economic dilemma had become 
more acute. By comparison with most other countries, its 
inflation rate was holding rather steady around 15 per
cent, now above that of its major trade partners, even as 
the rate of unemployment increased. Concerned about 
the potential loss of export competitiveness, the Belgian 
authorities gradually introduced a series of measures de
signed both to stimulate the economy and to contain 
inflationary tendencies. The National Bank reduced its 
discount rate to 6V2 percent in three steps from March 13 
to the end of May, scheduled the release of commercial 
bank reserves held in blocked accounts, and allowed bank 
credit ceilings to lapse when they expired. In addition, the 
Belgian government announced a two-month price freeze 
on May 1, extended in July for another three months, and 
also outlined various fiscal measures to improve corporate 
liquidity and to encourage exports.

As monetary conditions in Belgium therefore became 
more comfortable, the favorable interest differentials vis-a- 
vis Euro-dollar rates narrowed. Short-term funds were 
again placed abroad, and capital exports by Belgian and
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Luxembourg residents of nearly $300 million were recorded 
by the end of the first quarter. Whereas these outflows 
weighed on the financial Belgian franc, the commercial 
rate was benefiting from the further strengthening in Bel
gium’s trade surplus that resulted from a deepening reces
sion at home. Consequently, the commercial rate remained 
at the top of the EC snake, as the EC currencies retreated 
from their highs against the dollar. After the German mark 
settled to its lower intervention point, the National Bank of 
Belgium and the Bundesbank intervened in moderate 
amounts to maintain the prescribed limits.

As the dollar generally improved early in April, the 
Belgian franc continued its downtrend, and the Federal 
Reserve was able to acquire sufficient Belgian francs in 
the market from April 8 through April 18 to repay in 
full the recently incurred $16.7 million swap debt. By 
April 21 the Belgian franc had fallen 33A percent from 
its March highs to $0.028350. It then began to firm with 
other European currencies against the dollar. In May, 
therefore, the Federal Reserve supplemented its interven
tion in other currencies with sales of Belgian francs on 
two occasions when the markets became unsettled. On 
May 13, after the markets reacted to Cambodia’s seizure 
of a United States merchant ship by marking dollar rates 
sharply lower, the System sold $4.3 million equivalent of 
Belgian francs along with marks and guilders. Then on 
May 22, as a further sharp rise in the French franc led to 
generalized bidding for Continental currencies, the Desk 
sold $8.8 million equivalent of Belgian francs along with
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three other currencies. These Belgian franc sales were 
financed by further swap drawings on the National Bank 
of Belgium. Subsequently, with the dollar generally steadier, 
the Belgian franc leveled off and then began to ease in early 
June. At the same time, the franc remained relatively firm 
against other EC currencies. As market conditions per
mitted, the Federal Reserve purchased modest amounts of 
francs to liquidate swap debt and by June 23 had repaid 
the drawings incurred in May.

When the dollar rallied against other major currencies 
in late June and through July, the Belgian franc fell off 
sharply as well. By the end of July the commercial rate had 
fallen to $0.026080, some WV2 percent below its March 
highs. In July the commercial franc also eased somewhat 
against other EC currencies and settled toward the middle 
of the EC band.

ITALIAN LIRA

During 1974 the Italian authorities had pursued a policy 
of severe monetary restraint to deal with a massive oil- 
induced payments deficit, high and accelerating inflation, 
and a weakening lira. By early 1975, price inflation was 
slowing dramatically from the 25 percent level of last year. 
Moreover, Italy’s trade deficit had narrowed sharply, as 
imports were down drastically and exports were holding 
up, bolstered by a sharp rise in sales to OPEC countries. 
These improvements had spurred growing confidence in 
the lira which, coupled with record-high interest rates in 
Italy, stimulated substantial reflows of funds that had left 
the country during recurrent crises last year. The Bank of 
Italy was therefore able to begin cautiously easing its 
restrictive monetary policy to counter the deepening do
mestic recession.

In this generally more favorable climate, the lira joined 
in the overall advance of European currencies against the 
dollar during February. It rose 3 percent to a high of 
$0.001597 by March 3, and the Bank of Italy had resumed 
purchasing dollars. Accordingly, the Bank of Italy repaid 
on March 5 the first $500 million instalment of the $2 bil
lion gold-pledged credit it had received from the Bundes
bank in 1974. The repayment was financed in part from 
recent reserve gains and in part by a further Italian drawing 
of $375 million on its outstanding standby credit tranche 
with the IMF. Of this amount, $102.3 million was drawn in 
German marks, which were then purchased by the System 
to be held in connection with its operations in German 
marks.

Unlike other currencies, the lira held relatively firm 
even as the dollar began to recover in March and April. 
A further narrowing in Italy’s trade deficit to $1 billion

in the first quarter and continued easing of inflationary 
pressures provided an improving undertone to the lira. 
As Italian interest rates remained well above those else
where in Europe, the repatriation of previous capital out
flows intensified. The Bank of Italy therefore was able 
to purchase substantial amounts of dollars. Even after 
Italy’s repayment to the Bundesbank, liquidation of some 
$400 million of Euro-dollar borrowings by Italian public 
corporations, and large interest payments on foreign debt, 
Italy’s official reserves were by the end of April about 
$300 million above end-January levels.

Meanwhile, output in Italy in the first quarter had 
dropped some 13 percent below the previous year’s level. 
A worsening business outlook and a plunge in corporate 
profits had severely depressed investment, while the pros
pect of rising unemployment had contributed to a down
turn in private consumption. The Italian authorities 
therefore took further steps to relax gradually some of their 
restrictive policies. On March 24, they lifted the 50 percent 
import-deposit requirement, thereby releasing liquidity 
to the banking system. Furthermore, new selective credit 
facilities for agriculture, exports, and construction were 
introduced and the 15 percent ceiling on bank credit growth 
was suspended. As liquidity eased, the commercial banks 
lowered their deposit and lending rates, and in late May the 
Bank of Italy followed up by cutting its discount rate 1 
percentage point to 7 percent. Under these conditions, 
capital imports slowed and the Bank of Italy’s net dollar 
purchases tapered off. But the rise in European currencies
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generally against the dollar during May pulled the lira 
higher to $0.001608 by June 3.

By early summer the deep and protracted slowdown 
in Europe had dimmed hopes for a strong growth of Italian 
exports that might lead the country out of its recession. 
With unemployment in Italy rising and growing dissatis
faction over the economy dramatized by the strong show
ing of the Communist and Socialist Parties in the June 
15-16 local and regional elections, expectations mounted 
that the government would be forced to take substantial 
reflationary measures. Market sentiment toward the lira 
worsened, short-term capital flows reversed direction, and 
commerical leads and lags shifted against Italy. Conse
quently, pressure against the Italian lira began to reemerge 
after mid-June, and the lira joined the subsequent drop of 
all European currencies. At the end of July the government 
announced a $5 Vi billion package of stimulative economic 
measures. Amidst warnings from outgoing Bank of Italy’s 
Governor Carli that this new program could reignite infla
tion and set the stage for a renewed surge of imports, the 
lira dropped to $0.001505 by the end of July. To cushion 
the decline, the Bank of Italy resumed heavy dollar sales 
which contributed to the $1.2 billion fall in gross official 
reserves during June-July. Nevertheless, the lira closed 
4 percent lower on balance against the dollar than its level 
at the beginning of the reporting period. The lira rate had 
advanced, however, against other European currencies.

JAPANESE YEN

Faced with virulent domestic inflation, the Japanese 
authorities had pursued a policy of economic austerity 
through 1974. By February 1975, consumer price increases 
had slowed to about 13 percent, just half the rate the year 
before. In addition, as domestic demand fell off and inven
tory financing became increasingly burdensome, Japanese 
manufacturers accelerated their export shipments and cur
tailed imports, swinging Japan’s balance of trade dra
matically from a sizable deficit to a $2.2 billion surplus 
by the second half of 1974. The market was therefore 
quickly regaining confidence in the near-term prospects 
for the Japanese yen. Moreover, strong reaffirmations by 
officials of the Bank of Japan and incoming Prime Min
ister Miki of Japan’s determination to persist in a policy 
of monetary restraint contrasted sharply with the world
wide trend toward lower interest rates. Consequently, the 
spot rate began to strengthen by mid-January from the 
levels around which it had traded for several months.

The yen extended its advance throughout February, 
partly in sympathy with the sharp rise of European cur
rencies against the dollar. In addition, sizable net capital
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inflows helped sustain the rise. New foreign issues by Jap
anese corporations picked up, following the relaxation of 
restraint on borrowing abroad for domestic financing 
needs, and part of the proceeds were converted into yen. 
Foreign purchases of Japanese stocks and bonds also 
accelerated. As capital inflows built up, the market pre
sumed there was some OPEC diversification into yen, 
a prospect which further encouraged bidding for the cur
rency. By March 4 the spot rate therefore had advanced 
4 V2 percent to $0.003517, the highest level since June 
1974. The Bank of Japan, intervening to moderate the 
rise, bought dollars during February and early March, 
which contributed to a $644 million official reserve in
crease during those two months. Once the generalized 
pressure against the dollar began to fade during March, 
however, the yen also began to ease back from its peak. 
By the month end the yen had dropped by some 3 percent 
to around $0.003400, before steadying in April.

During the spring, economic indicators gave increasing 
evidence that Japan was experiencing its worst recession 
since the war. Output had actually dropped, and unem
ployment had topped one million persons. At the same 
time, the rise in consumer prices slackened further to an 
annual rate of only about 6 percent in the first quarter, 
wholesale prices remained steady, and annual wage settle
ments averaged only about 13 percent, compared with 
close to 30 percent the year before. The government there
fore was prepared to shift to a cautiously expansionary 
policy to stimulate an incipient recovery in industrial pro
duction. It accelerated public works expenditures and took 
other selective relief measures. But, despite two Vi per
centage point cuts in the Bank of Japan’s discount rate to
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8 percent, monetary policy remained relatively restrictive 
and Japanese interest rates remained high. In April and 
May, foreigners took advantage of a premium on the for
ward yen to place funds in Japanese government securi
ties on a covered basis. Partly as a result of these inflows, 
the yen firmed again in May, reaching $0.003443 toward 
the month end. But, as the premium on the forward yen 
decreased, these inflows tapered off and, with the de
mand for dollars to meet import settlements increasing, 
the yen rate began to drift lower in early June.

By that time, revised forecasts in the Japanese press 
and elsewhere were pointing to a deeper and longer last
ing worldwide recession than had been anticipated earlier 
and, consequently, projections for Japanese exports were 
drastically revised downward. In addition, OPEC was dis
cussing the possibility of a substantial hike in oil prices 
in the fall, raising fears of another large bulge in Japan’s
oil import bill. This significantly worsened outlook for 
Japanese trade turned the market abruptly bearish toward 
the yen, and the spot rate dropped back sharply just 
after midmonth. As the rate fell through the ¥295 
($0.003390) level, Japanese banks moved to buy dollars. 
The yen then came heavily on offer, and the Bank 
of Japan intervened to sell dollars to moderate the fall 
in the rate. These sales reassured the market, and in late 
June the yen bottomed out at $0.003356 in Tokyo. Trad
ing then quieted and, as the market came into better bal
ance, the yen held steady throughout July to close the 
period at $0.003362, slightly above last February’s levels.

CANADIAN DOLLAR

Market sentiment toward the Canadian dollar grew 
increasingly bearish in late 1974 and early 1975, as the 
deepening recession in Canada’s major export markets— 
particularly the United States—led to a serious erosion in 
Canada’s trade balance. Unlike other industrial countries, 
which were hard hit by costlier oil imports, Canada main
tained a small surplus in petroleum and natural gas 
products. But nonenergy exports fell rapidly and, with im
ports rising, Canada’s current-account deficit widened to 
over Can.$1.6 billion in 1974. Moreover, that deficit was 
generally expected to grow further k  early 1975 until 
economic activity abroad began to recover. The deteriora
tion in Canada’s trade position exerted a heavy drag on 
domestic economic activity. As early as November 1974, 
the government had provided some budgetary stimulus 
and monetary policy was also relaxed. Canadian money 
market rates therefore dropped off about in line with de
clining United States interest rates early this year, provid
ing little inducement for inflows of arbitrage funds. Pros
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pects were also uncertain for a substantial increase in 
long-term foreign borrowings to finance the mounting 
current-account deficits.

Against this background, the Canadian dollar generally 
remained on offer in the exchanges. It fell by some 4 per
cent against the United States dollar between mid-1974 
and early-February 1975, when it slipped below the $1.00 
level for the first time since late 1973. The spot rate then 
stabilized, as Canadian interest rates did not follow further 
interest rate declines in the United States and as some 
short positions taken up during the currency’s protracted 
decline were covered. Moreover, OPEC investors, in seek
ing to diversify the currency composition of their holdings, 
began making sizable placements in Canadian dollars. 
Conversions of Canadian provincial issues abroad and 
positioning ahead of expected future placements also 
helped buoy the Canadian currency over the rest of 
February, pushing the rate to as high as $1.0050 by the 
month end. As these financial demands subsided, the Cana
dian dollar then settled back to trade quietly around $1.00 
through late March.

The market remained pessimistic over the Canadian 
dollar’s near-term prospects, however, leaving it vulner
able to renewed downward pressure. Even as unemploy
ment mounted, large wage settlements raised concern that 
an upsurge of prices in Canada at a time when inflation 
was abating elsewhere could undermine the competitive
ness of Canadian goods in world markets. Already Can
ada’s trade and current-account deficits had deepened 
during the first quarter. In addition, unsettled conditions in 
the United States bond markets early in April led to post
ponement of several planned Canadian borrowings, which
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left a temporary but sizable shortfall in long-term capital 
inflows to finance Canada’s ongoing current-account defi
cit. As market participants responded to these develop
ments and attempted to unload the Canadian dollars they 
had acquired in anticipation of forthcoming borrowings, 
the Canadian dollar was driven down progressively through 
most of April and early May. The Bank of Canada inter
vened with increasing forcefulness to cushion the decline, 
and the spot rate bottomed out at $0.9659 on May 13, a 
four-year low.

The rate steadied over subsequent days, and by the 
end of May the bearish market sentiment toward the 
Canadian dollar began to lift somewhat. By that time, 
Canadian borrowings abroad had resumed and Canada 
had announced a small trade surplus for April. Moreover, 
short-term Canadian interest rates had moved up while 
United States interest rates were temporarily declining, 
thereby widening incentives for short-term funds to flow 
into Canada. In response, the Canadian dollar rebounded 
to $0.9779 by the end of May. In moderating the rise, the 
Bank of Canada bought United States dollars and reduced 
the net reserve loss in April-May to $429 million.

Over June and July the market for Canadian dollars 
was steadier, with the spot rate drifting gradually lower 
in less active trading. Prospects for an early recovery of 
the United States economy bolstered expectations of a 
recovery of Canadian exports, as did news of potential 
Canadian grain sales to the Soviet Union and announce
ment of a large trade agreement between Canada and 
Iran. Moreover, despite the recession in Canada, the gov
ernment’s broadly neutral budget, announced in late June, 
was taken as evidence of official concern over the con
tinuing high rate of inflation. The budget message also 
included the proposed elimination of withholding taxes on 
foreign purchases of long-term Canadian securities, pro
viding scope for further inflows. Meanwhile, conversion 
of bond issues picked up and helped buoy the Canadian 
dollar rate from time to time. These positive factors were 
more than offset, however, by Canada’s continuing 
current-account deficit. Consequently, the Canadian dollar 
rate eased to $0.9696 by the end of July, still above the 
early-May low but some 3 percent below early-February 
levels. The Bank of Canada continued to intervene to 
smooth abrupt movements in the rate, and official reserves 
declined by a net of $577 million for the February-July 
period as a whole.

EURO-DOLLAR

During the early months of this year the Euro-currency 
markets continued to recover from the severe setbacks to

confidence in international banking that had occurred 
over much of 1974. The hard-hit interbank segment of 
the market, which had actually contracted last summer, 
had begun to expand again, although at a very hesitant 
pace. The multitiered structure of interest rates that 
emerged in the wake of several bank failures in major 
countries had narrowed. The wide premiums of Euro
dollar rates over comparable United States deposit rates 
had contracted. Many of the banks that had largely with
drawn from the market were cautiously stepping up their 
activity. As confidence in the market improved, many who 
had turned away from the market during last year’s dif
ficulties began to increase their Euro-currency holdings. 
With the dollar coming under pressure in the exchange 
markets in the first quarter, however, much of the expan
sion in the Euro-currency markets was concentrated in the 
nondollar sectors, particularly in Euro-marks.

By the second quarter, expansion in Euro-currency activ
ity had become more broadly based and soon began to pick 
up momentum. The revival in medium-term syndicated 
loans was especially pronounced. With the worldwide re
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cession deepening and imports dropping in nearly all of 
the industrial countries, developing countries that had em
barked on ambitious projects at the crest of the boom of 
world commodity demand increasingly looked to the 
Euro-currency markets to finance a shortfall of receipts. 
Substantial loans were extended to several Latin American 
countries, such as Mexico and Brazil. Indeed, with the 
fall in petroleum demand worldwide, several OPEC coun
tries reappeared on the borrowing side of the market. 
Eastern European countries were also heavy borrowers. 
In addition, large sums were raised by institutions and 
firms of a number of major industrial countries, notably 
France. A high degree of selectivity continued to charac
terize the medium-term markets, however, reflecting the 
banks’ concern over mounting balance-of-payments pres
sures in many parts of the world and the desire of many 
major international banks to pay more attention to their 
capital-asset ratios.

Subsequent to the steep decline of Euro-currency rates 
late last year, investor interest in Euro-bonds revived 
significantly, too. Thus, borrowers seeking to raise funds 
for longer terms than they had been able to secure in 
1974, or even for medium-term Euro-currency loans 
in 1975, gradually increased their new issues both 
through international syndicates and through private place
ments. A noteworthy feature of these issues was that most

were no longer denominated in United States dollars but 
in the major Continental currencies, notably the German 
mark and also the Dutch guilder and the Swiss franc. In 
addition, several issues were denominated in the Euro
pean unit of account, in the European composite unit, and 
in special drawing rights until the growing strength of the 
dollar in recent months reduced the attractiveness of such 
multicurrency issues. In sharp contrast to past years, 
virtually all issues were offered by non-United States bor
rowers, mostly European governments as well as public 
and private corporations in industrial countries. The ac
ceptance of this flood of issues was facilitated by strong 
interest by OPEC investors.

Euro-dollar interest rates, having declined sharply 
along with United States domestic money rates from 
the fall of 1974 on, leveled off in February and March but 
eased back again to two-year lows in early June. But in 
response to a rebound in United States rates later that 
month, Euro-dollar rates bounced back in July, so that 
by the month end the three-month rate stood at 7 per
cent. Reflecting the still strong preferences of many sup
pliers of funds to the market for short-term maturities, 
the yield curve for Euro-dollar deposits tended to be steeper 
than for United States money market instruments, with 
differentials between one-month and twelve-month rates 
rising at times to more than 2 percent.
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Treasury and Federal Reserve Foreign Exchange Operations 
Interim Report: August-October 1975

By A la n  R. H o l m e s  a n d  Sco tt  E. P a r d e e *

Coming into August, the exchange markets were bullish 
for the dollar. By that time, the United States trade account 
had moved decisively into surplus. Growing signs of a 
United States economic recovery also helped bolster con
fidence in the dollar, while a firming of United States 
interest rates beginning in late June had added to interest 
differentials favoring short-term dollar placements. By 
contrast, economic recovery abroad was still lagging, and 
the market had come to expect additional stimulative 
measures, including lower interest rates, in several foreign 
countries. These considerations had gradually erased the 
market’s previous extreme pessimism toward the dollar 
and had prompted a ground swell of demand for dollars 
in June and July, as earlier speculative positions against the 
dollar were unwound, adverse leads and lags were reversed, 
and arbitrage and investment funds were drawn into New 
York and the Euro-dollar market. By end-July, the dollar 
had climbed against the German mark by some 9% per
cent from mid-May and by almost 11 V2 percent from the 
lows of last February. As previously reported, the Federal 
Reserve had taken advantage of this recovery to acquire 
sufficient currencies to repay in full all remaining swap 
debt incurred in market operations in late 1974-early 1975.

During August the immediate optimism for the dollar 
waned somewhat, particularly after release of discour
aging consumer and wholesale price figures for the United

* M r. Holm es is the Executive Vice President in charge of the 
Foreign Function  of the Federal Reserve Bank of N ew Y ork and 
M anager, System Open M arket Account. M r. Pardee is Vice Presi
dent in the Foreign Function  and D eputy M anager fo r Foreign 
O perations of the System Open M arket Account. T he Bank acts as 
agent fo r bo th  the T reasury  and the Federal Reserve System in the 
conduct of foreign exchange operations.

States. Following the previous sharp run-up, profit taking 
shaved some 1-2 percent from dollar exchange rates early 
in the month. The undertone was nevertheless firm, and 
over subsequent weeks the dollar continued to be bolstered 
by the sizable United States trade surplus and by favorable 
interest arbitrage differentials. In fact, the exchange mar
kets remained in rough balance through the rest of August 
and early September.

Toward mid-September, bullish exchange market senti
ment for the dollar resurfaced. While the economic picture 
remained little changed abroad, the United States recovery 
was, in the initial stages at least, progressing much more 
strongly than previously expected. Consequently, a renewed 
rise in some United States money market rates prompted 
expectations of even further increases in dollar interest 
rates. In response, traders resumed heavy bidding for 
dollars in the exchanges and dollar rates advanced across 
the board. To moderate the day-to-day rise, foreign cen
tral banks sold sizable amounts of dollars in their respec
tive markets. The Federal Reserve bought modest amounts 
of German marks to add to working balances, accumu
lating $59.3 million equivalent since early August. 
Moreover, w'hen the Belgian franc dropped particularly 
sharply, the System took the opportunity to purchase $6 
million equivalent of francs to hold in balances. Demand 
for the dollar crested on September 22-23, when dollar rates 
reached some 4 to 5 percent above their late-July highs.

The mood of the market shifted abruptly in late Septem
ber, however, as the long-brewing controversy over how 
to resolve New York City’s fiscal difficulties began to influ
ence the exchanges. By then, each new development was 
receiving widespread attention in the world press and, 
although very little of New York City debt is held abroad, 
an increasing number of foreign businessmen and officials 
were expressing concern over the broader implications of
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a possible default by the city. These concerns at first 
prompted precautionary selling of dollars by some traders, 
leading to a slippage of dollar rates. Then, in early October, 
United States interest rates turned down once again and, 
amidst scattered indications that the pace of the United 
States economic recovery might have slowed, some dealers 
shifted to expect further declines. Meanwhile, new fore
casts of a near-term pickup of some European economies 
raised the prospect of a hardening of interest rates abroad. 
In this atmosphere of uncertainty, the dollar lost buoyancy 
and dollar rates were pushed sharply lower in sporadic 
bouts of selling pressure. In an effort to maintain order 
and resist the decline, foreign central banks entered the 
market as buyers of dollars, on some days in sizable 
amounts. The New York market also turned unsettled on 
several occasions in early October, and the Federal Reserve, 
operating on four days between October 1 through 15, sold 
a total of $50.1 million equivalent of marks from balances. 
Thereafter, the dollar leveled off around 4-5 percent below 
late-September highs. Exchange rates still fluctuated 
widely, however, as the market reacted to each new twist

Table I

FEDERAL RESERVE SYSTEM DRAW INGS A ND REPAYMENTS 
UNDER RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars equivalent

Transactions with
System swap 

commitments, 
July 31, 1975

Drawings ( + )  or 
repayments (— ) 
August 1 through 
October 31, 1975

System swap 
commitments, 

October 31, 1975

National Bank of Belgium 261.8 -0- 261.8

Swiss National B ank.................. 371.2 -0- 371.2

Bank for International Settle
ments (Swiss francs)................. 600.0 -0- 600.0

Total .......................................... 1,232.9 -0- 1,232.9

Note: Discrepancies in totals are due to rounding.

Table II

DRAW INGS AND REPAYMENTS BY FOREIGN CENTRAL BANKS 
AND THE BANK FOR INTERNATIONAL SETTLEMENTS 

UNDER RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars

Banks drawing on 
Federal Reserve System

Drawings on 
Federal Reserve 

System 
outstanding 

July 31, 1975

Drawings (+ )  or 
repayments ( — ) 
August 1 through 
October 31, 1975

Drawings on 
Federal Reserve 

System 
outstanding 

October 31, 1975

Bank of Mexico ........................... -0- +360.0

+  58.0] 
— 58.Of

360.0

Bank for International Settle
ments (against German marks) -0- -0-

Total -0- +418.0) 
-  58.0S 360.0

and turn in the New York City fiscal situation. On bal
ance, foreign central banks continued to buy dollars 
through the month end. In New York, although the Fed
eral Reserve remained prepared to intervene, the market 
was generally quiet and there was no further need for 
sales of foreign currencies. During periods of dollar buoy
ancy in October, the System purchased $36 million equiv
alent of marks for future contingencies.

In sum, during the period August-Octobcr the Federal 
Reserve purchased in the market and from correspondents 
a total of $95.3 million of German marks and $6 million 
of Belgian francs. Sales of currencies in the market which 
occurred in early October amounted to $50.1 million 
equivalent of marks. There were no new swap drawings 
by the Federal Reserve.

On August 29 the swap line between the Federal Reserve 
and the Bank of Mexico was increased by $180 million to 
$360 million. The full amount was subsequently drawn by 
the Bank of Mexico, in late September-early October, to 
meet temporary needs, and these drawings remained out
standing at the end of the period.
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Treasury and Federal Reserve Foreign Exchange Operations 
August 1975—January 1976

By  A l a n  R. H o l m e s  a n d  S c o t t  E. P a r d e e *

Following the dollar’s sharp recovery against the major 
continental European currencies early last summer, 
during which the Federal Reserve was able to repay 
in full its swap drawings arising out of operations 
in late 1974-early 1975, the exchange markets settled 
into better balance in August and early September. The 
dollar then came into renewed heavy demand in response 
to further favorable news on the United States economic 
recovery and to expectations that interest rates here would 
continue to firm ahead of interest rates in most other 
industrial countries, where recovery was lagging. By 
September 22-23, dollar rates against major European 
currencies had been bid up by some 4-5 percent above 
end-of-July highs. To moderate the day-to-day rise, for
eign central banks sold sizable amounts of dollars in their 
respective markets. The Federal Reserve took the oppor
tunity to purchase moderate amounts of German marks, 
adding $59.3 million equivalent to balances in August- 
September, and to buy $6 million of Belgian francs to 
hold against the remaining swap indebtedness outstanding 
since 1971.

By then, however, the long-brewing controversy on 
how to resolve New York City’s fiscal difficulties was 
beginning to weigh on market psychology toward the 
dollar. Moreover, in early October, United States interest 
rates turned down once again amidst scattered indications 
that the pace of the recovery might have slowed, while

* Mr. Holmes is the Executive Vice President in charge of the Foreign Function of the Federal Reserve Bank of New York and Manager, System Open Market Account. Mr. Pardee is Vice President in the Foreign Function and Deputy Manager for Foreign Operations of the System Open Market Account. The Bank acts as agent for both the Treasury and the Federal Reserve System in the conduct of foreign exchange operations.

more favorable signs of a near-term pickup of some 
European economies raised the prospect of a hardening 
of interest rates abroad. In this uncertain atmosphere, the 
dollar lost buoyancy and dollar rates dropped off sharply 
in sporadic bouts of selling pressure. In an effort to 
maintain order and to resist the decline, several foreign 
central banks entered the market as buyers of dollars, on 
some days in sizable amounts. The New York market also 
turned unsettled on occasion in early October, and the 
Federal Reserve, operating on four days between 
October 1 through October 15, sold a total of $50.1 
million equivalent of marks from balances. Thereafter, 
the dollar leveled off around 4-5 percent below late- 
September highs against the major European currencies.

Over subsequent weeks, dollar exchange rates still 
fluctuated widely on a day-to-day basis. Although Euro
pean central banks continued to buy dollars on balance 
when the dollar came under pressure in their markets, 
the New York market was generally quiet and there was 
no further need for the Federal Reserve to sell foreign 
currencies. In fact, as the elements of a compromise 
solution on New York City’s finances gradually emerged, 
the dollar regained some of its earlier buoyancy and 
firmed by 1-2 percent into early December. Thereafter, 
through the year-end, the dollar traded fairly narrowly. 
The Federal Reserve intervened on two occasions to 
steady the market, selling $9.1 million of marks out of 
balances. Otherwise, the System took a number of oppor
tunities to acquire mark balances, buying some $60.6  
million equivalent in the market and from correspondents 
from October through the year-end.

Meanwhile, the heads of government of the six major in
dustrial countries meeting at Rambouillet, France, on N o
vember 15-17, 1975 affirmed their intention “to work for 
greater stability in underlying economic and financial condi
tions in the world economy. At the same time, our monetary
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authorities will act to counter disorderly market conditions 
or erratic fluctuations in exchange rates.” Reports of this 
agreement were well received in the exchanges.

Coming into 1976, the markets were fairly optimistic 
toward prospects for the dollar. The United States con
tinued to make progress toward reducing inflation. Our 
competitive position remained strong with the trade bal
ance still in sizable surplus. The latest economic indica
tors suggested that the slowing of the United States 
recovery in late 1975 had been only temporary and that, 
if anything, our recovery was more solidly based than 
the incipient upturns in other industrial countries. 
Thus, although United States interest rates continued 
to drift downward, the decline was expected to be tempo
rary. In this atmosphere, consequently, the dollar was 
shielded from the variety of tensions which developed in 
markets for other currencies in early 1976.

By that time, divergent price and productivity perfor
mances among European countries had led many market 
participants to expect that exchange rate adjustments 
might again be necessary, both by those within the 
Economic Community (E C ) “snake” arrangement and 
by other European countries whose trade is closely linked 
to that group. Early in January the Swiss franc came 
into strong demand and rose further to new highs against 
the German mark before heavy intervention by the Swiss 
National Bank helped to steady the market. Then, in the 
context of a prolonged cabinet reorganization in Italy, 
the lira came under heavy selling pressure and, after ex
tensive support operations, the Bank of Italy withdrew

Table I
FEDERAL RESERVE RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars

Institution

Austrian National Bank ...........................................
National Bank of Belgium ......................................
Bank of Canada .........................................................
National Bank of Denmark ....................................
Bank of England.........................................................
Bank of France ...........................................................
German Federal Bank ..............................................
Bank of Italy ................................................................
Bank of Japan ...........................................................
Bank of Mexico ..........................................................
Netherlands Bank ......................................................
Bank of Norway ..........................................................
Bank of Sweden ..........................................................
Swiss National Bank ..................................................
Bank for International Settlements:

Swiss francs-dollars ................................................
Other authorized European currencies-dollars

Total .................................................................................

Increased by $180 million effective August 29, 1975.

Amount of facility 
January 31, 1976

250
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2,000
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Chart I

SELECTED EXCHANGE RATES*

*  Percentage deviations of weekly averages of New York noon offered 
rates from New York noon offered rates on January 2, 1975.

from the market on January 21 to conserve its cash 
reserves. Over subsequent days the lira dropped away by 
63A  percent against the German mark and, as rumors 
spread that further exchange rate moves were imminent, 
other currencies also came under selling pressure, includ
ing particularly the French franc and the Belgian franc. 
These essentially speculative selling pressures were 
strongly resisted by the authorities of the respective coun
tries. Since the dollar figured heavily in these flows— both 
as a vehicle currency for many market participants and as 
an intervention currency for central banks— the dollar also 
occasionally came on offer, particularly late in the month 
when a broader speculative demand built up for German 
marks, Dutch guilders, and Swiss francs. By the month 
end, the dollar had slipped some 2 to 3 percent against 
these currencies from early-December levels. During Jan
uary, to avoid a disorderly decline of dollar rates, the 
Federal Reserve offered marks in New York on four differ
ent days, selling a total of $47.3 million equivalent. These 
sales were out of balances and were partly offset by $29.8
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million of purchases from correspondents during the 
month.

The strains on European currencies continued into 
February. But, after further strong official statements that 
underlying economic conditions did not justify any re
alignment of EC currencies, as well as sustained central 
bank intervention complemented by domestic monetary 
actions, the markets began to settle down once again by 
midmonth.

The more effectively coordinated intervention through 
late 1975-early 1976 and the expanded consultations 
among the central banks were facilitated by various inter
national agreements over the past year, including those 
among the Federal Reserve, the German Federal Bank, and 
the Swiss National Bank in London in February 1975, be
tween the United States Treasury and the French Finance 
Ministry in Rambouillet, and by the Interim Committee 
of the International Monetary Fund (IM F) in Jamaica in 
January 1976.

In December the dollar countervalues of the Federal Re

serve’s Swiss franc and Belgian franc swap commitments 
incurred prior to August 1971 were adjusted upward to 
take into account the dollar devaluations of December 1971 
and February 1973. At the same time, Belgian franc com
mitments were lowered to reflect the franc’s December 
1971 revaluation. As a result, the dollar equivalent of out
standing indebtedness in these currencies was increased, 
respectively, by $196 million to $1,167.2 million and by 
$54 million to $315.8 million. Following these formal ad
justments, the Federal Reserve began to acquire modest 
amounts of these currencies in the market or through 
correspondents to make progress toward liquidating that 
debt. Specifically, in addition to the $6 million of Belgian 
francs acquired in September, the System bought a further 
$68.4 million equivalent in the market and from a cor
respondent during December 1975-January 1976, of which 
$62.9 million equivalent was used to repay swap draw
ings in that currency. As a result, Belgian commitments 
were reduced to $252.9 million of francs by the end of 
January. In December-January the System acquired $16.3

Table II
FEDERAL RESERVE SYSTEM DRAWINGS AND REPAYMENTS 

UNDER RECIPROCAL CURRENCY ARRANGEMENTS
In millions of dollars equivalent

Drawings ( + )  or repayments (—)

Transactions with
System swap 
commitments, 1975 1976 System swap 

commitments,
January 1, 1975

1 II III IV January

January 31, 1976

National Bank of Belgium ....................................... 261.8 +  16.7 f +  13.1 J +  54.0* - 4 4 .7 252.9I— 29.8 1— 18.1

Bank of France ......................................................... - 0- f +  45.6 — 40.5 - 0-I -  5.1

German Federal B an k ................................................. 218.7 J +644.1 { +  63.4 I—487.7 —413.5 - 0-I— 25.0

Netherlands Bank ....................................................... 3.2 +  49.0 f +  47.3 -  8.8 -0-I— 90.6

Swiss National Bank ................................................. 378.5 +152.1 —159.4 +1 9 6.0 I 567.2

Bank for International Settlements (Swiss francs) 600.0 600.0

Total ................................................................................ 1,462.2 f+861.9 f +169.4 -4 6 2 .8 {±2i!u -4 4 .7 1,420.1
1— 25.0 { —772.7

Note: Discrepancies in totals are due to rounding.
* Amount by which the dollar countervalue of the Federal Reserve’s pre-August 1971 Belgian franc commitments, adjusted for the Belgian franc revaluation of 1971, was increased to reflect the two United States dollar devaluations of 1971 and 1973. 
t  Amount by which the dollar countervalue of the Federal Reserve’s pre-August 1971 Swiss franc commitments was increased to take account of the two United States dollar devaluations of 1971 and 1973. This increase is reflected entirely in the System’s position with the Swiss National Bank because of a transfer of Swiss franc commitments from the Bank for International Settlements to the Swiss National Bank sufficient to keep Federal Reserve commitments to the BIS within the $600 million swap facility.
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million of Swiss francs in transactions with correspondents, 
which was held in balances against the outstanding debt 
in that currency.

In sum, during the August 1975-January 1976 period, 
the Federal Reserve purchased a total of $240.4 million 
equivalent of foreign currencies and sold $106.5 million 
equivalent. Operations in German marks accounted for 
$149.7 million equivalent of total purchases and all of 
the sales. The remaining purchases were $74.4 million 
of Belgian francs and $16.3 million of Swiss francs.

In other operations, the swap line with the Bank of 
Mexico was increased from $180 million to $360 million 
in August. The full amount was subsequently drawn by 
the Bank of Mexico in September and October to meet 
temporary needs and was fully liquidated prior to matu
rity in December. In addition, on January 20, the Bank of 
Italy drew $250 million under its swap arrangement with 
the Federal Reserve.

GERMAN MARK

Unlike the United States, Germany remained in reces
sion at midyear, with the economy not yet responding 
to the expansionary fiscal and monetary policies pursued 
since late 1974. Export demand was still weak as a 
result of the deeper than anticipated recession in Europe, 
and a sharp jump in the German savings rate, in response 
to the deteriorating economic climate at home, kept do
mestic demand in check. During the summer, therefore, 
the German authorities took further steps to stimulate the 
economy. In July-August the Federal government re
vealed plans for an expanded public works program 
to begin in the fall, coordinated with similar programs in 
France. In mid-August the Bundesbank announced its 
fifth cut in the discount and Lombard rates for the 
year to 4 percent and 5 percent, respectively. It followed 
up earlier moves to release reserves by reducing require
ments on nonresident deposits to the level applicable to 
domestic liabilities. In addition, to ease the strains on 
German capital markets that resulted, at least in part, 
from the swollen borrowing requirements of the German 
government, the Bundesbank embarked upon large open 
market purchases of Federal bonds, thereby injecting 
further liquidity into the money market.

As a result, German short-term interest rates fell even 
further below those in the Euro-dollar market and banks 
placed large amounts of funds abroad. These outflows, 
reinforced by large-scale unwinding of nonresident invest
ment in German portfolio securities and an unfavorable 
shift of leads and lags, more than offset a continuing but 
much reduced surplus on current account. Thus, market

psychology shifted decidedly against the mark and, with 
some dealers moving to take up short positions, the 
German mark was pushed down by almost 10 percent 
from June to trade around $0.3900 early in August. As 
the mark declined, the Federal Reserve had acquired 
sufficient marks to repay by late July all remaining swap 
drawings on the Bundesbank incurred in market opera
tions since October 1974 and, in early August, began 
building up a small balance.

Meanwhile, German capital markets remained strained 
and long-term interest rates showed no tendency to ease 
in response to the steady drop in short-term rates. Con
sequently, the German authorities moved further to pro
vide assistance to these markets, while also offsetting 
some of the capital outflows, by announcing a relaxation 
of controls on foreign purchases of German securities. 
In this connection, prohibitions on interest payments for 
nonresident deposits were eliminated and the authorities 
extended through September their recent one-month ban 
against the flotation of new foreign bond issues in 
Germany.

Following these actions, the German mark steadied, 
trading with little day-to-day fluctuation until mid- 
September. At that point, the Bundesbank eased mone
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tary policy further by reducing its discount and Lombard 
rates another Vi percentage point and increasing banks’ 
rediscount quotas. A t the same time, however, United 
States interest rates firmed again, and these divergent 
trends triggered a renewed rise of the dollar across the 
board. The mark came heavily on offer, extending its 
slide a further AV2 percent to a nineteen-month low of 
$0.3728 by September 23. The Bundesbank sold a large 
amount of dollars to moderate the decline. The Federal 
Reserve also purchased marks to add to its balances, 
acquiring since early August $59.3 million equivalent.

As reports of concerted European intervention to as
sure orderly markets circulated, market expectations of 
further sharp declines in the mark rate subsided. Dealers 
then started to cover the short positions that they had 
built up while the mark was weakening. Moreover, by 
this time the earlier capital outflows from Germany began 
to taper off. German banks reduced their placements 
abroad to meet growing demand for credit at home 
from both the private and public sectors. At the same 
time, public authorities, taking advantage of the leeway 
provided by the easing of controls on capital inflows, 
began to import funds from abroad. Thus, within days 
the mark rebounded almost to the levels of early Sep
tember, and this rapid turnaround inserted a note of 
caution in the market.

Meanwhile, the dollar was coming on offer, as dealers 
focused increasingly on the widespread press coverage 
of New York City’s fiscal difficulties and as United States

money market rates turned down. At the same time, 
Germany was recording a pickup of consumer demand 
and a modest revival of foreign orders. These early signs of 
recovery, plus expectations that the Bundesbank would 
soon suspend its support for the bond market, led many 
market participants to anticipate an early firming of Ger
man interest rates.

Consequently, demand for marks was building up when 
a sizable shift of funds out of sterling into marks as well 
as French francs on October 1 sparked heavy bidding 
for marks. As trading grew progressively more nervous, 
the mark began to swing more widely and the Bundes
bank and Federal Reserve both resumed intervention to 
maintain orderly trading conditions. Operating on four 
days between October 1 and October 15, the Federal 
Reserve sold a total of $50.1 million equivalent of marks 
from balances. Thereafter, although the rate remained 
volatile and the Bundesbank continued to intervene in 
Frankfurt, trading activity in New York was subdued and 
there was no further need for sales of marks by the 
Federal Reserve. During periods of dollar buoyancy in 
October, however, the System was able to purchase 
$36 million equivalent of marks for future contingencies. 
By late October the mark had leveled off at around 
$0.3900, up 4 Vi percent from its mid-September lows.

By November, market fears of a cumulative decline 
in dollar rates had quieted. The actual suspension of the 
Bundesbank’s support program for the domestic bond 
market was taken in stride by the German capital markets,

Table III
DRAWINGS A N D  REPAYMENTS BY FOREIGN CENTRAL BANKS 

A N D  THE BANK FOR INTERNATIONAL SETTLEMENTS 
UNDER RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars

Banks drawing on 
Federal Reserve System

Drawings on 
Federal Reserve 

System outstanding 
January 1, 1975

Drawings ( + )  or repayments (—)
Drawings on 

Federal Reserve 
System outstanding 
January 31, 1976

1975 1976

1 II mi IV January

Bank of Italy .............................................................................................

Bank of Mexico ........................................................................................

Bank for International Settlements (against German marks) ....

Total ........................................................................................

-0-

-0-

-0-

-0-

-0-

f+ 4 5 .0
1 -4 5 .0

-0-

-0-

f+ 1 .0
1 -1 .0

-0-

+180.0

f+125.0
1 -1 2 5 .0

-0-

f+180.0  
1 -3 6 0 .0

J +  19.0 
1 -  19.0

+250.0

-0-

-0-

250.0

-0-

•0-

-0- f +45.0  
1 -4 5 .0

0
0

+
7 f+305.0

1 -1 2 5 .0
f+199.0  
1 -3 7 9 .0

+250.0 250.0
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with little impact on bond yields. Progress toward a com
promise resolution of New York City’s fiscal problems, 
culminating in President Ford’s announcement of tempo
rary Federal aid to the city on November 26, reassured the 
markets. Moreover, the finance ministers attending the 
Rambouillet summit meeting pledged to work for greater 
stability in economic and financial conditions and to act 
to counter disorderly market conditions or erratic fluctu
ations in exchange rates. Reports of this agreement were 
generally well received in the exchanges. As a result, 
speculative demand for marks subsided, and the mark 
moved down toward levels of early September. A leveling- 
off of United States interest rates, as well as news 
of an eighth consecutive large United States trade surplus 
in October and of a smaller than expected German sur
plus for that month, helped sustain the decline. Thus, 
by mid-December the mark had dropped back 3 percent 
from its late-October highs to $0.3792. As the mark 
eased, the Bundesbank sold most of the dollars it had 
taken in during October while the Federal Reserve took 
the opportunity to purchase $24.6 million equivalent of 
marks to add to balances.

During the rest of December, trading in marks was 
generally orderly and the Federal Reserve intervened on 
only two occasions. On December 19, European cur
rencies were suddenly bid up against the dollar following 
erroneous reports from the Group of Ten Paris meeting 
that the Bank for International Settlements (BIS) would 
be willing to auction IMF gold to central banks. The Fed
eral Reserve entered the market with modest offerings of 
marks, selling $6 million equivalent from balances. Late 
in the month, when some large commercial purchases of 
marks provoked sharp increases in the mark rate in other
wise thin holiday markets, the Bundesbank and the Federal 
Reserve again intervened, with the System selling $3.1 
million equivalent from balances.

By the turn of the year, prospects for the German 
economy brightened considerably. Evidence of recovery 
continued to mount, with a reported gain in gross na
tional product (G N P) and increases in export orders. In 
addition, Germany’s trade balance had widened again. 
Thus, when the exchanges reopened for the first full 
day of trading on January 5, the mark was easily pulled 
up in the wake of a renewed sharp rise in the Swiss franc. 
Following up on coordinated central bank intervention 
in Europe, the Federal Reserve sold that day $23.1 mil
lion of marks from balances. Thereafter, in the aftermath 
of the Jamaica agreement on monetary reform, trading 
quieted. The spot mark gradually settled back against 
the dollar through mid-January, with the Federal Reserve 
selling only a further $3.8 million equivalent from bal

ances to resist a sudden rise in the mark on January 14. 
Otherwise, the System added $29.8 million equivalent to 
balances through purchases from correspondents.

Late in January, however, divergent pressures among 
the European currencies, enveloping first the Italian lira, 
then the French franc and the Belgian franc, began 
to spill over into the market for German marks. At 
first, in the nervous trading following the suspension 
of official support for the lira, the mark slipped back 
to $0.3823. But, as some of the funds coming out of 
those European currencies that were weakening were 
shifted into marks, the mark rate moved up steadily 
against these currencies and then against the dollar as 
well. On two days when trading threatened to become 
disorderly, the Federal Reserve sold a total of $20.4  
million equivalent of marks to steady the market, financing 
these sales from balances. By January 30, the mark 
reached a rate of $0.3868, some 33A  percent above its 
September low.

STERLING

In the first quarter of 1975, sterling remained steady 
in terms of its “effective” trade-weighted change since 
December 1971 at a depreciation of 21.5 percent. As the 
dollar weakened against all main currencies at this time, 
sterling showed a modest gain in dollar terms. Neverthe
less, markets had become increasingly discouraged over 
the prospects for sterling. As elsewhere, the British econ
omy had slipped into serious recession. But, in contrast to 
other industrial countries, inflation in the United Kingdom 
was approaching runaway proportions, fueled by wage in
creases of as much as 30 percent per annum. Aside from 
the potential strains on the domestic social fabric, the 
inflation threatened to erode the clear progress Britain 
had made in narrowing its previously massive current- 
account payments deficit. That deficit nevertheless re
mained uncomfortably large, and traders had become 
doubtful that it could be fully financed since United King
dom public sector borrowings abroad had slowed, and new 
OPEC (Organization of Petroleum Exporting Countries) 
investments in sterling assets began to taper off as OPEC 
surpluses declined. Consequently, sterling had become 
vulnerable to selling pressure, and in the three months 
to the end of June it had dropped some 10 percent 
against the dollar and to an “effective” depreciation since 
December 1971 of 28.9 percent.

By that time, however, the United Kingdom govern
ment had begun to negotiate with labor and management 
a voluntary arrangement to limit wage increases to 
£ 6  per week over the next year. This arrangement,
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Ch art III
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backed up by a program of price restraint, was designed 
to bring the inflation rate down to 10 percent by the end 
of 1976, comparable to levels then prevailing in most 
of the leading European countries. In addition, short-term 
British interest rates were increased, thereby restoring the 
differential in favor of the pound which had been partially 
eroded by firmer United States interest rates. These mea
sures took some of the immediate pressure off sterling. 
It therefore continued to trade around $2.15V£, even 
as the dollar strengthened sharply against the main 
Continental currencies, thereby narrowing its trade- 
weighted depreciation to 26.2 percent at the end of July.

Until the voluntary restraint could be tested, the market 
nevertheless remained skeptical that this new approach 
would slow Britain’s inflation significantly. Thus, when 
end-of-July demand for oil royalty payments passed, 
traders cautiously rebuilt some of their short sterling 
positions and, as the dollar continued to strengthen, the 
spot rate dropped off to a low of $2.0975 on August 11. 
Sterling then steadied, as an increasing number of British 
trade unions voted to accept the pay limits under the new 
anti-inflation plan. Moreover, early in September Chan
cellor Healey’s denial at the IM F annual meetings of any 
government intention to seek a new depreciation of the 
pound helped to reassure the market.

Britain’s trade deficit had begun to widen once again, 
however, as imports for development of the North Sea oil 
fields increased sharply. The announcement in mid- 
September that the government would propose plans to

alleviate unemployment triggered exaggerated fears of 
a general reflationary package, and the pound began a 
sharp decline. Details of the government’s proposals 
showed a more modest package of selective employment 
measures than had been expected. Nevertheless, sterling 
continued to fall off under heavy selling until early 
October, when it reached $2.0262 for an effective depre
ciation of 29.7 percent. The Bank of England intervened 
flexibly to smooth the decline.

By early October the problems of New York City were 
beginning to weigh on the dollar, and when United States 
interest rates suddenly declined the pound joined other 
European currencies in a generalized rise against the 
dollar. Moreover, on October 6 the Bank of England 
raised its minimum lending rate by 1 percentage point 
to 12 percent in a move widely interpreted in the market 
as reflecting the authorities’ intention to maintain favor
able short-term interest differentials in order to discourage 
outflows of funds. Consequently, a steady demand for 
pounds developed, including a trimming of some of the 
numerous short positions which had been built up previ
ously. The pound thus recovered gradually to $2.0820 by 
early November, with the Bank of England taking the op
portunity to recoup some of its previous reserve losses. 
Then, to supplement its resources further, the British gov
ernment announced on November 7 that it would apply 
for a total of $2 billion in drawings on the IMF, including 
$1.2 billion from the IMF oil facility.

This recovery was short-lived, however, as the easing 
of exchange market concerns over New York City’s fi
nances soon buoyed the dollar at a time when the market 
was reacting to a spate of pessimistic forecasts for the 
United Kingdom in 1976. Sterling dropped off in dollar 
terms through most of November, reaching a new low of 
$2.0132 on November 28, before leveling off once again 
in early December, but eased only gently in effective terms 
to a 30.1 percent depreciation.

Beginning in December, some of the extreme exchange 
market pessimism toward sterling started to lift. The 
voluntary wage restraint program was effectively dampen
ing wage increases, with clear evidence that inflation was 
receding. There were also early indications that the British 
recession was reaching bottom. Recovery was expected to 
be slow in coming, but the government, having announced 
a shift in priorities toward stimulating certain key indus
tries and away from broad social welfare programs, had 
reassured the market that it would strive to maintain 
Britain’s competitiveness over the near term. This firmer 
undertone for sterling continued through the year-end 
and into early 1976, with the pound buoyed by further 
covering of previous short positions, a pickup of com
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mercial demand, and the large interest rate differential 
in favor of the United Kingdom. With inflation slowing, 
the British authorities allowed domestic interest rates to 
follow the easing of interest rates in the United States and 
elsewhere. The improved market atmosphere helped shield 
sterling from being drawn into the heavy speculation which 
erupted in markets for continental European currencies in 
late January. Having traded in the $2.02-$2.04 range since 
early December, sterling held at around $2.0275 at the end 
of January, for a net decline of nearly 6 percent against the 
dollar and 4 percent on a trade-weighted basis since last 
July. In January, the Bank of England cash reserves were 
bolstered by the $ 1.2 million drawing on the IMF oil facility.

SWISS FRANC

During early 1975, the Swiss economy was also dragged 
into recession by the sharp downturns in its major 
markets abroad. At the same time, recurrent financial, 
speculative, and hedging demand pushed up the Swiss 
franc in the exchanges, thereby threatening to weaken 
further the competitive position of Switzerland’s already 
strained export industries. To counter recessionary tenden
cies in the domestic economy without reversing progress 
already achieved in lowering inflation, the Swiss author
ities took selective fiscal measures. In addition, the Swiss 
National Bank cut its discount rate 1 percentage point in 
two steps to 4 Vi percent by May 19 and reduced reserve 
requirements. The authorities also took a variety of actions 
to contain a further strengthening of the Swiss franc 
and discussed with members of the EC currency ar
rangement the possibility of establishing a link with the 
snake as a means of stabilizing the franc against the other 
European currencies. By midsummer, prospects of an early 
association with the EC snake dimmed, however, and the 
Swiss franc was again gaining ground against the EC 
currencies even as it eased back against the dollar to 
$0.3720 by early August.

By this time, the market was focusing increasingly on 
the relationship between the Swiss franc and the German 
mark, the currency of Switzerland’s major trading partner. 
The recession in Germany was already deeper and more 
prolonged than expected, while the economic slowdown 
in Switzerland was viewed as correspondingly less severe. 
As the market expected a further easing of liquidity in 
Germany throughout the late summer and fall, therefore, 
the Swiss franc continued to rise against the mark. To  
moderate the franc’s advance, the Swiss National Bank 
made frequent purchases of dollars on the exchanges. 
Since these purchases were offset by continuing dollar sales 
to foreign borrowers under the capital export conversion

program, they resulted in little net change in reserves. 
Against the dollar, the franc drifted somewhat lower as the 
dollar gained generally in the exchanges, slipping 2 percent 
to $0.3643 by September 23.

Subsequently, however, as uncertainties surrounding 
the New York City financial crisis and the trend 
of United States interest rates weighed generally on the 
dollar, the franc led the rebound of European currencies 
against the dollar. Under these circumstances, the N a
tional Bank stepped up its intervention. Also, to reduce 
Swiss interest rates further, it lowered the official dis
count and Lombard rates three times, to five-year lows 
of 3 percent and 4 percent, respectively, by October 29. 
Moreover, to dampen speculative activity, the central 
bank further tightened existing limitations on forward 
Swiss franc transactions with foreigners. Nevertheless, 
the franc continued to advance to a peak of $0.3817  
by late October, while gaining another 2 percent against 
the German mark from August levels. By early Novem 
ber, the National Bank’s intervention had helped to 
reassure the market and, once a resolution to New York’s 
financial crisis appeared to be in sight, the franc joined 
in the general retreat of European currencies. The franc 
eased back more gradually than other currencies, however, 
slipping 2 percent to $0.3733 and rising another Vi per
cent against the German currency.

By December, market sentiment toward the franc
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Table IV
UNITED STATES TREASURY SECURITIES 

FOREIGN CURRENCY SERIES
In millions of dollars equivalent

(ssued to
Amount 

outstanding 
January 1, 1975

Issues ( + )  or redemptions (—)

Amount 
outstanding 

January 31, 1976
1975 1976

1 II III IV January

Swiss National Bank ...............................................

T o t a l............................................................................

1,599.3 1,599.3

1,599.3 -0- -0- -0- -0- -0- 1,599.3

became even more bullish than before. By then, Swiss 
consumer price inflation was down to a rate of 3.4 per
cent per annum, well below rates elsewhere. The Swiss 
trade account had swung into a surplus. Moreover, 
an early link with the EC snake was formally ruled 
out and, with the franc already having moved through 
parity with the Dutch guilder, the market soon came 
to expect it would close in on the German mark 
as well. A number of market participants with re
cent and long-standing debts in Swiss francs therefore 
began to cover their exposure. In addition, commercial 
banks and private corporations moved actively to unwind 
short franc positions against marks. Then, with the onset 
of demand for Swiss francs for year-end window dressing, 
bidding soon escalated. As a result, the franc rose strongly 
against both the European currencies and the dollar.

To counter the upward pressure on the franc, the Swiss 
National Bank provided substantial temporary liquidity 
to the Swiss banks through a total of $1.8 billion of dollar 
swaps over the year-end. It also intervened heavily in 
the spot market, purchasing dollars to moderate the rise 
in the spot rate. Although trading conditions were kept 
generally orderly, the franc rate continued to firm and 
reached $0.3823, its highest level in five months. In addi
tion, it strengthened to above parity with the German mark, 
while increasingly pulling up other currencies along with 
it against the dollar.

When the Swiss foreign exchange market reopened on 
January 5 after the New Year holiday, however, a bunch
ing of orders to buy Swiss francs triggered a further sharp 
rise in the Swiss franc rate. Professional traders, con
cerned about the liquidity-tightening effects of the sub

stantial repayment of year-end swaps, were reluctant to 
provide much resistance to this increase. Thus, the 
advance picked up momentum, as more corporations 
rushed to hedge their long-term Swiss franc borrowings 
and as funds flowed into Switzerland from Italy where 
the lira had come under heavy selling pressure. On that 
day alone, the Swiss franc rate jumped lVs percent to 
$0.3863. Then, and over subsequent days, the Swiss 
National Bank provided forceful resistance to a further 
rise by large-scale dollar purchases, both in Zurich and 
through the Federal Reserve in the New York market. 
In the first week of trading in January, the Swiss central 
bank took in over $400 million and, as the market became 
aware of the magnitude of its intervention, trading con
ditions gradually settled down.

Thereafter, the franc eased back, and the market was 
further reassured by the announcement of another cut 
in the official discount rate to 2 Vi percent on January 12. 
Moreover, the monetary authorities issued new regulations 
to monitor more closely the Swiss banks’ open foreign 
currency positions. Therefore, late in the month, the franc 
lagged behind the rise of the mark as pressure within the 
EC snake built up. Nevertheless, by the end of January, 
the Swiss franc at $0.3844 was 3 V2 percent higher than 
six months before.

In December, the Federal Reserve, the Swiss National 
Bank, and the BIS agreed to adjust the System’s pre- 
August 15, 1971 remaining swap commitments to take 
account of the December 1971 and February 1973 dollar 
devaluations. As a result, the total dollar countervalue 
of the commitments was increased by $196 million. Since 
the swap line with the BIS was already fully drawn, a por
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tion of Swiss franc commitments with the BIS was trans
ferred to the Swiss National Bank, so that the entire 
increase was reflected in the System’s outstanding com
mitments to that bank. Total System indebtedness to the 
Swiss National Bank was, therefore, raised to $567.2 mil
lion. In December-January, the Federal Reserve bought 
$13.2 million equivalent of Swiss francs from the Swiss 
National Bank against sales of various foreign currencies 
that the System had acquired either in the market or from 
correspondents and an additional $3.1 million equivalent 
from other correspondents. The total $16.3 million equiv
alent of Swiss francs was held in balances against out
standing swap debt in that currency.

FRENCH FRANC

During the first half of 1975 a massive turnaround 
in France’s external position had progressively bolstered 
market sentiment toward the French franc. Trade pros
pects had been brightened by announcement of substan
tial export contracts from OPEC, while heavy liquidation 
of inventories, reduced energy requirements, and a severe 
recession at home had cut into imports. Thus, the trade 
balance swung from a $3.9 billion deficit in 1974 to 
a $1.6 billion surplus by midyear, sufficient to eliminate 
France’s oil-inflated deficit on current account. Mean
while, monetary policy was kept relatively restrictive in 
order to combat France’s still high rate of inflation. 
Interest rates, therefore, moved further above those in 
most other countries, stimulating sizable inflows of funds 
from abroad, and French companies were encouraged to 
borrow some $ 1.3 billion abroad.

As a result, the franc gained strongly in the exchanges 
not only against the dollar but also against other Euro
pean currencies; By midyear, the spot rate had appreci
ated almost 20 percent from its low of August 1974 to 
be again in reach of its central rate against the German 
mark and other EC currencies. Meanwhile, the Bank 
of France had intervened to moderate the franc’s rise, 
and its dollar purchases were partially reflected in the 
$2 billion increase in foreign exchange reserves over the 
same period. On July 10 the franc rejoined the EC snake 
at its existing central rate and, thereafter, the Bank of 
France resumed purchasing moderate amounts of dollars. 
From $0.2288 on August 1, the franc moved up with the 
other European currencies before easing back in late 
August, even as the Bank of France intervened to dampen 
upward pressure on the franc and keep it in the middle 
of the EC snake.

In the meantime, the domestic economy continued 
to weaken and unemployment was still rising rapidly.

In early September, President Giscard d’Estaing an
nounced a major fiscal package, which would provide sub
stantial stimulus through an investment tax credit and 
through large-scale expenditures on social infrastructure 
investments and transfer payments. At the same time, 
the Bank of France’s discount rate was reduced by 
IV2 percentage points to 8 percent. In addition, reserve 
requirements on demand deposits were lowered from
11 percent to 2 percent to inject additional liquidity into 
the banking system, and credit regulations were eased 
to stimulate construction and consumer spending. This 
expansionary package first gave pause to the market 
but, after a temporary decline in the franc rate, strong 
commercial demand reappeared and the franc eased 
back less than other EC currencies when the dollar ad
vanced across the board after mid-September.

Thus, by late September, the French franc had emerged 
near the top of the EC band, a position it was to hold 
through the year-end. It continued to benefit from rela
tively high interest rates, conversions of foreign borrow
ings, and inflows of funds following renewed tensions in 
the Middle East. In addition, by comparison with other 
countries in the EC, France appeared more likely to enjoy 
a modest economic recovery than those more dependent 
on a revival of demand in export markets. Consequently, 
the franc joined in the rebound of European currencies in 
late September and October, as the dollar generally weak
ened in response to concern over New York City and to 
an easing of United States interest rates. Bidding for
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francs was frequently heavy and, despite large dollar pur
chases by the Bank of France to avoid pressures within 
the snake, the spot rate strengthened to a high of $0.2306  
by the end of October. Thereafter, as the dollar regained 
buoyancy generally, the spot franc settled back some 3 
percent against the dollar during November and Decem
ber. Although the Bank of France’s dollar intervention 
tapered off, it began to purchase small amounts of German 
marks to keep the franc off the top of the snake. The 
central bank intervention was partly reflected in French 
official exchange reserves, which had swelled by over 
$2 billion in the six months through the end of December.

Shortly after the new year, however, market senti
ment toward the franc suddenly turned bearish. With 
the French economy picking up some momentum, the 
trade balance was moving into deficit, prompting deal
ers to reassess the outlook for the franc. As French 
credit conditions improved, French companies repaid 
some of their previous foreign borrowings. At the same 
time, the government reaffirmed that new foreign borrow
ings would be strictly limited and, with fewer approved 
issues still in the pipeline, demand from conversions 
tapered off. Against this background the franc came 
heavily on offer in mid-January, after a leading French 
commercial bank predicted a large 1976 trade deficit and 
called for a slight downward exchange rate adjustment. 
Substantial commercial selling of francs, including bidding 
for dollars by French oil companies to meet midmonth 
payments, sustained the decline. By January 20, the franc 
rate had slipped to $0.2230 and had also weakened 
against other EC currencies despite moderate resistance 
by the Bank of France.

Thus, the franc was already vulnerable in the ex
changes, when news of the suspension of official interven
tion in Italy on January 21 quickly unsettled the mar
ket. In response, dealers scrambled to unload long French 
franc positions and leads and lags shifted against the 
franc, pushing the spot rate down V2 percent against 
the dollar and XA  percent against the German mark. 
The Bank of France sold large amounts of dollars and 
smaller amounts of German marks to keep the franc from 
falling to the bottom of the EC snake. Selling pressure 
nevertheless remained intense, as rumors began to cir
culate of a possible downward adjustment of the franc. 
These rumors were forcefully denied by French Finance 
Minister Fourcade and Foreign Trade Minister Barre. On 
the last days of January, the balance of speculative forces 
in the market began to tip in favor of the mark. Thus, 
the French franc, while still generally on offer, bottomed 
out at $0.2219 and traded around $0.2236 at the month 
end, some 2V4 percent below early-August levels.

ITALIAN LIRA

Through early summer 1975, following a period of 
severe monetary restraint, Italy had cut back domestic 
inflation significantly. It had also achieved a drastic turn
around in its current-account payments position, from a 
$7.5 billion 1974 deficit to near balance in the first half of 
last year. Italy’s previous payments difficulties had led to 
about a 25 percent weighted-average depreciation of the 
lira since early 1973 and to a large accumulation of for
eign debt by private and state-owned enterprises. The 
Italian authorities still sought greater wage and price stabil
ity, which could strengthen the current account further 
and bring the overall payments account into equilibrium. 
Nevertheless, the progress thus far in 1975 had been at the 
cost of a severe drop in output and rise in unemployment. 
At the same time, although many Italian exports were 
clearly competitive in world markets and Italy’s recession 
was deeper than elsewhere, the protracted weakness in 
foreign demand had frustrated prospects for the kind of 
export-led recovery which was considered essential for the 
lira’s longer term stability in the exchange markets. 
Through most of early 1975, the lira had moved more 
narrowly than other EC currencies against the dollar, 
rising by 4 percent through the end of May and falling by 
6 percent in June and July to $0.001505. While the lira 
eased against the dollar in the early summer, its improve
ment against other EC currencies had enabled Italian pub
lic authorities and Italian banks to repay substantial 
foreign debts.

Late in July, to deal with the deepening recession, the 
Italian government announced a $5V4 billion equivalent 
reflationary package. The lira came under some selling 
pressure in early August, dipping below $0.001500, and 
the Bank of Italy intervened to moderate the decline. The 
immediate nervousness soon passed, however, and the 
cumulation of seasonal demands, largely receipts from 
tourism, buoyed the lira through early September. The 
Bank of Italy was thus able to recoup part of its earlier 
sales, while also taking into reserves the proceeds of Italy’s 
$930 million drawing on the IMF on September 4.

In September, while following the general decline 
against the dollar through late month, the lira began to 
ease against other European currencies as well. In a 
further step to stimulate the economy, the Bank of Italy 
cut its discount rate on September 15 for the second 
time in 1975, from 7 percent to 6 percent, and adjusted 
its other lending rates by a similar margin. With interest 
rates generally steady elsewhere, Italian importers repaid 
commercial credits granted in 1974 and Italian banks 
moved to liquidate more of their foreign currency
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liabilities. Consequently, outflows of short-term funds 
began to weigh on the spot rate, and the lira followed 
only part way in the general rise of European currencies 
against the dollar in late September and early October, 
even as the Bank of Italy resumed support of the spot rate 
through dollar sales.

By late fall, Italian industrial activity was showing only 
tentative signs of recovery as sectoral bottlenecks blunted 
the impact of the fiscal and monetary stimulus that had 
been provided. Meanwhile, the financing of an increased 
budget deficit— estimated at nearly 10 percent of GNP—  
and the continuing release of funds held under the import 
deposit scheme contributed to a rapid expansion of the 
monetary base. Against this background, imports began to 
pick up sharply as some firms restocked depleted inven
tories. Thus, the trade balance deteriorated sufficiently to 
erode the surplus that had emerged by midyear. With re
newed capital outflows developing, selling pressure on the 
lira began to build up in the exchanges, and the Bank of 
Italy had to provide heavy support to keep the lira in line 
with other European currencies. By the year-end, these 
losses had reduced official exchange reserves to $1.3 
billion.

Shortly after the new year, a cabinet crisis precipitated 
by the withdrawal of Socialist Party support for the mi
nority coalition culminated in the resignation of the 
government. As efforts went forward to strike a new 
political compromise on which a viable cabinet could be 
formed, selling pressure on the lira grew heavy. At first, 
the outflows were readily met with forceful intervention 
by the Bank of Italy, and the market was in better balance

by January 9. Nevertheless, the substantial reserve losses 
by the Italian authorities had become a matter of discus
sion in the press and of concern in the market. Moreover, 
uncertainties over the lira’s prospects were compounded 
when loans to Italian institutions were mentioned in the 
spate of allegations appearing in the United States press 
over the condition of United States banks, and renewed 
heavy selling pressure soon erupted. By January 20, the 
Bank of Italy had sold more than $500 million since the 
beginning of the year and, to add to its cash balances, on 
that day drew $250 million under the swap line with the 
Federal Reserve.

But by this time, in the absence of the formation of a 
new government,, the Italian authorities were facing some 
hard choices. These were well described by Professor 
Paolo Baffi, Governor of the Bank of Italy, in an address 
to the Institute for Advanced Military Studies in Rome on 
January 15, 1976:

I would say that the task of defending the lira at 
present may be likened to that of defending a for
tress with insufficient supplies of food and ammuni
tion and with the cordon of the besieging army clos
ing further and further in every day. In this analogy 
the territorial inroads represent the progessive loss 
of purchasing power of the lira; the gradual ex
haustion of supplies of food and ammunition cor
responds to the erosion of the foreign exchange 
reserves and of Italy’s credit standing abroad. In 
the conduct of economic policy, however, we find 
no counterpart for two fundamental imperatives in 
a state of seige, viz., food rationing and unity of 
command.

The counterpart of rationing might be found in 
a genuine incomes policy for which there have been 
vain demands for more than a decade. The counter
part of unity of command would be a broad coor
dination of economic policy on the basis of a con
sistent set of objectives, one of which must be 
monetary stability.

On January 21 the Italian authorities announced that, 
to conserve reserves, the Bank of Italy would suspend 
official dealings in the exchange markets. This decision 
left the lira effectively floating freely in the exchanges 
and, as selling continued over the next few days, the spot 
rate plummeted by some 6 lA  percent in occasionally dis
orderly trading. The lira continued to fluctuate widely 
over the rest of the month, closing on January 30 at 
$0.001321, some 10 percent below levels prevailing 
before the cabinet resignation. The proceeds of the $250
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million swap drawing on the Federal Reserve remained 
unused but available for intervention by the Bank of 
Italy to maintain an orderly exchange market following 
resumption of official dealings, ultimately set for March 1. 
Treasury Minister Emilio Colombo reported to Parliament 
late in January that official intervention policy would be 
aimed at “assuring a normal development of international 
transactions, eliminating accidental oscillations in the lira 
rate due to purely speculative transactions, and orienting 
the lira toward a level indicated by medium-term underly
ing balance-of-payments trends”.

NETHERLANDS GUILDER

To stimulate a still sluggish domestic economy, fiscal 
and monetary policy in the Netherlands continued to be 
relaxed throughout early 1975. As a result, monetary 
growth had accelerated and, although the Netherlands 
Bank temporarily absorbed some of the excess liquidity 
from time to time, Dutch short-term interest rates de
clined steadily to levels well below those in the United 
States, Germany, and Belgium. Thus, Dutch commercial 
banks had placed increasing amounts of funds abroad, 
both in the Euro-dollar market and in Continental finan
cial centers. Moreover, long-term capital outflows, in
cluding several new Euro-guilder bond issues, remained 
substantial. Together, these flows more than offset the 
large Netherlands current-account surplus.

The guilder, therefore, had declined more steeply 
against the dollar than other EC currencies during early 
summer, contributing to a narrowing of the EC snake. In 
August, Dutch interest rates eased further, and the Nether
lands Bank cut its discount rate by Vi percentage point to 
5 Vi percent. Partly in response, the guilder drifted back 
to about $0.3775. Then, after holding fairly steady through 
mid-September, it dropped back another 4 percent to a 
nineteen-month low of $0.3629 as the dollar advanced 
across the board. But, toward the end of September, the 
guilder rebounded with other European currencies, as New  
York’s fiscal crisis and declining United States interest rates 
weakened the dollar generally.

Meanwhile, the Netherlands current account had been 
further bolstered by growing foreign sales of Dutch nat
ural gas. In addition, Dutch short-term interest rates 
bottomed out in response to seasonal factors. Although 
the Netherlands Bank took in dollars on a swap basis, 
providing guilders to prevent a tightening of liquidity 
from exerting strong upward pressure on the exchange 
rate, the guilder remained buoyant both against the dollar 
and the other EC currencies throughout the late fall. On 
those occasions when new developments in New York City’s

Ch art V II

NETHERLANDS

* S e e  footnote on Chart II.

"t”Central rate established on September 17, 1973.

ongoing fiscal crisis unsettled the markets, the guilder was 
bid up strongly with other currencies and the Netherlands 
Bank bought small amounts of dollars to maintain orderly 
markets. Even so, by early November, the guilder had ad
vanced 5Va percent from its September lows to $0.3818.

Once elements of a compromise to New York’s finan
cial problems began to emerge late in November, the 
guilder eased back to trade through the year-end around 
$0.3728. Against other European currencies, however, it 
remained firm. Dutch current-account surpluses continued 
to cumulate, and prospects improved for further gains in 
manufactured exports as signs of a recovery of demand 
abroad, especially in Germany, started to appear. In addi
tion, it was announced that the previous ban on interest 
payments to nonresidents would be lifted, effective January 
1, 1976. By late December, the guilder was pushing against 
its upper limit within the Benelux currency arrangement, 
although at first only modest intervention by the Dutch 
and Belgian central banks was needed to maintain the IV2 
percent margin between the two currencies.
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By late January, however, demand for guilders was 
exerting greater upward pressure, not only against its 
partner in the Benelux band but against all EC currencies. 
Substantial payments for gas and refined oil exports, 
interest charges on outstanding Euro-guilder loans, and 
other month-end commercial demands combined to swell 
bidding for the Dutch currency. Then, on January 28, 
a press report that the Benelux band might be abandoned 
triggered large-scale speculative demand for guilders 
against sales of Belgian francs. Although this report was 
officially denied both in Amsterdam and in Brussels, 
the pressures intensified on the last two days of the 
month, as rumors of a realignment of parities among 
EC snake currencies— including a possible revaluation 
of the guilder— circulated in the market. To maintain 
the Benelux limits, the Netherlands Bank, intervening in 
coordination with the National Bank of Belgium, bought 
substantial amounts of Belgian francs as well as dollars. 
In a further effort to relax pressure on the guilder, the 
Netherlands Bank also announced on January 30 a 
Vi percent cut in its bank rate to 4 percent and a 1 per
cent cut in its other interest rates. Nevertheless, by the end 
of January the guilder had firmed to $0.3752, for a net 
rise of 3V4 percent since its mid-September low.

BELGIAN FRANC

By midsummer 1975 the deepening recession in neigh
boring countries had exerted a serious drag on the Belgian 
economy, pulling industrial production down by over 
10 percent and pushing the unemployment rate up to 
6V2 percent. But the rate of inflation remained persistently 
high and above the rates of some of Belgium’s major 
trading partners. Faced with this dilemma, starting in May
1975, the government had imposed a selective price freeze 
to break inflationary expectations while gradually easing 
monetary conditions to stimulate the economy. By 
August 21, the National Bank of Belgium had cut its dis
count rate in two steps to 6 percent, generally in line 
with the easing of interest rates elsewhere on the Con
tinent, and had released commercial bank reserves. Thus, 
the Belgian franc joined in the general downtrend of 
currencies against the dollar, easing to $0.026040 by 
early August while remaining in the upper half of the 
EC band.

During September the market became concerned that 
Belgium’s inflation, fueled by a continued rise in price- 
indexed wages, was not slowing as rapidly as hoped in 
response to the price freeze. With the trade balance wors
ening in the face of depressed demand abroad and the 
implementation of a rather low interest rate policy, the

commercial franc became vulnerable to selling pressures.
Against this background, as the dollar advanced 

strongly in the exchanges just after mid-September, the 
franc fell away more rapidly than other European cur
rencies. By September 23, the commercial franc had 
dropped 5 percent to $0.024730 and, to cushion the 
decline, the National Bank of Belgium sold moderate 
amounts of dollars. For its part, the Federal Reserve took 
this opportunity to resume purchases of Belgian francs 
against outstanding swap debt incurred before August 
1971, acquiring $6 million equivalent over September 
23-24. Pressures on the Belgian franc then subsided, and 
the commercial rate rebounded with other European 
currencies in late September and October. On a few occa
sions during this time, the National Bank made small 
purchases of dollars to maintain orderly market conditions 
in Brussels.

During November and early December the Belgian 
franc again drifted down against the dollar along with 
other EC currencies. Concern over Belgium’s price per
formance continued especially after proposed govern
ment anti-inflationary measures ran into opposition from 
the labor unions and within Parliament. Consequently, 
the franc eased to near the bottom of both the EC snake 
and the separate Benelux band. The authorities were able, 
however, to stabilize the franc’s position within those
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limits with only occasional modest dollar sales.
Meanwhile, on December 2, the Federal Reserve 

and the National Bank of Belgium implemented an 
earlier agreement to adjust commitments under outstand
ing Federal Reserve swap drawings, initiated prior to 
August 15, 1971. As a result of these adjustments, the 
System’s debt in Belgian francs was decreased to take 
into account the 1971 Belgian franc revaluation and the 
corresponding assets of the National Bank of Belgium  
were increased by $54 million to $315.8 million to take 
into account the dollar devaluations of 1971 and 1973. 
Subsequently, the Federal Reserve resumed a program of 
regular market purchases of small amounts of Belgian 
francs and used these acquisitions to repay $18.1 million 
equivalent of outstanding debt before the year-end.

In December and early January, trading in commercial 
Belgian francs was fairly balanced but, with the Dutch 
guilder on a rising trend, the Benelux band was extended 
to its W i  percent limit. Intervention was modest, though, 
until generalized speculation over European currency 
relationships emerged in late January. In particular, on 
Wednesday, January 28, the pressures on the Benelux 
band sharply intensified in response to newspaper reports 
that the Benelux currency arrangement might be dis
banded. The reports were strongly denied by both govern
ments, but the National Bank of Belgium and the Nether
lands Bank were obliged to absorb large amounts of francs 
through sales of guilders to maintain the limits of the 
band. The National Bank supplemented this intervention 
with sales of dollars as well. Moreover, since much of the 
speculation was in the form of adverse shifts in leads and 
lags, the National Bank responded by raising interest rates 
on a variety of trade-related paper. The pressure against 
the franc then subsided, at least temporarily, with the Bel
gian franc trading on January 30 at $0.025470, 2 XA  percent 
below the levels of six months before. Meanwhile, the 
Federal Reserve continued to make modest purchases of 
Belgian francs and repaid a further $44.7 million of swap 
debt. The remaining 1971 commitments in Belgian francs 
were thereby reduced to $252.9 million by the end of 
January.

JAPANESE YEN

Japan had begun to pull out of recession ahead of most 
other industrial countries, but by midsummer the recovery 
was losing its initial momentum. Thus, the market ex
pected the authorities would follow up their increasingly 
stimulative policies of the spring with additional reflation- 
ary measures and a further gradual easing of monetary 
policy. Meanwhile, the deep and long-lasting recession

abroad had seriously clouded prospects for Japanese ex
ports. Although Japan’s trade account surplus had widened 
substantially earlier in the year, by the summer the market 
was increasingly concerned that export demand would 
prove insufficient to cover any growth in imports pulled 
in by the incipient recovery.

As a result, the yen had lost buoyancy in the exchanges 
and, as demand for dollars built up in Tokyo, the spot 
rate had slipped back AVa percent from early-March 
levels to ¥ 2 9 8  ($0 .003356) by early August. As expected, 
the Bank of Japan on August 12 cut its discount rate 
by Vi percentage point to IV2 percent and indicated it 
would regulate various limits on bank credit expansion 
more flexibly. In addition, on September 17 the govern
ment announced another package of measures to aid the 
recovery, including increased public works expenditures 
and financial aid to medium- and small-size firms, while 
further relaxation of monetary policy was suggested as 
well. Meanwhile, many exchange dealers were worried 
over the possible deterioration of Japan’s current balance, 
and news of the collapse of a major Japanese industrial 
corporation had caused concern over the financial position 
of Japanese companies. Thus, the yen remained on offer 
in sporadically heavy trading throughout August and 
September. The Bank of Japan intervened forcefully first 
at ¥ 2 9 8  and then, as the dollar gained strongly elsewhere 
in the exchanges, it moved the intervention level in two 
steps to ¥ 3 0 3  ($0 .0033 00). The heavy intervention was 
reflected in a two-month decline of $1.4 billion in Japa
nese official foreign exchange reserves.

By late September a bunching of export bill con
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versions and the decline of dollar rates against the major 
European currencies helped to relieve the pressure on 
the yen. Thus, previously adverse leads and lags were 
reversed, providing support for the spot rate even as the 
current-account deficit widened. Moreover, net capital 
outflows through nonresident sales of Japanese securities 
slowed, as United States interest rates began to decline 
and OPEC interests made occasionally sizable invest
ments in yen. In this improved atmosphere, there was little 
market reaction to announcement of a long-anticipated 
discount rate cut to 6V2 percent on October 23. In fact, 
the yen traded below the ¥ 3 0 3  level from mid-October 
to mid-November.

Selling pressure on the yen soon reemerged, however, 
in reaction to a variety of events. Following the November 
15-17 Rambouillet summit meeting, the Japanese press 
carried reports suggesting that the yen might be allowed 
to weaken further before the January 1976 Jamaica 
conference of the IMF. A  public workers’ strike also 
had an adverse effect, as did news of an increased 
Japanese current-account deficit in October and scaled- 
down estimates of the strength of the Japanese recov
ery. The Bank of Japan, while lowering its intervention 
level, again offered firm resistance to the yen’s decline, 
and by mid-December the spot rate bottomed out at 
¥306%  ($0 .0032 60), some 23A  percent below early- 
August levels. Thereafter, bearish sentiment began to lift 
on a combination of positive factors, including an expected 
increase in January of the swap quotas for foreign banks in 
Japan and heavier than anticipated export bill conversions. 
Consequently, the exchange market came into better bal
ance in quieter trading through the year-end.

By early 1976 the pendulum had swung back in favor 
of the yen. The outlook for the trade balance brightened, 
as economic recoveries elsewhere bolstered export pros
pects while the slowing of Japan’s recovery dampened 
import growth. Moreover, in response to a renewed de
cline in United States money market rates, foreign pur
chases of Japanese securities picked up. Thus, traders 
began to cut back long dollar positions. By the month end, 
the yen was bid back up to ¥303%  ($0 .0 0 3 2 9 3 ), some 1 
percent above December’s low. Meanwhile, the Bank of 
Japan purchased dollars to moderate the yen’s advance, 
contributing to a reserve gain of $338 million in January.

CANADIAN DOLLAR

In the spring and early summer of 1975, the mar
kets had taken a bearish view of the outlook for Can
ada’s payments position. Canada’s current account had 
already swung into deep deficit. And, with Canada’s eco

nomic downturn both milder and shorter than those abroad, 
imports were rising more rapidly than exports. Moreover, 
Canada’s rate of inflation remained high, particularly com
pared with that of the United States. New labor set
tlements suggested that wage rates would continue to rise 
sharply, threatening further erosion of Canada’s competi
tive position. To contain inflationary pressures, monetary 
policy had been tightened somewhat in the spring, and 
modest favorable interest rate differentials had emerged by 
May. But uncertainties over the economic outlook blunted 
any significant inflows of short-term funds, thereby leaving 
a potentially large payments gap to be filled by long-term 
Canadian borrowings abroad.

Consequently, the market for Canadian dollars was left 
vulnerable to shifting expectations over the extent to which 
Canadian borrowers could tap these markets. During the 
first half of the year, a heavy schedule of foreign public 
and private issues in other markets, particularly in the 
United States, had at times seemed to preclude additional 
large Canadian offerings. Thus, the Canadian dollar had 
been under recurrent selling pressure, declining by some 
4 percent from $1.0100 in January to $0.9696 by the end 
of July. The pressure reappeared in early August, and the 
rate slipped to $0.9616, its lowest level in five years, 
by August 18.

Over the following weeks, the atmosphere began to 
improve in response to signs of an improved outlook for 
Canadian placements abroad as well as to reports of Soviet 
demand to finance large new grain purchases in Canada.
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By September, new foreign borrowings by municipal and 
provincial agencies had been placed and a large number 
of Canadian corporate issues in the Euro-bond market 
were announced, as firms began to take advantage of the 
planned removal of withholding taxes on foreigners’ hold
ings of long-term Canadian corporate securities. As pro
ceeds of these various new issues were converted into 
Canadian dollars, the spot rate began to move up in the 
exchanges, reaching $0.9788 by September 23. Meanwhile, 
on September 3, the Bank of Canada had raised its discount 
rate by 3A  percentage point to 9 percent.

Late in September, the market for Canadian dollars took 
on a more hesitant tone especially when, in the back
wash of the New York City fiscal crisis, a large issue by a 
Canadian municipal borrower received a mixed reception 
in the New York market. Then, since figures had just been 
released showing a widening of the trade deficit and a more 
rapid rise in wages and prices, the market was receptive to 
rumors that began to circulate in the exchanges on October 
10 that the floating Canadian dollar would be devalued as 
part of an upcoming government package of new economic 
measures. An ensuing bout of selling pushed the rate back 
down to $0.9699, with the Bank of Canada intervening to 
steady the market.

On October 14 the government announced a major 
new initiative to curb accelerating domestic inflation. A  
three-year wage and price program was introduced, limit
ing annual wage increases covered by the plan to 10 per
cent in the first year. In addition, price increases were 
restricted to reflect cost increases only. Profit margins 
were frozen, and corporate dividends were fixed at cur
rent levels. Later on, Bank of Canada Governor Bouey 
stressed the bank’s commitment to moderating the growth 
of monetary aggregates through higher interest rates if nec
essary. Meanwhile, major new foreign issues were under
taken by Canadian public and private borrowers both in 
the United States and in the Euro-currency markets, and 
prospects of large-scale conversions prompted further de
mand for the Canadian dollar. As a result, the Canadian 
dollar rallied in late October and continued to advance 
through most of November, reaching $0.9912 by November 
28 or a rise of 2 percent in six weeks’ time. In December, 
the rate eased back largely on seasonal factors, as short
term outflows to the United States increased ahead of the 
December 15 corporate tax date and as conversions of 
foreign borrowings tapered off temporarily.

In January 1976, the Canadian dollar came into re
newed heavy demand. Canadian provincial authorities 
announced several substantial new foreign borrowings 
which, taken together, would more than offset the 
expected current-account deficit in the early months

of the year. Moreover, United States interest rates were 
drifting downward while Canadian rates held firm, open
ing record interest rate differentials of as much as 4 per
centage points in favor of Canada. By late January, the 
Canadian dollar had been bid above the $1.00 level, for 
a net rise of 3 percent over the six-month period. Largely 
reflecting the Bank of Canada’s day-to-day intervention to 
moderate exchange rate movements, Canadian reserves 
rose by a net of $375 million from July 1975 through 
January 1976.

EURO-CURRENCY MARKETS

The Euro-currency markets grew increasingly active 
during the last half of 1975, after a marked slowdown of 
activity earlier in the year. The great bulk of new bank 
lending, however, continued to be concentrated with the 
nonindustrial countries. Nearly half of new syndicated 
medium-term credits went to the nonoil-producing less 
developed countries, which suffered from mounting pay
ments imbalances in the wake of the severe contraction

Chart X I

INTEREST RATES IN THE UNITED STATES, CA N A D A, 
AND THE EURO-DOLLAR MARKET

Percent T H R EE-M O N TH  M ATURITIES *  Percent

C h art XII

SELECTED INTEREST RATES
Percent T H R EE-M O N TH  M A T U R IT IE S *  Percent

1975 1976
^ W e e k ly  a v e ra g e s  of d a ily  rates.
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of world demand. In addition, several of the oil-producing 
countries that had launched ambitious economic develop
ment programs began to appear as substantial borrowers, 
as demand for oil declined and their imports escalated. 
Sizable amounts were also raised by Eastern European 
countries, although their share of total loans tended to 
decline somewhat.

In contrast, demand for loans by borrowers from the 
major industrial countries, while picking up here and there 
toward the year-end, remained slack. In the early stages of 
the economic recovery, private and semipublic corporations 
in these countries were still trying to rebuild liquidity and 
otherwise to strengthen their balance sheets. To reduce their 
dependence on sources of finance available only at 
variable rates of interest, many of these firms took  
advantage of favorable conditions in domestic and inter
national bond markets to raise long-term capital at 
fixed interest rates. Thus, their reliance on bank lending 
in the Euro-currency markets correspondingly declined. 
Moreover, with the balance of payments of most industrial 
countries improving significantly during 1975, governments 
and other public authorities drastically scaled down their 
takings from the market. Substantial sums were raised, how
ever, to finance exploration and development of new energy 
sources, particularly in the North Sea.

The growth of Euro-dollar lending was easily facilitated 
by a strong expansion of new supplies to the market. 
Unlike 1974, however, when OPEC countries were the 
principal source of additional deposits, the persistent 
easing of domestic monetary conditions in most industrial 
countries led to large-scale shifts of funds from their 
domestic money markets into the Euro-currency markets. 
Thus, the industrial countries became the major net pro
vider of funds, while the scale of new OPEC placements 
tapered off significantly as these countries’ combined 
external surplus deteriorated sharply.

By January 1975, market conditions were still clearly 
improving for prime-name borrowers. Loan spreads 
tended to narrow, amounts that could be syndicated 
increased, and maturities were lengthened. Over time, 
however, the major banks operating in the market had 
tended to view more cautiously the ability of some bor

rowers from developing countries to meet interest pay
ments and redemption schedules on outstanding debt. In 
addition, outstanding loans to certain industries, especially 
for financing tankers, remained a continuing concern. As 
credit standards were tightened, there were increasing 
indications of a greater selectivity on the part of lenders 
to participate in proposed new loans by various borrowers. 
Thus, in January 1976, new syndicated medium-term 
bank credits tapered off, as the market attempted to digest 
the previous heavy volume of lending.

In the Euro-bond market, however, the rapid expansion 
of activity that accelerated during late 1975 carried over 
into the new year. With bond yields becoming increasingly 
attractive as short-term interest rates eased back much 
more sharply than long-term rates, institutional interest 
in new offerings of prime-name borrowers continued to be 
exceptionally high. Thus, public and private entities in 
many countries took advantage of favorable market con
ditions to place unprecedented amounts of new bond 
issues in international markets. Moreover, foreign issues 
in the New York capital market, which had swelled to a 
record %1Vi  billion in 1975, remained heavy at $500  
million in January 1976. Most of the borrowers were from 
the industrial countries, although some issues of develop
ing countries with relatively favorable balance-of- 
payments positions were also well received. In addition, 
international and regional organizations borrowed sub
stantial amounts to finance their increased lending to 
many of the countries that found it impossible to raise 
funds in the market.

Short-term interest rates in the interbank Euro-dollar 
market tended to follow closely movements of domestic 
rates in the United States. The three-month Euro-dollar 
rate leveled off at around 7 percent per annum in August, 
but then moved upward again in September to a peak of 

percent in early October. Thereafter, the rate began to 
decline sharply as United States monetary conditions 
turned easier and, after steadying around 6V2 percent 
during November and December, the rate eased again to 
a three-year low of 5 V2 percent by the end of January, 
for a net decline of IV2 percentage points over the six- 
month period.
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Treasury and Federal Reserve Foreign Exchange Operations 
Interim Report: February-April 1976

By A l a n  R. H o l m e s  a n d  S c o t t  E. P a r d e e *

In early 1976, the dollar was largely shielded from the 
variety of tensions which developed in markets for other 
currencies. By that time the latest economic indicators 
suggested that the United States recovery was regain
ing momentum and was more solidly based than the 
more recent upturns in other industrial countries. 
Moreover, with the United States already having one of 
the lowest rates of inflation among industrial countries, 
the further moderation in the uptrend of prices here 
bolstered sentiment toward the dollar.

Elsewhere, divergent price and productivity perfor
mances among European countries had led many market 
participants to expect that exchange rate adjustments 
might again be necessary, both by those within the 
Economic Community (EC) “snake” arrangement and 
by other European countries whose trade is closely 
linked to that group. During January, concern over poli
tical and economic developments in Europe generated 
speculative pressures in markets for several European 
currencies. The Italian lira declined after the Bank of Italy 
withdrew temporarily from the market to conserve its 
reserves during a prolonged Cabinet crisis. In several 
other markets, central banks intervened sometimes heavily 
to moderate fluctuations in their currencies. The dollar 
occasionally came on offer against the German mark, 
Dutch guilder, and Swiss franc in late January, but 
Federal Reserve intervention was limited to modest sales

* Mr. H olm es is the Executive Vice President in charge of the 
Foreign Function of the Federal Reserve Bank of N ew York and 
Manager, System Open Market Account. Mr. Pardee is Vice Presi
dent in the Foreign Function and Deputy Manager for Foreign 
Operations of the System Open Market Account. The Bank acts as 
agent for both the Treasury and the Federal Reserve System in the 
conduct o f foreign exchange operations.

of marks out of existing balances without renewed 
recourse to the System’s swap arrangements with foreign 
central banks.

By early February, intense two-way speculation 
had developed within the EC snake arrangement. 
With the French franc heavily on offer and the German 
mark in demand, the two currencies were pushed toward 
the opposite extremes of the EC band. Strains also devel
oped within the IV2 percent Benelux band, driving the Bel
gian franc to the bottom and the Dutch guilder to the top. 
Since the dollar figured heavily in these various dealings— 
both as a vehicle currency for many market participants 
and as an intervention currency for central banks—the 
dollar was soon caught up in the cross fire. With 
several central banks defending their own currencies 
through dollar sales, the potential for even larger accumu
lations of dollar balances in traders’ positions began to 
weigh on market psychology. Dealers, therefore, sought to 
shift into currencies they believed more likely to rise in the 
very near future. In the process, the German mark began 
to rise more sharply, exerting an upward pull on other 
European currencies including those still under generalized 
selling pressure. Consequently, the dollar, which by Febru
ary 2 had already slipped by 2 Vi percent against the mark 
from the late 1975 highs, declined a further IV2 percent 
by February 11.

As speculative pressures mounted, the French and 
German central banks stepped up their intervention to 
defend the limits of the snake, not only in dollars but in 
each other’s currencies as well. At the same time, with the 
New York market also becoming unsettled, the Federal 
Reserve intervened on four days between February 2 and 
11. The System sold a total of $137.4 million equivalent 
of marks, financed by $80.9 million of drawings under the 
swap arrangement with the Bundesbank and by use of 
existing balances. In addition, the System sold $19.6 mil
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lion equivalent of Dutch guilders, drawn on the swap line 
with the Netherlands Bank.

The immediate strains on the snake then eased, as the 
concerted intervention by the member central banks was 
reinforced by strong statements by their respective gov
ernments denying the need or advisability of rate adjust
ment. Trading conditions gradually improved during late 
February, and the Federal Reserve intervened on only two 
occasions when the dollar dropped abruptly against the 
mark, selling a total of $15.8 million equivalent from 
balances. Otherwise, the dollar gradually rose against 
the main Continental currencies to above the levels of 
early February, providing the opportunity for the System 
to acquire $54.1 million of marks in the market and 
from correspondents. Part of these acquisitions was used 
in early March to repay $26.4 million of the recently 
incurred swap indebtedness with the Bundesbank.

This temporary calm in the European exchange mar
kets was again broken early in March, when sterling 
suddenly came under selling pressure and fell below the 
$2.00 level. Market fears of widespread readjustments 
in European currency relationships quickly resurfaced. 
By March 5, the EC snake was again stretched to its 
limits and required substantial intervention to maintain 
the prescribed margins. As market concern over the 
durability of existing parities in the European snake

Table I

FEDERAL RESERVE SYSTEM DRAW INGS A N D  REPAYMENTS 
UNDER RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars equivalent

Transactions with
System swap 

commitments, 
January 31, 1976

Drawings ( 4~) or 
repayments (— ) 

February 1 
through April 30, 

1976

System swap 
commitments, 

April 30, 1976

National Bank of Belgium.......... 252.9 — 81.3 171.7

German Federal B ank............ -0- H -133 .9
53.9

( 4- 19.6 
19.6

80.0

Netherlands B ank .......................... -0- -0-

Swiss National Bank .................. 567.2

*o
o

d
o

i
l 1,147.2

Bank for International Settle
ments ................................................ 600.0 -6 0 0 .0 * -0-

Total ................................................. 1,420.1 (4-753.5
1 -7 7 4 .8 1,398.8

Note: Discrepancies in totals are due to rounding. 
* Consolidation of Swiss franc swap debt.

DRAW INGS A N D  REPAYMENTS BY FOREIGN CENTRAL BANKS 
A N D  THE BANK FOR INTERNATIONAL SETTLEMENTS 

U NDER RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars

Table II

Banks drawing on 
Federal Reserve System

Drawings on 
Federal Reserve 

System 
outstanding 

January 31, 1976

Drawings ( + )  or 
repayments (— ) 

February 1 
through April 30, 

1976

Drawings on 
Federal Reserve 

System 
outstanding 

April 30 ,1976

Bank of Italy ................................. 250.0 + 2 5 0 .0

360.0

500.0

Bank of Mexico ............................. -0- 360.0

Total ............ 250.0 4-610.0 860.0

progressively deepened, intervention in EC currencies 
swelled to massive proportions. With markets increasingly 
nervous and unsettled, the Federal Reserve entered the 
New York market on March 5 and March 12 with offer
ings of marks, selling $52.8 million equivalent of which 
$23.2 million was financed under the swap line with 
the Bundesbank and the rest from balances.

Following a meeting of EC Finance Ministers over the 
weekend of March 13-14, the French government an
nounced that it would withdraw the franc from the snake. 
At the same time, the Dutch and Belgian authorities 
announced the suspension of the separate W i percent 
Benelux band. Over subsequent days, however, specula
tion persisted over the possibility of further adjustments 
in rates for other European currencies and bidding for 
marks remained strong, pushing the dollar down a further 
1 percent. These pressures spilled into the New York 
market on March 16-17, and the Federal Reserve again 
intervened in marks, selling $34.9 million equivalent of 
which $29.8 million was drawn under the swap line and 
the remainder from balances. Thereafter, further 
sizable intervention in European currencies, supported by 
restrictive monetary measures by those countries whose 
currencies were pinned to the bottom of the snake, and 
firm denials by German and other EC government officials 
of any intention of altering existing parities led to a 
gradual relaxation of these speculative tensions.

Meanwhile, evidence of additional improvement in 
production and employment levels in the United States, 
coupled with further encouraging price developments, 
reinforced the generally favorable market sentiment toward 
the dollar. Market expectations of an early firming of 
United States short-term interest rates also had a steady
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ing influence. Consequently, although the dollar was at 
times caught up in the backwash of further flows out of 
sterling and the Italian lira in late March and April, it 
traded fairly narrowly against the mark and other cur
rencies in the EC snake. The Federal Reserve therefore 
intervened only once in late March, selling $9.9 million 
of marks from balances. Otherwise, taking advantage 
of the dollar’s basic buoyancy on quiet days, the Federal 
Reserve acquired currencies needed to repay swap debt. 
The System thus purchased $119.6 million of marks 
in the market and from correspondents, liquidating a 
further $27.5 million of commitments in that currency, 
and bought sufficient guilders in the market to liquidate in 
full the $19.6 million swap on the Netherlands Bank in
curred in February.

In summarizing operations over February-April, the 
Federal Reserve sold in the market a total of $270.4 mil
lion equivalent of foreign currencies. In marks, System 
sales amounted to $250.8 million, with $133.9 million 
financed by drawings under the swap arrangement with the 
Bundesbank and $116.9 million from balances. Mark pur
chases totaled $173.7 million equivalent of which $53.9 
million was used to liquidate swap drawings on the Bundes
bank, leaving $80 million equivalent outstanding at the end 
of the period. The System also sold $19.6 million equiva

lent of Netherlands guilders financed by a swap drawing, 
which was subsequently repaid with balances acquired in 
the market.

In addition, the Federal Reserve made further progress 
in repaying swap debt outstanding since August 1971. 
Throughout the period the System continued to buy 
Belgian francs in the market and from correspondents, 
purchasing $74.9 million equivalent. These acquisitions, 
together with existing balances, were used to repay $81.3 
million equivalent of the drawings on the National Bank 
of Belgium, leaving $171.7 million outstanding at end- 
April. The Federal Reserve in February transferred its 
$600 million of Swiss franc swap debt from the Bank for 
International Settlements to the Swiss National Bank. 
During the period, the System purchased $33.2 million 
equivalent of Swiss francs from correspondents and liqui
dated $20 million of its debt with the Swiss central bank. 
Swiss franc commitments outstanding at end-April totaled 
$1,147.2 million.

Also during the period, the Bank of Italy, after re
suming market operations in early March, drew $250 
million on its swap line with the Federal Reserve, raising 
total drawings to $500 million. In addition, in early April, 
the Bank of Mexico drew the full $360 million available 
under its swap line with the Federal Reserve.
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August-October 1976, Interim Report

Treasury and Federal Reserve 
Foreign Exchange Operations
by Alan R. Holmes and Scott E. Pardee*

During the August-October period under review, foreign 
exchange market activity reflected the large disparities 
that persisted in actual and expected price performance 
and in balance-of-payments positions of major Euro
pean countries. Market participants were quick to react 
to new events and to rumors or official statements 
which reinforced their expectations of a rise or a fall 
in a particular currency. In this atmosphere, markets 
for several currencies were unsettled by large-scale 
shifts in professional trading positions as well as in 
commercial leads and lags.

Among those European currencies floating indepen
dently vis-a-vis the dollar, the pound was driven down
11 percent during the period, the Italian lira declined 
a net of 3 percent and the French franc slipped a net 
of 2 percent. Meanwhile, within the group of currencies 
joined together in the European Community (EC) 
“snake”, speculative pressures had reemerged late 
in July on expectations of an early upward adjustment 
for the German mark against the other participating 
currencies. Tensions within this arrangement continued 
to build through the October 3 election in Germany, 
and member central banks again intervened massively 
while taking a variety of other measures— including in 
some cases a sharp tightening of monetary policy— to 
maintain their currencies within the limits of the snake. 
After an October 17 meeting in Frankfurt, the partici
pating governments announced an agreement by which

* Mr. Holmes is the Executive Vice President in charge of the 
Foreign Function of the Federal Reserve Bank of New York and 
Manager, System Open Market Account. Mr. Pardee is 
Vice President in the Foreign Function and Deputy M anager for 
Foreign Operations of the System Open Market Account. The 
Bank acts as agent for both the Treasury and the Federal 
Reserve System in the conduct of foreign exchange operations.

the mark’s parity was adjusted upward by 2 to 6 per
cent against its partner currencies. After some initial 
hesitancy in the market, a substantial unwinding of 
dealers’ positions and reversal of commercial leads 
and lags was in progress by the month end.

As in previous episodes of market stress, the dollar, 
as the main vehicle currency in the market, was in
evitably caught up in the cross fire, rising against 
some currencies and falling against others. Against 
the German mark, however, the dollar began to lose 
some of its earlier resiliency to the heavy shifts into 
marks which developed each time market participants 
sought to switch out of other EC snake currencies or 
out of currencies, like sterling, which were weakening 
generally. This reduced buoyancy for the dollar in 
part reflected market concern over the pause in the

Table 1

Federal Reserve System Drawings and Repayments 
under Reciprocal Currency Arrangements
In millions of dollars equivalent

Transactions with

System 
swap com

mitments, 
July 31, 

1976

Drawings ( + )  
or repay

ments ( — ) 
August 1 
through 

October 31, 
1976

System  
swap 

commit
ments, 

October 
31, 1976

National Bank of
Belgium ............................. 82.4 -  55.0 27.4
Swiss National Bank . . . 1,147.2 -1 ,1 4 7 .2 -0 -

1,229.6 -1 ,2 0 2 .2 27.4
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lt«sFederal Reserve System Drawings and Repayments 
under Special Swap Arrangement with the Swiss

In m illions  o f do lla rs  equ iva len t

T ransactions w ith

D raw ings ( - f )
System or repay-

swap m ents ( — )
com m it- August 1

m ents, through
Ju ly  31, O ctober 31,

1976 1976

System 
swap com 

m itm ents, 
O ctobe r 31, 

1976

Swiss N ational Bank . -0- +  1,147.2 1,147.2

Total ............................... -0- +  1,147.2 
------------------------

1,147.2

United States economic recovery, the relative decline 
in interest rates here, and the further widening of 
our trade deficit. Uncertainties surrounding the United 
States elections also tended to weigh on market senti
ment toward the dollar. In this atmosphere the dollar 
declined by a net 6 to 7 percent against the mark and 
other European currencies linked to it.

For the most part, this decline was orderly. The 
occasionally sharp drops in dollar rates were mainly 
confined to the European trading day, at which times 
the German Bundesbank supplemented its intervention 
in other snake currencies with small to moderate pur
chases of dollars. On a few days, however, the bid
ding for marks spilled into the New York market and 
unsettled trading conditions here. On August 16-17, 
when speculation over possible rate adjustments 
within the EC snake triggered more generalized bid
ding for marks, the Federal Reserve intervened in 
New York, selling $15.9 million equivalent of marks 
from balances. Again, in September and early October, 
amidst uncertainties surrounding the general election 
in Germany, the Federal Reserve operated on four days 
(September 16 and 24, October 5 and 6) to sell a total 
of $37.2 million of marks. Toward the end of October, 
when the continued volatility in sterling kept the 
markets generally unsettled, the dollar was again ad
versely affected at times and the Federal Reserve sold 
another $16.3 million of marks in operations on Octo
ber 19 and 26, also from balances.

In summary, the Federal Reserve sold a total of 
$69.4 million equivalent of marks from existing bal
ances during the three-month period. These sales 
were largely offset, however, by purchases of $63.4 
million equivalent of marks, principally from corre
spondents.

In other operations, as part of its program to repay

swap debt outstanding since August 1971, the Fed
eral Reserve acquired sufficient Belgian francs in the 
market and from correspondents to cover the remain
ing $82.4 million of its swap drawings on the National 
Bank of Belgium. Of this, the System had repaid $55 
million by the end of October and had purchased 
in the forward market francs sufficient for repayment 
of the remainder in early November.

Moreover, in October, the Federal Reserve and 
United States Treasury reached agreement with the 
Swiss National Bank on an orderly procedure for re
paying over three years the Swiss franc indebtedness 
remaining from August 1971. This included $1,147.2 
million equivalent of drawings under the Federal 
Reserve swap line, as well as the $1,599.3 million 
equivalent of United States Treasury Swiss franc- 
denominated notes. In this connection, the Federal 
Reserve’s drawings on the original swap arrangement 
with the National Bank were repaid on October 29, 
using Swiss francs drawn under a newly established 
special swap facility which, in turn, will be reduced as 
the swap is repaid over the three-year period.

In September, the Bank of England drew a further 
$100 million each from the Federal Reserve and the 
United States Treasury, raising total drawings in both 
cases to $300 million under the standby facility es
tablished in June 1976. These drawings were in pro
portion to drawings on other countries participating 
in the $5.3 billion package that terminates on Decem
ber 9. In connection with the repayment of drawings 
under this agreement, the United Kingdom authorities 
initiated in October an application for a $3.9 billion 
drawing on the International Monetary Fund (IMF).

On August 31, following persistent pressures on the 
Mexican peso through much of the year, the Mexican 
authorities announced that they would no longer sup-

Table 3 ■■MM
Drawings and Repayments by Foreign Central 
Banks and the Bank for International Settlements 
under Reciprocal Currency Arrangements
In m illions  of do lla rs

— -----------

Banks draw ing on 
Federal Reserve 
System

D raw ings D raw ings { +  ) D raw ings
on Federal o r repay- on Federal

Reserve m ents ( — ) Reserve
System A ugust 1 System

outs tand ing  th rough  outstand ing
Ju ly  31, O ctobe r 31, O ctober 31,

1976 1976 1976

Bank of England 
Bank of M exico  .

200.0 +  100.0 
-3 6 0 .0

300.0
-0-

-------------------------------
. . .  5 6 0 0

c + 1 0 0 .0
1 - 3 6 0 .0

f i i s i i i i  m i  i ii i i i i i

300.0
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port the previous fixed rate of $0.08, and over subse
quent days the peso depreciated by almost 39 percent. 
After some recovery, official intervention was resumed 
to help steady the rate around $0.0505. By that time, 
Mexico had applied for substantial medium-term assist
ance from the IMF. In that connection, on September 
20, the United States Treasury and the Federal Reserve 
agreed to a special arrangement with the Bank of 
Mexico, making available up to $600 million of interim 
financing to Mexico. On this basis, the Bank of Mexico 
drew $365 million on the United States Treasury in 
early October and repaid that amount out of proceeds 
of its first IMF drawing in early November. The Bank 
of Mexico also repaid in early October the $360 million 
of swap drawings on the Federal Reserve outstanding 
for six months. In the market, however, selling pressure 
against the peso remained heavy, and in late October 
the authorities permitted the peso rate to depreciate 
by a further 25 percent.

Swap network operations, 1962-76
As a supplement to this interim report, tables are 
presented providing historical data on Federal Re
serve swap operations over the entire 1962-76 period 
in which the reciprocal currency arrangements have 
been in existence. These summaries have been pre
pared in response to a number of requests from both 
the academic and financial communities for data on 
System operations. Table I shows the changes in the 
amounts available under each of the reciprocal cur
rency arrangements. Table II presents Federal Reserve 
drawings and repayments by quarter on those swap 
lines for which there were operations, and Table III 
gives drawings and repayments by others.
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Table I

Federal Reserve Reciprocal Currency Arrangements
In m illio n s  o f do lla rs ; yearly  increases ( + )  and decreases ( — )

Institu tion
O rig ina l fa c ility  

Date A m ount

A m ount o f 
fa c ility  

1 2 /3 1 /6 2 1963 1964 1965 1966 1967 1968

Austrian  N ational B a n k ........................ ............  1 0 /2 5 /6 2 50.0 50.0 — — — + 50.0 — —

N ationa l Bank o f B e lg iu m ................... ............  6 /2 0 /6 2 50.0 50.0 — +  50.0 — + 50.0 + 75.0 —

Bank of Canada ...................................... 250.0 250.0 — — — + 250.0 + 250.0 + 250.0
Bank of D e n m a rk .................................... 100.0 -0 - 1 00 .0 f — -
Bank of E n g la n d ...................................... 50.0 50.0 + 450.0 +250.Q> — + 600.0 + 150.0 + 500.0
Bank o f F r a n c e ......................................... 50.0 50.0 + 50.0 — — — — + 900.0
Germ an Federal B a n k .......................... ............  8 /  2 /6 2 50.0 50.0 + 200.0 — — + 150.0 + 350.0 + 250.0
Bank of I t a l y .............................................. 50.0 150.0* + 100.0 — + 2 0 0 .0 + 150.0 + 150.0 + 250.0
Bank o f Japan ......................................... ............  1 0 /2 9 /6 3 150.0 -0- 1 50 .0 f — +  100.0 + 200.0 + 300.0 + 250.0
Bank of M e x ic o ......................................... 130.0 -0- 130.Of —

N etherlands Bank .................................. ............  6 /1 3 /6 2 50.0 50.0 + 50.0 — — + 50.0 + 75.0 + 175.0
100.0 -0 - 1 00 .0 f —

50.0 -0- 5 0 .0 f — — + 50.0 + 100.0 + 50.0
100.0 100.0 + 50.0 — — + 50.0 + 200.0 + 200.0

Bank fo r In te rna tiona l Settlem ents:
Sw iss f ra n c s -d o lla rs .......................... 100.0 100.0 + 50.0 — — + 50.0 + 200.0 + 200.0
O ther au thorized  European
c u r re n c ie s -d o lla rs ............................... 150.0 -0- 150 .0 f + 50.0 +

400.0 + 400.0

900.0 +  1,150.0 + 3 0 0 .0 +  450.0 +  1,700.0 + 2 ,5 8 0 .0 + 3 ,4 2 5 .0

* F a c ility  increased $100.0 m illion  on D ecem ber 8 ,1962 .
f  New fac ility .

Table I (co n tin u e d )

Ins titu tion 1969 1970 1971 1972 1973 1974
1 /1 /7 6  to 

1975 1 0 /3 1 /7 6

A m ount o f 
fa c ility  

1 0 /3 1 /7 6

A ustrian  N ationa l Bank ...................................... ................. + 1 0 0 .0 — __ + 50.0 __ __ __ 250.0
N ational Bank o f B e lg iu m .................................... ................. + 2 7 5 .0 — +  100.0 — + 400.0 — __ __ 1,000.0
Bank o f Canada ..................................................... ................. — — — — +  1,000.0 — — — 2,000.0
Bank o f D e n m a rk ..................................................... — — — + 50.0 — — — 250.0
Bank of E n g la n d ..................................................... ........  — — — — .— + 1 000.0 — — 3,000.0
Bank of F r a n c e ....................................................... ........  — — — — +  1,000.0 — — — 2,000.0
Germ an Federal B a n k ......................................... ........  — — ■ — — +  1,000.0 — — — 2,000.0
Bank of I t a l y .............................................................. ........  — +  250.0 — — + 750.0 +  1 000.0 *— — 3,000.0
Bank of Japan .......................................................... ........  — - — __ — +  " ,000.0 — — — 2,000.0
Bank of M e x ic o ...................................... .................. ......... — — — — + 50.0 — +  180.0 — 360.0
N etherlands B a n k ..................................................... ................. - 1 0 0 .0 — — — + 200.0 — — — 500.0
Bank o f Norway ....................................................... ................. + 1 0 0 .0 — — — + 50.0 — — — 250.0
Bank of Sweden ....................................................... ........  — — — — + 50.0 — .— — 300.0
Swiss N ationa l B a n k ................................................ ......... — — +  400,0 — + 400.0 — — — 1,400.0
Bank fo r In te rna tiona l Settlem ents:

Swiss f r a n c s -d o lla rs ........................................... ......... — — — — — — — — 600.0
O ther authorized  European
currencies-dollars .............................................. — — — + 250.0 — — — 1,250.0

Total ...............................................................................
C+ 5 7 5 .0

+  250.0 + 5 0 0 .0 -0- + 6 ,2 5 0 .0 + 2 ,0 0 0 .0  + 1 8 0 .0 -0 - 20,160.0
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Federal Reserve System Drawings and Repayments under Reciprocal Currency Arrangements
M arch 1962 th rough  O ctobe r 1976; in m illion s  o f d o lla rs  equ iva len t; d raw ings ( + )  o r repaym ents ( — )

Table II

Period

A ustrian  National
N ational Bank o f Bank of Bank o f 

Bank Be lg ium  C anada England

G erm an Swiss aga inst aga ins t
Bank of Federal Bank o f N etherlands N ationa l Sw iss B e lg ian  
France Bank Ita ly Bank Bank francs francs

1962: I . .
II . .

III . .

IV . .  

O u tstand ing - 0-

+  50.0 

— 50.0

- 0-

50.0

50.0

+ 10.0 
\ +  40.0 
l -  50.0

- 0- - 0-

+  50.0 

50.0

+ 10.0

10.0

+  50.0

50.0

l +  60.0 
I —  10.0
:+  2o.o
I -  15.0 

55.0 - 0 -

1963: I . .  

I t . .

III . .

IV . .

O u tstand ing

-50.0  \ +\ — 20.0
( +  5.0
1 -  5.0

; +  25.0 
l -  25.0

50.0

- 0-

+  15.0 

15.0

( +20.0 (+ 10 .0  ( 
I  -20.0 | — 10.0 I 

- 0-  - 0 -

+  12.5

+  9.0 
- 1 2 . 5  

9.0

+  150.0

— 113.0

f  +  136.0 
| - 1 1 3 . 0  

60.0 - 0-

-  10.0

+  50.0

£ +  40.0 
'  — 50.0

+  60.0
-  20.0 

80.0

+

50.0

80.0
5.0

75.0

-  9.5

-  45.5

+  50 0

f +  100.0 
{  — 5.0 

145.0 - 0-

1964: I ............... — 15.0 -  9 0 \ +  5 5 0  
y u  { - 1 1 5 . 0

— 55.0 -  15.0

I I ............... — 25.0 ( +  25.0 _ 1q n n  
{ -  100.0 130 0

I I  I  

I V  

O utstand ing  . . . .

+  37.5 
( +  107.5 
{ - 1 0 0 . 0  

-0 - 45.0 -0- -0-

+  50.0 

-0 - 50.0 -0-

+  95.0 

+  5.0 

100.0

+  100.0 

-0 - 100.0 -0-

1965: I . .

II . .

III . .

IV . .

O utstand ing
1966: I . .

II . .

III

IV . .  
O utstand ing

- 0-

- 0-

+  55.0 
■ -  10.0 
+ 10.0 

\  — 40.0 
f +  75.0 
\ -  80.0 
( + 10.0

30.0
35.0 

— 35.0 '

5 +  30 0 
1 -  30.0

- 0-

- 0- - 0 - - 0-

; +  i5 .o  
I— 60.0

-  5.0

- 0-

+ 100.0
( +  150.0 
) -  82.0 
J + 1 0 0 . 0  
{ - 1 6 8 . 0

100.0

50.0

— 50.0 

+  25.0

-  25.0 

- 0-

150.0 
20.0

70.0

12.0

48.0

- 0-

- 60.0 

• 40.0

- 0-

- 0 -

- 100.0

f  + 3 2 5 .0  
I  — 225.0 

+  140.0 -  85.0 
140.0 15.0

( +  65.0 C +
) -  10.0 \ —

—  20.0 —  

35.0

75.0 +  75.0 
5.0

55.0
15.0 75.0 - 0 -

1967: I . .

II . .

III . .

IV . .  

O utstand ing - 0-

+ 37.5
— 10.0
+ 97.5
— 10.0
+ 76.2
— 85.4

105.8 - 0- - 0-

— 140.0 -  15.0 -  35.0 — 15.0
\ + 185.0
I — 28.0

+  100.0 +  40.0 ]i +
33.0
42.0

+  350.0 +  400.0 +  130.0 j\ + 127.0
25.0

350.0 500.0 170.0 250.0

-  75.0 

+  185.0

+  15.0

;+ 2 8 5 .0  
i — 85.0 

400.0 0

1968: I . .  

II . .  

111 ..

IV . .

O utstand ing - 0-

1 +  53.1 
-  88.8 

l +  54.0 
1 -1 2 4 .1

- 0-

-175:0
( +  300.0 
( - 3 5 0 . 0

- 3000 311L0 
- 1 8 9 .0

+ 112.1 

112.1 - 0 -

; +  i5 .o  
[ - 120.0

-  65.0

- 0-

-345.0 

- 55.0

1969: I . .

II . .

III . .

IV . .

O utstand ing

- 112.1

- 0-

+  55.0

55.0 - 0- - 0- - 0- -0-

+  40.0 —
-  40.0

(  +  300.0 {  +
| - 1 7 0 . 0

130.0
I -

280.0
100.0
45.0
95.0 

200.0
55.0 

145.0
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Table II (continued)

Austrian National 
National Bank of 

Period Bank Belgium
Bank of 
Canada

Bank of 
England

Bank of 
France

German
Federal

Bank
B ankof Netherlands 

Italy Bank

Swiss
National

Bank

BIS
against against 

Swiss Belgian 
francs francs

1970: I .................

I  I  

I I  I  

I V  

O utstand ing .......... -0 -

- f  50.0  
f +  45.0  
| - 1 3 0 .0  

+  135.0 
\  +  165.0 
|  — 110.0 

210.0 -0 - -0 - -0- -0- -0-

— 130.0 

+  270.0  

+  30.0  

300.0

+

+

145.0

200.0  

200.0

300.0

300.0 -0- -0-

1971: I ................. ( +  335.0 1f +  130.0 f + 150.0
7 - 1 2 5 .0 | - 3 0 0 .0 I - 450.0

I I ................. j + 1 2 5 .0  
| - 2 0 5 . 0 +  60.0

i
(+ 1 2 0 .0
[ - 2 5 0 .0 + 250.0

I l l ................. +  260.0 + 7 5 0 .0 + 750.0 + 6 0 0 .0 +  35.0
I V ................. - 1 4 5 .0 — 35.0 -  10.0

O utstand ing.......... -0 - 455.0 -0- 715.0 -0- 50.0 -0- -0- 1,000.0 600.0 35.0

1972: I .................
I I ................. -  20.0 -  52.0 — 300.0

I l l ................. \ +  10.2 
) — 10.2

- 6 6 3 .0 -  50.0

I V ................. c +  35.0  
) -  55.0 - 130.0 - 3 5 . 0

O utstand ing.......... -0 - 415.0 -0- -0- -0 - .-0 - -0- -0 - 570.0 600.0 -0-

1973: I .................

I  I  

I I  I  

-  25.0 f + 104.6 
) - 1 0 4 .6 - 5.0

f +  6.0 ( + 4 7 .0 f + 4 3 5 .6
52.0 |  — 47.0 ) - 2 7 8 .9

I V ................. -  82.2 f +  21.0  
( — 177.7

i\ +  2.9  
[ — 2.9

O utstand ing.......... -0 - 261.8 -0- -0 - -0 - -0 - -0 - -0 - 565.0 600.0 -0-

1974: I ................. \  + 2 5 5 .0  
} -  3.7 - 193.8

I I ................. f + 130.4
|  — 122.8

I l l ................. ( +  1.7
) -  1.7 - 2 5 8 .8 1[ +  7.6 

I -  7.6

I V ................. ( +  13.2 f + 3 0 1 .5 [ +  38.0 ( + 13.3
* 13.2 82.8 [ — 34.8 1 - 5.9

O utstand ing .......... -0- 261.8 -0- -0- -0 - 218.7 -0- 3.2 378.5 600.0 -0 -

1975: I ................. +  16.7 f  +  644.1 
) — 25.0 +  49.0 + 152.1

II ( +  13.1 f + 4 5 .6 ( +  63.4 J; +  47.3 159 429.8 ) -  5.1 J - 4 8 7 .7 ] 90.6
I I I ................. - 4 0 . 5 - 4 1 3 .5 -  8.8

I V ................. f +  54.0* 
( —  18.1 + 196.Of

O utstand ing.......... -0 - 297.6 -0- -0- -0 - -0- -0 - -0 - 567.2 600.0 -0-

1975: I ................. f +  133.9 i +  19.6 1 + 6 0 0 .0 i
—  600 0 t-  86.5 } — 26.4 I -  19.6 l - 20.0

I I ................. — 83.7 — 107.5
I l l ................. - 1 0 0 .0

O c to b e r ................. - 1 ,147.2§
Outstand ing.......... -0- 21A -0- -0 - -0 - -0- -0- -0- -0- -0- -0 -

* Amount by which the dollar countervalue of the Federal Reserve’s pre-August 1971 Belgian franc commitments, adjusted for the 
Belgian franc revaluation of 1971, was increased to reflect the two United States dollar devaluations of 1971 and 1973. 

f  Amount by which the dollar countervalue of the Federal Reserve's pre-August 1971 Swiss franc commitments was increased 
to take account of the two United States dollar devaluations of 1971 and 1973. This increase is reflected entirely in the 
System’s position with the Swiss National Bank because of a transfer of Swiss franc commitments from the Bank for International 
Settlements to the Swiss National Bank sufficient to keep Federal Reserve commitments to the BIS within the $600 million swap facility. 

t  Consolidation of Swiss franc swap debt.
§ The Federal Reserve repaid the outstanding $1,147.2 million equivalent of its pre-August 1971 Swiss franc swap indebtedness and 

took down the same amount on the newly created special swap line designed to refund the short-term obligation into a 
medium-term obligation, which will be reduced as drawings are repaid over the next three years.
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Table III
Drawings and Repayments by Foreign Central Banks and the Bank for International Settlements (BIS) 
under Reciprocal Currency Arrangements
March 1962 through October 1976; in millions of dollars; drawings ( +  ) or repayments ( — )___________________________________ ___

Period
1962: I . . . ,

II . . .
III . . .
IV . . .

Outstanding

1963:

II

III . . .

IV . . .
Outstanding
1964: I . . .  

II . . .

III . . .

IV . . .

Outstanding

1965:

IV . . .

Outstanding
1966:

IV . . .

Outstanding

1967; I

III . . .

IV . . .  

Outstanding 

1968: I . . .

I I . . .

III . . .

IV . . .  

Outstanding

1969: I

III . . .

IV . . .

Outstanding

Austrian
National

Bank

National 
Bank of 
Belgium

Bank of 
Canada

National 
Bank of 

Denmark
Bank of 
England

- 0- - 0-

+  250.0

- 2 5 0 .0
- 0 - - 0- - 0-

- 0 -

( + 25.0
1 - 12.5
1 + 10.0
) - 12.5
( + 10.0
) - 5.0

15.0
-0 -

+  25.0

25.0

- 0- - 0- - 0-

- 0 - - 0 - - 0-

+  15.0 
( +  85.0  

65.0 
J + 1 .2 7 0 .0  
|  — 1,105.0 

- 0 -  200.0

- 0-

- 0 - - 0-

+  17.6

-  17.6 

- 0-

( + 605.0
) - 485.0
( + 610.0
) - 570.0
( + 475.0
) - 85.0
f + 75.0

350.0
475.0

— 475.0
4“ 175.0

( + 450.0
1 - 225.0

- 50.0

350.0

- 0- - 0- - 0-

+  250.0

- 1 2 5 .0  +  25.0

+  50.0

-50.0

- 0-

+  30.0 
-  20.0 
+  180.5 
- 1 8 3 .0  

7.5

-1 2 5 .0  -  25.0  

-0 - -0 -

+  74.0 ( +  25.0
-  58.5 { -  25.0
+  195.0 ( +  100.0
-1 0 4 .0 { - 1 0 0 .0
+  244.0
- 1 5 4 .0

- 2 0 4 .0

-0 - -0 - -0-

Bank of Bank of Bank of Bank of 
France Italy Japan Mexico

Netherlands
Bank

BIS 
against 

German marks

— 350.0 

+  225.0

+  425.0

{+1,000.0 
{ -  600.0  

-0 - 1,050.0

+  50.0

545.0
645.0 

+  600.0 
-  200.0 
+  850.0  
-  100.0

1,150.0

- 0- - 0- - 0 - - 0 -

+  50.0 
50.0 - 0 - - 0-

- 0-

+ 100.0 
- 1 5 0 .0

- 0-

+  50.0 
( + 3 0 .0  
] - 3 0 . 0

- 5 0 . 0

- 0- - 0-

- 0- - 0- - 0- - 0- - 0-

- 0- - 0- - 0 - - 0-

- 0- - 0 - - 0- - 0-

+ 100.0

(+ 3 9 0 .0  
40.0 

+  275.0 
- 2 9 5 .0  

430.0 - 0- - 0 - - 0 -

+  54.7

-  24.9

-  29.8 

- 0-

| +  

i +

50.0

465.0
540.0
330.0
255.0

450.0

650.0

( +  225.0 
{ - 1 9 4 .0

- 4 6 1 .0

J +  65.0 
65.0

- 0-

+  300.0

- 3 0 0 .0

- 0- - 0- - 0-

+  82.2

J +  109.7 
82.2

- 1 0 9 .7

- 0-

- 0 -

- 0-

- 0-

- 0-

( +  75.0 
) -  75.0 
(+210.0 

10.0 
200.0

( +  43.0 
{ - 2 4 3 .0  
( +  182.0 
{ -  39.0  
( +  191.0 
) - 3 3 4 .0  
( + 4 2 1 .0  

75.0 
346.0

;+ 66.0 
-412.0  

’ +  306.0  
-195.0  

1 + 1 45 .0  
-256.0  

1 + 1 26 .0
46.0
80.0

; +  51.0 
-131.0  

' +  25.0
25.0 

+  4.0
4.0 

' +  62.0
62.0 

- 0-

46 FRBNY Quarterly Review/Winter 1976Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Winter 1976



Table III (continued)

Period

Austrian  National 
N ationa l B ank of 

Bank Be lg ium
Bank of 
Canada

N ationa l 
Bank of 

Denm ark
B ank of 

England
Bank of Bank o f Bank o f Bank of 
France Ita ly  Japan M exico

N etherlands
Bank

BIS 
aga ins t 

Germ an marks

1970: I ................. — 650.0
+  100.0 
- 1 0 0 .0

+  800.0 \ +  136.0 
[ - 1 3 6 .0

I I .................
+  200.0 | +  77.0

■ - 6 0 0 .0 I -  77.0

I l l ................. +  400.0 - 4 0 0 .0 l +  77.0 
I -  77.0

I V ................. . -  400.0
' +  44.0 
l -  44.0

O u ts ta n d in g .......... -0- -0 - -0- -0- -0- -0- -0- -0- -0- -0- -0 -

1971: I ...................

I  I  

I I  I  

I V  

O utstand ing............  -0 -

1972: I ...................

I  I  

I I  I  

I V  

O utstand ing ............  -0-

1973: I ...................

I  I  

I I  I  

I V  

O utstand ing............  -0 -

1974: I ...................

I I ...................

II I  

I V  

O utstand ing............  -0-

- 0- - 0 - - 0- - 0-

0 - 0- - 0- - 0- - 0- - 0 -

( + 8.0
8.0

( + 6.0
) ~ 6.0
( + 1.0
) ~ 1.0

4.0

l - 4.0

- 0- - 0- - 0- - 0- - 0-

- 0- - 0 - - 0- - 0 - - 0-

+  180.0

- 1 8 0 .0

- 0- - 0-

( +  26.0 
\ — 26.0 
j +  76.0 
| — 76.0 
( +  65.0 

65.0 
j  +  129.0 
( —-129.0 

-0-

" .............. ....................................................................................................................................................................j -  1.0
I I  I  .. + 1 8 0 .0  {  — l i i  0

... ( +  130.0 I : 19.0
I V   1 - 3 6 0 .0  1 -  19.0

O u ts ta n d in g ............  -0 - -0 - -0 - -0 - -0 - -0 - -0 - -0 - -0- -0 - -0-

1976: I ................... +  500.0
i +  14.0 
I -  14.0I I ................... +  200.0 + 3 6 0 .0

I l l ................... +  100.0 — 500.0
i +  37.0 
I -  37.0

O c to b e r ................... - 3 6 0 .0
O u ts ta n d in g ............ -0- -0 - -0 - -0 - 300.0 -0 - -0- -0 - -0- -0 - -0-
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This issue introduces the Bank’s Quarterly Review. (The 
Monthly Review was discontinued after the October 
issue.) The new publication is designed for in-depth 
analysis of a range of domestic and international 
economic and financial developments. All Monthly 
Review subscribers will automatically receive the 
Quarterly Review. We hope that you will be pleased 
with the new publication.
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August 1976-January 1977 Semiannual Report

Treasury and Federal Reserve 
Foreign Exchange Operations

During the August 1976-January 1977 period under 
review, market participants remained sensitive to the 
possibility of further sharp rate movements for major 
currencies, as wide disparities in economic performance 
persisted among industrial countries. With the pace of 
economic expansion slowing in several countries dur
ing the summer and early fall, many traders became 
concerned that individual governments might not suc
ceed in achieving greater price stability and payments 
equilibrium in the face of historically high unemploy
ment rates and mounting political pressures to stimulate 
domestic demand. Consequently, as the market sought 
to anticipate both economic developments and possible 
policy changes, swings in sentiment generated large- 
scale shifts of funds into and out of some curren
cies. Among those that had weakened early in 1976, the 
pound sterling and the Italian lira came under renewed 
pressure, while other currencies— such as the Mexican 
peso and the Canadian dollar— were also heavily on 
offer at various times during the period. Meanwhile, 
speculation over a realignment within the European 
Community (EC) currency arrangement put the “ snake” 
margins under renewed pressure. And the Japanese 
yen was also subjected to reversals in market assess
ment.

The authorities of several countries moved to bring 
about internal and external balance in their economies

A report by Alan R. Holmes and Scott E. Pardee.
Mr. Holmes is the Executive Vice President in charge of the 
Foreign Function of the Federal Reserve Bank of New York and 
Manager, System Open Market Account. Mr. Pardee is 
Vice President in the Foreign Function and Deputy Manager for 
Foreign Operations of the System Open Market Account. The 
Bank acts as agent for both the Treasury and the Federal 
Reserve System in the conduct of foreign exchange operations.

and to restore order in the exchange markets. The 
United Kingdom authorities adopted a program of fis
cal and monetary restraint tied to agreement on im
portant medium-term credits. These included a $3.9 
billion standby arrangement with the International 
Monetary Fund (IMF) and a $3 billion arrangement with 
the major central banks and the Bank for International 
Settlements (BIS) to deal with the official sterling bal
ances. The governments in France and Italy also intro
duced broad-based stabilization programs, including 
fiscal and monetary measures and direct controls. In 
late October, the governments participating in the 
snake arrangement agreed on a parity realignment in 
which the German mark was adjusted upward by 2 to 6 
percent against its partner currencies. Although many 
disparities in economic performance remained in early 
1977, these various corrective measures were inter
preted by the market to be steps in the right direction 
and therefore helpful in alleviating many of the tensions 
in the exchanges.

During the period, the dollar was again caught up in 
the crosscurrents affecting the European markets. But, 
in addition, sentiment toward the dollar shifted in re
sponse to the pause in the United States recovery, 
which spurred a gradual reassessment of the outlook 
for interest rates. As United States short-term interest 
rates declined while comparable rates elsewhere held 
steady or advanced somewhat, the narrowing in inter
est rate differentials prompted flows out of dollars. At 
times, other uncertainties— over the United States elec
tion, over our widening trade deficit, and over a po
tentially large Organization of Petroleum Exporting 
Countries (OPEC) price hike— had an adverse effect on 
market psychology. By early January 1977 the dollar 
had therefore declined by some 10 percent from late-
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July levels against the German mark and the other cur
rencies linked to it. Much of the dollar’s decline was 
gradual and trading in New York was generally orderly. 
But on those days when the market here became un
settled, the Federal Reserve countered with moderate 
offerings of marks to stabilize trading conditions. There
after, however, the market’s attitude toward the dollar 
was buoyed by economic indicators that suggested the 
United States economy was picking up steam once 
again and by a reversal in interest differentials as 
United States rates firmed while those abroad eased. 
The dollar then came into demand and firmed against 
the main Continental currencies through end-January.

In exchange market intervention during the August
1976-January 1977 period, the Federal Reserve sold 
$175.6 million equivalent of marks, of which $160.7 mil
lion was from balances acquired before and during the 
period and $14.9 million was drawn in December under 
the swap line with the German Bundesbank. That swap 
drawing was quickly repaid in January when the dol
lar’s buoyancy enabled the System, by purchases in the 
market and from correspondents, to rebuild balances 
once again. In all, the System bought $205.0 million of 
marks during the six-month period.

Moreover, pursuant to an agreement in late-October 
between the United States authorities and the Swiss 
National Bank for repayment in three years of Federal 
Reserve and United States Treasury debt in Swiss francs 
outstanding from August 1971, the System repaid $154.6

Chart 1

Selected Exchange Rates*

*  Percentage deviations of weekly averages of New York 
noon offered rates from the average rate for the week 
of January 2-9, 1976.

million equivalent and the Treasury repaid $86.1 million 
equivalent through end-January. Most of the francs 
were purchased directly from the Swiss National Bank 
against dollars. But, in addition, $7.9 million of Swiss 
francs was acquired from correspondents, while addi
tional francs were bought from the Swiss National Bank 
against the sale of $48.1 million equivalent of German 
marks, $4.8 million of French francs, and $0.4 million 
of Dutch guilders. The marks and French francs came 
from balances acquired in the market during the period, 
while the guilders came from existing holdings. Finally, 
by November, using Belgian francs acquired from cor
respondents and in the market, the Federal Reserve 
liquidated the last $82.4 million equivalent of swap debt 
to the National Bank of Belgium outstanding since 
August 1971.

Also during the period the Bank of England drew 
in September a further $100 million each on the Fed
eral Reserve and United States Treasury, which was 
in proportion to British drawings on other participants 
in the June 1976 standby credit facility. Total drawings 
on the System and the Treasury were thereby in
creased to $300 million each. These drawings were re
paid in full at their maturity when the facility terminated 
on December 9, along with drawings on other partici
pants. The Bank of Mexico repaid an earlier swap draw
ing of $360 million on the Federal Reserve and drew a 
further $150 million, which it arranged to repay at ma
turity in February. The Bank of Mexico also drew and

Table 1

Federal Reserve Reciprocal Currency Arrangements
In m illions of dollars

Institution Amount of facility January 31, 1977

Austrian National Bank .....................................................  $ 250
National Bank of Belgium ................................................. 1,000
Bank of Canada ..................................................................  2,000
National Bank of Denmark ..............................................  250
Bank of England ..................................................................  3,000
Bank of France ....................................................................  2,000
German Federal Bank .......................................................  2,000
Bank of Italy .........................................................................  3,000
Bank of Japan ....................................................................  2,000
Bank of M e x ic o ....................................................................  360
Netherlands Bank ................................................................  500
Bank of Norway ..................................................................  250
Bank of Sweden ..................................................................  300
Swiss National Bank .........................................................  1,400
Bank for International Settlements:

Swiss francs-dollars .......................................................  600
Other authorized European cu rre n c ie s -d o lla rs ------ 1,250

Total ........................................................................................  $20,160
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Chart 2

Selected Interest Rates
Three-month maturities *

1976 1977

*  Weekly averages of daily rates.

repaid a total of $365 million under a special short-term 
credit facility initiated in September with the United 
States Treasury. In addition, that central bank subse
quently drew a further $300 million under the Exchange 
Stabilization Agreement, of which $150 million was out
standing at end-January 1977.

German mark
During most of early 1976 the exchange markets were 

bullish for the German mark. By that time, the economy 
was expanding smartly. Export growth continued strong 
enough to keep Germany’s trade and current accounts 
in substantial surplus even though imports were on the 
rise. And Germany’s rate of inflation, at around 5 percent 
per annum, remained one of the lowest among industrial 
countries and was continuing to moderate. This pic
ture contrasted sharply with that for many of Germany’s 
trading partners in Europe, where more rapid economic 
activity was leading to a deterioration in current 
account balances and upward pressure on wages and 
prices. Although by early summer the markets had 
settled down somewhat after the strains of January- 
March, expectations remained that sooner or later the 
mark would appreciate against the currencies of other 
European countries with significantly higher rates of 
inflation. Thus, the mark held firm at the ceiling of the 
EC band while the other currencies in the arrangement 
remained clustered near the bottom.

Meanwhile, against the dollar, the mark leveled off 
below $0.3900 in the late spring and early summer, as 
the market considered the German and United States 
economies to be broadly in phase, even to the extent

of entering the pause in growth at roughly the same 
time. Traders nevertheless remained concerned that 
changing money market conditions might at any time 
generate a reversal of the heavy volume of funds Ger
man banks had previously placed abroad in dollars and 
other currencies. Moreover, persistent expectations of 
a mark revaluation against the other EC currencies 
sometime before or after the German general elections 
in early October left traders poised to buy marks at the 
first sign that it was strengthening once again.

Against this background, market speculation over 
a realignment within the snake was quickly reignited 
when sizable orders to buy marks triggered a sharp rise 
in the spot rate late in July. The mark moved quickly 
to its upper intervention limit against several of the 
other snake currencies. There it came under recurrent 
waves of heavy demand during August, as dealers built 
up mark positions and commercial leads and lags 
shifted in Germany’s favor. The Bundesbank and the 
other snake central banks intervened forcefully in one 
another’s currencies to keep their exchange rates with
in the prescribed limits. At the same time the dollar 
again became caught up in the pressures of the snake 
and, as the mark strengthened, the Bundesbank pur
chased sizable amounts of dollars in Frankfurt. To 
maintain orderly conditions in New York, the Federal 
Reserve followed up by selling $15.9 million equivalent 
of marks from balances on August 16-17, the System’s 
first intervention sales since March.

By September, in the wake of the large-scale offi
cial intervention and monetary measures taken in 
Europe, the immediate pressures within the snake 
had temporarily tapered off. But sentiment toward the 
mark remained bullish. News of increased foreign 
orders on top of an already large trade surplus for 
July provided an optimistic outlook for Germany’s fu
ture trade performance. In addition, reports suggesting 
a continued pause in the United States recovery gen
erated expectations of a protracted decline in United 
States money market rates, while German rates were 
expected to hold steady or rise somewhat. Moreover, 
as sterling dropped sharply in the exchanges early in 
September, the shift of funds out of sterling into marks 
magnified the demand for the German currency all the 
more. Consequently, the market remained fearful that 
speculation could resurface at any time and that Ger
many’s exchange rate policy might once more emerge 
as a campaign issue in the final days of a close con
test for the upcoming general elections. As a result, 
trading remained nervous, the Bundesbank made further 
large purchases of dollars, and the Federal Reserve 
sold a further $16.3 million equivalent of marks in New 
York on two days, September 16 and 24.

With the approach of the October 3 German elec
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tions, the mark came into renewed speculative demand 
late in September. The snake again became fully ex
tended and the Bundesbank intervened heavily, along 
with other participating central banks, to maintain the 
limits. As these tensions resurfaced, the mark also ad
vanced against the dollar following news of another 
large United States trade deficit and a decline in lead
ing economic indicators for August. After the election, 
no parity changes were announced but the market was 
kept on edge by the possibility of a mark revaluation. 
Thus, the mark remained in demand through midmonth 
— advancing to $0.4117, over 6 percent above the levels 
of late July. The Federal Reserve sold an additional 
$20.9 million equivalent of marks from balances when 
trading became unsettled in New York on October 5-6. 
Meanwhile, the Bundesbank purchased dollars to mod
erate the mark’s rise. Intervention in snake currencies 
and in dollars was largely responsible for the $2.8 bil
lion increase in German reserves during the three 
months, July-October.

On Sunday, October 17, the EC finance ministers and 
central bank governors meeting in Frankfurt agreed 
on a realignment of parities within the joint float to 
avoid a repetition of the speculative pressures of pre
vious months. The German authorities announced a
2  percent revaluation of the mark which, together 
with the parity changes by Scandinavian members of 
the EC monetary arrangement, resulted in a parity ad
justment of 2  percent to 6 percent between the mark 
and other snake currencies. After some initial hesi
tancy in the market, the mark soon dropped to the 
bottom of the realigned joint float and, against the 
snake currencies, it began to trade below levels pre
vailing before the realignment was announced. By 
end-October a substantial unwinding of commercial 
leads and lags was under way. The other central banks 
participating in the EC monetary agreement quickly took 
advantage of these reflows to buy marks in the market 
to repay their indebtedness stemming from previous 
interventions. These official purchases of marks also 
had the effect of absorbing some of the liquidity created 
in Germany as a result of the huge currency inflows of 
preceding months. To bring the pace of monetary ex
pansion back closer to the target levels for 1976 as a 
whole, the Bundesbank reinforced the process by sell
ing large amounts of German government securities in 
the open market.

As a result, the mark did not ease against the dollar 
as it did against other snake currencies but rose to 
around $0.4150. In general, though, trading was well- 
balanced from the time of the EC realignment to mid- 
November. Only infrequently did particularly large 
demands for marks come into the market in a way that 
put pressure on the mark during the New York trading

day. In particular, the mark became well bid on Octo
ber 19 and 26, in response to heavy shifts out of ster
ling, and on November 22 following publication of 
disappointing economic indicators for the United 
States. On these occasions of market unsettlement, the 
Federal Reserve offered marks, selling a total of $22.9 
million equivalent from balances. At other times the 
Trading Desk was able to purchase modest amounts of 
marks for System balances mostly from correspondents 
but also in the market when trading was quiet.

Over the rest of the year, however, the market be
came increasingly sensitive to the relative progress of 
the economic recoveries in Germany and the United 
States. Reports of a steep rise in German industrial 
output in October gave rise to expectations that money 
market conditions in the two countries would continue 
to diverge. To the market, these expectations seemed 
to be confirmed by the 1A percentage point cut in 
Federal Reserve discount rates on November 19 and 
a technical reduction in reserve requirements an
nounced on December 17. These moves contrasted 
with the Bundesbank’s announcement of an 8 percent 
target for the growth of central bank money in 1977—  
a target interpreted as restrictive in view of the much 
more rapid growth of the preceding months. As a 
result, interest differentials favorable to the dollar were 
squeezed out by early December. At the same time, 
the possibility of a sizable hike in oil prices at the up
coming OPEC talks weighed on the dollar.

Thus, the mark was in demand throughout Decem
ber, and this demand intensified as German banks
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sought to satisfy year-end needs by acquiring marks in 
the exchange market. Most of this bidding for marks 
was concentrated during the European trading day and, 
to provide resistance to a cumulative rise in the mark 
rate, the Bundesbank bought substantial amounts of 
dollars in Frankfurt. When these pressures spilled 
over into the New York market, the Federal Reserve 
followed up with sales of marks on four days during 
December, for a total of $74.5 million equivalent. Of 
this, $59.6 million equivalent was financed from System 
balances and $14.9 million equivalent was drawn under 
the swap arrangement with the Bundesbank. Never
theless, the mark had firmed to $0.4249 by the end of 
the year, a rise of 31/2 percent since the snake realign
ment of October.

With the dollar declining, dealers had tended to 
ignore several recent reports pointing to a pickup in 
United States economic activity— a substantial increase 
in November’s leading economic indicators, a surge in 
durable goods orders, and strong Christmas retail 
sales. Instead, after the passing of the year-end and par
ticularly in the light of the mark’s recent strength, mar
ket professionals began building new long mark-short 
dollar positions on the expectation that United States 
interest rates would go still lower and that the United 
States trade deficit would worsen this year while Ger
many’s trade surplus would increase. Consequently, 
the mark extended its advance against the dollar, 
reaching $0.4274 in Europe on January 4, fully 10!A 
percent above late-July 1976 levels. To avoid an even 
sharper rise, the Bundesbank made sizable dollar pur
chases. The Federal Reserve followed up by selling 
$7.3 million equivalent of marks out of balances before 
the market turned around.

The shift in sentiment in favor of the dollar followed 
wire service reports of a 1 percent fall in German in
dustrial production in November. In addition, after the 
liquidity pressures of the year-end had passed, Ger
man short-term interest rates began to ease. Con
sequently, the mark began to move back on some 
professional covering. The decline soon gathered 
momentum as United States interest rates edged some
what higher, the market reacted favorably to the in
coming Carter administration’s fiscal stimulus pro
posals, and substantial amounts of funds flowed out 
of marks back into sterling. By late January the 
mark eased back 4 percent to $0.4101. In cushioning 
the mark’s decline, the Bundesbank sold modest 
amounts of dollars in Frankfurt while the Federal 
Reserve bought $90.1 million equivalent to repay in 
full its recent swap drawing and to replenish System 
balances. On January 31, however, widespread publicity 
about the disruptive economic effects of severe winter 
conditions in the United States triggered a burst of de

mand for marks and other European currencies, and the 
Federal Reserve sold $17.8 million equivalent of marks 
from balances to stabilize trading conditions. The mark 
thus closed the period at $0.4157, some VM percent 
above late-July 1976 levels. Meanwhile, by end-January 
1977 German reserves had fallen $1.3 billion from end- 
October 1976 for a net rise of $1.5 billion since July 
1976.

Sterling
For some time the British economy has been plagued 
by one of the highest inflation rates in Europe, disap
pointingly slow economic growth, and a persistently 
large deficit in its balance of payments. To address 
these underlying problems, during the spring of 1976 
the authorities successfully secured trade union agree
ment to a second, one-year phase of wage restraint 
in exchange for some tax relief. For the longer term, 
the government announced a shift in priorities toward 
stimulating key industries and away from broad social 
welfare programs, while seeking to restrain both pub
lic and private consumption to make room for export 
growth. But the delicate balance upon which the gov
ernment’s strategy for gradually achieving economic 
stability rested was brought into question last spring. 
Between March and early June, the pound fell by more 
than 15 percent to $1.7065 against the dollar and nearly
12 percentage points to 41.9 percent below the Decem
ber 1971 Smithsonian agreement level on an effective 
basis against the major currencies. This drop left the 
market badly shaken. Following announcement of a 
$5.3 billion package of standby credits from the Group 
of Ten countries plus Switzerland and the BIS, the 
pound recovered some 4 percent from its June low to 
trade between $1.77 and $1.78. The market neverthe
less remained volatile, and the British authorities con
tinued to intervene at times in sizable amounts. To 
replenish reserves, the Bank of England drew late in 
June $1.03 billion on the standby facility, including 
$200 million under the Federal Reserve swap line and 
$200 million from the United States Treasury’s Ex
change Stabilization Fund.

During the summer the sterling market was in better 
balance, with the spot rate still above $1.77, until 
latent uneasiness about Britain’s economic prospects 
resurfaced in late August. The immediate catalyst for 
reassessment was the highly publicized water shortage 
in Britain, resulting from a record drought, which 
raised the possibility of production and employment 
cutbacks in several parts of the country. And by then 
the evident pause in other industrial economies had 
dimmed hopes that the United Kingdom would be 
pulled out of recession by rising export demand. At 
home the economy was stagnant, unemployment was
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Table 2

Federal Reserve System Drawings and Repayments under 
Reciprocal Currency Arrangements
In millions of dollars equivalent; drawings (+ ) or repayments (— )

..............
System swap
commitments, 1976 1976 

Transactions with January 1, 1976 I II
1976

lit
1976

IV
1977

January

System swap 
commitments, 

January 31, 1977

National Bank of B e lg iu m .............  297.6 — 86.5 —  83.7 -1 0 0 .0 -  27.4 -0- -0-

German Federal B a n k ......................  -0- j ^ 2 6  4 “ 107.5 -0- +  14.9 -1 4 .9 -0-

( +  19 6
Netherlands Bank ............................. -0- -j i g g -0-

Swiss National B a n k ........................  567.2 j — 620 0

Bank for International Settlements
(Swiss francs) ...................................  600.0 — 600.0* -0-

-0-

-0-

-0-

-0-

-1 .1 4 7 .2 f

-0-

-0-

-0-

-0-

-0-

-0-

-0-

Total ..................................................... 1,464.8 } + 752  6 “ 191-2 — 100.0
f +  14.9 
|-1 ,1 7 4 .6 -1 4 .9 -0-

Discrepancies in totals are due to rounding.

* Consolidation of Swiss franc debt.

|  The Federal Reserve repaid the outstanding $1,147.2 million equivalent of its pre-August 1971 Swiss franc swap indebtedness 
and took down the same amount on the newly created special swap line designed to refund the short-term obligation into 
a medium-term obligation, which is being reduced as drawings are repaid over a three-year period (see Table 3).

Table 3

Federal Reserve System Drawings and Repayments under 
Special Swap Arrangement with the Swiss National Bank
In m illions of dollars equivalent; drawings (+ ) or repayments (— ) -

System swap
commitments, 1976 1976 

Transactions with January 1,1976 I II
1976

III
1976

IV
1977

January

System swap 
commitments, 

January 31, 1977

Swiss National Bank ......................  -0*
(+1,147.2 
j -  96.2 -5 8 .4 992.5

Total ..................................................... -0- -0- -0- -0-
f +1,147.2 
| -  96.2

-5 8 .4 992.5

Discrepancies in totals are due to rounding. 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.
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still increasing, and the inflation rate was beginning to 
edge upward again, in large part because of spiraling 
import costs. In addition, the market focused increas
ingly on the size of Britain’s large public sector deficit 
— even after the government’s announcement in July 
of planned cutbacks in government expenditures for 
the next fiscal year— as well as on the potential threat 
of a ballooning in money supply should the debt not be 
financed through sales of government bonds. The ag
gregates already had increased rapidly in July, and 
this was seen not only as a potential source of inflation 
but also as an indication of large-scale British financing 
of adverse leads and lags against sterling.

In the face of these various uncertainties, the pound 
came on offer again in late August. Market sentiment 
soured further over subsequent weeks on reports of 
strikes and wage demands beyond the bounds of the 
government’s incomes policy, as well as in reaction 
to official figures showing a £905 million reduction 
in foreign official holdings of sterling balances in the 
second quarter. In response, sizable commercial sell
ing (including outflows to finance third-country trade), 
several large sell orders thought to have been from 
the Middle East, and outright dealer positioning 
against sterling weighed heavily on the pound. At first, 
the Bank of England provided substantial support to 
keep the pound around the $1.77 level. But, when the 
selling pressure persisted, the authorities cut back on 
intervention to conserve official reserves. Instead, the 
Bank of England hiked its minimum lending rate by 
V/2  percentage points to 13 percent, issued a call for 
special deposits to drain bank liquidity, and announced 
a new long-term government bond issue yielding close 
to 15 percent.

Nevertheless, heavy commercial and professional 
selling continued, and by late September the pound 
had been pushed down nearly to $1.70. At that point, 
the Labour Party’s annual conference provided a plat
form for sharp criticism of the government’s planned 
public expenditure cuts as well as for demands for 
import controls to protect British jobs. Following wide
spread press coverage of these disputes, the pound 
came under further pressure and was driven below 
$1.70. Once the rate moved through this bench mark 
without meeting any market resistance, the slide 
quickly gathered momentum, and by September 28 it 
had plunged to a low of $1.6320 before steadying 
somewhat.

To “ buy time for the market to give a more positive 
assessment of government economic policy” , Chancel
lor Healey announced on September 29 that Britain 
intended to apply for $3.9 billion in further credits 
from the IMF to repay borrowings under the June 
$5.3 billion standby credit facility scheduled to 
expire December 9. Also, to offset recent reserve 
losses, the British authorities again drew on the 
standby facility, obtaining another $ 10 0  million each 
from the Federal Reserve and the United States 
Treasury— amounts which were in proportion to draw
ings on other countries participating in that facility. 
Shortly thereafter, the authorities moved further to 
tighten liquidity and to drive up the cost of financing 
short sterling positions. The Bank of England raised 
the minimum lending rate another 2  percentage points 
to an unprecedented 15 percent, called a second 
round of special deposits to absorb additional liquidity, 
and operated forcefully in the market for short-dated 
swaps.

These policy initiatives drew favorable comments 
both in the market and from foreign government offi
cials. In addition, the resulting squeeze in the do
mestic and Euro-sterling money markets helped the 
pound to steady around $1.65 during early October. 
Nevertheless, sterling’s 7 percent depreciation from 
the $1.77 level left the market fearful that pressure 
could reemerge at any time. In addition, a disagree
ment within the Labour Party over the degree of re
strictiveness the government should accept in negoti
ating terms and conditions of the IMF loan introduced 
another layer of uncertainty into the market.

In this atmosphere, a London newspaper article—  
alleging that the IMF and the United States Treasury 
had proposed that the pound be allowed to depreciate 
to $1.50 as a precondition for IMF credit— touched off 
widespread selling of sterling as soon as markets 
opened on Monday, October 25. Even though the re
port was firmly denied by IMF, United States, and 
British officials, the pound dropped precipitously, de
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dining almost 5 percent in early trading. In an attempt 
to restore order in the market, the Bank of England 
intervened forcefully. But this quick and unprecedented 
plunge in the rate left the market thoroughly confused 
over the appropriate level for sterling and kept the 
pound vulnerable to every rumor or press report about 
the IMF loan conditions. Thus, when reports came 
over the news services that the Labour Party National 
Executive had voted to oppose further public spending 
cuts, the pound fell to an all-time low of $1.5550 on 
the morning of October 28. At this level, the pound had 
sunk some 13 percent below end-July levels and to
48.8 percent on a trade-weighted average basis. Mean
while, during the three months to end-October, reserves 
dropped over $600 million, even after the $515 million 
of drawings on the June standby facility and the 
receipt of more than $500 million in public sector 
borrowings abroad.

By early in November, however, the pound had 
bounced back above $1.60, following the first reports 
that negotiations might be under way with Germany, 
Japan, and the United States for major new credits to 
deal with the problem of official sterling balances. The 
pound then advanced to the $1.65 level by midmonth 
in a turnaround that was partly triggered by new moves 
by the government to curb outflows and credit expan
sion. In particular, on November 19, the authorities 
sealed off a gap in exchange control regulations, 
through which sizable amounts of funds had flowed out 
during the summer, by restricting the use of the pound 
in financing third-country trade— a measure expected 
to generate a substantial reflow over the subsequent

six months. In addition, the Bank of England reintro
duced the supplementary deposit scheme— the so- 
called “ corset” regulation— whereby banks place with 
the central bank a rising proportion of the increase in 
interest-bearing deposit liabilities above specified 
levels.

The pound’s turnaround in November also reflected 
growing market expectations that the government was 
reaching an accommodation over the terms of a new 
IMF package, even if that were to involve severe fiscal 
restraints. As the market awaited the announcement of 
new budgetary measures, these expectations solidified 
and sterling advanced to $1.6857 by December 15, 
while the Bank of England bought dollars in the market 
to moderate the rise. In the budget message that day, 
the Chancellor announced public spending cuts over 
the next two fiscal years, increased indirect taxation, 
and the sale of part of the British government’s hold
ings in British Petroleum— measures expected to re
duce the public sector borrowing requirement as a 
share of gross domestic product from 9 percent to 6 
percent for the 1977-78 fiscal year. The Chancellor also 
revealed targets for domestic credit expansion over 
the next three years that would meet IMF conditions 
for keeping a tight rein on monetary expansion. In 
addition, to prefinance IMF drawings, he announced 
standby swap facilities of $350 million with Germany 
and of $500 million with the United States (of which 
the Federal Reserve and the Exchange Stabilization 
Fund would each provide $250 million). Finally, he 
indicated that there was a general desire among the 
major countries to achieve a satisfactory arrangement

Table 4

Drawings and Repayments by Foreign Central Banks and the Bank for International Settlements 
under Reciprocal Currency Arrangements
In millions of dollars; drawings (+ ) or repayments (— )

Banks drawing on 
Federal Reserve System

Drawings on 
Federal Reserve 

System outstanding 
January 1,1976

1976
I

1976
II

1976
III

1976
IV

1977
January

Drawings on 
Federal Reserve 

System outstanding 
January 31, 1977

Bank of England ................................... -0- +200.0 +100.0 -3 0 0 .0 -0- -0-

Bank of Italy .......................................... -0- +500.0 -0- -5 0 0 .0 -0- -0- -0-

Bank of Mexico .....................................

Bank for International Settlements 
{against German marks) ................... -0-

-0-

-0-

+360.0

( +  14.0 
14.0

-0-

( +  37.0 
37.0

(+150.0
{-3 6 0 .0

-0-

-0-

-0-

150.0

-0-

T o ta l ........................................................... -0- +500.0
\ +574.0 

14.0
(+137.0
|-5 3 7 .0

(+150.0
{-6 6 0 .0 -0- 150.0
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Table 5

United States Treasury Securities, Foreign Currency Series
In m illions of dollars equivalent; issues (+ ) or redemptions {— )

Issued to

Amount of 
commitments 

January 1, 1976
1976

I
1976

fl
1976

III
1976

IV
1977

January

Amount of 
commitments 

January 31, 1977

Swiss National B a n k ...................... -5 3 .6 -3 2 .6 1,513.1

Total ................................................... -0- -0- -0- -5 3 .6 -3 2 .6 1,513.1

Data are on a value date basis with the exception of the last two columns which inciude transactions 
executed in late January for value after the reporting period.

.

for the sterling balances.
After some initial hesitancy in the market, the pound 

was then buoyed by an extreme shortage of funds in the 
London money market that was only partially alleviated 
by the Bank of England. As settlements for the growing 
sales of British government gilt-edged securities 
drained liquidity from the banking system just before 
the year-end, the banks bid for balances in the ex
changes. In addition, some fairly sizable commercial 
orders came into the market, also for year-end pur
poses or for covering open positions taken up earlier 
in the year. Accordingly, the rise in the pound gradually 
accelerated during December, and the rate reached 
$1.7080 by the month end, some 10 percent above its 
late-October low. Meanwhile, the Bank of England re
paid, upon maturity, its drawings of $300 million each 
on the Federal Reserve and the Exchange Stabilization 
Fund as part of its total $1,545 billion repayment of 
outstanding credits on the standby facility. Partly as a 
result, British reserves fell to $4.1 billion by the year- 
end, their lowest level in six years.

In early January, announcement of the IMF’s official 
approval of the $3.9 billion standby facility for Britain 
further reassured the market. Moreover, following dis
cussions in Paris and Basle, the central banks of the 
major industrial countries reached agreement on a plan 
to deal with the sterling balances. Under this plan, 
eleven countries (the United States, Germany, Japan, 
Switzerland, Belgium, the Netherlands, Canada, Aus
tria, Sweden, Norway, and Denmark) would provide up 
to $3 billion to the BIS to back up British drawings for 
financing net reductions in official sterling holdings be
low December 1976 levels. Of this, the Federal Reserve 
and the United States Treasury would provide $1 bil
lion. For their part, the British authorities would offer 
medium-term foreign-currency-denominated securities 
to official holders to fund part of the total sterling bal

ances and to achieve an orderly reduction in the reserve 
currency role of the pound. The Managing Director of 
the IMF was also requested to assist in the implemen
tation of the agreement.

Announcement of these agreements early in January 
triggered a sharp jump in the sterling rate to as high 
as $1.7350, before it subsequently leveled off at about 
$1.7150. Then, the long process of reversing previ
ously adverse commercial leads and lags and of un
winding sterling credits used in third-country trade 
financing generated a steady demand for sterling. At 
the same time, British interest rates moved progres
sively lower, as reflected in the six cuts in the Bank of 
England’s minimum lending rate from the 15 percent 
level of mid-November to 1 2 1/4 percent on January 28. 
In addition, the central bank scaled back its earlier 
calls for special deposits. Under these circumstances, 
prospects of capital gains spurred some flows of for
eign funds into British securities. Late in the month 
the authorities announced a $1.5 billion Euro-dollar 
loan with a syndicate of European and North American 
commercial banks, which gave a further boost to the 
pound. As a result, spot sterling traded firmly during 
January while the Bank of England took the opportunity 
to buy dollars in the market and to rebuild its official 
reserve position. At $1.7149 by the month end, the 
pound was up 1 0 1/2 percent from its October low and 
only 4 percent below late-July 1976 levels. On a trade- 
weighted average basis, sterling’s depreciation since 
the 1971 Smithsonian agreement had narrowed 6 per
centage points from the record reached in October to
42.8 percent, compared with 38.8 percent at end-July
1976. Meanwhile, the Bank of England’s large-scale 
purchases of dollars in January had, along with the 
initial takedown on Britain’s IMF standby, contributed 
to a $3.1 billion increase in reserves for the month. As 
a result, Britain’s foreign exchange reserves stood at
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$7.2 billion on January 31, $1.8 billion more than six 
months before.

Swiss franc
During the first half of 1976, the Swiss franc was pro
pelled progressively higher against all major cur
rencies. Switzerland’s inflation rate declined to about 
3 1/2 percent, the lowest among the industrial coun
tries, while an unprecedented trade surplus swelled 
the Swiss current account surplus to nearly 10 percent 
of GNP. Moreover, large amounts of funds were drawn 
into francs as market participants sought protection 
against the severe uncertainties plaguing many other 
European currencies at the time. At home, however, the 
Swiss economy was stagnant, with overall economic 
activity only a little higher than at the trough of the 1975 
recession. While the appreciation of the franc helped 
to reduce import costs significantly, it also led to a de
terioration of profitability in Switzerland’s export indus
tries and in turn exerted a drag on investment.

Consequently, the Swiss authorities moved to limit 
the franc’s rise in the exchanges. They intervened to 
buy large amounts of dollars, both in Zurich and 
through this Bank in New York, offsetting enough of 
these purchases with sales to foreign borrowers— re
quired to convert the proceeds of their borrowings in 
Switzerland at the central bank— to avoid jeopardizing 
the monetary target for the year. Moreover, the Swiss 
authorities imposed additional exchange controls, re
stricting the importation of large foreign bank notes 
in April and adopting quotas in June to curtail forward 
sales of Swiss currency to nonresidents while entering 
into a gentleman’s agreement whereby Swiss banks 
would refrain from accepting franc deposits abroad. 
In addition the Swiss National Bank reduced its dis
count and Lombard rates to the lowest levels in ten 
years to bring down domestic interest rates, and it

indicated a willingness to continue to provide tempo
rary liquidity through dollar swaps with the commercial 
banks to maintain a comfortable money market.

By late July, these various measures had begun to 
take effect. The Swiss franc eased back 51A percent 
from its peak levels of early June to $0.3981, while slip
ping some 5 1/2 percent lower against the German mark. 
In contrast to previous periods of turbulence in the 
exchanges, trading in Swiss francs remained rela
tively quiet as renewed tensions built up in the EC 
snake during August. Now that interest rates in 
Switzerland were well below those elsewhere in Eu
rope and were expected to decline further as the Swiss 
authorities pursued their accommodative monetary 
policy, funds flowed increasingly back out of francs 
into marks. In addition, a move into deficit in the trade 
accounts during the summer led some market partici
pants to question whether Switzerland would continue 
to show the unusually strong trade performance of 
recent months. As a result, the franc gradually dropped 
back against the mark throughout the fall, declining 
by some 4 percent between end-July and late Novem
ber. Against the dollar, however, the franc was pulled 
up by the rise in the mark to trade around $0.4100 
through late November, with the National Bank inter
vening frequently to moderate daily movements in the 
rate.

By late 1976, the Swiss economy was still failing 
to show any signs of expansion. The continued soft
ness in domestic demand was reflected in a further 
reduction in inflation to just 1 percent at an annual 
rate, its lowest since the mid-1960’s. The current 
account remained in large surplus, totaling some $3.5 
billion for the year as a whole. In the absence of any up
ward pressures on domestic prices and with growth of 
the monetary base lagging, the Swiss authorities stepped 
up their efforts to provide liquidity to the banking 
system. While continuing to accommodate the banks’ 
temporary needs with large amounts of dollar swaps, 
the National Bank announced that they were prepared 
to inject substantial Swiss francs on a permanent 
basis through dollar purchases in the exchange mar
kets. Over November-December, these outright pur
chases amounted to nearly $ 2  billion, well in excess 
of the dollar sales under the capital export conversion 
program. As a result, the Swiss franc continued to 
drop back further against the German mark and other 
European currencies while trading narrowly against 
the dollar. Then in January 1977, with economic 
stagnation in Switzerland contrasting sharply with 
the improved outlook emerging in the United States, 
the franc eased back in the generalized decline of 
European currencies against the dollar to end the 
period at $0.3990. At this level, from the record highs
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of June 1976, the franc had declined by a net 5 percent 
against the dollar and fully 1 1 % percent against the 
mark.

In October, the Federal Reserve and the United 
States Treasury reached agreement with the Swiss 
National Bank on an orderly procedure to repay over 
three years the Swiss franc indebtedness remaining 
from August 1971. This included $1,147.2 million 
equivalent of drawings under the Federal Reserve 
swap line, as well as the $1,599.3 million equivalent 
of United States Treasury Swiss franc-denominated 
notes. In this connection, the Federal Reserve’s draw
ings on the original swap agreement with the National 
Bank were repaid on October 29, using Swiss francs 
drawn under a newly established special swap facility 
which, in turn, will be reduced as the swap is repaid 
over the three-year period. The System then began to 
liquidate its obligations in accordance with the new 
arrangement, primarily using francs purchased directly 
from the Swiss National Bank against dollars and other 
foreign currencies. By the end of the period, the Fed
eral Reserve repaid $154.6 million equivalent, leaving 
$992.5 million outstanding as of January 31, 1977. 
During this same period, the United States Treasury 
purchased sufficient francs directly from the Swiss 
National Bank to repay $86.1 million equivalent of 
franc-denominated securities, leaving $1,513.1 million 
equivalent outstanding as of January 31.

French franc
Last year, the French authorities faced particularly dif
ficult policy choices. Although domestic demand had 
recovered briskly from the recession of 1974-75, this 
pickup led to a greater rise in imports than in exports 
and a sharp widening of the current account deficit. 
At the same time, domestic inflation continued to hover 
at a rate of nearly 1 0  percent per annum, almost 
double that of countries such as Germany and the 
United States. Early in the year, the franc came under 
heavy selling pressure within the EC arrangement on 
the expectation that sooner or later it would have to be 
adjusted downward within the EC snake or otherwise 
depreciated against the currencies of countries that 
had lower rates of inflation. In mid-March, when the 
governments participating in the arrangement failed 
to agree on a realignment of parities, the French au
thorities decided to allow the franc to float indepen
dently. Although the franc rate initially dropped by 
some 51/4 percent, it subsequently settled at about 2  
percent below its previous EC parity and traded around 
$0.2125 against the dollar through early summer.

During the summer, however, France was hit by a 
severe drought, which threatened to push up food 
prices, cut agricultural exports, and increase oil im
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ports to compensate for lost hydroelectric power. 
By that time also, the domestic economic expansion 
had slowed and, with rates of unemployment and 
inflation remaining uncomfortably high, the debate 
over economic policy choices in France had heated 
up considerably. Consequently, market concern over 
the outlook for the franc resurfaced, and in late July 
and early August the franc came under renewed 
selling pressure. Although the authorities countered 
by sharply raising interest rates, the franc slipped 
back to a 2 1/2 -year low of $0.1986 by August 13, while 
easing a further 8 percent against the EC snake cur
rencies. The spot rate then steadied after the gov
ernment indicated it was working on a new economic 
stabilization program. Following a cabinet reshuffle in 
late August, the new Prime Minister, Raymond Barre, 
stressed his intention to give priority to curbing infla
tion and defending the franc. Consequently, trading 
quieted down and the rate rose to around $0.2030 
through mid-September as the market awaited the 
new program.

On September 22, Premier Barre announced a wide- 
ranging set of measures designed to balance the 
budget, to reduce the French inflation rate, and to re
store equilibrium to the balance of payments. These 
measures included increases in income taxes to offset 
proposed reductions in value-added taxes and to 
finance aid to drought-stricken farmers. Moreover, to 
curb cost inflation, the government imposed a three- 
month price freeze on most goods other than oil and 
called upon trade unions to keep 1977 wage increases 
within the anticipated rise of retail prices. At the same 
time the monetary authorities lowered ceilings and 
reactivated reserve requirements on bank lending in 
order to achieve a 12.5 percent monetary growth target 
during the next year. Finally, to discourage further 
adverse shifts in commercial leads and lags while
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these longer term measures were taking hold, the Bank 
of France hiked its discount rate a further 1 percentage 
point to 1 0 1/2 percent and imposed a modest tightening 
in foreign exchange controls.

The market’s initial response was cautious, in part 
because of the potentially controversial nature of the 
tax increase and the call for wage restraint, and the 
franc was marked down somewhat. Over subsequent 
weeks, as strains emerged within France’s ruling coa
lition of parties, the market atmosphere became more 
uncertain. In addition, talk of another large OPEC oil 
price increase in December raised concern that such 
a move would undercut France’s domestic anti- 
inflationary effort and widen the trade deficit further. 
As a result, the franc came on offer during the late 
fall and early winter, with selling particularly strong 
at times of tension within the EC snake or pressures on 
sterling. The franc held generally above $0.2000 
vis-a-vis the dollar but declined, in parallel with the 
dollar, a further 6 percent from mid-August against the 
mark and other EC snake currencies. To avert a 
steeper decline, the Bank of France kept a tight rein 
on domestic monetary conditions, thereby encourag
ing inflows of interest-sensitive funds by both nonresi
dents and French companies.

Late in the year, signs began to appear of an 
improvement in the French economic outlook. The 
trade deficit narrowed significantly in response to a 
sharp decline in French imports. The OPEC oil price 
increase was not so large as feared. Moreover, the 
domestic price freeze clearly was containing the rise 
in price indexes. Although market sentiment toward 
the franc remained cautious, the closing-out of posi
tions taken earlier in the year and a reversal of previ
ously adverse commercial leads and lags contributed 
to a 1 percent rise in the franc rate before the year-end.

In early 1977, the market atmosphere improved even 
further. Several of the strikes which had been threat
ened in response to the anti-inflationary measures 
failed to materialize. The release of retail price figures 
showing a slowdown in the inflation rate in December 
for the third consecutive month confirmed to the mar
ket that the government’s price and wage restraints, 
resting heavily on voluntary compliance, were proving 
more effective than many traders had expected. More
over, although interest rates in France eased somewhat, 
they did not decline as much as in other financial 
centers and the Bank of France did not join several 
other European central banks in lowering its official 
lending rate. Thus, the franc remained relatively firm 
throughout January, holding at $0.2012 against the 
dollar by the month end while recovering some 2-3 
percent against the German mark and other Continen
tal currencies. The Bank of France was therefore

able to add to reserves, with the result that official 
exchange holdings rose a net $264 million during 
the August 1976-January 1977 period.

Italian lira
The Italian lira was under severe pressure from the 
beginning of 1976, dropping as much as 26 percent 
through early spring in response to deep-rooted eco
nomic and political strains in Italy. Recovery of the 
domestic economy, though still tentative, stimulated a 
rapid rebuilding of inventories which, together with 
the rise in raw materials prices, swelled Italy’s import 
bill and turned the trade account into deep deficit. 
In the political impasse which developed, moreover, 
fiscal policy remained expansionary, threatening to 
blunt the effectiveness of the restrictive monetary 
measures adopted during the spring to support the 
lira. To halt the slide of the rate in early May, the 
authorities therefore resorted to a set of tough foreign 
exchange restrictions. The most important was a tem
porary 50 percent deposit requirement on the lira 
countervalue of virtually all foreign-currency purchases 
by Italian residents, which mopped up some $5 billion 
equivalent of domestic liquidity over the next three 
months and stimulated sizable capital inflows. Mean
while, as efforts to reach a political compromise to deal 
with Italy’s economic and social problems evaporated, 
new elections were set for late June.

The outcome of those elections, a narrow but 
clear-cut plurality for the Christian Democratic Party 
over the Communist Party, gave an immediate boost 
to market sentiment. Delicate political compromises 
had to be struck, however, and several weeks passed 
before a minority government under Prime Minister 
Andreotti was formed and confirmed by the Parliament. 
Meanwhile, until broader policy measures could be 
taken, the authorities maintained a squeeze on
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domestic liquidity by extending the import deposit 
requirement for a further three months. This squeeze 
continued to draw funds in from abroad which, coupled 
with seasonally high tourist receipts and reversals of 
pre-election outflows, kept the lira firm around 
$0.001197 (Lit 835). The Bank of Italy took advantage 
of the lira’s buoyancy to absorb large amounts of 
dollars in the market. Using these acquisitions, that 
bank not only repaid external indebtedness— including 
in late July the full $500 million drawn under the swap 
line with the Federal Reserve earlier in the year— but 
was able to add substantially to reserves. Although the 
pace of reflows began to slow late in August, the Bank 
of Italy was still able to repay $500 million of its 
$2 billion gold collateral loan with the Bundesbank, 
while extending the arrangement itself for another 
two years.

By mid-September, the Andreotti government had 
begun to negotiate the components of a stabilization 
program with various political factions. By that time, 
however, Italy’s inflation rate was accelerating again, 
partly reflecting a surge in import costs. In response, 
the trade unions maintained their resistance to the 
government’s efforts to slow wage increases by modi
fying or eliminating the cost-of-living indexation sys
tem. Meanwhile, the scheduled expiration of the import 
deposit requirement in November was approaching. 
The market was concerned that, as these deposits ran 
off, new liquidity would be injected into the money 
market at a time when the Italian Treasury was still 
borrowing heavily from the Bank of Italy to finance the 
public sector deficit. Also, with the tourist season over, 
many market participants were again expecting a de
terioration of Italy’s current account.

In this uncertain atmosphere, a gradual buildup of 
commercial selling by Italian oil companies and other 
firms pushed the lira progressively lower in late Sep
tember. In response, the Bank of Italy supported the 
lira in the market and the government arranged to 
phase out the import deposit requirement gradually 
over six months beginning in November. In addition, 
the authorities imposed a V2 percent levy on commer
cial bank deposits to reduce liquidity by Lit 550 billion. 
Nevertheless, as speculative pressure in other Euro
pean markets broadened to envelop the lira, the spot 
rate fell off to as low as $0.001146 (Lit 873), down AVa 

percent fom late July.
To check this pressure on the lira while the govern

ment completed negotiating its package of economic 
stabilization measures, the authorities imposed a tem
porary 10 percent tax, effective October 1-15, on most 
resident foreign currency purchases to supplement 
the import deposit requirement still in force. In addi
tion, they hiked the discount rate a full 3 percentage

points to 15 percent and raised cash financing re
quirements on exports invoiced in foreign currencies 
from 30 percent to 50 percent. In response, the spot 
rate was immediately marked up by as much as 4 per
cent to trade at $0.001190 (Lit 840).

On October 13 the government announced its pro
posals for increased taxes and sizable public spending 
cuts for 1977. In addition, regulated prices for 
gasoline and for many public services were in
creased, while cost-of-living-linked wage increases 
for certain high income groups were ordered to 
be invested in government securities. The market 
response was hesitant, however, as the limited 
change in wage indexation was interpreted as under
scoring the government’s difficulty in resolving this 
highly charged political issue. Thus, sentiment toward 
the lira remained bearish, and the authorities again 
found it necessary to tighten exchange controls in an 
effort to avoid an outburst of speculative selling when 
the special foreign exchange tax terminated on October 
15. Ceilings on Italian banks’ spot and forward posi
tions were cut. Moreover, in a sweeping restriction, 
the authorities prohibited until further notice nearly all 
nonresident drawings on existing credit lines with 
Italian commercial banks. In addition, in order to bring 
credit growth back within the limits agreed with the 
EC, a ceiling on the growth of loans was reintroduced 
on October 15. Even after these measures were im
posed, however, the removal of the foreign currency 
tax released a flood of pent-up foreign currency de
mand that drove the lira back down to $0.001147 (Lit 
872). To cushion the decline in the rate, the Bank of 
Italy again had to intervene heavily. Consequently, in 
a matter of days the authorities reimposed the tax 
on foreign exchange transactions— this time at 7 per
cent for four months beginning in October— to bridge 
the period until the new economic measures could 
start to improve the balance of payments.

As a result of all the restrictions then in force, the 
lira again came into demand. To avoid incurring the 
deposit and tax requirements on spot purchases of 
foreign exchange, Italian importers sought additional 
short-term trade credits abroad. At the same time, high 
domestic interest rates forced Italian commercial banks 
and other market participants to shift an increasing 
amount of their borrowing into the Euro-dollar market. 
Moreover, the risk of severe penalties on breaching 
nonresident credit limits prompted foreign banks to 
build up working balances in lire. In addition, the lira 
also benefited from a return flow of funds placed il
legally abroad earlier in the year after the authorities 
extended their amnesty program to encourage further 
repatriations. On the strength of these various inflows 
of funds, the lira remained in demand through mid-
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December, fluctuating narrowly around $0.001156 (Lit 
865). The Bank of Italy took the opportunity to buy 
sizable amounts of dollars virtually every day, thereby 
rebuilding official reserves by some $1.4 billion during 
October and November. Early in December, the Bank 
of Italy repaid the $486 million portion of the EC credit 
provided by Britain, while borrowing an additional 
$236 million on its gold collateral loans with the 
Bundesbank.

By late in the year, the Italian balance of payments 
was beginning to show signs of improvement as some 
of the restrictive measures adopted in October began 
to take effect. With the public sector deficit under more 
effective control, the government forecast a reduction 
in the Treasury’s borrowing requirement for 1977. In 
addition, the authorities took the opportunity to re
duce compulsory commercial bank investments in pub
lic sector securities, while at the same time the central 
bank was able for the first time since 1975 to sell 
Treasury bills in the open market to absorb commer
cial bank free reserves.

In this improved atmosphere, the government was in 
the position late in December to announce its decision 
to cut the currency tax in half, effective December 27, 
and to reduce the remaining levy in successive Vz 
percentage point cuts, phasing it out entirely by Feb
ruary 21, 1977. Initially, the lira was marked down, as 
Italian firms— especially oil companies— came into the 
market to satisfy postponed foreign currency needs. By 
December 28 the lira had slipped over 1 percent to 
$0.001143 (Lit 875) even as the Bank of Italy inter
vened to moderate the decline. With market partici
pants still delaying their foreign currency purchases 
in anticipation of further relaxation of the restrictions, 
however, the lira steadied after that burst of selling 
pressure had passed. In January, the continuing domes
tic money squeeze stimulated further inflows from the 
Euro-currency market, which offset much of the demand 
for currencies that emerged as both the foreign cur
rency tax and the import deposit requirement were pro
gressively reduced. Thus, the lira eased only a further 
% percent to $0.001134 (Lit 882) by the month end, a 
net decline of 5 1/4 percent for the six months since 
July 1976.

Netherlands guilder
During 1976 the Dutch guilder was caught up in wide 
swings in market sentiment. In the speculative atmo
sphere that emerged in European currency markets 
early in the year, the guilder was bid up on the ex
pectation that it would be revalued along with the Ger
man mark. Following a showdown over EC parities in 
March, however, the guilder came suddenly on offer 
when the market learned that the Dutch authorities
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were unwilling to revalue. Subsequently, the market 
grew increasingly bearish toward the guilder. To be 
sure, the economy was moving gradually into recovery 
and the current account continued in substantial sur
plus. But the rise in domestic prices was still more 
rapid than in Germany, and the market questioned the 
prospects for any reduction of inflationary pressures. 
Thus, the guilder fell to near the bottom of the snake, 
where the central bank intervened heavily by selling 
dollars until a tightening of conditions in the Amster
dam money market helped bring the guilder market 
into better balance in early summer. Meanwhile, the 
guilder had joined in the general decline against the 
dollar to trade around $0.3675 by end-July.

In early August, when speculation reemerged over 
a possible parity realignment within the EC snake, funds 
were shifted into marks and the guilder came under 
attack once again, dropping to the bottom of the EC 
band where heavy intervention by the Netherlands 
Bank was required. To demonstrate a determination to 
maintain the guilder within the EC snake at prevailing 
rates, the authorities brought about an intense squeeze 
in the money market by successively raising the dis
count rate to 7 percent by August 20 and by imposing 
increasingly stiff penalties on commercial banks’ bor
rowings in excess of their quotas at the central bank. 
By late August, the combined effect of the heavy cen
tral bank intervention, the penal interest rates, and resi
dent demand for balances to meet tax payments had 
sent overnight money rates in Amsterdam soaring to 
unprecedented levels. Dealers, faced with a sharply
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increased cost of financing short guilder positions, 
rushed for cover. Dutch commercial banks liquidated 
some of their short-term foreign assets to meet liquidity 
needs, while adverse commercial leads and lags dating 
back to the spring were reversed. As a result, the guil
der snapped sharply higher in late August and then 
kept pace with the mark’s rise against the dollar except 
for a temporary setback just prior to the October 3 
German elections. The Netherlands Bank was therefore 
able to purchase sufficient German marks in Septem
ber and early October to repay the remaining indebted
ness resulting from its previous intervention.

In the October 17 realignment of snake parities, 
the mark was adjusted upward by 2 percent against 
the guilder. As a substantial reflux of funds and un
winding of adverse leads and lags developed within 
the arrangement, the guilder remained in demand. In 
this atmosphere, the Netherlands Bank moved progres
sively to ease domestic liquidity. It continued its pur
chases of German marks and dollars in the exchanges, 
reduced penalty rates on commercial bank borrowings 
from the central bank, entered into swaps against 
dollars before the year-end, and lowered the official 
discount rate in two steps to 5 percent by January 7. 
In December the Dutch capital market, closed since 
the previous May, was reopened for selected foreign 
issues.

These various measures helped to keep the guilder 
just below the upper limit of the snake, where it fol
lowed the rising trend of the mark through the fall and 
early winter. By early January, the spot guilder reached 
an eighteen-month high of $0.4102. Thereafter, as 
United States interest rates firmed and sentiment toward 
the dollar improved, the guilder settled back to $0.3965 
at the month end, for a net rise of 7 percent since end- 
July 1976. In the meantime, the sizable central bank 
purchases of marks and dollars since August 1976 had 
contributed to a substantial increase in official ex
change reserves so that in the year from January 1976 
external holdings declined only marginally on balance.

Belgian franc
During the various episodes of exchange market tur
bulence in early 1976, the Belgian franc was vulnerable 
to selling pressures, partly on market concern over 
Belgium’s relatively high rate of inflation. Whenever 
tensions flared up in the exchanges, the Belgian 
authorities vigorously defended the franc by raising 
short-term interest rates and squeezing domestic 
liquidity. At the same time, even though the economic 
recovery was slower than in most other countries, they 
took other anti-inflationary measures. The market ex
pected only slow progress toward price stability, how
ever, in view of Belgium’s system of indexing wage
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increases to the rise in prices, and this concern became 
even stronger when the serious drought last summer 
threatened to push domestic food prices up sharply. 
Under these circumstances, when strains on the EC 
band resurfaced in late July and early August, adverse 
shifts in leads and lags put renewed pressure on the 
Belgian franc at the snake’s lower limit. Therefore, the 
National Bank of Belgium was obliged to intervene in 
large amounts, along with the other participating cen
tral banks. But the generalized flow into marks was 
great enough to pull the franc up against the dollar to 
$0.025750 by mid-August.

Meanwhile, the Belgian authorities publicly re
affirmed their commitment to defend the franc’s exist
ing EC parity, expressing the view that a devaluation 
of the franc within the snake would have serious infla
tionary consequences while complicating the tasks of 
promoting economic recovery and reducing unem
ployment. Moreover, the authorities reimposed a 
severe credit squeeze, hiking the official discount rate 
in two steps to 9 percent, raising interest rates on 
other official advances and short-term Treasury certi
ficates even more, and cutting back on commercial 
bank credit limits with the central bank.

As Belgian liquidity tightened early in September, 
dealers began to cover some of their now expen
sive short positions and pressure against the Belgian 
franc subsided. After mid-September the commercial 
franc moved away from the snake’s floor and, apart 
from a brief speculative outburst before the German 
elections, the franc required only limited additional 
support against the mark through mid-October. In 
fact, on a few days, the franc firmed sufficiently within 
the joint float to enable the National Bank to buy small 
amounts of marks in the market to begin repaying the 
mark debt it had accumulated from earlier interventions.

Nevertheless, disparities in economic performance
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between Belgium and Germany continued to raise 
expectations of an eventual realignment between the 
currencies of the two countries. Thus, the market’s 
initial reaction to the announcement on October 17 
that the Belgian franc’s snake parity— like the guilder’s 
— would not be independently lowered in the realign
ment of the snake was one of disappointment, and the 
franc was marked down sharply the next day at the 
opening in Europe. But almost immediately thereafter 
the franc began moving back up against the dollar and 
within the snake.

Then, as short positions and adverse commercial 
leads and lags built up since mid-July were progres
sively reversed, the franc joined the other EC curren
cies in a steady advance against the dollar which 
continued through the year-end. By early January
1977 the franc rate had firmed to $0.028000, 91/2 
percent above midsummer levels. During this period 
the National Bank occasionally purchased dollars to 
moderate the rise. At the same time, with the franc 
holding firm within the EC snake, the National Bank 
bought sizable amounts of German marks in the mar
ket, initially to repay the remaining mark debt and 
later to build up dollar reserves by converting mark 
purchases at the Bundesbank. As a result, Belgian 
reserves increased from end-October to end-December 
by about $700 million, enough to offset losses during 
the preceding three months. Meanwhile, the substan
tial injections of Belgian franc liquidity arising from 
the central bank’s purchases of dollars and marks 
helped to ease strains in the Belgian money market, 
and the authorities followed up by lowering official 
lending rates on various advances and loans in line 
with the easing in market rates of interest.

By January, official figures showed that Belgium’s 
current account had moved roughly into balance and 
that Belgium’s inflation rate was moderating once 
again. Domestic economic activity remained slack, 
however, and the unemployment rate seasonally ad
justed had risen to nearly 6.2  percent of the labor force. 
Under these circumstances and with the franc remain
ing steady within the EC snake, the Belgian authorities 
followed other European central banks in cutting 
domestic interest rates further. The National Bank re
duced its discount rate for the first time since August 
to 8 percent, lowered a variety of other official lending 
rates by as much as 2  percentage points, and raised 
commercial banks’ rediscount quotas to increase the 
availability of credit. During the remainder of January, 
the commercial franc eased back along with the mark 
against the dollar to $0.027040 by the month end, a 
net rise of 6 percent in the six months from end-July
1976.

During the period under review, the Federal Reserve

completed its program of regular purchases of Belgian 
francs to repay swap debt outstanding since August 
1971, acquiring sufficient francs from correspondents 
and in the spot and forward market to liquidate the 
remaining $82.4 million of drawings by November 12.

Japanese yen
Following the economic dislocations of previous years 
— inflation, payments deficit, and recession— the Japa
nese authorities were seeking to revive the domestic 
economy through fiscal stimulus and accommodative 
monetary policy without rekindling domestic infla
tion. When early in the year, however, the United 
States and other industrial countries experienced a 
sharp expansion of demand, particularly in rebuilding 
inventories, Japanese exports surged without an im
mediate rise in imports and Japan’s trade and current 
accounts moved into substantial surplus. This gen
erated more positive expectations toward the yen 
which, combined with favorable interest arbitrage 
incentives, led to substantial capital inflows to Japan. 
Consequently, in the early months of 1976 the yen 
rebounded by some 2 percent from its lows of late 
1975. Although the market camo into better balance 
over the late spring, the possible persistence of a large 
trade surplus for Japan became a matter of official 
concern abroad and was one of the subjects discussed 
at the economic summit meeting among major nations 
in Puerto Rico in late June. Moreover, the Japanese 
press carried reports that, in the economic policy 
debate emerging in Japan, some leaders expressed a 
readiness to accept a gradual rise in the yen to contain 
domestic inflation.

As the market reacted to reports of these policy dis
cussions, the yen came into heavy demand from late 
June through August. Foreign importers of Japanese 
goods advanced their yen purchases in the spot and 
forward markets to cover future needs, nonresident 
investors shifted funds into Japanese securities, and
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market professionals both in Tokyo and abroad shifted 
into long or longer yen positions. The spot rate reached 
a high of $0.003504 (¥285.4) by September 9, some 
5 1/4 percent above midyear levels. To maintain an 
orderly market, the Bank of Japan bought moderate 
amounts of dollars in August-September before the 
yen eased back somewhat late in September.

In early October, however, the balance of market 
sentiment shifted back against the yen. Talk of a siz
able OPEC oil price rise in December had become a 
major concern in view of Japan’s dependence on oil 
imports for the bulk of its energy needs. With the 
approach of the national election in Japan in early 
December, political uncertainties also weighed on 
market psychology toward the yen. Moreover, the 
economic pause in the United States and Europe 
during the summer had been reflected in a deceleration 
of Japanese export growth which, coupled with a 
delayed rise in imports to rebuild stocks run down 
earlier in the year, had led to a narrowing of the trade 
and current account surplus. Since the Japanese 
economy was also sluggish, the market came to expect 
that interest rates in Japan might eventually decline, 
and market rates softened somewhat even as the Bank 
of Japan kept its discount rate unchanged.

In this atmosphere, the yen came increasingly on 
offer in the exchange market during October and No
vember, as professional traders shifted out of yen and 
into dollars while previously favorable leads and lags 
were unwound. Selling pressures increased on the days 
before and after the December 5 election, in which the 
ruling Liberal Democratic Party almost lost its absolute 
majority in the lower house of the Diet. By December 
the yen rate slipped to as low as $0.003359 (¥  297.7), 
some 41A percent below its September high, with the 
Bank of Japan by then intervening forcefully to main
tain orderly market conditions.

Over the next few days, however, the market atmo
sphere improved markedly. The smooth transition of 
authority to a new government under Prime Minister 
Fukuda had a reassuring effect, particularly as the new 
administration in Japan reasserted the policy of cau
tious stimulus to the economy. In addition, the outcome 
of the OPEC meeting in midmonth with a smaller than 
expected increase in OPEC oil prices also came as a 
relief to the market. Consequently, the yen turned 
upward once again, bolstered by seasonal conversions 
of exports receipts.

By early 1977, figures had been released showing an 
overall Japanese trade surplus of $10 billion for 1976 
and a current account surplus of about $3 1/2 billion, or 
nearly 1 percent of GNP. Moreover, the revival of 
demand in the United States and elsewhere was 
reportedly again generating a rise in Japanese exports

which outpaced import growth. Amid renewed expres
sion of concern over the size of Japan’s trade and 
current account surplus, funds again began to flow 
heavily into Japan. The yen thus continued to advance 
through most of January, reaching a high at the month 
end of $0.003469 (¥288.3), some 31A percent above 
the early-December low, with only modest intervention 
by the Bank of Japan.

Canadian dollar
By midsummer 1976, the Canadian authorities had 
made significant progress in reducing inflation from 
the levels of 1974-75, partly as a result of a broad anti- 
inflationary program which included price and wage 
restraints as well as a restrictive monetary policy. At 
the same time, however, the pace of expansion of the 
domestic economy was sluggish, unemployment was 
still high, and Canada’s current account remained in 
sizable deficit. During the first half of 1976, this deficit 
had been more than offset by Canadian borrowings 
abroad, amounting to some $4.5 billion. Thus, while the 
market remained hesitant about the longer term pros
pects, the conversions of these borrowings had pushed 
the Canadian dollar rate up strongly in the exchanges. 
The broader interest in the Canadian dollar that these 
borrowings had generated, together with the impres
sive rise in the rate, had attracted sizable professional 
position-taking that left the currency more exposed to 
volatile swings in market sentiment. When the pace 
of new borrowings and conversions slowed during 
midsummer, the Canadian dollar dropped about 3 
percent from its June highs to below $1.01 early in 
August.

In August and September, however, several new for
eign borrowings were announced that generated a 
reversal of professional positions and reportedly at
tracted renewed flows of OPEC funds into Canadian

66 FRBNY Quarterly Review/Spring 1977
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Spring 1977



dollars. Buoyed also at times by seasonally strong 
commercial demand, the Canadian dollar advanced 
again to above $1.03 by late October. The Bank of 
Canada continued to intervene on both sides of the 
market to maintain orderly trading conditions, with the 
net result that by end-October Canada’s official re
serves were almost back up to end-June levels.

Meanwhile, some long-standing concerns over pros
pects for the Canadian economy began to weigh on 
market sentiment. Opposition was building up, within 
both the labor unions and the business community, to 
an extension of the government’s year-old wage-price 
control program. Also, the latest economic statistics 
indicated a further slippage in the already disappoint
ing pace of recovery, raising the possibility of higher 
unemployment especially in Quebec and the maritime 
provinces,. At the same time, the growth of monetary 
aggregates was slipping below the Bank of Canada’s 
target range. Under these circumstances, the market 
became wary of significant declines in Canadian inter
est rates relative to those in the United States.

Thus, sentiment toward the Canadian dollar was al
ready turning more hesitant when reports spread that 
the Separatist Party of Quebec might make severe in
roads in the Liberal Party’s majority in the upcoming 
November 15 elections for the Quebec provincial leg
islature. In response, the Canadian dollar came on offer 
and the spot rate began to soften even before the 
elections. Nevertheless, market participants were 
caught by surprise when the Separatist Party won 
by a sizable majority. In reaction, the Canadian dollar 
was marked down sharply in London the day after the 
election, before temporarily recovering somewhat in 
the New York and Canadian markets.

Over subsequent days, as the market tried to assess 
the broader political and economic implications of the

election results in Queoec, the selling pressure gath
ered force. Professional dealers in both Europe and 
North America scrambled to cut back their Canadian 
dollar positions or to take up short positions. As the 
rate fell, commercial demand for Canadian dollars vir
tually dried up, United States corporations brought 
forward their normal year-end conversions of earnings 
by Canadian subsidiaries, and Canadian borrowers 
postponed their conversions of new foreign issues. 
Meanwhile, interest rates in Canada also began to 
ease. On November 19, after a Va, percentage point 
cut in Federal Reserve discount rates, the Bank of 
Canada announced a reduction in its lending rate of 
1/2 percentage point to 9 percent. With the Canadian 
dollar increasingly on offer, the spot rate tumbled 
through the $1.00 level over our Thanksgiving Day 
holiday and, in record turnover, continued to slide 
over the next few days. By Tuesday, November 30, it 
had reached $0.9587 in London, the lowest level since 
June 1970. The Bank of Canada provided substantial 
resistance to the sharp fall in the rate, and Canadian 
official reserves fell $759 million in November.

The Canadian dollar began a tentative recovery in 
early December, when some participants began to feel 
that the selling had been overdone. Reports of new for
eign borrowings scheduled for early 1977 tended to 
provide some reassurance that, even after the Quebec 
election, Canadian borrowers could continue to tap the 
international credit markets. As the atmosphere im
proved, there were renewed borrowing conversions 
in the market, and some short positions were covered. 
In addition, reports circulated that the proceeds of 
Canadian wheat sales to China were being converted. 
Thus, even after the Bank of Canada cut its discount 
rate another I/2 percentage point on December 21, 
the exchange rate was marked down only briefly, and 
by January 5 it had recovered to $0.9984, over 4 per
cent above its November 30 low. The Bank of Canada 
intervened about as heavily to moderate the rise as it 
had to cushion the decline, adding $764 million to 
official reserves during December.

Nevertheless, the market remained cautious toward 
the Canadian dollar and the rate generally fluctuated 
lower during the rest of January. By this time, market 
participants held firm expectations of a further easing 
of short-term interest rates in Canada, while in con
trast United States money market rates were tending to 
rise. Uncertainties over the timing of future borrowing 
conversions dampened professional bidding for Cana
dian dollars. In addition, the market reacted adversely 
to Quebec Premier Levesque’s speech to businessmen 
in New York, in which he reaffirmed his party’s objec
tive of an independent French-speaking Quebec. By 
end-January, therefore, the Canadian dollar rate had
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slipped back to $0.9825, for a net decline of 41A
percent over the six-month period. During that time,
Canadian official reserves declined by $115 million 
on balance.

Mexican peso
For nearly two decades, Mexico’s impressive economic 
growth largely reflected the authorities’ efforts to 
mobilize domestic savings and attract funds from 
abroad to finance the development effort. Externally, 
this approach resulted in a current account deficit 
which was normally offset by sufficient capital inflows 
to achieve at least overall balance and, in most years, 
to allow for some accumulation of international re
serves. Throughout this period, the Mexican authorities 
successfully maintained a fixed rate of $0.08 to the 
peso, meeting with only occasional bouts of selling 
pressure. This stability nevertheless rested on a deli
cate balance of economic forces. Beginning in the 
early 1970’s, ambitious social and economic programs 
at home led to growing fiscal deficits which eventually 
generated rates of inflation well above those in the 
United States and other major countries. At the same 
time, Mexico was caught up in the backwash of world
wide inflation, particularly after the oil price rise of 
1973-74, and the subsequent recession in the United 
States and other industrial countries. The Mexican 
authorities managed to avoid an economic downturn 
in 1974-75, but at the expense of a sharp widening in 
the current account deficit that required even greater 
foreign borrowings than before. By early 1976, the 
authorities had recognized the need for restoring inter
nal and external balance and had made a start toward 
that objective. Nevertheless, market participants re
mained cautious in view of the large economic 
imbalances which remained, the increasing wage 
demands of Mexican trade unions, and election-year 
uncertainties in Mexico.

Against this background, the Mexican peso came 
under heavy selling pressure on several occasions in 
early 1976. By April, rumors of a forthcoming devalua
tion of the peso had led to outflows of resident funds 
as well as to hedging by nonresidents of peso claims 
and receivables. To help finance its intervention at that 
time, the Bank of Mexico drew the full $360 million 
available under the swap arrangement with the Federal 
Reserve. Some reflows subsequently developed but not 
in sufficient volume for the Bank of Mexico to liquidate 
the swap drawing quickly, as it had with earlier 
drawings in 1974 and 1975.

The market remained edgy throughout the spring and 
early summer. After former Finance Minister Lopez 
Portillo was voted to succeed President Echeverrfa 
in the July 4 election, many market participants ex
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pressed concern over the possible need for a change 
in the exchange rate either before or after the Decem
ber 1 inauguration. Although Mexico’s imports had 
steadied, the growth of exports was falling well below 
expectations, halting progress in reducing the current 
account deficit. Yet, the authorities were unable to 
step up the pace of foreign borrowings to offset fully 
both the widening current account deficit and the 
continuing hot money outflows. The Bank of Mexico 
continued to support the peso at the $0.08 level, but 
at a heavy loss of international reserves.

On August 31 the Mexican authorities announced 
that, as part of an overall strategy of economic adjust
ment, the peso would be allowed to float, with the Bank 
of Mexico intervening only to prevent “ erratic and 
speculative fluctuations”  in the spot rate. Other mea
sures included steps to cut the public sector deficit, 
price controls on raw materials, and taxes on ex
ceptional profits that exporters might receive from, the 
peso’s depreciation.

Immediately after these announcements, the spot 
peso was marked down almost 39 percent before re
covering slightly in thin trading. To help steady the 
rate, official intervention was soon resumed and the 
peso traded around $0.0505 through late October. 
Meanwhile, in conjunction with these new policies, the 
Mexican government had entered into negotiations 
with the IMF. In that context, the United States Trea
sury and the Federal Reserve agreed to a special ar
rangement with the Bank of Mexico on September 20, 
making available to that bank up to $600 million of 
interim financing. On that basis, the Bank of Mexico 
drew early in October $365 million on the United States 
Treasury, an amount that was fully repaid when Mexico
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made its first drawing on $963 million in credits the IMF 
made available beginning in November. In Octo
ber the Bank of Mexico also repaid the $360 million of 
swap drawings on the Federal Reserve outstanding for 
six months.

In the exchanges, however, the attitude toward the 
Mexican peso remained bearish. Although wage in
creases were substantially below levels originally de
manded by the labor unions, domestic prices had 
nevertheless risen sharply following the floating of the 
peso. Moreover, the market had come to expect that 
implementation of new measures in connection with 
Mexico’s eligibility for drawing on the Fund would have 
to await the installation of a new administration on 
December 1. In this atmosphere, a variety of rumors, of 
capital controls or freezes on resident bank accounts, 
began to appear in the market, triggering renewed 
movements of funds out of Mexico in early autumn. 
Later on, in mid-November, reports of seizures of 
privately held land in northern Mexico generated fur
ther uncertainty. In response, capital outflows inten
sified and Mexican residents rushed to convert more 
pesos into United States dollars, including dollar 
currency notes.

In an effort to maintain an orderly market for the 
peso, the Bank of Mexico at first stepped up its official 
dollar sales. But, after sustaining a further loss of re
serves, the authorities permitted the peso to sink a 
further 25 percent to $0.0380 on October 27, before 
resuming support for the rate. Among other credits 
to augment reserves, the authorities drew in November 
$150 million on the swap line with the Federal Reserve 
and a total of $300 million under the Exchange Stabili
zation Agreement with the United States Treasury. 
Later that month, in the face of massive selling pres
sure on the peso and the likelihood of even more 
capital outflows before December 1, the authorities 
announced over the November 20-21 weekend that

they were withdrawing temporarily from the market. To 
deter additional speculative selling of pesos, commer
cial banks and other credit institutions were prohibited 
from trading for their own accounts, except to cover 
existing commitments. Instead, stockbrokers were 
authorized to act as foreign exchange dealers for the 
purpose of executing essential transactions. Following 
these measures, the immediate selling of pesos stopped 
and a technical shortage of peso balances quickly 
developed in both Mexico and abroad. Thus, the peso 
bottomed out at $0.0345 on November 22— fully 57 
percent below the prefloat level— and rose to as high 
as $0.0526 by December 1.

That day, in his inaugural address, President L6pez 
Portillo called for national unity, austerity measures, 
and a productivity improvement program to strengthen 
the Mexican economy. The speech was well received 
in Mexico and abroad, and over the following days a 
substantial reflux of funds into pesos developed. 
Thereafter, the new administration began implemen
tation of the policy measures embodied in the agree
ment with the IMF and gained agreement for more 
modest than expected wage increases in the January 
round of wage talks. Moreover, on December 20, the 
authorities lifted the prohibition against commercial 
bank trading for their own account. Even as more 
normal trading resumed, the peso held firm at around 
the $0.05 level through the year-end and into early
1977. When some selling pressure emerged briefly 
after mid-January, the rate dropped to as low as 
$0.0444 before firming in good two-way trading. By the 
month end, the peso was trading at $0.0463, some 42 
percent below the prefloat level. Meanwhile, the Bank 
of Mexico’s reserve position had improved sufficiently 
to repay in December $150 million of the $300 million 
drawn on the United States Treasury and to schedule 
repayment of the $150 million in swap drawings on the 
Federal Reserve at maturity in February.
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February-April 1977, Interim Report

Treasury and Federal Reserve 
Foreign Exchange Operations

In contrast to much of last year, the markets for most 
foreign currencies were fairly free of strain during the 
February-April period under review. In part, the over
all improvement in trading conditions reflected the 
greater stability of several currencies— mainly sterling, 
the Italian lira, and the French franc— which had come 
under varying degrees of selling pressure in 1976. In 
those cases, many of the policy measures that had 
been taken by the respective governments to restore 
internal and external balance in their economies were 
beginning to take effect. These signs of progress 
helped to bolster market confidence, stimulating re
versals of earlier capital outflows and of previously 
adverse leads and lags in commercial payments. With 
their currencies now in demand, the respective central 
banks took the opportunity to buy dollars in the market 
and to rebuild their international reserves. In part also, 
the improvement reflected the fact that participants 
in the European Community (EC) snake were able to 
avoid the kinds of tensions that had beset their 
exchange markets during the months preceding the 
October 1976 realignment of parities. On April 1, be
fore any significant speculative pressures had re- 
emerged, the member countries agreed to a further 
realignment in which the parities of the three Scandi-

A report by Alan R. Holmes and Scott E. Pardee.
Mr. Holmes is the Executive Vice President in charge of the 
Foreign Function of the Federal Reserve Bank of New York and 
Manager, System Open Market Account. Mr. Pardee is 
Vice President in the Foreign Function and Deputy M anager for 
Foreign Operations of the System Open Market Account. The 
Bank acts as agent for both the Treasury and the Federal 
Reserve System in the conduct of foreign exchange operations.

navian currencies within the arrangement were ad
justed downward by 3 to 6 percent against the German 
mark, the Dutch guilder, and the Belgian franc.

Under these more settled trading conditions, the 
German mark stayed at the bottom of the EC snake. 
Meanwhile, the continuing reversal of earlier hot 
money inflows to Switzerland contributed to a fur
ther easing of the Swiss franc. By contrast, the Japa
nese yen remained in heavy demand through mid-April, 
largely in reaction to a further widening of the Japa> 
nese current account suplus. The yen rate advanced 
6% percent, for a total rise of 10 percent since last 
December’s low, before settling back some 21/2 per
cent by end-April.

At times during the three-month period the dollar 
came on offer against Continental currencies. By Feb
ruary, the severe winter weather in much of the United 
States had contributed to highly publicized reduc
tions in industrial and agricultural output, higher 
prices, and a larger trade deficit. As these develop
ments revived market uncertainties about our near- 
term economic prospects, the dollar was marked 
down against the German mark and other European 
currencies linked directly or indirectly to the mark. 
On occasion, the Bundesbank bought modest amounts 
of dollars in Frankfurt. In New York the Federal Re
serve offered marks when trading became unsettled, 
selling $20.9 million equivalent from existing balances 
on three days during February 14-28.

As the weather improved and the broad expansion 
of the United States economy resumed, trading came 
into somewhat better balance through most of March.
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Nevertheless, the market remained concerned over 
indications of a quickening of inflationary pressures in 
the United States and of an even sharper widening in 
the trade deficit than could be explained by adverse 
weather. For a while, the dollar held steady amid wide
spread expectations that interest rates would soon 
firm in the United States relative to rates abroad. As 
time passed, however, these expectations faded, and 
the dollar began to lose resiliency in the market. After 
the European close on Friday, April 1, when incom
plete reports of an EC snake realignment reached the 
New York market ahead of the official announcement, 
trading became confused and the dollar suddenly came 
on offer. The Federal Reserve intervened with modest 
offers of marks, selling $15.3 million equivalent.

This nervousness quickly passed, but the dollar’s 
generally easier tone persisted. Over subsequent weeks 
press reports that industrial countries with current 
account surpluses were being urged to let their cur
rencies appreciate generated expectations that fur
ther exchange rate adjustments might occur in the 
near term. Consequently, even as United States inter
est rates were beginning to firm in late April, dealers 
were by then offering dollars virtually across the board 
against the possibility that an exchange rate realign
ment might emerge during the weekend of the London 
summit meeting, May 7-8. In this atmosphere, the 
New York market became unsettled on several occa
sions and the Federal Reserve intervened on three 
days during April 15-29, selling a total of $30.6 million 
of marks. By the end of the period, the dollar had 
declined by some 2 percent against the mark.

In sum, the Federal Reserve sold a total of $66.8 
million of German marks during February-April. These 
sales were all financed from System balances, which 
were replenished in part by occasional purchases of 
marks from correspondents and in the market totaling 
$49.6 million equivalent.

During the period, the Federal Reserve and the 
United States Treasury made further progress in re
paying debts in Swiss francs, outstanding since August
1971. Pursuant to an agreement in October 1976 be
tween the United States authorities and the Swiss 
National Bank for orderly liquidation of these obliga
tions over a three-year period, the Federal Reserve 
repaid $132.3 million equivalent of special swap in
debtedness and the Treasury redeemed $79.3 million 
equivalent of Swiss franc-denominated securities by 
end-April. Most of the francs for these repayments 
were purchased directly from the Swiss National Bank 
against dollars. But the Federal Reserve also bought 
francs from the Swiss central bank against the sale of 
$29.2 million equivalent of marks and $26.1 million of 
French francs, which in turn where either acquired in

Table 1

Federal Reserve System Repayments under 
Special Swap Arrangement with the 
Swiss National Bank
In m illions of dollars equivalent

Repayments
System swap February System swap
commitments through commitments
January 31, 1977 April 30, 1977 April 30, 1977

992.5 -1 3 2 .3 860.2

Data are on a transaction-date basis.

Table 2

Drawings and Repayments by Foreign Central 
Banks and the Bank for International Settlements 
under Reciprocal Currency Arrangements
In m illions of dollars; drawings ( + )  or repayments ( —)

Banks drawing on 
Federal Reserve 
System

Out
standing 

January 31, 
1977

February 1 
through 

April 30, 
1977

Out
standing 
April 30, 

1977

Bank of Mexico ___ 150.0 -1 5 0 .0 -0-
Bank for International 
Settlements (against 
German marks) ......... -0-

f +  35.0 
35.0 -0-

150.0 f +  35.0 
{ - 1 8 5 .0 -0-

Table 3

United States Treasury Securities 
Foreign Currency Series 
Issued to the Swiss National Bank
|n m illions of dollars equivalent; issues ( + )  or redemptions (—)

Amount of February Amount of
commitments through commitments
January 31, 1977 April 30, 1977 April 30, 1977

1,513.1 -7 9 .3 1,433.8

Data are on a transaction-date basis.
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the market or drawn from existing balances. In addi
tion, the System purchased $23.2 million equivalent 
of Swiss francs in the market or from other correspon
dents in late February-early March, when the franc 
was weakening in the exchanges. By end-April, the 
Federal Reserve’s special swap debt to the Swiss Na
tional Bank had been reduced to $860.2 million equiv
alent, while the Treasury’s Swiss franc-denominated 
obligations had been lowered to $1,433.8 million equiv
alent.

During the February-April period the Bank of Mex
ico repaid the remainder of last year’s borrowings

from the Federal Reserve and the United States Trea
sury. In February, the Mexican central bank liquidated 
at maturity the $150 million drawn under the swap line 
with the Federal Reserve. In April, it prepaid the $150 
million in drawings under the Exchange Stabilization 
Agreement with the Treasury.

Finally, in February, the United States Treasury 
established short-term credit facilities for Portugal 
totaling $300 million. During the period, the Bank of 
Portugal drew a total of $125 million on these facilities 
and subsequently arranged to repay $50 million in 
early May.
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February-July 1977 Semiannual Report

Treasury and Federal Reserve 
Foreign Exchange Operations

During the six-month period under review, the exchange 
markets were faced with a shifting configuration of 
payments balances at a time when the United States 
economy was expanding much more rapidly than those 
of other major industrial countries.

Several countries that had been in serious current 
account deficit were making clear progress, mainly 
through stabilization programs, in reducing domestic 
inflation and restoring international balance. Growing 
evidence of improvement helped bolster market confi
dence in their currencies— particularly the pound 
sterling, the Italian lira, and the French franc— stimu
lating reversals of earlier capital outflows and pre
viously adverse leads and lags. With these currencies 
now in demand, the respective central banks took the 
opportunity to buy dollars in the market and to rebuild 
their international reserves. The stabilization measures 
in these countries remained in force into the summer, 
and domestic growth slowed significantly.

Major countries that had been in current account 
surplus made little progress, however, toward their 
stated objective of reducing those surpluses. In par
ticular, Japan’s already massive current account sur
plus widened even further in early 1977 and set the 
stage for a sharp rise in the yen in the exchanges. 
Germany’s current account surplus, while narrowing

A report by Alan R. Holmes and Scott E. Pardee.
Mr. Holmes is the Executive Vice President in charge of the 
Foreign Function of the Federal Reserve Bank of New York and 
Manager, System Open Market Account. Mr. Pardee is 
Vice President in the Foreign Function and Deputy Manager for 
Foreign Operations of the System Open Market Account. The 
Bank acts as agent for both the Treasury and the Federal 
Reserve System in the conduct of foreign exchange operations.

somewhat, remained large. But, since it was roughly 
offset by capital outflows, the mark, which had already 
appreciated by 9 percent since last summer, traded 
in a narrow range against the dollar through late 
spring. In general, the authorities of surplus countries 
faced sluggish demand at home and, although they 
sought to promote more rapid expansion, they were 
reluctant to press too hard for fear of refueling inflation.

Meanwhile, the United States economy had moved 
into high gear in the early months of 1977. Our demand 
for foreign goods thus rose sharply at a time when 
foreign demand for American goods was growing only 
slightly. Consequently, our trade and current account 
deficits which emerged last year deepened further. 
Inflationary pressures also picked up in the United 
States, although this partly reflected temporary fac
tors like the cold weather last winter. Even so, market 
sentiment toward the dollar remained generally posi
tive. Dealers responded to a continuing flow of favor
able news about the underlying expansion of the 
American economy. In addition, the market came to 
expect that short-term United States interest rates 
would be firming while rates elsewhere were flat or 
easing.

By the spring, however, the magnitude of the United 
States trade deficit, which reached $30 billion at an 
annual rate in the first half of 1977, was becoming a 
matter of broader concern. In part, the deficit reflected 
the increasing dependence of this country on foreign 
sources of oil, and the Administration’s energy pro
posals making their way through the Congress were 
partly designed to slow the growth of oil imports over 
the longer term. But the deficit also reflected special
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Chart 1

Selected Exchange Rates*
Percent

1976 1977

♦Percentage deviations of weekly averages of New York 
noon offered rates from the average rate for the week 
of July 5-9, 1976.

Tab le  1

Federal Reserve Reciprocal Currency Arrangements
In m illion s  o f do lla rs

Institu tion A m oun t o f fa c ility  Ju ly  31, 1977

Austrian  N ationa l Bank .......... ..... . ............. . $ 250
N ationa l Bank of B e lg ium  . . . 1,000
Bank o f C anada ........................ 2,000
N ational Bank of D enm ark . . 250
Bank o f E ngland ........................ 3,000

Bank of France .......................... 2,000
Germ an Federal Bank ............ 2,000

Bank o f Ita ly  ............................... 3,000
Bank of Japan .......................... 2,000

360
500

Bank of Norway ........................ 250
Bank o f Sweden ...................... 300

Sw iss N ationa l Bank ..............................................................
Bank fo r In te rna tiona l Settlem ents:

1,400

Swiss fra n cs -do lla rs  ............ 600
O ther au thorized  European c u r re n c ie s -d o lla rs ------ 1,250

$20,160

circumstances in other goods markets. In the context 
of a growing tendency toward trade restrictions abroad, 
the size of the deficit contributed to protectionist senti
ment in many United States industries and labor unions. 
The Administration resisted this approach to curbing 
the deficit. At the same time, it began to urge countries 
with large current account surpluses to contribute more 
to the international adjustment process. In this effort, 
the Administration put forward a broad range of pos
sible approaches the others could take, including more 
rapid expansion of their economies, the opening-up of 
their domestic markets to foreign competition, and the 
elimination of controls or administrative practices 
which might distort currency relationships. In these dis
cussions, it was stressed that exchange rate apprecia
tion for the currencies of countries in current account 
surplus would contribute to international equilibrium. In 
the context of these discussions, the yen, in particular, 
staged its advance in the spring.

The markets for European currencies also responded 
nervously to comments on exchange policy by Euro
pean or American officials. But these tensions largely 
subsided following the London economic summit in 
early May, since exchange rates were not mentioned 
in the communique. In late June, however, senior 
government officials meeting at the Organization for 
Economic Cooperation and Development (OECD) 
stated their agreement that countries with current ac
count surpluses should allow their currencies to ap

preciate. In subsequent interviews with the press, 
government officials in various countries were pressed 
on their interpretation of this agreement and on their 
views of the appropriateness of the current constella
tion of exchange rates. The responses of the United 
States authorities were framed in the context of the 
broad policy objective to achieve further payments ad
justment but, as their remarks were reported, the im
pression developed among dealers that a concerted 
effort was under way to lead the market.

By early July, the dollar was coming heavily on 
offer not only against the currencies of countries 
in surplus but against nearly all major currencies. As 
before, the central banks of the United Kingdom, Italy, 
and France mopped up dollars offered against their 
currencies, thereby limiting the rise in their exchange 
rates. Other currencies were bid up sharply, however, 
and to counter disorderly conditions several central 
banks, including those of Japan, Germany, and Switzer
land, also bought dollars. The Federal Reserve inter
vened on several occasions in the New York market. 
After late June, the yen advanced by 31/2 percent before 
leveling off. In Europe, the mark and the currencies 
linked to it rose by 3-5 percent through late July.

In the highly speculative atmosphere which de
veloped, United States Treasury officials at first sought 
to avoid further comment on exchange rates but as 
market participants continued to respond to what had 
already been said, or was thought to have been said,
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it became necessary to dispel the impression that the 
authorities had been deliberately talking the dollar 
down. The effort to clear the air began in late July, 
when Federal Reserve Chairman Burns and Treasury 
Secretary Blumenthal in several statements stressed 
their belief in the importance of a strong dollar for the 
United States and the world generally. These state
ments sparked a turnaround in market psychology. 
Moreover, interest rates in the United States began to 
firm, and by the end of July dollar rates were being 
bid up from their latest lows against several major 
currencies.

In market intervention during the February-July pe
riod, the Federal Reserve sold a total of $209.1 million 
of German marks, of which $173.7 million was financed 
from balances and $35.4 million from swap drawings on 
the Bundesbank, which were outstanding as of July 31. 
Total Federal Reserve purchases of marks from corre
spondents and in the market for balances amounted 
to $142.2 million equivalent. The System also sold 
$3.3 million of Dutch guilders out of balances and pur
chased $8.5 million equivalent from correspondents.

In addition, during the period the Federal Reserve 
repaid a further $287.1 million equivalent of special 
swap indebtedness in Swiss francs and the United 
States Treasury redeemed $171.7 million equivalent of 
franc-denominated securities. By July 31, the Federal 
Reserve’s special swap debt to the Swiss National 
Bank had been reduced to $705.4 million equivalent, 
while the Treasury’s Swiss franc-denominated obliga
tions had been lowered to $1,341.5 million equivalent.

As reported in June, from last year’s operations, the 
Bank of Mexico repaid in February a $150 million swap 
drawing on the Federal Reserve and prepaid in April 
$150 million drawn under the Exchange Stabilization 
Agreement with the Treasury.

Finally, in February, the United States Treasury 
established short-term credit facilities for Portugal 
totaling $300 million. The Bank of Portugal sub
sequently drew the full amount of these facilities and 
repaid $85 million by August 1.

German mark
Early in 1977, prospects for continued expansion of 
Germany’s economy were uncertain. The worldwide 
lull in demand for capital goods, the deflationary mea
sures taken in several of Germany’s principal Euro
pean markets, and the appreciation of the mark during 
1976 had clouded the outlook for a further strong 
expansion in exports. At home, investment demand 
remained soft and unemployment remained worri- 
somely high. Even so, a new round of wage negotia
tions had paved the way for pay increases above the 
government’s target, and the authorities were reluctant 
to provide additional economic stimulus lest it be 
viewed as inflationary.

Meanwhile, with the relaxation of last year’s ten
sions in the exchange markets, a flow of capital out 
of Germany was well under way, keeping the mark 
near the bottom of the European Community (EC) snake 
following the October 1976 realignment and on offer 
against many other currencies. The market neverthe
less remained acutely sensitive to changing interest- 
rate relationships— especially between Germany and 
the United States in view of the broader importance 
of the mark-dollar relationship in the international 
monetary system. During February, signs of congestion 
in the German capital market, generating expectations 
of a rise in German interest rates, coincided with con
cerns over the economic implications of the harsh 
winter in the United States. Thus, the mark came into 
demand and rose from $0.4157 on February 1 to as high 
as $0.4190 by the month end. To cushion the mark’s 
advance, the Bundesbank bought modest amounts of 
dollars in Frankfurt, while the Federal Reserve inter
vened on three days when trading became unsettled 
in New York, selling a total of $20.9 million equivalent 
of marks from balances.

In early March, expectations of a further rise in 
German interest rates receded, after the Bundesbank 
announced an increase in its commercial bank redis
count quotas. But concern over an unexpectedly sharp 
rise in the United States trade deficit, compared with 
Germany’s continuing trade surplus, kept dealers cau
tious. The mark settled around end-February levels
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against the dollar and remained near the lower limit 
of the EC band through end-March. Then, on Friday, 
April 1, when incomplete reports of an EC snake re
alignment reached the New York market after the Euro
pean close but ahead of the official announcement, 
trading became confused. The mark was abruptly bid 
up to as high as $0.4204. The Federal Reserve entered 
the market with moderate offers of marks, selling $15.3 
million equivalent from balances.

While the immediate nervousness surrounding the 
snake realignment soon passed, the market had been 
reawakened to the possibility of further exchange-rate 
adjustments within Europe and elsewhere. In addition, 
rumors began to circulate in the market that the ques
tion of exchange rates, particularly relating to the mark 
and the yen, would be pursued at the economic summit 
meeting in London on May 7-8. With the yen having 
already advanced in recent weeks, the late-April an
nouncements of a sharp widening of the United States 
trade deficit in March and an increased German trade 
surplus for that month reinforced expectations of a 
near-term rise in the mark rate as well.

Consequently, demand for marks against sales of 
dollars gathered momentum in late April and car
ried over into early May. Moreover, strong bidding for 
Dutch guilders at the top of the EC snake exerted an 
upward pull on the mark. As the Bundesbank and the 
Netherlands Bank provided substantial support for the 
mark at its lower intervention limit against the guilder, 
the spot rate advanced to as high as $0.4266 in Frank
furt on May 5 just ahead of the summit. To counter 
disorderly conditions in New York, the Federal Reserve 
intervened on four trading days over April 15-May 4. 
In all, the System sold $34.8 million equivalent of 
marks. Since the mark was at the bottom of the EC 
snake at the time, and the guilder at the top, the Fed
eral Reserve supplemented its operations in marks with 
offers of guilders, selling $3.3 million equivalent of that 
currency.

The broad scope of the joint communique issued 
from the London summit meeting, containing no refer
ence to exchange rates, relaxed previous market con
cerns. Consequently, although Germany’s trade surplus 
remained strong reflecting continued strength in Ger
man exports and a slowing of imports, the market’s 
attention shifted back to an assessment of the relative 
economic performance and interest rate outlook for 
Germany and the United States. German short-term 
rates remained soft after the Bundesbank reduced 
commercial bank reserve requirements and raised re
discount quotas effective June 1 to help tide the money 
market over a period of anticipated seasonal tightness. 
By comparison, United States interest rates had firmed 
following Federal Reserve actions to counter a sharp
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rise in the United States monetary aggregates in April.
Thus, the market generally came into better balance 

during May and June. On May 12, however, the wire 
services highlighted one aspect of a speech by Inter
national Monetary Fund (IMF) Managing Director 
Witteveen stating that countries in a strong balance-of- 
payments position will have to permit their cur
rencies to appreciate. These reports triggered a burst 
of demand for marks which unsettled the New York 
market and the Federal Reserve intervened, selling 
$33.5 million equivalent of marks. Again on May 26, the 
announcement of another sizable United States trade 
deficit for April generated an abrupt bidding-up of the 
mark, and the Federal Reserve sold $6.4 million equiv
alent to steady trading. But, apart from these two brief 
episodes, the mark traded quietly through mid-June at 
around $0.4240, some 2 percent above early-February 
levels, without intervention by either the Federal Re
serve or the Bundesbank. During May and June, the 
Trading Desk bought from correspondents moderate 
amounts of marks to add to working balances.

In the weeks that followed, a number of press reports 
appeared which many market participants interpreted 
as implying that the United States government was 
attempting to talk the dollar down. On June 24, when 
trading had thinned out after the European close, the 
New York market was suddenly upset when the inter
national news services reported, from the OECD min
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isterial meeting in Paris, that member countries with 
strong external positions were ready to see a weaken
ing of their current account positions and an appre
ciation of their currencies in response to underlying 
market forces. This statement was viewed by the mar
ket as going beyond the results of the May summit 
and sparked an immediate rise in the mark as well as 
the yen. The demand gathered force once market pro
fessionals were free of their quarter-end positioning 
requirements, and by early July each successive ad
vance of the yen in Tokyo was matched by a strong 
bidding-up of the mark rate in Europe as traders built 
up long positions in the German currency. By July 7, 
the mark had advanced over 21A percent to $0.4340, 
with the Bundesbank returning to the market for the 
first time since March to buy dollars.

Following these operations and reports of forceful 
intervention by the Bank of Japan in Tokyo, the mark 
temporarily eased back. But market participants were 
soon caught up again in a crossfire of statements 
over the news services and editorial comment on 
the worsening of the United States trade deficit, the 
decline of the dollar, and the Administration’s attitudes 
toward these developments. As this process was un
folding dealers saw little immediate downside risk for 
the mark rate, with the result that demand for marks 
progressively intensified. In this speculative atmo
sphere, the market largely ignored the Bundesbank’s 
announcement on July 14 that it was reducing its Lom
bard rate by Vz percentage point to 4 percent and 
that it would be prepared to continue purchasing 
trade bills on a repurchase basis at a rate of 3% per
cent. Instead, as generalized selling of dollars per
sisted, the mark was bid up to a four-year high of 
$0.4455 by July 26 in trading that became increasingly 
disorderly. In response, the Bundesbank gradually 
stepped up its intervention, with significant dollar pur
chases at the daily fixings in Frankfurt. For its part, 
the Federal Reserve intervened in New York on nine 
trading days between July 8 and July 26, selling $94.7

million equivalent of marks. The System financed these 
sales from existing balances and from $35.4 million 
equivalent of drawings under the swap line with the 
Bundesbank.

Under these circumstances, senior United States fi
nancial officials sought to clarify United States ex
change rate policy. On July 26, in answer to questions 
before the House Banking Committee, Chairman Burns 
stressed the need “to protect the integrity of our 
money” and observed that “depreciation of the dollar 
means higher prices domestically” while having “se
rious international repercussions”. Secretary Blumen- 
thal, in a speech in Louisville, Kentucky, emphasized 
that “a strong dollar is of major importance not only 
to the United States but also to the rest of the world”. 
In response, dealers began to cut back their long mark 
positions. The dollar’s recovery continued even after a 
record $2.8" billion United States trade defict was an
nounced for June. At the same time, moreover, United 
States interest rates had begun to firm as the Federal 
Reserve reacted to a sharp rise in the monetary aggre
gates in July. Thus, the mark began to move lower and 
reached $0.4378 by July 29, down 1 % percent from its 
peak three days earlier but still up over 5 percent on 
balance for the six months. In further operations in the 
New York market over the last days of July, the Federal 
Reserve sold $3.5 million equivalent of marks and pur
chased $14.8 million equivalent, on balance gaining 
partial cover for the earlier $35.4 million of swap draw
ings on the Bundesbank. Germany’s official reserves 
rose by $848 million in July, for a net increase of $685 
million over the six-month period.

Sterling
Late in 1976, the British government took further steps 
to curb Britain’s inflation rate, which remained among 
the highest in Europe, to reduce its persistently large 
current account deficit, and to stabilize sterling follow
ing its protracted decline during much of the year. The 
Bank of England moved to restrict monetary expan
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sion, partly by raising its minimum lending rate to an 
unprecedented 15 percent and by reimposing an in
creasing marginal reserve requirement, the so-called 
“corset”. The authorities sealed off a gap in exchange 
control regulations by prohibiting the use of the pound 
in financing third-country trade. And, in negotiating a 
$3.9 billion standby arrangement with the IMF, the 
government agreed to a package of fiscal restraint. 
As announced in December, this package included 
spending cuts, increased taxes, and the sale of part 
of the British government’s holdings in British Petro
leum— measures expected to reduce the public sector 
borrowing requirement as a share of gross domestic 
product from the existing 9 percent to 6 percent for 
the 1977-78 fiscal year. Meanwhile, the second, one- 
year phase of wage restraint, in place since July, was 
helping to slow the rise in labor costs.

These various measures were combined with a sub
stantial bolstering of Britain’s reserve position. The 
$3.9 billion IMF standby was formally approved in 
early January 1977. Shortly thereafter, the United King
dom authorities reached agreement with the main 
industrial countries over a plan, including a $3 billion 
backstop facility administered by the Bank for Inter
national Settlements (BIS), to alleviate pressures on 
sterling from sudden shifts out of officially held bal
ances and to reduce those balances over the near term. 
Late in January,, the British government announced a 
new $1.5 billion Euro-currency loan from a commercial 
banking syndicate.

Against this background, sterling staged a dramatic 
turnaround in the exchanges. Beginning in late 1976, 
the very indications that new fiscal and monetary re
straints and international credit facilities were under 
serious consideration had prompted bidding for pounds. 
With sterling recovering, the high cost of funds in 
London began to squeeze out short positions and to 
encourage the unwinding of adverse leads and lags 
which had built up during months of demoralization 
over sterling’s prospects. The running-off of outstand
ing third-country sterling trade credits gave an added 
impetus to net demand for the pound well into early 
1977. The growing reflux of funds into sterling thus 
propelled the spot rate from its record low of $1.55 
in October 1976 to just under $1.72 by early February 
1977. By then, the Bank of England was absorbing 
large amounts of dollars from the market to add to 
reserves and to prevent sterling from rising to levels 
which it judged might prove unsustainable once the 
immediate demand pressures eased.

As trading conditions gradually settled down, dealers 
began to focus on the positive factors for sterling. By 
early 1977, the flow of North Sea oil was beginning to 
reach sizable proportions, giving credence to forecasts

that the oil would provide the basis for a swing of the 
United Kingdom current account into substantial sur
plus over the years ahead. Moreover, as the sterling 
rate stabilized, market participants came to expect an 
easing of British interest rates away from crisis levels. 
Each new issue of government debt was met with 
reports of sizable bidding, from foreign as well as 
domestic sources, to take advantage of the currently 
high coupon rates and the potential for capital ap
preciation. Consequently, the British authorities were 
able to sell large amounts of government debt at 
progressively lower rates, and sterling remained in 
demand in the early spring. Through April, the Bank of 
England was able to buy large amounts of dollars to 
replenish official reserves. On balance, United Kingdom 
reserves rose by some $3 billion between end-January 
and end-April.

The movement of funds into sterling, while strong 
and persistent, was nevertheless interrupted by occa
sional outbursts of selling pressure. Thus, sterling 
came heavily on offer in mid-February, briefly falling 
to as low as $1.6920 against the dollar, after news of 
of a record trade deficit in January and widespread 
press coverage of trade union opposition to a third 
year of voluntary pay restraint. In mid-March, another 
temporary spasm of selling pressure was triggered by 
political uncertainties that arose before the govern
ment narrowly survived a Parliamentary vote of no- 
confidence. And, in ApriC signs of a stiffening of 
trade union opposition to continued wage restraint 
again spurred some selling of sterling. On each of 
these occasions, however, the Bank of England 
stepped in promptly to avoid a significant decline in 
the sterling rate. In the context of the government’s
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broader policy commitments, the market quickly stabi
lized. Consequently, by early May sterling continued 
to hold firm just below $1.72.

In the meantime, the persistent domestic and foreign 
demand for British securities had resulted in a pro
gressive decline of interest rates in London. The 
authorities had acted to slow the decline in view of 
the continuing high rate of domestic inflation and the 
government’s debt management objectives. Neverthe
less, the drop was mirrored in successive reductions 
in the Bank of England’s minimum lending rate to 
8 percent by mid-May— fully 7 percentage points 
below the crisis level of October 1976. With United 
States interest rates rising at the time, yield differen
tials favoring sterling placements had narrowed con
siderably and the market found the scope for further 
capital gains on investments in British securities sub
stantially reduced. Consequently, dealers became sen
sitive to the possibility of a sudden unwinding of previ
ous capital inflows. Moreover, the market was also 
aware that reversals of adverse leads and lags and 
unwinding of third-country trade finance that had 
buoyed the pound in previous months were by now 
largely completed. With sterling more vulnerable to 
selling pressure, concerns over the outlook for infla
tion surfaced once again— particularly following news 
of a sharp rise in retail prices in April and of the trade 
unions’ adverse reaction to the Labor government’s 
proposed formula, stated in the March 29 budget 
address, for a third year of pay restraint.

In this more bearish atmosphere, the pound came 
under a burst of largely professional selling after mid- 
May, particularly on May 24. The Bank of England 
responded with forceful intervention to limit the de
cline in sterling, helping to relieve the immediate 
pressures. Then, when Britain’s reserve figures for 
May were published early the next month, the implied 
scale of official support impressed the market that the 
United Kingdom authorities were prepared to use their 
now ample resources to keep the exchange rate 
steady over the near term.

Meanwhile, recent statistics had revealed that Bri
tain’s current account was improving more rapidly than 
had been expected. The domestic economy remained 
depressed, leading to a leveling-off of imports. But also, 
increased North Sea oil production and sharp rises in 
tourist receipts and other visible earnings had 
brought the current account into near balance by the 
second quarter. Moreover, capital inflows had resumed, 
as interest yields again looked attractive to foreign 
investors, compared with placements elsewhere. The 
British government’s June 27 sale of a portion of its 
British Petroleum holdings, which in the end was nearly 
five times oversubscribed, also drew in sizable amounts

Tab le  3
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of funds from abroad. These factors contributed to an 
increasingly bullish atmosphere for the pound, which 
remained in demand. Consequently, when the dollar 
came on offer against other major currencies in late 
June and early July, market participants began to shift 
into sterling as well. In meeting this hot money inflow, 
the Bank of England allowed the spot rate to edge 
above $1.72 but continued to absorb most of the excess 
demand through heavy purchases of dollars.

By early July, opposition within the trade unions to 
a third year of wage restraint had built up to the point 
where there remained virtually no hope of winning 
voluntary support for a limit on negotiated wage in
creases for another year. The Labor government modi
fied its wage restraint strategy to seek union agree
ment to space out pay negotiations over twelve months, 
while obtaining moderate wage increases within the 
public sector. This outcome led to only a brief bout of 
selling pressure. Instead, as the dollar continued on of
fer, these concerns receded into the background and 
the movement of funds into sterling gathered renewed 
momentum.

As before, the Bank of England resumed purchases 
of dollars to avoid a rise in sterling, but the effect of 
this approach was to allow the pound to depreciate 
along with the dollar against the currencies of other 
major trading partners. Consequently, on July 27, the 
Bank of England shifted to an intervention approach 
keyed to a weighted average of major currencies. As 
soon as market participants learned that the Bank of 
England was abandoning its strategy of holding the 
pound around the $1.72 level, there was an enormous 
rush to buy sterling, not only out of dollars but out of 
other currencies as well. The pound advanced to as 
high as $1.7420 against the dollar, for a net rise of 
about 11A percent over early-1977 levels, and recouped 
part of its recent depreciation against other curren
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cies. The Bank of England made heavy purchases of 
dollars to limit the rise. Mainly as a result of these and 
earlier acquisitions by the central bank, Britain’s ex
ternal reserves rose $3.6 billion during June-July to a 
record $13.6 billion at end-July, for an overall rise of 
$6.4 billion over the six-month period.

Swiss franc
Last winter the Swiss economy was pulling out of reces
sion only slowly. The continued weakness of domestic 
demand was reflected in a further moderation of infla
tion and a trade surplus— the first in twenty years—  
which together with large interest earnings from abroad 
had boosted Switzerland’s current account surplus 
close to $3.5 billion for 1976. To stimulate a revival of 
business activity while also avoiding any upward pres
sure on the Swiss franc that might inhibit export de
mand, the Swiss National Bank had provided a more ac
commodative monetary policy. Also, to encourage a 
continuing outflow of capital, the authorities reinforced 
their capital export conversion program, whereby the 
proceeds of new foreign bond issues in Switzerland 
are immediately converted into foreign currencies at 
the central bank. As Swiss monetary conditions eased, 
interest rates moved to levels well below those in other 
major countries, prompting sizable outflows of capital 
from Switzerland. This process was magnified by a 
large-scale reversal of much of the hot money inflows 
of previous months, when funds had been shifted into 
Swiss francs out of those currencies— sterling, the 
French franc, and the Italian lira— that had been under 
pressure during 1976. Consequently, the Swiss franc 
had begun an across-the-board decline that continued 
well into early 1977.

In February, the market’s view hardened that low 
interest rates would be maintained after the Swiss 
National Bank provided support to an undersub

scribed Swiss government bond issue while releasing 
commercial bank minimum reserves and sterilized 
deposits. Foreign investors therefore continued to 
shift funds out of low-yielding franc assets into 
other currencies, now more stable and offering sig
nificantly greater rates of return. Private forecasts of 
a sharply lower Swiss franc over the medium term 
touched off further selling of francs. As a result, the 
Swiss franc dropped back to as low as $0.3893 by 
March 1, down by 21/2 percent against the dollar since 
end-January and by 71A percent from its record highs 
of June 1976. In the meantime, the franc also lost fur
ther ground against the German mark, for an overall 
decline of 15 percent since the June 1976 peaks.

In fact, however, the Swiss economy had begun 
hesitantly to respond to the stimulus of rising Swiss 
exports and the government’s economic policies. More
over, the Swiss monetary aggregates were growing 
faster than targeted. To avoid an excessive monetary 
growth, the National Bank absorbed domestic liquidity 
through net dollar sales under its capital export con
version program. Early in March, it took the oppor
tunity to sell a small amount of dollars in the ex
change market. Then, as the quarter-end approached, 
the central bank annouced that it would provide only 
limited swap assistance to the commercial banks to 
satisfy window-dressing needs. In response, interest 
rates in Switzerland turned around toward the month 
end, capital outflows tapered off, and the Swiss franc 
began to firm in the exchanges. As it did, the Swiss 
National Bank resumed dollar purchases in the market 
to moderate the rise.

In April, demand for Swiss francs gathered strength 
as traders reacted to reports that countries, like Swit
zerland, with large current account surpluses were 
being urged to let their currencies appreciate in re
sponse to market forces. With concern also deepening 
over the widening trade deficit and potential for re
newed inflation in the United States, the franc con
tinued to move up. The rise in the franc was briefly in
terrupted in an initial reaction to news in mid-April 
that the Swiss Credit Bank had sustained substantial 
losses at its Chiasso branch in connection with ir
regularities in the handling of fiduciary deposits from 
Italy. Concerned that this news, together with closure 
of two small private banks in Switzerland, might cloud 
the reputation of Swiss banking, the authorities and 
the major banks worked out an agreement by early 
June on practices for accepting funds and on bank 
secrecy. In the meantime, the major Swiss commercial 
banks resumed their bidding for francs to improve 
their liquidity positions, both in the wake of the Chiasso 
affair and also in response to further signs of a some
what more restrictive monetary stance by the Swiss
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authorities. As Swiss interest rates were bid up and 
German interest rates drifted lower, dealers covered 
their long mark-short franc positions. Consequently, 
the franc advanced against both the mark and the 
dollar, reaching $0.4029 in Zurich on June 6 before 
the immediate demand for franc balances began to 
subside and Swiss money market rates eased.

In late June, the Swiss franc was caught up in the 
general advance of European currencies against 
the dollar. Initially, after release of the OECD com
munique on June 24, it moved abruptly higher and then 
continued to rise during much of July, although at a 
somewhat slower pace than the mark. As the rate ad
vanced, foreign companies with franc-denominated 
liabilities moved to acquire francs to prepay existing 
loans. To moderate the rise in the franc, the Swiss Na
tional Bank bought substantial amounts of dollars in 
the market, more than offsetting dollar sales under the 
capital export conversion program. Also, on July 14, 
the Swiss authorities cut both the discount rate and 
the Lombard rate by Vz percentage point each to 11/2 
percent and 2 V2 percent, respectively— a move that was 
timed to coincide with the Bundesbank’s V2 percentage 
point reduction in its Lombard rate. Even so, the franc 
advanced to a record high of $0.4207 in European 
trading on July 26. Then, with the change in market 
sentiment toward the dollar that emerged and the firm
ing of United States interest rates, the franc began 
easing back with other European currencies. It closed 
on July 29 at $0.4162, almost 7 percent above its March 
low, for a net rise of 41A percent since January 31.

Meanwhile, the Federal Reserve and the United 
States Treasury continued with the program agreed to 
last October for an orderly repayment of pre-August
1971 franc-denominated liabilities. The Federal Re
serve repaid $287.1 million equivalent of special swap 
indebtedness and the Treasury redeemed $171.7 mil
lion of Swiss franc-denominated securities by end- 
July. Most of the francs for these repayments were 
acquired directly from the Swiss National Bank against 
dollars. But the Federal Reserve also bought francs 
from the National Bank against the sale of $58.9 million 
equivalent of German marks and $40.3 million equiv
alent of French francs, which were in turn either 
acquired in the market or drawn from existing bal
ances. In addition, the System purchased $24.9 million 
equivalent of Swiss francs in the market or from other 
correspondents mostly in late February-early March, 
when the franc was weakening in the exchanges. By 
end-July, the Federal Reserve’s special swap debt to 
the Swiss National Bank had been reduced to $705.4 
million equivalent while the Treasury’s Swiss franc- 
denominated obligations had been lowered to $1,341.5 
million equivalent.

French franc
Following recurrent bouts of selling pressure on the 
French franc through much of last year, the market for 
francs came into better balance by early 1977.

Last September, the French government introduced 
a wide-ranging stabilization program to deal with the 
underlying payments imbalance and with the adverse 
market psychology that had weighed on the franc. 
Presented by newly designated Premier Barre, the plan 
represented a shifting of priorities away from imme
diate economic stimulus toward a concerted effort to 
curb inflation and stabilize the exchange rate. Specific 
measures included a three-month price freeze, a call 
for wage restraint, curbs on bank lending, and a 1 
percentage point hike in the Bank of France’s discount 
rate to 10 1/2 percent.

The market’s initial response was hesitant in view 
of the controversial nature of some of the measures. 
But by early winter the pace of price and wage in
creases in France had slowed markedly and the trade 
deficit began to narrow. Also, tensions in markets for 
other major European currencies were easing, and 
traders became less fearful that a spillover of pres
sures from other currency markets would disrupt trad
ing in francs. Consequently, as the market’s previous 
extreme pessimism gradually lifted, market participants 
began bidding for francs to cover short positions or to 
reverse commercial leads and lags built up against the 
franc in previous months. The spot franc held firm 
around $0.2010 against the dollar through mid-February, 
while strengthening some IV 2 percent against the Ger
man mark and other currencies in the EC snake. In the 
meantime, the Bank of France took advantage of the 
opportunity to buy dollars to add to foreign currency 
reserves.

Chart 6 
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Nevertheless, dealers were sensitive to political 
developments in France before the general elec
tions in early 1978. With the approach of munici
pal elections in March, for which public opinion 
polls projected a swing in favor of the opposition par
ties of the Left, the market turned cautious and the 
franc again came on offer. To avoid a buildup of 
speculative pressures, the Bank of France resumed 
intervention in support of the franc, selling moderate 
amounts of both dollars and German marks, and oper
ated to keep French interest rates firm in the domestic 
money market. Against the dollar, the spot franc eased 
about 1/2 percent from mid-February levels almost to 
$0.2000, while against the German mark and other EC 
snake currencies it declined about 1 percent. Once the 
immediate uncertainties surrounding the municipal 
elections had passed, market nervousness receded 
and the franc gradually regained its previous buoyancy.

In the spring, France’s underlying payments posi
tion was clearly improving. Confidence in the country’s 
external position was bolstered by the further fav
orable swing in the French trade account that near
ly halved the late-1976 deficit and by expectations 
of a further moderation of inflation despite lifting of the 
price freeze. In this context, the high interest rates in 
France, compared with lower or declining interest 
rates elsewhere, attracted sizable inflows of interest- 
sensitive funds. Also, French public and private cor
porations continued to borrow abroad. At the same 
time, however, industrial production leveled off and 
unemployment rose somewhat. Toward the end of 
April, the market began to expect some easing of 
monetary policy and the franc softened somewhat in the 
exchanges. Although the authorities introduced pro
grams to increase employment in specific areas, these 
were to be financed by borrowings in the market, and 
interest rates were kept relatively firm. The franc quick
ly recovered and remained in strong demand through 
May and most of June. The spot rate edged up grad
ually against the dollar to $0.2025 by late June, with 
the Bank of France continuing to take dollars into 
reserves.

When the dollar came under generalized selling 
pressure in the exchange markets beginning in late 
June, the franc joined in the upswing of major Euro
pean currencies. It was bid up a further 3 percent 
to a late-July peak of $0.2086, some 3% percent above 
early-February levels, even as the Bank of France con
tinued to buy sizable amounts of dollars to moderate 
the rise of the franc rate. But, as the franc did not keep 
pace with the continued advance of the German mark, 
the French central bank also sold modest amounts 
of marks to cushion the decline in the franc rate against 
the German currency. Toward the end of July, how

ever, the franc began to settle back against the dollar 
following statements by United States officials empha
sizing the need for a strong dollar and Premier Barre’s 
remarks that the dollar had become undervalued vis-a- 
vis the French franc and other European currencies. 
As a result, by the month end the franc rate had eased 
to $0.2050, to close the six-month period up 1% per
cent on balance against the dollar. Against the German 
mark, the franc regained some of the ground it had 
lost but still closed the period some 31/2 percent lower 
on balance.

Italian lira
By early 1977, Italy’s minority government had gathered 
sufficient support to implement many elements of its 
comprehensive stabilization program. Steps had been 
taken to bring the public sector deficit under control 
through spending cuts, tax increases, and higher 
prices for public services. The Bank of Italy had re
inforced its restrictive monetary policy by raising its 
discount rate to 15 percent and by imposing limits on 
bank lending. Even so, the authorities’ efforts to nego
tiate modifications in Italy’s wage indexation system—  
wages had risen over 25 percent in 1976, as against 
price rises of some 21 percent— gained little headway. 
Consequently, negotiations with the IMF over a new 
stand-by arrangement, which would provide Italy with 
$530 million of new IMF credit and assure the availa
bility of a further $500 million from the EC, were de
layed until more of the government’s anti-inflationary 
package was in place.

At first the lira had been stabilized by strict ex
change controls as well as by a repatriation of funds 
in response to an amnesty on previous illegal outflows 
by Italian residents. Gradually the tight credit condi-
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Tab le  4

Drawings and Repayments by Foreign Central Banks and the Bank for International Settlements 
Under Reciprocal Currency Arrangements
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tions in Italy and the greater stability of the rate fol
lowing the 25 percent depreciation in 1976 also tended 
to encourage flows into the lira. As demand for lire 
mounted, the spot rate leveled off around $0.001134 
(Lit 882). The Italian authorities took the opportunity 
to buy dollars in the market to rebuild their foreign 
exchange reserves to $3.3 billion by end-January.

While many of these demands for lire continued into 
February and March, the unwinding of a 50 percent 
import-deposit scheme and.dismantling of other ex
change controls imposed in 1976 exposed the lira to 
occasional selling pressures. In late-March, following 
the outbreak of student rioting over government poli
cies and of workers’ strikes over proposed changes in 
the wage-indexation system, the spot rate declined by 
about 1/2 percent to $0.001127 (Lit 887). To contain 
these pressures the Bank of Italy intervened forcefully. 
Its official dollar sales were partly reflected in a decline 
of about $300 million in exchange reserves through 
end-March.

By this time, the Italian government had come 
closer to reaching agreement with the IMF on the 
terms of a letter of intent to support Italy’s request for 
a standby facility. In this connection, the authorities 
extended commercial bank lending ceilings through 
March 1978, gained trade union and legislative approv
al for a compromise proposal for amending the wage 
indexation system, and raised indirect taxes to finance 
a reduction in employers’ social security contributions. 
As released on April 14, the IMF letter of intent also 
projected further cuts in public spending to reduce 
the budget deficit, a lowering of the inflation rate to 
13 percent by March 1978, and a swing into current 
account surplus next year.

This reinforcement of Italy’s stabilization effort was 
welcomed in the market. In late April and May, rever
sals of previous outflows resumed. With domestic in

terest rates remaining high and regulations still in force 
encouraging Italian exporters to seek foreign sources 
of finance, Italian banks and companies increased their 
borrowings abroad. In addition, the net reflux of hot 
money increased sharply following disclosures by 
Swiss banks of irregularities in dealings with Italian 
residents’ funds. The passing of the period of seasonal 
weakness in current payments gave additional buoy
ancy to the market. Taken together, these forces gen
erated substantial bidding for lire. The spot rate rose 
only slightly, however, as the Bank of Italy continued 
on balance to buy substantial amounts of dollars to 
add to reserves.

By early June, the stabilization measures were clearly 
taking hold. The rate of inflation had moderated. The 
current account deficit had narrowed significantly, al
beit at the expense of a considerable slowdown in the 
domestic economy. Moreover, tight controls on bank 
credit had kept domestic lending in check. Conse
quently, the Bank of Italy was able to begin easing 
domestic interest rates from crisis levels by cutting 
its discount rate by 2 percentage points to 13 percent. 
Interest differentials nevertheless remained favorable 
for Italy, and a net inflow of short-term funds con
tinued. By then, the possibility of further declines in 
Italian interest rates was prompting some Italian resi
dents to repatriate funds in anticipation of capital gains 
on new issues of Italian Treasury bills and notes.

Beginning in late June, demand for lire swelled 
further, partly on the seasonal rise in tourist receipts 
but also in connection with the general strengthening 
of European currencies against the dollar. The lira rate 
advanced only to $0.001135 (Lit 881), however, as the 
Bank of Italy continued to absorb dollars. In all, from 
April through July, Italian exchange reserves rose by 
$4.1 billion to $7.1 billion, even with a repayment in 
July of previous drawings from the IMF.
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EC snake
Following recurrent episodes of heavy speculation 
throughout 1976, the countries participating in the Eu
ropean currency arrangement— Germany, the Benelux 
countries, Sweden, Denmark, and Norway— agreed in 
October on a realignment of exchange rate parities 
whereby the German mark was adjusted upward by 2 
percent while the Scandinavian currencies were ad
justed downward by 1 to 4 percent. These readjust
ments to offset disparities in relative inflation rates and 
economic performance among the participating coun
tries relieved market tensions and triggered a reversal 
of the earlier speculative flows. As a result, the German 
mark fell to the bottom of the EC snake and through 
March 1977 the member currencies traded comfortably 
within the snake’s 21/4 percent limits without any par
ticular strains.

By that time, however, the Swedish krona had eased 
to near the bottom of the band in response to Sweden’s 
still relatively high inflation rate and deepening current 
account deficit. As part of a program that the Swedish 
authorities adopted to reverse the decline in export 
competitiveness and to avoid an outbreak of specula
tive selling of Swedish kronor, a new realignment was 
agreed upon, implying a 6 percent devaluation of the 
krona within the joint float. The Danish and Norwegian 
kroner were also devalued, each by 3 percent, as part 
of the realignment. When reports of this realignment 
leaked out on Friday afternoon, April 1, ahead of the 
official announcement, traders in New York were taken 
by surprise and became reluctant to make markets in 
these currencies until details of the parity changes 
were made available. Once trading resumed on Mon
day, April 4, however, the market easily adjusted to 
the new rate relationships. The Swedish krona, after 
depreciating somewhat less than the change in its cen
tral rate, began to benefit from inflows of funds and 
traded firmly near its new upper intervention limit 
against the mark, which remained at the bottom of the 
band. The Danish krone and Norwegian krone also 
stabilized in the upper half of the realigned band, 
pressing at times on their upper limits against the 
mark when conversions of external borrowings buoyed 
their exchange rates.

Market participants nevertheless remained sensitive 
to further possible changes in exchange rate relation
ships within the snake. As the May 7-8 London eco
nomic summit drew closer, dealers came increasingly 
to believe that a readjustment might emerge as part 
of a more comprehensive agreement to allow curren
cies bolstered by strong current accounts to appre
ciate. Market attention focused on the Dutch guilder 
which had traded near the top of the joint float since 
the previous autumn and was generally expected to

firm in the exchanges. The guilder came into increas
ingly intense demand, frequently reinforced by for
eign purchases of Dutch securities which offered 
yields that were relatively favorable in comparison 
with those available in Germany. By late April, the 
guilder was being pressed at its upper intervention 
limit against the mark, even as the mark itself was 
rising against the dollar. To maintain the EC snake 
limits, the Netherlands Bank and the German Bundes
bank bought sizable amounts of marks against sales 
of guilders in their respective markets. The Dutch cen
tral bank also bought a large amount of dollars in 
Amsterdam. Trading in New York became unsettled at 
times and, on May 4, the Federal Reserve supple
mented its intervention in marks by selling $3.3 million 
equivalent of guilders from balances.

On the following day, the Netherlands Bank re
sponded to the buildup of speculative demand for 
guilders by announcing a 1 percentage point cut 
in its discount rate to 31/2 percent, a move imme
diately interpreted in the market as a signal of Dutch 
commitment to present snake currency relationships. 
Consequently, the pressures within the band began 
to recede. When the London summit meeting ended 
without any changes in exchange rate relationships, 
the guilder backed away from its upper intervention 
limit against the mark. Later on, figures were released 
showing that the Netherlands’ large current account 
surplus had virtually disappeared during the first quar
ter of 1977. Signs of some acceleration of Dutch infla
tion also diminished bullish market sentiment toward 
the guilder. Thus, as short-term interest rates in the 
Netherlands continued to decline to levels well below 
comparable rates in Germany, the guilder eased against 
the mark and the entire band contracted.

Tensions reemerged within the snake during June

Foreign Currency Series
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In m illio n s  o f d o lla rs  equ iva len t; issues ( + )  o r redem p tions  ( — )
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com m itm ents 1977 1977 1977 com m itm en ts
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and July, however. Following the outcome of protracted 
wage negotiations in Sweden, talk intensified of a fur
ther devaluation of the krona to offset the impact of 
rising unit labor costs on price competitiveness. Fairly 
heavy selling of the Swedish krona and other Scandi
navian currencies built up, especially before each week
end. The sharp rise in the German mark against the dol
lar that quickly gathered momentum in late June and 
early July exceeded that of the other joint float curren
cies, and the mark soon moved up to the top of the 
band. The guilder and the commercial Belgian franc, 
pulled up by the mark’s rise, traded comfortably within 
the EC snake. But the Scandinavian currencies, while 
still rising against the dollar, lagged behind. To keep 
their currencies above the lower limit of the snake, the 
central banks of Sweden, Denmark, and Norway there
fore continued to intervene, principally through sales of 
dollars in the market. Nevertheless, these pressures 
persisted, leading ultimately to Sweden’s withdrawal 
from the snake and a further realignment of the re
maining currencies late in August.

Japanese yen
By early 1977, Japanese exports were again rising 
strongly as a result of the reacceleration of economic 
growth in the United States and buoyant demand else
where for Japanese products. However, demand within 
Japan remained generally weak. Business investment 
was particularly sluggish as Japanese industrialists, 
still trying to come to grips with the severe dislocations 
of recent years, viewed the longer term outlook for 
economic growth with unusual caution. The actual and 
expected weakness in domestic demand, in turn, 
exerted a powerful drag on Japanese imports. The 
combination of strong exports and stagnant imports 
produced a further widening of Japan’s trade and cur
rent account surpluses, already at record levels last 
year.

The Japanese authorities had moved to stimulate 
the economy, through some easing of fiscal policies, 
but they had proceeded with caution in view of the 
continuing high rate of domestic inflation, and the Bank 
of Japan had kept its discount rate at 6 V2 percent. 
Once uncertainties in December over Japanese elec
tions and the magnitude of a new OPEC oil price rise 
passed, market sentiment in the exchanges turned 
increasingly bullish toward the yen. Bolstered by the 
large current account surplus and inflows of interest- 
sensitive funds from abroad, the yen rebounded sharply 
from its December lows. After having intervened force
fully to support the yen in its previous decline, the 
Japanese authorities refrained from intervention as the 
rate rose by about 3 percent against the dollar to 
$0.003470 (¥288) by end-January.

Chart 8 
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*S e e  footnote on Chart 3.

By early February, the magnitude of Japan’s current 
account surplus was attracting international attention. 
Statements by Japanese government officials, as well 
as by economists and officials abroad, had already 
focused on the need for global adjustment of current 
account imbalances. In addition, the press reported 
that some countries were taking steps to limit imports 
of specific Japanese products. In this environment, 
dealers moved to lengthen yen positions and commer
cial leads and lags shifted more heavily in Japan’s 
favor on expectation of a further rise in the yen. As a 
result, the yen advanced strongly, breaking through 
the ¥280 level following the March 19-20 weekend 
meeting between Prime Minister Fukuda and President 
Carter. Further public statements by Japanese officials 
assured the market that the authorities would continue 
to intervene only to counter erratic fluctuations in the 
exchange rate. Consequently, the yen was bid up fur
ther, to as high as $0.003700 (¥270.3) by April 12, even 
as the Bank of Japan intervened increasingly forcefully.

With the yen now at a three-year high, dealers be
came increasingly cautious. At that time, the United 
States Customs Court ordered the Treasury to impose 
import duties on Japanese electronic products (a deci
sion which was appealed) and the British government 
imposed a provisional tariff on certain types of steel 
from Japan. Moreover, the boost of the Japanese econ
omy provided during the first quarter by the buoyant 
export sector had failed to spark a broadly based and 
self-sustaining recovery. Consequently, when the Bank 
of Japan acted to provide further impetus to the econ
omy by cutting the discount rate for the second time 
in two months to 5 percent, effective April 19, dealers 
began to take profits on their yen positions. The sub
sequent lowering of short-term money market rates 
and commercial bank prime rates reduced incentives
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for further short-term flows into Japan. Commercial 
leads and lags were reversed, and Japanese borrow
ings abroad tapered off. Thus, the yen eased to as low 
as $0.003593 (¥278.3) on April 26, while the Bank of 
Japan sold dollars to moderate the decline. The yen 
firmed slightly ahead of the May 7-8 London summit. 
Thereafter, with United States money market rates now 
having risen somewhat, the yen settled back in sub
dued trading through late May.

In June the Japanese Finance Ministry announced 
a gradual liberalization of Japanese exchange con
trols governing flows both in and out of Japan. With 
respect to inflows, the authorities eased limitations 
on conversions of foreign funds and increased the ac
cessibility of the Japanese money market to foreign in
vestors. With respect to outflows, controls were lifted 
on short-term overseas lending by Japanese banks 
and Japanese resident purchases of foreign-currency 
bonds. The amount of foreign currency Japanese tour
ists may take abroad was raised. Also, regulations gov
erning foreign bond issues in Tokyo were liberalized. 
Initially, the market’s response to the changes in capital 
controls was muted. But, by mid-June, Japanese in
terest rates had begun edging back up from the 
lows reached in May while United States short-term 
interest rates had leveled off. Thus, as the yen began 
to move up again, the market came to the view that the 
liberalization of exchange restrictions would permit 
larger inflows of capital to Japan.

Against this background, the OECD meeting and 
subsequent communique on June 24 provided the 
catalyst for a renewed surge in the yen rate. Reports 
that the finance ministers had agreed that countries 
with current account surpluses were ready to see an 
appreciation of their currencies in response to under
lying market forces triggered immediate demand for 
yen. Subsequent statements by government officials in 
the United States and Japan were interpreted as con
firming this view. In addition, rumors circulated in the 
Tokyo market that Japan might accept the United 
States Treasury’s suggestion at the OECD meeting 
and sell its interest earnings on existing reserves in 
the exchanges. Propelled by professional and com
mercial demand from around the world, the yen con
tinued to advance through late June and early July 
to as high as $0.003800 (¥263) on July 11. By that 
time, however, Japanese businessmen were express
ing concern over the rise in the rate. Moreover, the 
Bank of Japan had reentered the market to purchase 
a substantial amount of dollars to check a further sharp 
appreciation of the yen. Thereafter, the yen rate settled 
back in quieter trading to $0.003754 (¥266.4) by the 
month end, for a net rise of 8 percent over the six- 
month period and 11% percent from its lows of last

December. Japanese official reserves rose oy some 
$11/4 billion to a level of nearly $18 billion between 
end-January and end-July.

Canadian dollar
Throughout 1976, Canadian economic policy had been 
directed at curbing inflationary pressures, while permit
ting expansionary forces to work through the economy 
gradually. By early 1977, broad monetary and fiscal re
straint, together with a wage-price control program, 
had helped to bring the underlying rate of inflation 
down toward the declared target of 6 percent. But 
opposition to the government’s wage-price program 
was gathering strength in both business and labor 
circles, and the immediate prospects for a further 
reduction in the inflation rate were clouded by sharply 
rising food prices. At the same time, economic recov
ery in Canada had come to a virtual standstill. As a 
result, the rate of unemployment had begun to edge 
up again, particularly in areas like Quebec and the 
Maritime Provinces. Moreover, the growth in monetary 
aggregates had fallen below the Bank of Canada’s 
targets and short-term interest rates were progres
sively lowered, narrowing the favorable interest rate 
differential relative to the United States. Successive 
cuts in the Bank of Canada’s discount rate to 8 per
cent by February 1 were viewed as confirming the 
downtrend in Canadian short-term interest rates.

In addition, the election last November of a separatist 
party government in Quebec, committed to establish
ing independence for the province, raised doubts 
about the receptiveness of new Canadian, particularly
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Quebec, issues in international capital markets. For
eign placements had been expected to reach levels 
that would more than offset Canada’s continuing cur
rent account deficit of some $4 billion per annum. But, 
in early 1977, the two major bond-rating agencies in 
the United States were reassessing their evaluations 
of certain Quebec borrowers. In the interim, some 
scheduled Canadian issues in the New York bond mar
ket were either withdrawn or postponed. With the 
prospects for conversions of borrowing proceeds cor
respondingly scaled down, the Canadian dollar be
came vulnerable to adverse swings in market senti
ment.

In this unsettled market atmosphere, the Canadian 
dollar, which had already dropped some 41A percent 
in just three months, again came on offer in late Janu
ary and then fell off sharply during February. In the 
absence of any sizable conversions of foreign issues 
by Canadian borrowers, the decline met little resis
tance in the market. Thus, the downslide quickly ac
celerated as commercial leads and lags gradually 
shifted against the Canadian dollar, and market pro
fessionals built up substantial short positions against 
the currency. Concern that the government’s April 1 
budget would be expansionary to address the un
employment problem and publication of private fore
casts suggesting a sharply lower Canadian dollar 
rate magnified the selling pressure even more. Con
sequently, the Canadian dollar dropped 4 percent, 
from $0.9825 at the end of January to as low as 
$0.9430 by April 1. The Bank of Canada intervened 
on both sides of the market to maintain orderly trading 
conditions, with official reserves declining by $585 
million during February and March.

In April, market pessimism lifted somewhat as it 
became clear from the Federal budget that the gov
ernment was not significantly loosening the restrictive 
tone of fiscal policy. By this time, too, Moody’s In
vestors Service had announced that it was maintain
ing its current rating on Quebec bonds. In the wake of 
that announcement, indications of a pickup in foreign 
borrowings by Canadian provinces and public authori
ties began to emerge, including a $300 million credit 
raised by the Province of Quebec in the Euro-currency 
market. In addition, figures were released showing a 
strong trade surplus for Canada in the first quarter, as 
Canadian exports benefited from the vigorous expan
sion of the United States economy. Thus, the Canadian 
dollar market gradually came into better balance. The 
spot rate edged up to trade narrowly around $0.9535 
through mid-May. The Bank of Canada therefore oper
ated less heavily than before, taking in dollars on 
balance as reflected in the $137 million reserve in
crease during April-May.

Chart 10
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During the remainder of the period, however, un
derlying concerns over Canada’s political outlook and 
economic performance dominated market psychology. 
Market participants followed closely the debate over 
the issue of Quebec separatism. At the same time, 
with the unemployment rate still hovering around 8 
percent, the market expected the Canadian authori
ties to adopt more stimulative policies even though 
inflation was starting to pick up again. Interest differ
entials favoring Canada had by then narrowed signifi
cantly following another Vz percentage point Canadian 
discount rate cut and the run-up of short-term United 
States interest rates in early May. Moreover, estimates 
of the volume of new Canadian issues abroad were 
scaled down.

In this atmosphere, a gradual buildup of profes
sional selling, combined with the end-June clustering 
of royalty and debt service payments to nonresidents, 
pushed the spot rate down to $0.9425 where it traded 
somewhat unsteadily through mid-July. In late July, 
the Canadian dollar again came on offer. By that time, 
United States short-term interest rates were begin
ning to rise. Moreover, on July 25, the Canadian gov
ernment indicated that it now appeared that its 6 per
cent per annum target for inflation would not be met. 
In a renewed burst of commercial and professional 
selling, the spot rate fell to just above $0.9350. On 
balance, the Canadian dollar declined by some 4% 
percent between end-January and end-July, thereby 
extending the decline that had begun late in 1976 to 9 
percent. Over the six months, Canadian reserves, de
clined by a net $670 million.
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Mexican peso
By early 1977, Mexico was beginning to recover from 
the financial crisis of the previous autumn, which had 
resulted in a precipitous drop of the peso in the ex
change markets. Following the inauguration of Presi
dent Lopez Portillo in December, the new administra
tion sought to revive public confidence, pledging to 
reduce the government deficit and to encourage the 
growth of the private sector. An important agreement 
was struck with the trade unions, limiting the rise in 
wages in 1977. The Mexican authorities also ratified 
the October 1976 agreement with the IMF which could 
provide Mexico with more than $600 million in credits 
over a three-year period. These initial efforts were wel
comed by the business and financial community in 
Mexico and abroad, leading to a reflux of funds into 
the peso. Nevertheless, the reversal was incomplete 
as many market participants awaited firmer evidence 
of improvement in the underlying situation. By early 
February the peso had settled at around $0.0450 in 
New York, some 44 percent below the prefloat level.

Coming into the spring, Mexico’s economic indi
cators showed that the painful process of adjustment 
was under way. The burst of inflation of late last year, 
reflecting in part the sharp decline of the peso, was 
tapering down. Imports were at a lower level than 
before the peso depreciation, largely reflecting a con
traction of industrial production and a slowdown in 
public investment spending. At the same time, export 
receipts were rising in response to the speedup of 
growth in the United States, the increasing flow of 
Mexican oil production into world markets, and higher 
coffee and other agricultural prices abroad. As a re
sult, Mexico’s trade and current account deficits nar
rowed markedly, reducing the need for new interna
tional borrowing by Mexican entities. With the market 
thus in better balance, the peso continued to move 
narrowly. The Bank of Mexico liquidated at maturity 
the $150 million drawn under the swap line with the 
Federal Reserve in November 1976. In April, it repaid 
the remaining $150 million in drawings under the Ex
change Stabilization Agreement with the United States 
Treasury.

Through the spring and early summer, the Mexican 
authorities reinforced the stabilization program by 
means of a series of financial and administrative re
forms to improve the efficiency of the banking system 
and to strengthen monetary control. In April, the 
structure of differential reserve requirements was sim
plified, with the effect of lowering the net reserve re
quirement and providing the commercial banks with 
increased lending capacity. In May, the previous sys

tem of administered interest rates was replaced by 
rate ceilings, which were set above the earlier levels, 
and the Bank of Mexico pledged to seek to encourage 
interest rate levels compatible with underlying eco
nomic forces. In July, the authorities began to intro
duce a program in which companies would be able 
to borrow pesos from Mexican commercial banks 
against the collateral of an interest-bearing dollar de
posit with the lending bank. The central bank would 
impose a 100 percent reserve requirement on this 
deposit while rediscounting the peso loan. This pro
gram was thus a means of expanding credit to the 
private sector while replenishing international re
serves.

Meanwhile, although market concerns over the out
look for the peso surfaced from time to time, the 
exchange rate held fairly steady. By summer, Mexi
co’s economic performance continued to show signs 
of improvement, as industrial production was begin
ning to revive and exports remained strong. More
over, a scaling-up of estimates of Mexico’s proven oil 
reserves strengthened expectations that rising oil 
exports would substantially improve Mexico’s current 
account position. As investor caution gradually re
ceded, new Mexican foreign borrowings linked to the 
development of oil resources were well received in 
international capital markets. Thus by end-July, the 
peso held at $0.0437 for little net change over the 
six-month period. Reflecting the improving sentiment 
for the peso during that time, the discount on three- 
month forward pesos in New York narrowed from 
some 37 percent to 20 percent.
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August-Oclober 1977 Interim Report 
(This report was released to the Congress 
and to the press on November 30, 1977.)

Treasury and Federal Reserve 
Foreign Exchange Operations

After the severe tensions in the exchanges of early 
summer, trading conditions tended to settle down dur
ing August and most of September. Nevertheless, 
market participants remained cautious in anticipation 
of possible actions to deal with divergent economic 
performances in several countries.

With regard to the United States, concern over the 
implications of the trade deficit (then running at an 
annual rate of $30 billion), and how the United States 
would reduce it, had led to heavy selling pressure on 
the dollar and a decline in dollar exchange rates in 
July. But by early August the United States authorities 
had provided strong reassurances that a generalized 
decline in dollar rates was not an objective of United 
States policy. Officials stressed that the deficit re
flected our increasing dependence on foreign sources 
of petroleum and the more rapid expansion of the 
United States economy relative to the growth perfor
mances of the other major industrialized countries. The 
Administration emphasized that its energy proposals 
then before the Congress, negotiations to liberalize 
trade in world markets, and economic recovery abroad 
were appropriate for adjusting imbalances in the inter
national economy. Indeed, economic growth was fail
ing to live up to expectations in industrial countries

A report by Alan R. Holmes and Scott E. Pardee.
Mr. Holmes is the Executive Vice President in charge of the 
Foreign Function of the Federal Reserve Bank of New York and 
Manager, System Open Market Account. Mr. Pardee is 
Vice President in the Foreign Function and Deputy Manager for 
Foreign Operations of the System Open Market Account. The 
Bank acts as agent for both the Treasury and the Federal 
Reserve System in the conduct of foreign exchange operations.

with strong trade surpluses. In response, the govern
ments of Japan and Germany reviewed official policies 
to consider means of bringing their respective, econo
mies closer to their growth targets for the year. Under 
these circumstances, the market expected interest 
rates abroad to remain steady or even to decline.

Meanwhile, in view of a sharp rise in the monetary 
aggregates, interest rates in the United States ad
vanced in early August and, if anything, were expected 
to rise further over the near term. Thus the dollar 
firmed against many major currencies. With the dollar 
advancing, the Federal Reserve was able to buy 
German marks in the market and from correspondents 
to repay the full $35.4 million of swap indebtedness 
to the German Bundesbank incurred in July and to 
rebuild working balances. Thereafter, dollar rates held 
fairly steady over the next several weeks. On August 24, 
when the New York market became briefly unsettled 
ahead of the release of United States trade figures for 
July, the Federal Reserve intervened and sold $8 million 
equivalent of marks out of balances. Otherwise, with 
the markets generally more settled, the System re
frained from intervention through late September.

In some exchange markets, however, the dollar re
mained on offer. The pound sterling, in particular, was 
in strong demand as a result of the swing toward sur
plus in the United Kingdom’s current account, an influx 
of funds into British securities, and the expectation 
that sooner or later the United Kingdom authorities 
would allow the pound to rise. The Bank of England 
continued to buy dollars in volume to keep sterling 
from rising on an effective trade-weighted basis, and it
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permitted further declines in British short-term interest 
rates. Other currencies which a year before had also 
been under selling pressure, such as the Italian lira and 
the French franc, remained firm. In addition, the Swiss 
franc began to be bid up once again, not only against 
the dollar but against other European currencies as 
well.

During September, there were signs in the United 
States of some slowing in the pace of expansion but 
the growth of the monetary aggregates remained un
comfortably strong. At the same time, the Administra
tion ’s energy proposals ran into difficulties in the 
Congress and representatives of several industries 
stepped up their efforts to obtain protection against 
foreign competition. Abroad, several governments 
announced new measures to stimulate their econ
omies. But these measures were seen in the mar
ket as taking effect only over the medium term and not 
likely to generate an early trade adjustment. These 
developments reinforced market pessimism over the 
outlook for the United States trade account and for 
the dollar more generally.

Market conditions started to deteriorate during the 
International Monetary Fund-World Bank meetings in 
Washington on September 25-30. As financial officials 
gathered for the meetings, the discussions quickly 
centered on the slow economic growth of countries 
with current account surpluses. In the course of these 
talks, it was generally accepted that there was a need 
for greater growth in those countries and that the 
United States trade deficit would remain large until a 
strong energy program was adopted and as long as 
the United States economy continued to expand faster 
than those abroad. The Japanese, in particular, were 
urged by other governments to find a means of gen
erating more growth at home and reducing their huge 
trade surplus, which was running at a $17 billion an
nual rate. Following open discussion of Japanese 
policy, heavy demand for Japanese yen erupted in 
late September, driving up the yen rate.

The rise of the yen against the dollar had a spillover 
effect in other markets, and the dollar came on offer 
against most other currencies as well. As in other peri
ods of exchange market tensions, the Swiss franc was 
bid up sharply and the German mark also began to 
rise. In the case of sterling, the Bank of England again 
intervened to hold the effective exchange rate within 
narrow limits. But the sterling counterpart to the Bank 
of England’s dollar purchases became so great as to 
threaten to undermine domestic monetary objectives, 
and the British authorities ultimately permitted the 
pound to float more freely.

With exchange markets increasingly disorderly, cen
tral banks intervened more heavily. The Bundesbank

Table 1

Federal Reserve System Drawings and 
Repayments under Reciprocal Currency 
Arrangements
In millions of dollars equivalent; 
drawings ( +  ) or repayments ( —)

Drawings
System or repay System

swap ments swap
com mit August 1 commit

ments, through ments,
July 31, October 31, October 31,

Transactions with 1977 1977 1977

German Federal Bank . .  35.4 (  +  181.1 
35.4 181.1

Data are on a vafue-date basis with the exception of the 
last two columns which include transactions executed in late 
October for value after the reporting period.

Table 2

Federal Reserve System Repayments under 
Special Swap Arrangement with the 
Swiss National Bank
In m illions of dollars equivalent

Repayments
System swap August 1 System swap
commitments through commitments
July 31, 1977 October 31, 1977 October 31, 1977

705.4 “ 139.7 565.7

Data are on a transaction-date basis.

Table 3

United States Treasury Securities 
Foreign Currency Series 
Issued to the Swiss National Bank
In m illions of dollars equivalent; 
issues ( +  ) or redemptions ( —)

Amount of August 1 Amount of
commitments through commitments
July 31, 1977 October 31, 1977 October 31, 1977

1,341.5 -8 9 .7 1,251.8

Data are on a transaction-date basis.
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bought sizable amounts of dollars to stabilize trading 
conditions in Frankfurt. In New York, the Federal Re
serve intervened on each trading day between Sep
tember 30 and October 4 and sold $80.7 million equiv
alent of marks. Of this amount, $35.8 million equivalent 
was drawn on the swap line with the Bundesbank and 
the remainder was financed from balances.

Although these operations helped to settle trading 
conditions temporarily, the dollar remained vulnerable, 
as market sentiment turned increasingly bearish. 
Traders ignored fundamental factors which would 
normally favor the dollar. These included release of 
statistics showing that the United States economic 
expansion remained solidly based, evidence that our 
inflation rate was still one of the lowest among the 
major industrialized countries, and a further rise in 
United States short-term interest rates. In this atmo
sphere, trading in dollars frequently became one way, 
and exchange rates moved abruptly. To the extent 
that the dollar suddenly came on offer in other mar
kets, the respective central bank intervened to 
counter the disorder. When trading conditions be
came unsettled in New York, the Federal Reserve 
countered the disorder with occasionally sizable sales 
of German marks. Over the fourteen trading days span
ning October 12 through 31, the Federal Reserve inter
vened on five days, selling a total of $148.0 million 
equivalent of marks. Of this amount, $145.4 million of 
marks was drawn on the swap line with the Bundes
bank and the remainder was financed out of balances. 
This intervention in marks was accompanied by sales 
of Swiss francs in New York on behalf of the Swiss 
National Bank, which also continued to intervene in 
the Zurich market.

Over the three months August-October, the dollar 
declined a net 2 percent against the German mark,
6 percent against sterling, 7 percent against the 
Japanese yen, and 8 percent against the Swiss franc. 
The only major currencies that declined against the 
United States dollar were the Canadian dollar, which 
fell 3Va percent on balance, and the Swedish krona, 
which dropped a net 71/2 percent following its with
drawal from the European “ snake” arrangement in 
August.

In operations during the period, the Federal Reserve 
Sold $236.8 million equivalent of marks, financing these 
sales out of balances and with drawings of $181.1 
million equivalent under the swap line with the Bundes
bank. These drawings remained outstanding at the 
close of the period. Otherwise during periods of dollar 
buoyancy, the System bought $79.5 million equivalent 
of marks in the market and from corrrespondents and 
repaid $35.4 million of swap drawings incurred in July.

In addition, the Federal Reserve and the United 
States Treasury continued to make progress in repay
ing Swiss franc indebtedness to the Swiss National 
Bank. The Federal Reserve liquidated $139.7 million 
equivalent of special swap debt with the Swiss central 
bank, leaving $565.7 million equivalent of indebtedness 
still outstanding as of October 31. These repayments 
were financed with francs purchased directly from the 
Swiss National Bank mainly against dollars, but also 
against marks and French francs. The United States 
Treasury’s Exchange Stabilization Fund used Swiss 
francs purchased directly from the Swiss central bank 
to repay $89.7 million equivalent of franc-denominated 
securities, leaving $1,251.8 million equivalent of these 
obligations outstanding as of October 31.
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August 1977-January 1978 Semiannual Report 
(This report was released to the Congress 
and to the press on March 8,1978)

Treasury and Federal Reserve 
Foreign Exchange Operations

During the six-month period under review, the United 
States dollar came under generalized selling pressure 
in increasingly disorderly exchange market conditions. 
By the end of January, the dollar had declined against 
a broad spectrum of major currencies, falling a net
21 percent against the Swiss franc, 10 percent against 
the Japanese yen, 8 percent against the German mark 
and currencies linked to it in the European Community 
(EC) "snake” arrangement, and 12 percent against the 
pound sterling. The decline was smaller against the 
French franc, by 3 percent, and the Italian lira, by 1 V2 
percent. As exceptions, the dollar rose some 3 V2 
percent against the Canadian dollar and 6 percent 
against the Swedish krona.

The depreciation of the dollar came in the context 
of deepening concern over the lack of progress in 
resolving serious economic imbalances among major 
industrial nations. The United States had swung into 
record trade deficit from $9 billion in 1976 to $31 
billion in 1977 as a whole. Correspondingly, the United 
States current account deficit widened from $1 billion 
in 1976 to $19 billion in 1977. This deterioration re
flected not only an increasing dependence on foreign 
oil to complement domestic energy sources but also 
the more rapid economic growth in the United States

A report by Alan R. Holmes and Scott E. Pardee.
Mr. Holmes is the Executive Vice President in charge of the 
Foreign Function of the Federal Reserve Bank of New York and 
Manager, System Open Market Account. Mr. Pardee is 
Vice President in the Foreign Function and Deputy Manager for 
Foreign Operations of the System Open Market Account. The 
Bank acts as agent for both the Treasury and the Federal 
Reserve System in the conduct of foreign exchange operations.

than abroad. By contrast, among the other industrial 
countries Japan’s massive trade and current account 
surplus continued to mount partly for structural rea
sons and partly for the lack of sufficient domestic 
demand to boost imports. Germany, too, remained in 
substantial trade and current account surplus while 
experiencing a disappointingly slow pace of economic 
growth. While other European countries made progress 
in their efforts to curb previously high inflation rates 
and large payments deficits, real growth in their re
spective economies also tapered down.

As the size of these imbalances became apparent 
during the summer, market participants became in
creasingly apprehensive about the prospects for the 
dollar. Concern focused on the net supply of dollars 
coming on the market as a result of the current account 
deficit itself. With so many industrial countries suffering 
from a combination of high unemployment and low 
profits, protectionist sentiment became increasingly 
vocal, thereby underscoring the need for early action 
to redress these imbalances if an increasingly restric
tive environment for trade was to be avoided. In the 
event other adjustment policies were not adopted here 
or abroad, dealers were fearful that exchange rates 
would ultimately emerge as the means of achieving 
adjustment.

Late in July, Chairman Burns and Secretary Blumen- 
thal had stressed their belief in the need for a strong 
dollar for the United States and for the world generally. 
A healthy expansion of the United States economy 
was well under way. And, as United States authori
ties had pointed out, United States goods had gen
erally retained their price competitiveness in interna
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tional markets, and our inflation rate— while still un
comfortably high— was among the lowest in the world. 
To be sure, further action was still required in contro
versial areas. Legislation was before the Congress for 
an energy program that could reduce oil imports. 
United States officials continued their efforts to per
suade other governments to promote more rapid growth 
of their economies and thereby to take on more of the 
burden of adjustment. Moreover, the Administration 
faced hard bargaining in containing protectionist pres
sures at home while seeking to negotiate a further re
duction of restrictive trading practices abroad. But, on 
exchange rate policy, United States authorities, re
affirming the philosophy that dollar rates should move 
in line with economic fundamentals, felt assured that 
a strong, noninflationary domestic economy would help 
keep the dollar strong.

These assurances, and a firming of United States 
interest rates in early August, tended to settle the 
markets through the rest of the summer. This enabled 
the Federal Reserve to repay the modest amount of 
swap debt in German marks incurred in July. Other
wise, Federal Reserve operations in the exchange 
markets were minimal through late September.

By that time, however, the energy bill had bogged 
down in the Congress. Moreover, recent indicators 
showed that economic growth had slowed in several 
foreign countries. Although new stimulative measures 
were announced in Japan, Germany, and elsewhere, 
they were expected to have little effect before 1978.

And, taking those measures into account, many public 
and private forecasters saw little prospect for an early 
improvement for the United States trade deficit. These 
concerns came to a head during the annual meeting 
of the International Monetary Fund (IMF) and the 
World Bank, in late September, where financial officials 
thrashed out the whole range of economic policy 
issues but emerged with little  apparent consensus on 
what to do next.

Reports from these meetings triggered an immediate 
reaction in the markets. In view of Japan’s huge trade 
surplus, the yen came into renewed demand. The 
Swiss franc, the traditional haven in times of uncer
tainty, also came into heavy demand. The flow of funds 
into sterling, already huge throughout most of 1977, 
became even larger. Demand pressures soon spread to 
the German mark and other European currencies. Al
though circumstances varied for individual currencies, 
the dollar was generally on offer through most of the 
last three months of 1977.

With currencies being dealt around the clock in Asia, 
Europe, or North America, unsettled conditions in any 
one market tended to spill over into the others. The 
further the dollar fell, the greater was the shift out of 
dollars into other currencies through speculative po
sitioning, commercial leads and lags, and hedging op
erations. In addition, traders were sensitive to recurring 
reports of substantial portfolio diversification by private 
and official dollar holders. Under such circumstances, 
the exchange market became increasingly one way and

Chart 1

Selected Exchange Rates*
Percent

1977 1978

*  Percentage deviations of weekly averages of New York 
noon offered rates from the average rate for the week 
of January 3-7, 1977.

Chart 2

Selected Interest Rates
Three-month maturities*

*Weekly averages of daily rates.
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) .
Table 1
Federal Reserve Reciprocal Currency Arrangements
In millions of dollars

Institution Amount of facility January 31, 1978

$ 250
1.000
2,000

National Bank of Denmark ............................................ 250
3,000
2,000
2,000
3,000

Bank of Japan ................................................................ 2,000
360
500
250
300

Swiss National Bank ...................................................... 1,400
Bank for International Settlements:

Swiss francs-dollars .................................................... 600
Other au thored  European currencies-dollars----- 1,250

$20,160

unresponsive to economic fundamentals. Movements in 
exchange rates were abrupt, bid-asked spreads w id
ened, and market professionals were increasingly un
willing to take dollars offered to them into their 
positions even for brief intervals. In response, foreign 
central banks continued to intervene in their respective 
currency markets. For its part, the Federal Reserve 
intervened frequently and on an increasing scale in the 
New York market.

Meanwhile, officials were convinced that policies 
already adopted or soon to be put in place here and 
abroad would, in time, substantially reduce the imbal
ances that concerned the market. The pressing need 
was to deal effectively with the disorder in the ex
change market and thereby to provide breathing room 
both for the measures to take effect and for market 
participants to take stock of fundamentals. In a state
ment on December 21, President Carter announced 
several measures to reduce United States imports of oil 
and to stimulate exports, and stressed that the United 
States authorities would intervene to the extent neces
sary to counter disorderly conditions. In early January, 
the United States authorities followed up with several 
measures to restore a sense of balance to the ex
changes. On January 4, the Federal Reserve and the 
United States Treasury announced that the Treasury 
had entered into a new swap arrangement with the 
German Bundesbank and that this facility, together 
with the Federal Reserve swap network, would be

actively utilized to check speculation and to restore 
order in the exchange market. Beginning that after
noon, the Federal Reserve’s foreign exchange Trading 
Desk shifted to a more open and forceful approach 
to the market than it had used in previous months. 
On January 6, the Board of Governors of the Federal 
Reserve System approved a Vi percentage point dis
count rate increase, specifically on international con
siderations, and the Federal Reserve’s domestic Trad
ing Desk under instructions from the Federal Open 
Market Committee acted to firm money market condi
tions somewhat.

These steps, coming in the context of continuing 
debate on virtually all of the other issues that had 
troubled the exchange market for months on end, at 
first received a mixed reaction. Although the dollar 
staged a brief initial rally, it came heavily on offer 
again the following week. The New York Federal 
Reserve, in close consultation with the Bundesbank, 
continued to intervene forcefully. These mark sales 
were financed by drawings in equal amounts on the 
System and Treasury swap lines with the Bundesbank.

By mid-January, the intervention was beginning to 
take effect, and the exchange market gradually came 
into better balance. In fact, with the market settling 
into active two-way trading, the Desk did not inter
vene for several days running for the first time since 
November. And, thereafter, intervention was limited 
to modest amounts in German marks and, for the 
first time since 1975, in Swiss francs.

In sum, for the period August 1, 1977-January 31, 
1978 covered by this report, the Federal Reserve sold 
a total of $1,310.5 million equivalent of marks. It 
repaid $35.4 million equivalent of previous drawings 
in marks on the Bundesbank and drew a total of 
$1,251.2 million equivalent to finance operations dur
ing the period. The remaining sales were financed 
from balances. United States Treasury sales of marks 
after January 4 amounted to $407.4 million equivalent, 
financed by drawings on its swap arrangement with 
the Bundesbank. In addition, in intervention during the 
period, the Federal Reserve sold $18.9 million of 
Swiss francs drawn under the swap arrangement with 
the Swiss National Bank. Otherwise, as detailed in 
the Swiss franc section, the Federal Reserve repaid 
$235.3 million equivalent and the Treasury repaid 
$223.5 million equivalent of Swiss francs from obli
gations remaining from August 1971.

German mark
In contrast to the solid economic expansion under 
way in the United States, the growth of output in 
Germany was losing momentum by midsummer 1977. 
New orders from abroad were lower, partly reflecting
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the generally slack conditions elsewhere in Western 
Europe and partly in response to the previous ap
preciation of the mark against most major curren
cies. In addition, German firms were reluctant to 
invest in new plant and equipment in view of un
certain prospects for sales, particularly in export mar
kets, and because of postponements in the face of 
environmental protests of major public investment 
projects that had been intended to provide fiscal 
stimulus. Monetary policy remained fairly accommo
dative. The monetary aggregates were growing some
what more rapidly than targeted, and bank lending 
expanded vigorously as interest rates declined. But 
by early August a public debate had emerged on the 
need for further fiscal impetus for the domestic econ
omy. On the external side, Germany had been identi
fied by its trading partners as a major current account 
surplus country that, it was hoped, would increase 
domestic demand, thereby boosting imports and help
ing relieve strains on the payments balances of other 
countries.

As talk about stimulative measures emerged in 
Germany during August and early September, ex
change market participants turned generally cautious 
toward the mark. By that time, also, United States 
reassurances on exchange rate policy, along with a 
firming of United States interest rates, had contributed 
to an easing of the mark from the highs it had reached 
in late July. In all, the decline was some 4 percent 
to a low of $0.4268 in mid-August. The Federal Reserve 
took the opportunity to acquire marks in the market 
and from correspondents, which were used in part to 
liquidate the $35.4 million equivalent of swap drawings 
on the Bundesbank incurred when the market was un
settled in July. When the New York market turned 
nervous prior to the announcement of United States 
trade figures on August 24, the Federal Reserve sold 
$8 million equivalent of marks out of balances. Other
wise, the Federal Reserve refrained from intervening 
through August and most of September.

Meanwhile, the German authorities acted to give an 
additional boost to the economy. On August 25, the 
Bundesbank announced a reduction in commercial 
bank reserve requirements and higher rediscount 
quotas for the banks. In the context of a further firm
ing of interest rates in the United States in late August 
and early September, these measures increased the 
interest differential to 1-2 percentage points per an
num in favor of placements in dollars as against 
marks. Moreover, on September 14, the German gov
ernment announced a package of measures designed 
to inject an additional DM 12 billion (nearly 1 percent 
of gross national product) into the economy through 
the end of 1978. This package included tax relief,

particularly to encourage business investment, and 
increased public sector expenditures. Even so, current 
indicators were still revealing the extent to which the 
German economy had slowed, and many of the pro
posed measures were expected to have only a de
layed impact.

Therefore, after the discussions at the late-September 
IMF-World Bank meetings in Washington over the dif
ficulties in reducing the United States trade deficit, the 
German mark soon became caught up in the wave of 
dollar selling. At first, the rise in the mark lagged 
behind others. But, as the markets became increas
ingly unsettled, the demand for marks themselves 
intensified. The Bundesbank intervened, on occasion 
heavily, in the Frankfurt market. When pressure spilled 
into the New York market, the Federal Reserve inter
vened on eight trading days between September 30 
and October 31 and sold $228.7 million equivalent of 
marks, of which $181.1 million equivalent was drawn 
on the swap line with the Bundesbank and the rest 
from balances. The generalized pressure against the 
dollar continued in November, although to a lesser 
extent. In that month the Federal Reserve intervened 
on five trading days, selling $80.9 million equivalent of 
marks financed by $77.3 million equivalent drawn 
under the swap arrangement with the Bundesbank 
and the remainder from balances. Nevertheless, the 
mark continued to advance, reaching $0.4502 by end- 
November for a rise of 4% percent since September.

Chart 3
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Table 2

Federal Reserve System Drawings and Repayments under 
Reciprocal Currency Arrangements
In millions of dollars equivalent; drawings ( +  ) or repayments (— )

Transactions with

System swap 
commitments 

January 1,1977
1977

I
1977

II
1977

III
1977

IV
1978

January

System swap 
commitments 

January 31,1978

German Federal B a n k ........ 14.9 -1 4 .9 -0-
( +  35.4 
|  —  35.4 +  800.1 +  451.1 1,251:2

Swiss National B a n k .......... -0- -0- -0- -0- -0- +  18.9 18.9

to,a, .....................:::::..................... 14.9 -0- ( +35.4 
J -3 5 .4 +  800.1 +470.0 1,270.1

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.

Although economic growth in Germany resumed as 
the year-end approached, the exchange market re
mained sensitive to the possibility that foreign pres
sure would continue for Germany either to boost do
mestic demand or to find other ways to reduce its 
current account surplus which was widening once 
more. Amid uncertainty over these policy issues, the 
mark emerged in the forefront of market attention, 
rising more rapidly against the dollar than most other 
currencies in early December. But the German authori
ties, having put into place a stimulative package which 
would take effect mainly in 1978, were reluctant to 
adopt further measures for fear of rekindling inflation
ary pressures. As it was, the monetary aggregates 
were growing in excess of the Bundesbank’s targets 
for 1977, partly as a result of the recent intervention in 
the exchange market. Nevertheless, the rise in the 
mark had already carried the rate to levels that the 
German authorities and many market participants con
sidered to be excessive, particularly as compared with 
relative rates of inflation, and was regarded as likely 
to undermine chances for more rapid growth of the 
economy. And so, to reduce pressures on the mark, 
the Bundesbank on December 16 lowered its discount 
and Lombard rates by Vz percentage point each. More
over, to discourage speculative inflows and to absorb 
some of the liquidity created by exchange market 
intervention, minimum reserve requirements on for
eign deposits were increased and the existing ban on 
nonresident purchases of German bonds was ex
tended to include securities with maturities of up to 
four years.

Following these measures, interest differentials in

favor of dollar placements over mark placements 
widened to 2-3 percentage points per annum. But, in 
the generally bearish atmosphere for the dollar that 
was emerging, considerations which were favorable 
to the dollar were ignored as participants jumped to 
protect themselves from any further rise in the mark. 
Thus, the demand for marks became broad based, 
reflecting a combination of professional positioning, 
portfolio shifting, commercial leads and lags, and cor
porate hedging of balance-sheet items before the 
year-end.

In this atmosphere, trading became increasingly 
one way. Any news report or rumor which could be 
considered adverse to the dollar, or favorable to the 
mark, triggered a further rush into marks. Moreover, 
the mark had become firm ly established at the top of 
the EC snake, generating renewed speculation that a 
realignment within that group of currencies would 
soon be inevitable. As a result, the mark came into 
additional heavy demand against other participating 
currencies. In response, there was sizable interven
tion by the Bundesbank and its EC partners in both 
snake currencies and dollars to maintain the limits 
in the jo in t float.

In all, the mark rose by a further 6 percent against 
the dollar in December to $0.4767 at the year-end. 
Both the Federal Reserve and the Bundesbank con
tinued to intervene virtually daily to avoid even greater 
disorder. In December, the Federal Reserve sold a 
total of $545 million of marks in the New York market, 
drawn on the swap line with the Bundesbank, raising 
total drawings outstanding by the year-end to $803.4 
million equivalent. Germany’s external reserves rose

58 FRBNY Quarterly Review/Spring 1978Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Spring 1978



by $2.9 billion in December, for an increase of $5.2 
billion over the last three months of 1977.

Exchange market disorder carried over into early
1978, as professional demand pushed the mark up a 
further 2 V2 percent to a peak of $0.4885. Additional 
intervention by the Bundesbank and the Federal Re
serve, which sold another $40.1 million equivalent on 
January 3, was scarcely noticed. Instead, commen
tary in the market and in the press focused on what 
was considered an apparent reluctance of the Federal 
Reserve to intervene.

On January 4 the Federal Reserve and the United 
States Treasury issued a joint statement:

The Exchange Stabilization Fund of the United 
States Treasury will henceforth be utilized ac
tively together with the $2 0  billion swap net
work operated by the Federal Reserve System.
A swap agreement has just been reached by the 
Treasury with the Deutsche Bundesbank and is 
already in force. Joint intervention by the Trea
sury, the Federal Reserve, and foreign central 
banks is designed to check speculation and re
establish order in the foreign exchange markets.

When this statement came across the news ser
vices early that afternoon, the Federal Reserve’s for
eign exchange Trading Desk followed up with simul
taneous offers of marks to several banks in the New 
York market. This prompted a quick scramble for 
cover by some professionals who were short of dol
lars, and the mark dropped back by some 4 percent 
that afternoon without the Desk actually having sold 
any marks. Some further short covering during the 
next morning in Frankfurt pushed the mark even 
lower to $0.4640. But, with many other uncertainties 
overhanging the dollar, some dealers began to doubt 
that the central banks could halt the dollar’s disor
derly decline through intervention alone. Once it 
became clear that the monetary authorities were not 
seeking to push dollar rates up or to hold them at any 
particular level, dealers sought to regain the initiative 
through renewed heavy bidding for marks. This bid
ding, over the next two days, was concentrated in the 
hours toward the European close, after the Bundes
bank had ceased its own dealings. The Desk coun
tered forcibly, dealing both directly with banks and 
through agents, and sold a total of $253 million equiv
alent of marks over the two days. The Desk’s sales 
were split evenly between the Federal Reserve and 
the Treasury, financed by drawings on their respective 
swap arrangements with the Bundesbank.

These exchange operations were followed by a hike 
in Federal Reserve discount rates, announced on

January 6, and by the action of the domestic open 
market Trading Desk to promote somewhat firmer con
ditions in the United States money market. By the 
following Monday, January 9, the exchange market 
came into better balance, and the Desk did not inter
vene on that day.

Even so, the market remained sensitive to the wide 
range of policy issues that were still under debate at 
the time. Over the next two days, bearish sentiment 
toward the dollar was reinforced by reports of a 
division of opinion within the United States over the 
latest monetary policy actions and by suggestions 
that foreign central bankers had been critical of the 
United States in the monthly Bank for International 
Settlements (BIS) meeting in Basle. (Actual participants 
at the meeting subsequently made clear that the United 
States policy actions had in fact been warmly re
ceived.) Moreover, routine public statements by gov
ernment officials in Germany and in the United States 
essentially repeating their positions on broader eco
nomic policy issues were taken as an additional sign 
of disagreement. In this atmosphere of seeming policy 
discord, many market participants concluded that the 
United States intervention approach had only grudging 
support in Washington and elsewhere and might be 
abandoned at any time. The dollar, therefore, came 
under renewed heavy selling pressure. Over the four 
trading days, January 10-13, the mark was bid up to 
as high as $0.4782. The German and United States 
authorities, while not holding the mark rate at any 
particular level, continued to intervene forcefully. On 
those days, mark sales by the United States authori
ties amounted to $509.9 million equivalent, split even
ly between the Federal Reserve and the Treasury and 
financed by drawings on their respective swap lines 
with the Bundesbank.

This show of force by the authorities made its point. 
By that Friday, dealers began to gain a feeling of two- 
way risk in the market, and natural buyers of dollars 
began to appear. In the following week, January 16- 
2 0 , the market in fact came into rough balance with 
good two-way dealing, providing the first five-day 
stretch since last November in which the Federal 
Reserve did not intervene at all. The Desk subse
quently entered the market on three occasions through 
the month end and sold $52.1 million equivalent of 
marks. In all, mark sales by the United States authori
ties after January 4 amounted to $815 million equiva
lent. On January 31, Federal Reserve swap debt to the 
Bundesbank amounted to $1,251.2 million equivalent 
of marks while the United States Treasury drawings 
were $407.4 million equivalent. By the month end the 
mark was trading quietly at $0.4740, some 3 percent 
below the January 4 peak.
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Sterling
By midsummer 1977 the measures the British gov
ernment had adopted during the previous year to 
curb inflation, to contain Britain’s current account 
deficit, and to stabilize sterling were strongly taking 
hold. The government’s two-year policy of voluntary 
pay restraints had succeeded in bringing the rate of 
wage increases far below the rate of price inflation. 
Although its strategy was modified in July in the face 
of stiff opposition to any continued lim it on nego
tiated wage increases, the government had obtained 
union agreement to space out pay negotiations over 
the next twelve months and to limit wage increases 
within the public sector. Strict cash limits on govern
ment spending and increased government receipts 
combined to cut sharply the public sector borrowing 
requirement to well below the levels anticipated in 
Brita in ’s standby arrangement with the IMF. The au
thorities had also acted to slow the decline in short
term interest rates from the crisis levels of late 1976, 
in part by large sales of government securities outside 
the banking sector. In this situation, nonresidents 
joined in the bidding for attractively priced gilt-edged 
securities, shifting large amounts of foreign funds into 
sterling-denominated assets.

Consequently, sterling had come into strong demand 
in the exchanges. For some time the Bank of England 
had intervened heavily to hold the rate around the 
$1.72 level, thereby rebuilding Britain’s reserve position 
in the process. But, as the dollar’s decline had per
sisted during July, the Bank of England shifted to an
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intervention approach keyed to a weighted index of 
major currencies, and the spot rate rose to $1.7385 by 
early August. Meanwhile, Britain was winding down its 
inflation rate in response to the easing of wage pres
sures, the renewed strength of the pound, and the 
decline in commodity prices worldwide.

The improvement in Britain’s financial position and 
prospects for inflation had been achieved, however, 
at the cost of continued sluggishness in production 
and a high level of unemployment. For the time being, 
the prolonged stagnation in the domestic economy was 
continuing to depress British imports, while manufac
tured exports were benefiting from the previous year’s 
slide in the pound. Moreover, North Sea oil was be
ginning to bolster the balance of payments. Thus, 
Britain’s current account had shifted from large deficit 
to solid surplus, and this turnaround provided a con
tinuing source of commercial demand for sterling in 
the exchanges. Looking ahead, the market came to 
expect that the government would soon take advantage 
of its room to maneuver, within the specified lim its for 
monetary expansion and public sector borrowing, to 
provide some needed stimulation to the domestic 
economy.

Against this background, the Bank of England’s deci
sion in August to allow two successive V2 percentage 
point reductions in its minimum lending rate to 7 per
cent was well received in the market. This move re
vived expectations of still further declines in British 
interest rates and of renewed potential for near-term 
capital gains on British securities. Meanwhile, the yields 
on longer term securities remained attractive relative 
to those on comparable securities elsewhere. As a re
sult, the inflow of foreign funds again built up and the 
strength of the demand soon led the market to believe 
that the British authorities would have to permit an 
additional appreciation of sterling in the market. This 
expectation was further fueled during September by 
news of a large $1.4 billion reserve gain in August, 
release of favorable economic indicators, and a strong 
vote upholding the twelve-month rule on wage in
creases at the Trade Union Congress. The Bank of 
England met the demand for sterling with large 
purchases of dollars almost every day. In its other 
operations, it attempted to mop up the excess liquidity 
generated by these dollar purchases and to slow any 
further drop in interest rates. But during September 
the minimum lending rate was again lowered in two 
steps to 6 percent, as short-term British interest rates 
fell significantly below comparable United States rates 
for the first time since December 1969.

Early in October, the rush into sterling intensified. 
With the dollar then on offer generally in the ex
changes, dealers expected the spot pound would rise
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System swap 
commitments 
January 1,1977

1977
II

1977 1977
IV

1978
January

System swap 
commitments 

January 31,1978

1,051.0 -148.4 -143.6 ■143.6 •108.9 -36.4

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.

470.1

Table 4

Drawings and Repayments by Foreign Central Banks and the Bank For International Settlements 
under Reciprocal Currency Arrangements
In millions of dollars; drawings ( + )  or repayments (— )

Banks drawing on Federal Reserve System
Outstanding 

January 1, 1977
1977

I
1977

II
1977

III
1977 1978 

IV January
Outstanding 

January 31,1978

Bank of M exico ..........................................

Bank for International Settlements* 
(against German m arks)...........................

150.0

-0-

-150 .0

-0-

-0-

(+35 .0
( — 35.0

-0-

-0-

‘ O' ' ° '

-0- +147.0

-0-

147.0

Total ............................................................ 150.0 -150 .0 (+35 .0
|-3 5 .0 -0- -0- +147.0 147.0

* BIS drawings and repayments of dollars against European currencies

Table 5

United States Treasury Securities, Foreign Currency Series 
Issued to the Swiss National Bank
In millions of dollars equivalent; issues ( + )  or redemptions (— )

Amount of 
commitments 
January 1, 1977

1977
I

1977
II

1977
III

1977
IV

1978
January

Amount of 
commitments 

January 31, 1978

1,545.7 -8 4 .6 -8 5 .8
l i i l i ®

-8 5 .8 -120 .5 -5 0 .9 1,118.0

Because of rounding figures do 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.
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at least partly in line with other currencies. In addition, 
in the discussions at the IMF-World Bank annual meet
ings on the need to counter disappointing economic 
performance worldwide, Britain had been identified by 
some as one of the countries that could now contribute 
by providing some stimulus to the domestic economy. In 
response to this expression of confidence, the flow of 
funds pouring into London’s financial markets swelled 
to massive proportions and the authorities found it 
increasingly difficult to neutralize the impact of these 
inflows on domestic money markets. British short
term interest rates continued to ease, with the Bank 
of England’s minimum lending rate dropping to a six- 
year low of 5 percent on October 17. The Chancellor’s 
proposals for mild fiscal stimulus immediately and 
further tax cuts in the spring were, by the time they 
were announced on October 26, well within what the 
market had come to expect. But the market had also 
anticipated new measures to stem the inflows of for
eign funds, which were beginning to jeopardize the 
authorities’ target for monetary expansion. When no 
measures were announced, the rush into sterling con
tinued. By October 28, the pound had risen some 2 1/4 
percent above early-August levels to $1.7780. The 
Bank of England continued to intervene to limit the 
rise in the effective exchange rate index which had 
edged up only marginally since early August to 62.6 
percent of its 1971 Smithsonian level. The heavy dollar 
purchases of the central bank accounted for the bulk 
of the nearly $7 billion increase in British reserves 
over the three months.

To protect the money supply from the expansionary 
effect of further large inflows, the authorities ended on 
October 31 their policy of intervening to prevent a rise 
in sterling’s effective exchange rate. As a British 
Treasury statement acknowledging a change in of
ficial intervention policy flashed over the news ser
vices, the pound was pushed up in a wave of specula
tive demand to a high of $1.8625 the following day in 
London. But suddenly the market turned around when 
that same day British mine workers unexpectedly 
voted down a management proposal for a labor settle
ment and resubmitted demands for a 90 percent pay 
raise. At the same time, large sections of the country 
were subjected to brief electrical blackouts, as power 
station workers staged an official “ work to rule” in 
support of claims for improved fringe benefits. Imme
diately, funds flowed from sterling into marks and the 
pound plunged back as much as 3 1/2 percent to 
$1.7960 by November 3.

Trading in sterling quieted as the market adopted 
a more guarded attitude toward the pound’s immediate 
prospects. On the one hand, Britain’s rate of inflation 
continued to fall toward single-digit levels. Moreover,

the external position was showing further improve
ment: the trade account had been in solid surplus 
for three consecutive months, and the overall current 
account had been in sizable surplus already by the third 
quarter. On the other hand, renewed labor disputes 
threatened to undermine the government’s policy for 
wages. Also, the large-scale rise in reserves of previ
ous months left the market uncertain over the outlook 
for monetary expansion in the near future. As the 
market weighed these considerations, the pound set
tled in around $1.82 until early December while, 
on a trade-weighted basis, it fluctuated narrowly 
around 63.5. In general, sterling was bolstered by con
tinuing commercial demand. Although occasionally the 
pound showed a slight offered tendency, intervention 
was quite modest.

By that time, however, the caution that had 
overshadowed sterling was dissipating. The govern
ment had made substantial progress in sidestepping 
the highly visible claims of a few unions for pay in
creases significantly above a norm of 1 0  percent per 
annum. Uncertainties about a rise in interest rates that 
might prompt sizable withdrawals of foreign funds were 
cleared away after the Bank of England announced a 
hike in the minimum lending rate by 2  percentage 
points to 7 percent on November 25. Furthermore, 
domestic activity was showing signs of picking up 
and, with balance-of-payments considerations now 
placing less of a constraint on growth than at any 
time since World War II, the British economy was 
expected to begin a sustained upturn during 1978.

Consequently, when the dollar again began to 
weaken early in December and market professionals 
turned their attention to the strong Continental cur
rencies, the pound was carried along in the generalized 
upsurge against the dollar. News of the abolition of 
the rule requiring surrender of 25 percent of investment 
currency premium proceeds from sales of foreign se
curities and the relaxations of some other restrictions 
on outflows had no impact on trading. Instead, pulled 
up by the rise in the mark and Swiss franc and bol
stered by year-end commercial demand, the pound 
rose to $1.92 by December 30. Then in the new year 
the pound was bid up in heavy professional demand, 
joining the Swiss franc in leading the rise in foreign 
currencies against the dollar. By January 4 it had 
soared to as high as $1.9932, 14% percent above 
early-August levels.

The market then turned around and the pound fell
6 percent to $1.8750 after the announcement by the 
Federal Reserve and the United States Treasury of a 
more active United States intervention approach. But 
sterling remained buoyant against both the dollar and 
the mark through the rest of January. Signs that mone
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tary growth was back within the targeted range re
assured the market, and foreign funds were again at
tracted into sterling, especially just prior to a V2 per
centage point reduction to 61/2 percent in the Bank of 
England’s minimum lending rate. The spot rate thus 
moved back up against the dollar to end the period at 
$1.95— 1 2 1/4 percent above early-August levels. Ster
ling also rose 4 percent against the mark during the 
six-month period and, on a trade-weighted effective 
basis, advanced some 7% percent to 66.5. During 
November-January official reserves increased a further 
$947 million to a record $21.4 billion on January 31.

Swiss franc
By the summer of last year, the Swiss economy was 
expanding faster than anticipated. At the same time 
Switzerland’s inflation rate, at slightly above 1 percent 
per annum, remained lowest among industrial coun
tries, partly as a result of the previous substantial ap
preciation of the Swiss franc. This incipient recovery 
was fueled in part by a modest rise in consumption 
and investment. In addition, with many Swiss firms 
starting to take advantage of the low inflation rate to 
maintain their competitive position, exports were par
ticularly buoyant. The growth of the Swiss economy 
prompted an even faster rise in imports than exports, 
so that Switzerland’s trade account shifted back into 
deficit. But the current account remained in sizable 
surplus, bolstered by Switzerland’s traditionally large 
earnings on overseas investments.

Thus, sentiment in the exchange markets toward 
the Swiss franc had become increasingly bullish by 
late summer. The franc remained in demand, even 
after the German mark and the Japanese yen eased 
back amidst uncertainty over the implications of new 
stimulatory measures being planned in those coun
tries. By end-September, the franc had risen over 2 
percent against the dollar to $0.4260 and 4 percent 
against the German mark from end-July levels. To 
counter this pressure, the Swiss National Bank inter
vened forcefully in Zurich and in New York through the 
agency of the Federal Reserve Bank of New York. On 
September 27, the Swiss authorities also imposed an 
immediate ban on the sale to nonresidents of forward 
francs with a maturity of less than one month, to pre
vent evasion of a negative interest charge on nonresi
dent deposits through use of these short-dated swaps 
with Swiss commercial banks. By this time, the cumu
lated intervention in Swiss francs was beginning to add 
more liquidity to the domestic money market than was 
called for by the National Bank’s target for monetary 
growth of 5 percent for the year. The central bank con
tinued to absorb some of this liquidity by selling dollars 
to nonresident borrowers of Swiss francs under the of

ficial capital export conversion requirement. But, in 
addition, it began to sell dollars in the market on a 
three-month swapped basis which, in effect, tempo
rarily absorbed domestic funds until they would be 
needed for year-end purposes.

With concern heightening after the late-September 
IMF-World Bank meetings over the implications for the 
exchange markets of the persistent trade imbalances 
among major nations, exchange dealers and investors 
around the world again began to move into Swiss 
francs. Despite the limited availability of convenient 
instruments for investing in Swiss francs, low interest 
rates, and the barricade of controls created by the 
Swiss authorities to inhibit hot money inflows, the 
rush to acquire francs in whatever form led to a cumu
lative bidding-up of the franc rate. Both commercial 
and professional interests bought francs on the expec
tation that the rate would rise, shifting funds mainly 
out of dollars but, on occasion, out of currencies such 
as the pound sterling and the German mark as well. 
Corporate borrowers that had previously financed 
short- and long-term credit needs in Switzerland now 
hastened to buy francs to lim it exchange losses on 
their liabilities. Speculation in the form of foreign ac
quisition of Swiss franc currency notes intensified. 
In this highly dynamic exchange market situation, the 
franc at times led the rise in other currencies against 
the dollar while at other times the rise in other 
currencies prompted an additional bidding-up of the 
franc.

On balance, however, the franc rose more rapidly
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than most other major currencies. By end-November, 
the rate had surged another 9 percent above late- 
September levels to $0.4637 and advanced 41A percent 
against the mark. The Swiss National Bank continued 
to try to contain the franc’s rise, buying substantially 
more dollars in the spot market than it sold directly to 
nonresident borrowers of francs under the capital 
export conversion program. It had also acted to pro
hibit prepayment clauses in new foreign loan con
tracts. But heavy demand for francs persisted. Prepay
ments on outstanding loans were unaffected by the 
new prohibition. Also, the authorities had indicated 
their concern about the continued injection of new 
liquidity by announcing their intention to issue steril
ization notes and by providing only limited liquidity 
assistance over the month end.

Even so, as trading conditions deteriorated generally 
in December, the franc continued to rise in sporadic 
bursts of demand. In the exchange market this further 
upward movement became overshadowed for a few 
days by the surge in demand for German marks. But 
within Switzerland businessmen, reacting to the un
certainties generated by the appreciation of the franc, 
began to curtail investment spending plans. Domestic 
output flagged, the rise in imports stalled, and the 
trade balance swung back into surplus, partly re
flecting changes in the valuation of Swiss imports and 
exports. To prevent year-end needs for francs by 
Swiss commercial banks from buoying the rate even 
more, the Swiss authorities reversed an earlier deci
sion to scale down the volume of their customary 
assistance and announced they would provide un
limited temporary year-end liquidity at favorable rates. 
But the franc was still swept up in heavy demand from 
both commercial and professional interests. From 
early December to January 4, the franc rose to $0.5270, 
up a further 131/2 percent against the dollar and 5 
percent against the mark.

Following the announcement of a more active inter
vention policy by the United States authorities, the 
franc rate immediately dropped back by 8 percent to 
as low as $0.4844 on January 5. Subsequently, as the 
market sought to test the authorities’ resolve to avoid 
a renewed rise in the rate, the Swiss franc was bid 
upward again. Even when the markets settled down 
more generally after mid-January, the franc remained 
subject to bouts of buying that threatened to trigger 
broader unsettlement in the markets. Consequently, 
on January 24, the Federal Reserve resumed interven
tion for its own account in Swiss francs in New York. 
On that day, the Federal Reserve sold $18.9 million 
of francs drawn under the swap line with the Swiss 
National Bank, in addition to the francs sold by the 
Desk that day on behalf of the Swiss National Bank.

By the month end the franc was trading more steadily 
at $0.5043, for a net rise of 21 percent against the dollar 
and 13 percent against the mark for the six-month 
period.

During the period, the Federal Reserve and the 
United States Treasury continued with the program 
agreed to in October 1976 for an orderly repayment 
of pre-August 1971 franc-denominated liabilities. The 
Federal Reserve repaid $235.3 million equivalent of 
special swap indebtedness, while the Treasury re
deemed $223.5 million equivalent of Swiss franc- 
denominated securities by the end of January. Most of 
the francs for these repayments were acquired directly 
from the Swiss National Bank against dollars. How* 
ever, the Federal Reserve also bought francs from the 
National Bank against the sale of $76.3 million equiv
alent of German marks and $61.3 million equivalent of 
French francs, which were in turn either covered in 
the market or drawn from existing balances. By end- 
January, the Federal Reserve’s special swap debt to 
the Swiss National Bank stood at $470.1 million equiv
alent, while the Treasury’s Swiss franc-denominated 
obligations had been reduced to $1,118.0 million equiv
alent.

French franc
During the first half of 1977, the French economy had 
begun to respond to the government’s concerted ef
forts to curb inflation and to stabilize the French franc. 
The pace of wage increases had slowed, inflation
ary pressures at the wholesale level were moderat
ing considerably, and the rate of increase in con
sumer prices had stayed just below 1 0  percent even 
after a temporary price freeze had been allowed to 
lapse. At the same time, France’s trade account was 
moving into surplus for the first time in two years and 
the current account deficit was narrowing consider
ably. In addition, interest rates had declined more 
slowly in France than elsewhere, and French residents 
including public and semipublic entities had acceler
ated their borrowing activities abroad during the sum
mer months. Thus, the French franc had joined in the 
rise in European currencies against the dollar to trade 
around $0.2050 in early August, even as the Bank of 
France had taken in reserves from time to time in 
moderating the rise.

The cost to France’s domestic economy of its im
proved external position had been severe, however. 
Consumer demand was expanding more slowly than 
projected, investment demand and industrial produc
tion were both flat, and unemployment was rising. With 
the improvement in France’s current account position 
now giving the government more room to maneuver, 
it followed up measures taken in the spring with selec-
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tive actions to improve the employment situation w ith
out abandoning its overall anti-inflationary stance. On 
August 31, the Bank of France cut the official dis
count rate by 1 percentage point to 91/2 percent and 
interest rates on other money market instruments were 
allowed to ease in line with declining money market 
rates for other currencies. Early in September, the 
government announced a mild fiscal stimulus for the 
economy, introducing new measures to spend FF
5 billion (0.3 percent of GNP) in 1977. In the wake of 
these policy initiatives and in response to a slowdown 
in external borrowings, the franc tended to come on 
offer during September. But by the month end the 
franc had become caught up in the advance of Euro
pean currencies against the dollar, rising 2% percent 
to as high as $0.2088 on November 1.

By this time, however, the market began to question 
whether the French franc could be expected to keep 
pace with the German mark’s rapid rise against the 
dollar. As some market participants sought to hedge 
their mark commitments by selling francs against 
marks, the franc weakened in the exchanges. More
over, rapidly rising agricultural prices in France were 
slowing the progress in reducing inflation. Premier 
Barre, in a televised speech on November 3, again 
warned about the dangers of inflation, and soon there
after the government announced a freeze on a variety 
of retail food prices. But leaders of opposition parties 
argued that the continued rise in prices was indicative 
of the failure of the government’s anti-inflation policies.

In an atmosphere of growing political sensitivity 
before the general elections scheduled for March
1978, the selling of francs gained momentum during 
early November. The franc thus eased back against

the dollar to $0.2048 even as the dollar remained on 
offer against the other European currencies and the 
yen. To moderate the franc’s fall, the Bank of France, 
which on occasion had sold both dollars and marks 
in the Paris market through the autumn, stepped up its 
intervention. Moreover, the central bank moved to 
tighten interest rates. Nevertheless, by early December 
the franc had weakened some 4 percent against the 
mark which was buoyed by a groundswell of specula
tive inflows out of dollars.

By the year-end, the economic indicators for the 
French economy were pointing to further improvement. 
The rise in the consumer price index was now slowing, 
and unemployment showed a small decline. The trade 
figures for December had registered a sizable surplus 
once again, after an unexpectedly large deficit the 
month before, and the Organization for Economic 
Cooperation and Development had forecast a narrow
ing of the current account deficit from $3 billion to 
$2 billion in 1978. As a result, the French franc, buoyed 
also by commercial month-end and year-end demand, 
rose sharply at the end of December. In fact, it kept 
roughly in pace with the German mark as it rose to 
$0.2178 on January 3. After the jo in t Federal Reserve- 
Treasury announcement the following day, the franc 
dropped back against the dollar somewhat less than 
other European currencies. But, as the month of Jan
uary progressed, commercial leads and lags started 
shifting against the franc once more as uncertainties 
over the outcome of the March elections continued to 
overhang the market. By the month end the franc, 
trading at $0.2108, was 2% percent above early-August 
levels, while over the six-month period the franc had 
fallen 51/2 percent against the mark. As of January 31, 
French foreign exchange reserves stood at $4.7 billion, 
little  changed over the six-month period.

Italian lira
To curb inflation, to restore equilibrium in the balance 
of payments, and to stabilize the Italian lira, Italy’s 
m inority government had implemented by mid-April
1977 a comprehensive program that served as the 
basis for a new standby agreement with the IMF. 
As part of the three-point program, the public sec
tor deficit was to be reduced through tax increases, 
spending cuts, and higher prices for public services. 
Monetary policy had been reinforced with a sharp 
hike in interest rates and strict controls to limit the 
extension of credit. And steps were undertaken to 
modify Italy’s wage indexation system, with the view 
to bringing the rate of inflation down from 22 percent 
to 13 percent by spring 1978.

The completion of this program and the conclusion 
of a standby agreement had been welcomed in the
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market. It provided Italy with $530 million of new IMF 
credit and assured the availability of a further $500 
million from the EC. In addition, it paved the way for 
more private external borrowing since— with the out
look for the lira now more assured and with availability 
of domestic credit greatly restricted— Italian banks and 
companies had a strong incentive to meet their financ
ing needs abroad. Bolstered by these and other capital 
inflows, the lira had steadied around $0.001130 (Lit 
885) through early summer. The authorities bought sub
stantial amounts of dollars in adding to Italy’s foreign 
exchange reserves, which rose to $7.1 billion by end- 
July.

By early August, the pace of these capital inflows 
had begun to slow as the tapering-off of seasonal 
tourist receipts left the market uncertain about the 
vulnerability of the lira to renewed downward pres
sure. But Italy’s current account, now benefiting from 
the impact of the lira ’s 22 percent fall in 1976 and of 
the new austerity program, swung toward surplus. 
Therefore, continuing commercial needs kept the lira 
in demand throughout the late summer. The Bank of 
Italy again took in dollars, albeit at a more modest 
pace. The central bank also took advantage of the 
favorable climate in the exchange markets to cut the 
Bank of Italy’s discount rate 11/2 percentage points to
111/2 percent in late August. The authorities made fur
ther repayments of credits to the IMF and, in September, 
repaid a $500 million tranche on a $2 billion gold- 
dollar swap the Bank of Italy had with the Bundesbank. 
Even with these repayments, Italy’s foreign exchange 
reserves declined only $518 million during August- 
September.

By October the lira, too, had become caught up in 
the generalized advance against the dollar. Demand

for lire intensified and, with the Bank of Italy acting to 
lim it the rise in the rate, its purchases of dollars in
creased. The unpegging of sterling at end-October trig
gered even more favorable shifts in commercial leads 
and lags, as market participants came to expect the 
Italian authorities might follow suit. As a result, by 
end-November, Italy’s foreign exchange reserves had 
risen $1.6 billion in two months while the spot rate had 
advanced to $0.001140 (Lit 877.2).

Meanwhile, Italy’s current account had strengthened 
further, swinging from a $2.8 billion deficit in 1976 to 
a near $2 billion surplus in 1977. Moreover, the govern
ment’s new austerity program had succeeded in bring
ing the inflation rate down toward 16 percent in just 
half a year. But these improvements resulted in a 
considerable slowing of the domestic economy. Indus
trial production had dropped off sharply to levels be
low those of the previous year. Unemployment rose 
and, with corporate profits squeezed by the high cost 
of borrowing funds, the prospects for an improvement 
in the labor market seemed dim. Pressure was mount
ing for new action to stimulate the domestic economy 
now that some progress had been achieved on the in
flation and balance-of-payments fronts. At the same 
time, however, the public sector deficit had exceeded 
the limit specified in the standby agreement and sub
sequent discussions with the IMF. The minority govern
ment entered into a new round of negotiations with 
the opposition parties and the trade unions on new 
measures to increase public service prices and to re
duce expenditures. But by this time the Communist 
Party and the trade unions were facing growing opposi
tion from within their own ranks against the tacit sup
port they were providing for government policies.

Uncertainties over the outcome of these negotia
tions, which ultimately led to the resignation of Premier 
Andreotti’s 11/2-year-old government, overshadowed 
the market for lire during December and January. 
Flows into Italy slowed substantially, and the lira came 
on offer at times. But the pressure did not cumulate 
because the market remained aware of Italy’s ample 
exchange reserves and the overriding concern at the 
time was the dollar’s continuing decline. Nevertheless, 
the lira weakened against the other major currencies 
on the Continent, with the Bank of Italy selling dollars 
on balance during these two months. But against the 
dollar the lira rose to trade at $0.001153 (Lit 867.3) 
on January 31. Overall, it rose 1% percent for the 
period while on balance Italy’s foreign exchange re
serves increased to $7.6 billion.

EC snake
During the period under review, most of the currencies 
w ithin the EC snake were pulled up sharply by the rise
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in the German mark against the dollar. An exception 
was the Swedish krona which, after coming on offer 
throughout the summer in reaction to a continued 
deterioration in Sweden’s trade and price performance, 
was withdrawn for the time being from the jo int float 
on August 29. At that time, it was devalued by 10 
percent in relation to a basket of currencies (weighted 
according to their importance in Sweden’s foreign 
trade). This entailed a marking-down of the krona by 
9 percent against the dollar, before it steadied on an 
unwinding of short positions and commercial leads 
and lags. Simultaneously, with this exchange rate 
adjustment by a major trading partner, Norway and 
Denmark each adjusted downward the intervention 
points of their currencies by 5 percent against the 
other members of the snake. Following this adjustment 
— the third in less than a year— the Danish krone and 
Norwegian krone moved into first and second position 
in the newly realigned joint float. The mark sank to 
the bottom, thereby affording the National Bank of 
Denmark an opportunity to take marks into its reserves.

Over the next two months, trading relationships 
were comfortable within the jo in t float. But by mid- 
November, the mark had moved back up to the top of 
the snake. In the increasingly unsettled climate which 
was developing, the market began once again to ques
tion the durability of the current rate relationships w ith
in the snake. As the mark surged further upward 
against the dollar, the remaining currencies became 
caught on the floor of a rising joint float. Rumors of 
another imminent realignment or breakup of the snake 
surfaced repeatedly. Each time, the selling of weaker 
currencies intensified, with the greatest pressures 
coming before weekends and during the December 5-6 
EC summit meeting. In response, there was large official 
intervention in both dollars and marks, and several 
EC central banks tightened their domestic money mar
kets to maintain the jo int float intervention limits.

Following these initiatives, tensions within the EC 
snake eased in late December and market participants 
came increasingly to focus on the dollar generally. 
Thus, the currencies at the bottom of the joint float 
moved off the floor of the band, thereby enabling the 
respective central banks to relax monetary pressures 
and purchase marks in the exchange market to repay 
debt to the Bundesbank. For the most part, trading 
remained quiet in the joint float through the end of 
the period. But one currency, the Norwegian krone, 
continued to require official support from the Norges 
Bank and the Bundesbank to keep pace with the mark. 
In mid-February, to restore a more competitive relation
ship with its major trading partners, the Norwegian au
thorities announced an 8 percent downward adjustment 
of their currency against the other snake currencies.

Japanese yen
During the summer of 1977, economic growth in Japan 
was still far below the pace projected by the Japanese 
authorities. Fear of mounting layoffs in a country where 
the security of lifetime employment has been a tradi
tion was becoming an increasingly important domestic 
issue. The government had acted, both through fiscal 
spending programs and a lowering of interest rates, 
to provide modest stimulation without aggravating the 
rate of inflation which was still running over 8 percent 
per annum. But the private sector had been slow to 
respond. Businessmen were reluctant to increase in
vestment in new plant and equipment in view of the 
worsening squeeze on profit margins, the recent rise 
in the yen, and the fear of protectionist actions against 
Japanese goods abroad. The continued sluggishness 
of the Japanese economy had exerted a powerful drag 
on imports. Exports had continued to expand in line 
with more buoyant economic conditions elsewhere, par
ticularly in the United States. As a result, Japan’s cur
rent account had mounted to a massive $10 billion at 
an annual rate, generating considerable concern inter
nationally.

As the exchange markets had responded to these 
developments, the yen had advanced 4 percent in the 
late spring and early summer. But then, as dealers 
came to expect the government to take stronger steps 
to bolster the domestic economy, the spot rate settled 
in the vicinity of ¥  267 ($0.003745) through August. 
In early September, the government proposed a 
¥  2 trillion package of increased public expenditures, 
along with special programs to aid industry and to 
speed up raw materials imports. In addition, the Bank 
of Japan cut its discount rate by % percent to 41/4
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percent while also reducing reserve requirements to 
facilitate a sustainable economic recovery through a 
further decline of general interest rates. Market re
action to the measures was mild, since few of the 
provisions were expected to have an immediate effect. 
But the lowering of Japanese short-term interest rates, 
at a time when United States rates were rising, gave 
further incentive for Japanese companies to reduce 
their trade financing in dollars in favor of credits in 
yen. In addition, capital outflows, such as foreign bor
rowings in Japan, were encouraged. With these out
flows offsetting to some degree the continuing cur
rent account surplus, the yen market remained in 
rough balance through mid-September.

Nevertheless, Japan was still cumulating massive 
trade surpluses each month, while the United States 
continued to run a trade deficit at an annual rate of 
$30 billion. Concerns over this continued imbalance 
remained strong, and in late September the market 
came to realize that both private and official fore
casters were projecting an even larger United States 
deficit in 1978. Under these circumstances, Japanese 
officials attending the IMF-World Bank meetings in 
Washington were openly urged to take further steps 
to expand the Japanese economy and to open their 
markets more to foreign goods, or risk further pro
tectionist measures in their major export markets. 
Within Japan itself a hot debate was also taking place 
over whether further reflationary measures were 
needed to revive the domestic economy.

In this atmosphere, a new wave of demand built up 
for the yen. As the spot yen rose, even broader demand 
came into the market on the expectation of higher 
yen rates to come. The forward yen also strengthened, 
thereby opening up an incentive for nonresident place
ment of funds, on a covered basis, in “ free”  yen de
posits and investment in Japanese government securi
ties. Most of the pressure on the yen was concentrated 
in the Tokyo market. But it also spilled into the Euro
pean and United States exchange markets where, with 
the dollar generally on offer, the rise in the yen rein
forced and was reinforced by the rise in other ma
jor currencies. Thus, in seven weeks through mid- 
November, the yen advanced by 9 percent to some 
¥245 ($0.004080), even as the Bank of Japan inter
vened forcefully on occasion to slow the rise.

By that time, the rush into yen was far exceeding the 
surplus on either trade or current account. Inflows of 
speculative funds were accentuating the yen’s sharp 
rise and threatening to disrupt the domestic money 
market. In response, the authorities announced on 
November 17 the suspension of public offerings of 
Japanese Treasury bills and the imposition of a 50 
percent marginal reserve requirement on “ free” yen

deposits. On November 24, the Bank of Japan fol
lowed up with very heavy intervention, which settled 
the market with the yen trading at around the ¥  240 
($0.004167) level. Reflecting in large part the Bank of 
Japan’s intervention during October-November, Japan’s 
reserves increased by $4.5 billion since end-July.

On November 28, Prime Minister Fukuda announced 
a reshuffling of his cabinet in an attempt to accelerate 
efforts to prepare a program to reduce the trade 
surplus while also stimulating the economy. These 
moves gave new impetus to bilateral trade negotiations 
between the United States and Japan in preparation 
for the Tokyo round of multilateral negotiations on re
ducing tariff and nontariff barriers to trade. In this 
more positive atmosphere, the yen fluctuated narrowly 
in the first half of December, even as the dollar was 
weakening against other major currencies.

Nevertheless, most of the underlying problems affect
ing the Japanese trade imbalance remained. The 
uncertainties over the Japanese economic outlook 
generated by the yen’s continued rise was keeping the 
domestic economy sluggish, lowering import growth, 
and preventing the leveling-off of export volume from 
cutting the trade surplus. In fact, the trade surplus was 
actually becoming somewhat wider as a result of the 
impact of the yen’s appreciation on the terms of trade. 
For 1977 as a whole, the total surplus reached $17.5 
billion, up $7.6 billion from 1976. In this context, dealers 
remained sensitive to public statements about the 
ongoing trade negotiations, indicating that a dramatic 
change in Japanese trade flows could not be expected 
in the short term. Moreover, as the year-end ap
proached, the exchange markets for the dollar gen
erally had become more disorderly. Consequently, the 
yen came into sporadic bouts of demand through the 
rest of December and into early 1978. The Bank of 
Japan continued to intervene forcefully in the Tokyo 
market and, beginning in late December, supplemented 
these operations by occasionally intervening in the 
New York market through this Bank. Even so, the 
yen continued to be bid up to reach a high of ¥236.5 
($0.004228) in New York on January 4.

Following the United States authorities’ announce
ment of a more active intervention approach, the yen 
rate fell back some 2 percent. Thereafter, the yen 
moved more narrowly in a reasonably balanced mar
ket. Announcement of proposed budget changes gave 
promise of additional fiscal stimulation to the Japa
nese economy. Later in January, a joint statement by 
the Japanese and American trade negotiators also 
helped remove some of the tension in the market. By 
the month end, the yen was trading around ¥241.5 
($0.004140) for a net rise of 101/ j percent over the six- 
month period under review. During that time, Japanese
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reserves had risen, largely through official intervention 
purchases, by $5.7 billion to $23.4 billion.

Canadian dollar
For two years the Canadian authorities had in place 
broad monetary and fiscal restraints as well as income 
controls to curb the severe inflationary pressures that 
had afflicted the Canadian economy. Although these 
efforts had brought some early success, the authorities 
acknowledged last July that, with the increase in 
prices still hovering around a rate of 9 percent, their
6 percent target could not be achieved during 1977. 
Meanwhile, the slow pace of economic activity for the 
second quarter and the rise in unemployment— espe
cially in Quebec and the maritime provinces— had be
come apparent. Political and social tensions generated 
by the presence in Quebec of a government com
mitted over the long term to establishing the province’s 
independence also introduced uncertainties that ex
erted a drag on spending by both businessmen and 
consumers. Many in the market, therefore, came to 
expect that the government would shift its priorities 
away from containing inflation toward stimulating an 
early rise in employment.

Externally, Canada’s current account deficit remained 
above the $4 billion level at an annual rate. Unlike 
1976, this deficit was not fully covered by capital in
flows generated by long-term borrowing abroad. In
stead, Canadian public authorities had postponed 
some of their financing until doubts over foreign 
capital market receptiveness to Canadian placements 
had been cleared up. Moreover, a decline in Canadian 
interest rates earlier in the year had already eroded

interest incentives for short-term flows inio Canada 
and, when United States interest rates started to firm 
after midyear, market participants expected these in
terest rate differentials to narrow further. In response, 
the Canadian dollar had already come heavily on offer 
in the exchange markets. From November 1976 through 
mid-August, it had dropped 93A percent to as low as 
$0.9269 before steadying somewhat to trade around 
$0.9320 through end-September.

By early October, however, bearish sentiment toward 
the Canadian dollar resurfaced. The calendar for 
new Canadian external borrowings over the near term 
appeared light, and conversions of previous borrow
ings tapered off. Looking ahead, some market partici
pants were apprehensive that the government might 
announce substantial reflationary measures in an eco
nomic policy message scheduled for later in the 
month. Others concluded from official reaffirmation of 
Canada’s floating exchange rate policy that the au
thorities were prepared for the rate to go substantially 
lower. Moreover, reports that the provincial govern
ment might “ nationalize”  certain key industries in Que
bec, coming on top of an earlier move to adopt French 
as the official provincial language, further heightened 
market tensions. In this atmosphere, a wave of selling 
gathered momentum. Market professionals sold Ca
nadian dollars short, commercial leads and lags shifted 
against the currency, and some United States corpora
tions chose to repatriate funds ahead of the usual year- 
end date. The rate was thereby driven down late in 
October to a low of $0.8950. The Bank of Canada’s inter
vention to maintain orderly markets under the circum 
stances resulted in sizable dollar sales in October, as
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reflected in a $605 million decline in external reserves 
for that month alone. This decline brought Canada’s ex
ternal reserves down to $4.2 billion by October 31, the 
lowest level for Canadian reserves since May 1970.

By this time, however, the Canadian economy was 
beginning to gain strength and Canada’s trade account 
was starting to respond to the decline in the exchange 
rate. The government had presented its economic mes
sage, which contained only moderately stimulatory 
measures. Finance Minister Chretien also had an
nounced the dismantling of the wage-price control pro
gram, but gradually rather than immediately as some 
in the market had anticipated. For its part, the Bank of 
Canada had lowered its monetary growth target to con
tinue to exert a moderating influence on inflation. More
over, the Canadian authorities arranged a seven-year 
Euro-dollar standby credit of $1.5 billion with Canadian 
banks to replenish, if needed, official dollar reserves.

These developments helped steady the Canadian 
dollar during November-December. Dealers who had 
gone short Canadian dollars earlier in the year began 
to bid for the currency to square their positions before 
the year-end. Moreover, Canadian public authorities

began again to borrow heavily in foreign capital mar
kets and to convert the proceeds of these and recent 
issues into Canadian dollars. These demands more 
than offset whatever commercial year-end selling re
mained to meet debt servicing requirements and for
eign dividend payments. Thus, the rate advanced to as 
high as $0.9202, some 2% percent above its October 
lows. In smoothing the rise, the Bank of Canada was 
a net buyer of United States dollars.

In January, however, renewed concern over the 
economic and political outlook contributed to more 
volatile trading in the Canadian dollar. Moreover, 
United States short-term interest rates had risen further 
to levels above comparable rates in Canada, and 
the calendar for new Canadian borrowings appeared 
to have thinned out. The spot rate thus fluctuated 
lower, and the Bank of Canada was again a net seller 
of United States dollars. The Canadian dollar had 
eased to $0.9031 by January 31, ending the period 
31/2 percent below its level at end-July 1977. Canada’s 
external reserves stood at $4.4 billion, up $234 million 
from the low point reached last October but down 
$604 million from the level of six months before.
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February-April 1978 Interim Report 
(This report was released to the Congress 
and to the press on May 31,1978.)

Treasury and Federal Reserve 
Foreign Exchange Operations

In late 1977-early 1978, the United States dollar had 
come under generalized selling pressure in increas
ingly disorderly exchange market conditions. Among 
the steps taken by the United States authorities to 
counter the disorder, the Federal Reserve’s foreign 
exchange Trading Desk had shifted in early January 
to a more open and forceful intervention approach, 
utilizing the resources of both the Federal Reserve and 
the United States Treasury. These operations, in co
ordination with the intervention by the trading desks 
of foreign central banks, helped restore a sense of 
two-way risk to the market and dollar rates settled 
somewhat above their earlier lows. On January 31, 
swap drawings in German marks on the Bundesbank 
had reached $1,251.2 million equivalent by the Federal 
Reserve and $407.4 million equivalent by the United 
States Treasury. The Federal Reserve had also drawn 
$18.9 million equivalent of Swiss francs under the swap 
arrangement with the Swiss National Bank to finance 
intervention in that currency.

Despite these actions, market psychology remained 
extremely bearish toward the dollar. Abroad, economic 
growth continued to fall short of official expectations,

A report by Alan R. Holmes and Scott E. Pardee.
Mr. Holmes is the Executive Vice President in charge of the 
Foreign Function of the Federal Reserve Bank of New York and 
Manager, System Open Market Account. Mr. Pardee is 
Vice President in the Foreign Function and Deputy Manager for 
Foreign Operations of the System Open Market Account. The 
Bank acts as agent for both the Treasury and the Federal 
Reserve System in the conduct of foreign exchange operations.

holding out little promise of an early reduction in the 
United States trade and current account deficits 
through a demand-induced expansion in our exports. 
In the United States, the Administration’s energy bill, 
designed to curb the rise in oil imports over time, re
mained bottled up in the Congress. Moreover, both a 
prolonged coal strike and the fierce winter weather 
raised uncertainties over the near-term outlook for the 
domestic economy and the trade balance. And, of 
growing concern to the market, the pace of inflation 
was quickening in the United States even as price in
creases in other major countries continued to moderate.

These concerns underlay the heavy selling pressure 
on the dollar, which reemerged toward mid-February. 
As the markets again became unsettled, the United 
States authorities together with those of other major 
countries continued to intervene forcefully. The Fed
eral Reserve Bank of New York operated on ten trad
ing days between February 10 and 28, selling a total 
of $714.5 million equivalent of marks. These sales were 
split evenly between the Federal Reserve and the 
Treasury and were financed by drawings on their re
spective swap lines with the Bundesbank. The Federal 
Reserve also sold a further $50.1 million of Swiss 
francs, financed by drawings on its swap line with the 
Swiss National Bank.

By late February the dollar had declined generally, 
falling as much as 5 percent against the German mark 
and 9 percent against the Swiss franc. The Swiss au
thorities then imposed harsh new exchange controls
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Table 1
Federal Reserve Reciprocal Currency Arrangements
In millions of dollars

Institution Amount of facility April 30, 1978

Table 3

Federal Reserve System Repayments under 
Special Swap Arrangement with the 
Swiss National Bank
In millions of dollars equivalent

Austrian National Bank ..................................................  $ 250
National Bank of Belgium .............................................. 1,000
Bank of Canada ..............................................................  2,000
National Bank of Denmark ............................................ 250
Bank of England ..............................................................  3,000
Bank of France ................................................................. 2,000
German Federal Bank ....................................................  4,000*
Bank of Italy ..................................................................... 3,000
Bank of Japan ................................................................  2,000
Bank of M ex ico ................................................................. 360
Netherlands B a n k ............................................................  500
Bank of Norway ............................................................... 250
Bank of Sweden ..............................................................  300
Swiss National Bank ......................................................  1,400
Bank for International Settlements:

Swiss francs-dollars ....................................................  600
Other authorized European currencies-dollars___  1,250

System swap February System swap
commitments through commitments
January 31, 1978 April 30, 1978 April 30, 1978

470.1 -8 8 .2 381.9

Data are on a transaction-date basis.

Table 4

Drawings and Repayments by 
Foreign Central Banks and the Bank for 
International Settlements under 
Reciprocal Currency Arrangements
In millions of dollars; drawings ( +  ) or repayments ( —)

* Increased by $2,000 million effective March 13, 1978.
Banks drawing on 
Federal Reserve System

Outstanding 
January 31, 

1978

February 
through 
April 30, 

1978

Outstanding 
April 30, 

1978

‘ Bank for International 
Settlements (against 
German marks) ............. 147.0 ( +  148.0 

I —295.0 -0-

Total ............................... 147.0 ( +  148.0 
} -295 .0 -0-

Table 2

Federal Reserve System Drawings and 
Repayments under Reciprocal Currency 
Arrangements
In millions of dollars equivalent; 
drawings (+ )  or repayments ( —)

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.

Transactions with

System 
swap 

commit
ments 

January 31, 
1978

February 
through 
April 30, 

1978

System 
swap 

commit
ments 

April 30, 
1978

German Federal Bank . .  1,251.2 ( +  592.6 
(-136 .1 1,707.8

Swiss National Bank . 18.9 +  50.1 69.0

Total ............................. .. 1,270.1 (+642.8 
{  — 136.1 1,776.8

Table 5

United States Treasury Securities, 
Foreign Currency Series 
Issued to the Swiss National Bank
In millions of dollars equivalent; 
issues ( +  ) or redemptions (—)

Because of rounding, figures may not add to totals. 
Data are on a transaction-date basis.

Amount of February Amount of
commitments through commitments
January 31, 1978 April 30, 1978 April 30, 1978

1,118.0 -123 .4 994.6

Data are on a transaction-date basis.
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which went so far as to induce actual liquidations of 
nonresident investments in their country. With the 
exchange rate for the German mark approaching $0.50 
(DM 2.00 to the dollar), some traders feared that a 
clear breach of that level would lead to the broader 
use of exchange controls or of protectionist measures 
to contain the flow out of dollars. To the extent that 
such measures might trigger a snap back in dollar 
rates, some dealers were hesitant to take on new 
short positions at those levels and a few moved to 
cover short positions taken earlier. Consequently, 
although the mark rate rose briefly above $0.50 in early 
March, it soon settled back without intervention by the 
Federal Reserve.

During March, some of the market’s more basic con
cerns began to\ease. Once the coal strike was settled 
and the weather improved, the United States economy 
showed signs of renewed vigor. Following his confirma
tion as Chairman of the Federal Reserve Board, Mr. 
Miller argued that in view of the economy’s underlying 
strength the focus of economic policy should be shifted 
toward curbing inflation. Moreover, both President 
Carter and Chancellor Schmidt indicated that new con
sultations on economic and financial policy were un
der way between the two governments. With this sense 
of movement on the policy front, some bidding for 
dollars emerged.

On March 13, following their discussions, the United 
States and German authorities issued a joint statement. 
Among the elements of agreement, both sides reaf
firmed that continuing forceful action would be taken 
to counter disorderly conditions in the exchange mar
kets and that close cooperation to that purpose would 
be maintained. The swap line between the Federal Re
serve and the Bundesbank was doubled to $4 billion. 
Moreover, the United States Treasury announced that 
it was prepared to sell $730 million equivalent of spe
cial drawing rights (SDRs) to Germany and, if neces
sary, to draw on its reserve position at the International 
Monetary Fund to acquire currencies which might be 
needed for intervention. Some dealers had anticipated 
more far-reaching provisions, however, and immedi
ately following release of the statement the dollar came 
under a heavy burst of selling pressure. On that day 
and the next, this Bank, in coordination with the Bundes
bank, again intervened forcibly selling a further $372 
million equivalent of marks financed through equal 
swap drawings by the System and the Treasury. Once 
the initial reaction passed, however, the market came 
into better balance.

Toward the month end the dollar briefly came under 
pressure following announcement of a record $4.5 bil
lion United States trade deficit for February and in the 
backwash of heavy flows into the Japanese yen. The

New York Federal Reserve Bank intervened on two 
days, selling a total of $120.2 million of marks. Of that 
total, $98.7 million equivalent was financed by equal 
drawings by the System and the Treasury on swap lines 
with the Bundesbank and the rest came from balances. 
The swap drawings raised the combined mark indebt
edness of the United States authorities to a peak of 
$2,844 million equivalent, of which $1,844 million 
equivalent was drawn by the Federal Reserve and 
$1,000 million equivalent by the Treasury.

In April, further policy developments in the United 
States helped generate a better tone for the dollar. 
President Carter announced a series of proposals 
against inflation and pressed the Congress to move 
ahead on energy legislation. For its part, the Congress 
scrapped some legislative items which were con
sidered particularly inflationary and intensified its 
efforts toward a compromise on the energy bill. Also, 
as data on the monetary aggregates came in very 
strong, the Federal Reserve shifted to a less accommo
dative stance in the domestic money market, leading 
to a firming of interest rates. Both the exchange mar
ket and the United States stock Market reacted favor
ably to these changes. The United States Treasury’s 
announcement of its intention to sell gold in a series 
of monthly public auctions beginning in May was also 
well received. In all, by end-April, the dollar had moved 
well away from its lows against most major currencies, 
rising by 4 percent against the German marlc.

With the markets generally more orderly and the 
dollar now more resilient to selling pressures, central 
bank intervention tapered off. The Federal Reserve 
Bank of New York intervened on only one further 
occasion in April, selling $3.9 million equivalent of 
marks out of balances on April 27. Otherwise, the 
Federal Reserve and the Treasury purchased mark 
balances from correspondents and in the market to 
begin to liquidate swap debt. By April 30, the Federal 
Reserve had repaid $136.1 million of drawings, reduc
ing the amount outstanding to $1,707.8 million equiva
lent, and the Treasury had repaid $88.9 million 
equivalent, cutting its debt to $911.1 million of marks.

In addition, the Federal Reserve and the United 
States Treasury continued with the program agreed to 
in October 1976 for an orderly repayment of pre- 
August 1971 franc-denominated liabilities still out
standing with the Swiss National Bank. The Federal 
Reserve liquidated $88.2 million equivalent of special 
swap debt with the Swiss central bank, leaving $381.9 
million equivalent of indebtedness still outstanding as 
of April 30. These repayments were financed with 
francs purchased directly from the Swiss National 
Bank mainly against dollars, but also against marks 
and French francs. The United States Treasury’s Ex
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change Stabilization Fund used Swiss francs pur
chased directly from the Swiss central bank to repay 
$123.4 million equivalent of franc-denominated securi
ties, leaving $994.6 million equivalent of these obliga
tions still outstanding as of April 30.

* * * *

From time to time in public discussions and academic 
literature reference has been made to foreign ex
change profits and losses of the Federal Reserve and 
the United States Treasury. The Federal Reserve re

ports its realized net foreign exchange profits each 
year as part of its annual statement of earnings and 
expenses. The Exchange Stabilization Fund, which 
handles the foreign exchange operations of the United 
States Treasury, reports its net earnings on a quarterly 
basis, in the Treasury Bulletin. Table 6 recapitulates 
figures on realized gains and losses on an annual 
basis from 1961, when the United States authorities 
resumed foreign exchange operations.

For the period 1961-70, a single figure is given for 
each institution, reflecting profits or losses arising from 
operations undertaken at the time. For 1971 to date,

Table 6

Net Profits (+ )  and Losses (—) on United States Treasury and Federal Reserve 
Foreign Exchange Operations
In millions of dollars

Year

Net profits ( +  ) and losses ( —)
Exchange

Federal Stabilization 
Reserve Fund

1961 ........................................ +  0.2
1962 ....................................... ................. +  0.3 +  1.5
1963 ....................................... ................. +  0.3 +  0.9
1964 ....................................... ................. +  0.1 — 0.1
1965 ....................................... ................. +  1.0 +  3.5
1966 ........................................ ................. +  1.4 +  3.2
1967 ....................................... ................. +  1.3 +  1.5
1968 ........................................ ................. +  8.1 +  2.2
1969 ........................................ ................. +  6.4 -  1.0
1970 ....................................... ................. +  3.0 -2 0 .7

Total 1961-70 ....................... .................  +21.9 -  8.8

Net profits ( + )  and losses ( —)
on liquidations of foreign currency

Net profits ( +  ) and losses ( —) debts outstanding as of
related to current operations August 15, 1971

Exchange Exchange
Federal Stabilization Federal Stabilization

Year Reserve Fund Reserve Fund

1971 ........................................ ................. + 3 . 7 +  3.7 -  11.9 +  14.1
1972 ........................................ ................. +  1.4 -  54.5 -160 .3 *
1973 ........................................ -  47.5 -231 .5*
1974 ........................................ ................. +  4.1 -  37.7 -  11.6*
1975 ........................................ ................. + 8 . 0 — 250.2t -  0.1*
1976 ........................................ ................. +  6.2 -  34.0 — 13.8
1977 ........................................ ................. +  4.6 — 148.2 -113 .0

Total 1971-77 ......................... ................. +29.3 +  3.7 —583.9 -516 .2
January-April 1978 ............... ................. -  8.1 -  2.8 -  77.5 -107 .5

Because of rounding, figures may not add to totals. The net profits and losses for the Federal Reserve are on a calendar-year
basis. These figures may differ slightly from data reported in the Federal Reserve Board annual reports, in which
net profits and losses realized in the last days of some years were reflected in the Income Statement for the following year.
* Indicated net losses reflect revaluations of foreign currency liabilities to take account of the two dollar devaluations, 

except for $84.5 million in 1972 and $61.6 million in 1973 which were realized on repayments of debts.
t  Of which $250.0 million reflects revaluations of foreign currency liabilities to take account of the 

two devaluations of the dollar.
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the figures on current operations are shown separately 
from those on liquidations of foreign currency debts 
outstanding as of August 15, 1971, when the United 
States suspended convertibility of the United States 
dollar into gold. Although current exchange market 
operations in recent years have continued to yield net 
profits, intervention by the United States authorities 
has been conducted with the objective of countering 
disorderly conditions in the exchange market, not of 
aiming for profits. Indeed, the experience has been that 
in the first instance, when the dollar is declining in a 
one-way market, swap debt mounts and the United 
States authorities face possible losses on outstanding 
swap contracts. But once the market settles down and 
positions in the market are unwound, the dollar rates 
rise, providing the opportunity for the United States 
authorities to cover their debt at a reduced loss or 
even a profit. As a matter of policy, however, the United 
States authorities have chosen to repay debt as quickly 
as market conditions permit so as to maintain the 
short-term nature of the swap facilities rather than to 
wait for profits. The swap repayments in late April

were at a loss, which is reflected in the figures for 
January-April 1978.

With respect to the net losses on foreign currency 
debt outstanding as of August 15, 1971, it must be re
membered that the debt was incurred under a regime 
in which officially held dollars were convertible into 
gold, held by the United States Treasury. These financ
ing techniques were among the many adopted by 
major countries to reduce the use of gold while pro
viding the holder of the debt with protection against 
exchange risk. After the suspension of dollar convert
ibility in 1971, the dollar was formally devalued twice, 
in 1972 and 1973, and was floated in 1973. As re
counted in this series of reports on Treasury and 
Federal Reserve operations, the debt has been repaid 
by a variety of means, but in fulfilling the contractual 
responsibility on exchange risk the United States au
thorities have absorbed the losses set forth in the table. 
To the extent that the United States gold stock was in 
fact conserved by the original operations, the increase 
in value of that gold at current market prices would 
be well in excess of the losses actually taken.
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TWO NEW PUBLICATIONS

The Federal Reserve Bank of New York is 
pleased to announce the publication of Foreign 
Exchange Markets in the United States by Roger 
M. Kubarych. This 48-page book explores the for
eign exchange market’s structure, the types of 
trades and how they are executed, commercial 
bank trading decisions, the economic factors that 
help determine exchange rates, and the dynamics 
of rate movements.

The focus of this entirely new work is on the 
major changes that have taken place in the 
world’s currency markets since the New York Fed 
published The New York Foreign Exchange Mar
ket by Alan R. Holmes and Francis H. Schott in 
1965.

We are pleased also to announce the publication 
of a revised edition of Open Market Operations. 
Paul Meek provides an overview of this important 
tool of monetary policy, including a full descrip
tion of how the Federal Reserve purchases and 
sells Government securities to influence the cost 
and availability of money and credit. The 24-page 
book analyzes the change in emphasis in the 
1970’s toward monetary and credit aggregates as 
policy objectives, using monetary policy of the 
1960’s and 1970’s as background.

Copies of these publications are free. The Bank 
reserves the right to limit bulk orders.
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February-July 1978 Semiannual Report 
(This report was released to the Congress 
and to the press on September 6, 1978)

Treasury and Federal Reserve 
Foreign Exchange Operations

During the six-month period under review, the ex
change markets remained in the grip of uncertainties 
over the outlook for major currencies as serious 
economic imbalances persisted among the industrial 
countries. These imbalances were reflected in the slug
gishness of economic growth abroad relative to the 
strong expansion under way in^the United States, the 
continuing current account surpluses in countries such 
as Japan, Germany, and Switzerland in contrast to our 
current account deficit, and the indications that infla
tion was still abating elsewhere while accelerating 
here. Determined efforts to correct the imbalances 
were under way In most countries with further actions 
taken over the course of early 1978. But by mid
summer the process was far from complete. At the 
Bonn summit on July 16-17, Germany and Japan again 
committed themselves to take additional stimulative 
measures. For its part, the United States promised to 
curb inflation and to press ahead on legislation to 
reduce its dependence on imported oil.

Against this background, market sentiment toward 
the dollar remained very bearish in early 1978, leaving 
the dollar exposed to bouts of heavy selling pressure. 
This was particularly true in February and March, when 
the dollar declined across the board in frequently 
disorderly trading. ‘Between late March and mid-May,

A report by Alan R. Holmes and Scott E. Pardee.
Mr. Holmes is the Executive Vice President in charge of the 
Foreign Function of the Federal Reserve Bank of New York and 
Manager, System Open Market Account. Mr. Pardee is 
Vice President in the Foreign Function and Deputy Manager for 
Foreign Operations of the System Open Market Account. The 
Bank acts as agent for both the Treasury and the Federal 
Reserve System in the conduct of foreign exchange operations.

the immediate pressures on the dollar eased, as market 
sentiment became more positive following a series of 
anti-inflation steps by the Administration and the 
Federal Reserve. The dollar thus rose on an unwinding 
of speculative short positions and the reversal of 
previously adverse commercial leads and lags. Never
theless, in the late spring and early summer, bearish 
sentiment resurfaced in the absence of further progress 
on economic fundamentals, and by late July the dollar 
was again under widespread selling pressure.

In line with the more active intervention tactics 
adopted in early 1978, the United States authorities 
continued to respond forcefully at times when ex
change markets became disorderly. As before, most 
United States intervention was in German marks. For 
the six-month period as a whole, the foreign exchange 
trading desk of the Federal Reserve Bank of New York 
sold a total of $1,511.0 million net of German marks, of 
which $843.5 million was for the account of the Federal 
Reserve and $667.5 million for the United States Trea
sury. Most of this intervention was carried out in Febru
ary and March. On March 13, as part of a broader 
agreement between United States and German au
thorities, the Federal Reserve swap line with the 
German Bundesbank was doubled to $4 billion. By late 
March, the combined swap indebtedness of the United 
States authorities in German marks had reached a 
peak of $2,844 million equivalent, of which $1,844 mil
lion equivalent was drawn by the Federal Reserve and 
$1 billion equivalent was drawn by the Treasury on its 
facility with the Bundesbank. From the end of March 
through mid-July, the United States authorities were 
able to acquire substantial amounts of marks from
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Table 1
Federal Reserve Reciprocal Currency Arrangements
In m illions of dollars

Institution Amount of facility July 31, 1978

Austrian National Bank ......... $ 250
National Bank of Belgium . . . 1,000
Bank of Canada .................... 2,000
National Bank of Denmark ., 250
Bank of England .................... 3,000

Bank of France ...................... 2,000
German Federal B a n k ......... 4,000'
Bank of Italy ............................ 3,000
Bank of Japan ...................... . 2,000
Bank of M e x ic o ...................... . 360
Netherlands Bank .................. 500
Bank of Norway ...................... 250
Bank of Sweden .................... 300
Swiss National Bank .........................................................
Bank for International Settlements:

1,400

Swiss francs-dollars ........... 600
Other authorized European cu rrenc ies-do lla rs___ 1,250

Total ............................................ $22,160

* Increased by $2,000 million, effective March 13, 1978.

Chart 1

The Dollar Against Selected 
Foreign Currencies*

Percent

*  Percentage change of weekly average of bid rates for dollars 
from the average rate for the week of July 5-8, 1977. Figures 
calculated from New York noon quotations.

correspondents and in the market to liquidate swap 
debt. By end-July the System’s debt in marks had been 
reduced by $1,193.4 million to $650.5 million and the 
Treasury’s debt had been cut by $803.0 million of 
marks to $197.0 million.

During the period, the Federal Reserve also inter
vened on a few occasions in Swiss francs, selling a 
total of $82.1 million equivalent. Of this amount, $50.1 
million equivalent was sold in February, which was 
financed by drawings on the swap line with the 
Swiss National Bank, and was fully repaid by late 
May using francs acquired directly from the Swiss 
National Bank. The remaining $32.0 million equivalent 
of francs was sold in late June and July. Of this 
amount, a part came from balances acquired from 
correspondents and $22.9 million equivalent was 
financed by new drawings on the Swiss central bank.

On the repayment of swap debt incurred in 1977-78, 
the policy was to repay these drawings as soon as 
feasible in conformity with the short-term nature of the 
swap facilities. Since dollar rates did not recover fully 
to the earlier levels at which much of the debt was in
curred, the repayment resulted in net realized losses 
on current operations during the first seven months of 
1978. These amounted to $22.8 million for the System 
and $2.2 million for the Treasury.

Finally, during the period the Federal Reserve and 
the Treasury made further repayments to the Swiss 
National Bank of Swiss franc debt incurred prior to the 
suspension of gold convertibility for the dollar in 
August 1971. The System liquidated $191.2 million of 
its special swap debt, reducing the remaining total to 
$278.8 million. The Treasury repaid $267.6 million of 
foreign-currency-denominated securities, leaving $850.4 
million remaining. Repayment netted losses to the 
Federal Reserve of $140.9 million and to the Treasury 
of $196.1 million in the first seven months of 1978.

German mark
In contrast to the strong expansion under way in the 
United States during 1977, economic recovery in Ger
many had been only moderate. To provide support 
to the domestic economy, the government had adopted 
a more stimulatory fiscal policy, undertaking to pro
vide additional tax relief and government investment 
into early 1978. Monetary policy had also been accom
modative. The German Bundesbank, which had inter
vened in the exchange markets to cushion the mark’s 
rise, had temporarily accepted a sharp acceleration 
of monetary growth well beyond its target of 8 per
cent for the year. Interest rates, too, had fallen to the 
point that the central bank’s Lombard rate— which 
forms the upper lim it of the day-to-day money rate in 
the interbank market— was at a historical low of 31/2
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percent and yields on outstanding bonds had plum
meted to their lowest levels since World War II. Mean
while, in the exchanges a sharp rise in the German mark 
late in the year had threatened to present a severe 
obstacle to further growth of economic activity. The 
mark’s appreciation had also set off a wave of anticipa
tory orders for German goods from abroad, in the event 
that the mark would strengthen even more. On balance, 
Germany ended the year with a trade surplus even 
larger than in 1976 and little change in its current 
account surplus.

More orderly trading conditions were established in 
the exchanges following the January 4 announcement 
of a United States Treasury-Bundesbank swap arrange
ment and the shift to a more open and forceful inter
vention approach by the United States. Once these 
operations, together with those of foreign central banks, 
restored a sense of two-way risk in the market, large 
interest rate differentials favoring the dollar began 
to show through. As a result, the mark eased back 
some 3 percent from its early-January peak to trade 
at $0.4740 by end-January. Official intervention in the 
exchanges was reflected in the $979 million increase 
in Germany’s reserves during January to $40.7 billion. 
Meanwhile, swap drawings by the Federal Reserve and 
the Treasury were, by the month end, up to $1,251.2 
million and $407.4 m illion equivalent of marks, respec
tively.

This respite was short-lived, however. Dea'ers were 
disappointed that no new measures to bolster the dollar 
were announced in the Adm inistration’s major policy 
addresses of late January. Talk in mid-February of a

series of international meetings of high-level govern
ment officials served to remind the market of the con
tinuing imbalances among the major industrial nations. 
Reports circulated of a renewed disagreement between 
the United States and Germany on the need for further 
stimulus in Germany. Coming at a time when the mar
ket was already caught off guard by an 8 percent 
devaluation of the Norwegian krone within the Euro
pean Community (EC) snake, these reports spurred 
heavy bidding for marks around mid-February. As 
the mark’s rise accelerated, rumors appeared that 
members of the Organization of Petroleum Exporting 
Countries (OPEC) had shifted substantial amounts of 
funds out of dollars and that the Federal Reserve and 
the Treasury were approaching their respective swap 
limits with the Bundesbank. With this talk spreading 
through the exchanges, both professional and com
mercial bidding for marks gathered force and drove 
the rate higher in late February. In response to these 
rapidly intensifying pressures, the Bundesbank stepped 
up its purchases of dollars. Also, the Federal Reserve 
Bank of New York operated on ten trading days be
tween February 10 and February 28, selling a total of 
$714.5 million equivalent of marks net. These sales 
were split evenly between the Federal Reserve and 
the Treasury and were financed by drawings on their 
respective swap lines with the Bundesbank.

By late February, the mark had risen 5 percent. With 
the spot rate now approaching $0.50 (DM 2.00 to the 
dollar), some traders feared that a clear breach of that 
level would trigger adoption either in the United States 
or Germany of exchange controls, as Switzerland had
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Table 2

Federal Reserve System Drawings and Repayments under 
Reciprocal Currency Arrangements
In m illions of dollars equivalent; drawings ( + )  or repayments ( — )

System swap 
commitments

Transactions with January 1, 1978
1978

I
1978

II
1978
July

System swap 
commitments 
July 31, 1978

German Federal B a n k ...............................  800.1

Swiss National B a n k .................................  -0-

+  1,008.5 

+  69.0

f +  35.2 
I  —800.1

( +  4.8 
{ -  69.0

-3 9 3 .3  

+  18.0

650.5

22.9

T o ta l................................................................ 800.1 +  1,077.6 f +  40.1 
{ -8 6 9 .1 I

+  18.0 
-3 9 3 .3 673.3

Because of rounding, 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 July for value after the reporting period.
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just announced. To the extent that such measures 
might force a reversal of existing positions and thus 
a snapback in dollar rates, some dealers were hesi
tant to take on new positions at prevailing exchange 
rates while some others moved to cover their out
standing positions. Consequently, although the mark 
rate briefly rose above $0.50 in early March, it soon 
settled back w ithout intervention by the United States 
authorities. Meanwhile, both President Carter and 
Chancellor Schmidt indicated that new consultations 
on economic and financial policy were under way 
between their two governments. With this sense of 
movement on the policy front, some selling of marks 
emerged.

Following their discussions, the United States and 
German authorities issued on March 13 a join t state
ment reaffirming that continuing forceful action would 
be taken to counter disorderly conditions in the ex
change market and that close cooperation to that 
purpose would be maintained. To reassure the markets 
that ample resources would be available to finance 
United States intervention, the swap line between the 
Federal Reserve and the Bundesbank was doubled to 
$4 billion. Moreover, the United States Treasury an
nounced that it was prepared to sell SDR 600 million 
to Germany and, if necessary, to draw on its reserve 
position at the International Monetary Fund (IMF) to 
acquire currencies that might be needed for interven
tion. The United States also indicated its commitment to 
conserve energy, to develop new sources of supply, 
and to press for Congressional approval of its energy 
bill. For its part the German government reaffirmed its 
commitment to support economic recovery at home.

Chart 3
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But, because output in the first quarter had been ad
versely affected by transitory factors including indus
trial disputes, the authorities were to wait to consider 
the need for new measures until a clearer picture of the 
state of the German economy would be available.

The market’s initial reaction to this statement was 
one of disappointment. Most participants had been 
looking for a more far-reaching agreement that would 
have had an immediate impact on current payments 
flows. As a result the mark, which had declined to as 
low as $0.4788 just prior to the release of the com
munique, was bid up sharply, rising over 2 percent to 
as high as $0.4898 on March 13 in New York. In 
coordination with the Bundesbank, this Bank again 
intervened forcefully that day and the next, selling 
a further $372 million equivalent of marks financed 
through equal swap drawings by the System and 
the Treasury. After this intervention, the market came 
into better balance for a while. But then toward the 
month end, news of the United States record monthly 
trade deficit of $4.5 billion for February and a rush into 
Japanese yen brought the German mark again into 
strong demand, driving the rate up as high as $0.5031 
by March 31. The German and United States authorities 
stepped up their intervention once more. The desk in 
New York intervened on two more trading days in late 
March, selling $120.2 m illion equivalent of marks. Of
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that total, $98.7 million equivalent was financed by 
equal drawings by the System and the Treasury on their 
respective swap lines with the Bundesbank, and the 
rest came from System balances. These swap drawings 
raised the combined mark indebtedness of the United 
States authorities to a peak of $2,844 million equiv
alent, of which $1,844 million equivalent was drawn by 
the Federal Reserve and $1 billion equivalent by the 
Treasury. In Germany, official purchases of dollars in 
the exchanges contributed to a further $1.5 billion in
crease in Germany’s reserves to $42.2 billion.

During April, the Federal Reserve shifted to a less ac
commodative stance in the domestic money market. 
Also, the Administration strengthened its efforts to 
moderate price and wage increases and to reach 
a compromise on the energy bill. These actions 
prompted an improvement in market sentiment toward 
the dollar. As a result, a heavy reflow of funds out 
of marks into dollar-denominated assets developed, 
a tendency that was encouraged by the exceptionally 
wide interest differentials favoring the dollar and a 
dramatic rebound of the United States stock market. 
These flows, together with the reemergence for the 
first time this year of long-term capital exports from 
Germany, triggered a fall in the mark which brought 
the rate down some 7 percent from its end-March 
levels to $0.4681 by mid-May.

During this time, the Federal Reserve and the Trea
sury took the opportunity of a declining mark to pur
chase marks to liquidate outstanding swap debt with 
the Bundesbank. These marks were bought mostly from 
correspondents, but a small amount was purchased in 
the market. Otherwise, the trading desk intervened on 
only four occasions, selling $95.9 million equivalent of 
marks from System balances and $1.6 million equiv
alent from Treasury balances. Overall, the Federal 
Reserve repaid by May 18 $493.4 million of drawings, 
reducing the amount the System had outstanding to 
$1,350.4 million equivalent. The Treasury also repaid 
$309.4 million equivalent, cutting its debt to $690.6 mil
lion equivalent. In addition, the Bundesbank sold dol
lars, particularly in connection with the conversion of 
foreign DM bonds but also at times when the spot mark 
was dropping rapidly.

In late May, however, the balance of market forces 
suddenly tipped in favor of the mark once more. Con
cern over the United States economic performance re
surfaced as new data and forecasts were released, 
pointing to both a further widening of the United States 
current account deficit and an acceleration of our in
flation rate. Moreover, the excessive liquidity in the 
German money market had been largely absorbed by 
the outflows of capital and by heavy borrowings, in 
excess of current needs, by the government and others

taking advantage of low interest rates. As part of its 
efforts to provide liquidity, the Bundesbank announced 
it would terminate the 100 percent reserve require
ment on the growth of commercial bank nonresident 
liabilities, effective June 1. But the withdrawal of this 
reserve requirement, which had been imposed to con
tain exchange market pressures in December 1977, as 
well as disclosure of dollar sales by several central 
banks, triggered a new wave of commercial and pro
fessional bidding for the mark. The rate jumped 3 per
cent, up to $0.4820, and to maintain orderly trading 
conditions the Bundesbank returned to the market as 
a buyer of dollars. The desk also intervened on two 
occasions, May 18 and May 31, selling $74.4 million 
equivalent of marks in the market, including $54.1 
million equivalent out of System balances and $20.3 
million equivalent out of Treasury balances.

These operations, together with the continued rise 
in United States interest rates and quarter-end consid
erations, helped steady the market in early June. There
after, dealers became cautious about moving into 
marks ahead of the EC summit in Bremen on July 6-7 
and the summit of industrialized countries in Bonn on 
July 16-17. Indeed, since Germany’s production figures 
showed growth to be still disappointingly slow, expec
tations developed that the Schmidt government might 
cut taxes to stimulate the economy before these meet
ings took place. With Germany’s bond market already 
facing a heavy schedule of new issues by state and 
local governments, the need for financing an increased 
federal government deficit generated expectations of 
rises in German interest rates and triggered flows of 
funds out of German government securities to avoid 
capital losses. Moreover, talk of an expansion of the 
EC snake to include the currencies of all Common 
Market countries also tended to divert funds flowing 
out of dollars away from the mark and, in this case, into 
the French franc, the pound, and the Italian lira— the 
three major candidates for membership.

As a result, the mark lost some of its earlier buoy
ancy. Although the mark was well bid in early July fol
lowing the passing of quarter-end constraints and news 
of the narrow decision by the Federal Reserve to raise 
the discount rate by 1A percentage point to 71/4 per
cent, the rate generally lagged behind the rapid 
advances of other European currencies and the yen 
against the dollar through midsummer. After the Bre
men and Bonn summit meetings, news that a new 
stimulatory package would be forthcoming intensified 
the strains in Germany’s financial markets, and funds 
continued to be shifted out of German bonds into 
higher yielding sterling and French franc assets. But at 
times when the mark was caught up in the pressures 
surrounding the dollar’s decline, the Bundesbank
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bought dollars in the Frankfurt market. The Federal 
Reserve trading desk also intervened on five days in 
late June and during July, selling $132.4 m illion equiv
alent of marks. But, in addition, the desk continued to 
buy marks from correspondents, thereby reducing out
standing swap debt to the Bundesbank to $650.5 m il
lion equivalent for the System and to $197.0 million 
equivalent for the Treasury by July 31.

By the end of July the mark was trading against the 
dollar at $0.4919, up nearly 4 percent over the six- 
month period. Against the yen and the Swiss franc, 
however, the mark had fallen almost 19 percent and 
10 percent, respectively. As of July 31, Germany’s 
external reserves stood at $41.1 billion, down $1.1 b il
lion from end-March levels but up $371 million for the 
period under review.

Japanese yen
Faced with a rapidly appreciating currency, a compara
tively slow growth rate, and a further widening in an 
already large trade surplus, the Japanese authorities 
took further steps in 1977 to boost domestic demand 
and to turn around the balance-of-payments position. 
Following the introduction of two supplementary bud
gets late last year, the government was to provide 
for a further expansion of public works expenditures in 
the first half of the new fiscal year starting in April 1978. 
Interest rates in Japan were lowered, both to reduce 
the cost of capital to Japanese firms and to promote 
capital outflows that would offset at least to a degree 
Japan’s continuing current account surplus. In addi
tion, the Japanese government responded to threats 
of rising protectionism abroad by finding ways to open 
the Japanese economy more to foreign goods. In 
bilateral trade negotiations with the United States 
before the Tokyo round of multilateral negotiations, Ja
pan agreed to reduce tariff and nontariff barriers, 
to raise import quotas on several products, to stockpile 
commodities, and to accelerate the purchase of some 
imports. Following these policy initiatives in Japan and 
the United States authorities’ announcement of a more 
active intervention approach, the previously heavy, 
speculative bidding for Japanese yen tapered off dur
ing January and the spot rate eased from its early- 
January peak of $0.004228 to trade at $0.004140 
(¥241.5) by the month end.

But concern over Japan’s trade imbalance persisted. 
In fact, the 22 percent rise in the yen during 1977 so 
inflated Japan’s export values through the improvement 
in the terms of trade that, even as the export volumes 
were beginning to level off, the surplus for 1977 as a 
whole reached $17.3 billion, up $7.4 billion from the 
previous year. Meanwhile, with private forecasters still 
skeptical that the government’s fiscal 1978 target for

real growth of 7 percent could be achieved, the market 
had little  confidence that a “ considerably reduced” 
trade surplus would materialize. Also, inasmuch as the 
rate of inflation in Japan’s chief export market, the 
United States, showed signs of accelerating early in 
the year, Japanese exports were no longer so seri
ously threatened by the rising yen as once feared. 
In this atmosphere, the market remained highly sensi
tive to any new development that might touch off 
another increase in the yen. Although a better balance 
was restored in the market by early February, there 
was little unwinding of long yen positions or of non
resident holdings of “ free”  yen deposits and govern
ment securities.

Then, in mid-February, a general decline in the dol
lar on the exchanges triggered a renewed rise in 
the Japanese yen. At first, the yen moved in line 
with the rise in European currencies. But, in view of 
Japan’s awesome trade surplus, talk spread in the 
market that the government would move to lim it any 
further increase in Japanese exports. In response, 
exporters rushed to speed up their shipments abroad 
before the fiscal year-end in March and, as the yen
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advanced, they scrambled to cover anticipated receipts 
partly in the forward market. As a result, the premium 
on forward yen increased, providing an arbitrage 
incentive to move funds into yen-denominated assets. 
Indeed, by early March the inflows into bonds and free- 
yen deposits had swollen to enormous proportions.

Concerned that a further rise in the yen would ham
per economic recovery and delay even longer the 
needed reduction in the trade surplus, the authorities 
tried to counter the upward pressure on the currency by 
intervening heavily both in Tokyo and in New York 
through the agency of the Federal Reserve Bank of 
New York. In addition, the authorities announced new 
measures to reduce capital inflows, to stabilize the 
yen, and to give a further boost to the domestic econ
omy. The Bank of Japan announced a % percentage 
point cut in its official discount rate to a post-World 
War II low of 3.5 percent and a rise from 50 percent to 
100 percent in reserve requirements on increases in 
nonresident free-yen accounts above the averages 
of daily levels for mid-February. In addition, the gov
ernment announced a prohibition on sales to non
residents of yen bonds issued by domestic entities 
with maturities of less than five years and one month.

Except for a brief respite following these announce
ments, the yen remained in heavy demand during the 
rest of March. To some extent, foreign funds sought 
outlets in longer term Japanese bonds and the Tokyo 
stock market, which were not subject to the new con
trols. Also, despite the cost of new reserve requirements 
on nonresident yen balances, banks were willing to 
attract these funds in order to build up deposits for the 
fiscal year-end. Moreover, by the end of March, the cur
rent account surplus ballooned to a seasonally ad
justed annual rate of $22 billion for the first quarter. 
All in all, the pressure on the yen gained momentum 
toward the month end, pushing the rate up 7% percent 
to $0.004445 (¥225.0) by March 28. The Bank of Japan 
continued to intervene heavily in the exchanges in 
Tokyo and New York. Largely as a result, Japan’s offi
cial reserves rose $5.8 billion from end-January to $29.6 
billion by end-March.

However, as the upward pressures on the yen began 
to subside, the Bank of Japan scaled down its interven
tion toward the end of March. Thereafter, the rate rose 
31/2 percent to as high as $0.004598 (¥217.5) in London 
on April 3, before easing back as the passing of the 
Japanese fiscal year-end led to a reduction in the cov
ering activity by Japanese exporters and an outflow of 
foreign funds from free-yen deposits. Then, from early 
April to late May, the yen fell back from the record 
highs reached around the quarter end. Japanese ex
ports declined sharply. The tightening of controls on 
capital inflows began to take hold. This development,

along with the decline in Japanese interest rates and 
the rise in comparable rates in the United States money 
market, produced some easing of capital inflows to 
Japan. Moreover, yen borrowings by foreign govern
ments and international financial institutions rose 
sharply during April. As a result, the yen declined with 
the other European currencies against the dollar, drop
ping as much as 51/4 percent to as low as $0.004354 
(¥229.7) on May 23.

Meanwhile, the government continued to seek ways 
of achieving temporary reductions in exports and in
creases in imports until its expansionary fiscal and 
monetary policies had time to work through the econ
omy and to generate an increase in consumer demand, 
investment, and imports. During April the authorities 
acted to restrain some exports through administrative 
guidance, to increase imports through commodity 
stockpiling, and to encourage a shift from dollar to yen 
financing by offering to refinance import settlement bills 
for the banks outside their regular rediscount ceilings. 
Also, industrial production and consumer demand 
picked up during the first quarter.

But Japanese trade and current account surpluses 
continued to mount, reflecting the relative price ef
fects of the yen’s appreciation since February and the 
continued adjustments of Japanese exporters to the 
higher yen values. As a result, exchange market partic
ipants concluded that the yen would appreciate further 
against the mark and other European currencies. The 
yen therefore was bid up strongly, beginning in late 
May, on a combination of renewed professional demand 
and the covering of forward receipts by Japanese 
exporters. Within six weeks it had appreciated over
14 percent, far outstripping the rise in other strong cur
rencies. As the yen approached the ¥200 level and as 
exchange market participants focused in late June-early 
July on the Bremen and Bonn summit meetings, the 
yen’s rise slowed temporarily. But, in the aftermath of 
those meetings, the talk of linking together all the 
major European currencies in an expanded joint float 
arrangement left the impression in the market that 
the yen was more vulnerable to upward pressure than 
those other currencies. Moreover, seasonal factors 
pointing to a large volume of exports in July led traders 
to anticipate that heavy commercial bidding for yen 
would persist for the next several weeks. Therefore, 
market professionals and Japanese exporters saw little 
risk on the downside for yen over the near term.

Against this background, the yen became the imme
diate focus of speculative pressure and the inflows into 
free-yen deposits swelled to large proportions, though 
not to the extent of March. Thus, the yen came into de
mand again in July and burst through ¥200 on July 21 
in the midst of a swift exchange market reaction to
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news that an OPEC special advisory panel had recom
mended pricing oil in terms of a basket of currencies. 
Thereafter, the yen was bid up to successive new highs 
each day, as the speculative surge in the rate con
tinued to be reinforced by another rush of Japanese 
exporters to cover their forward receipts. Trading vol
ume mounted, and the yen was bid up to a high of 
$0.005301 (¥188.6) on July 31. At this level the yen 
had advanced 28 percent against the dollar over the 
six-month period. Moreover, the yen had gained 
23 percent against the German mark. To moderate this 
rise in the yen, the Bank of Japan continued to inter
vene both in Tokyo and in New York through the 
Federal Reserve Bank of New York, albeit to a lesser 
extent than in March.

Swiss franc
In the face of generalized tensions in the exchange 
markets, the Swiss franc came into increasingly strong 
upward pressure during 1977, rising by the year-end 
some 27% percent against the dollar and significantly 
against the German mark as well as other currencies. 
At least initially, Swiss firms were able to take advan
tage of Switzerland’s low inflation rate— running slightly 
above 1 percent per annum— to maintain their compet
itive position in world markets. Thus the current ac
count, bolstered by Switzerland’s traditionally large 
earnings on overseas investments, remained in sizable 
surplus and provided the major contribution to growth 
in a domestic economy just pulling out of recession. 
But, by late winter, economic output flagged and the 
prospects for further economic recovery came into 
question when Swiss businessmen, responding to the 
uncertainties generated by the accelerating apprecia
tion of the franc, began to curtail investment spending 
plans.

Meanwhile, in the exchange markets, the Swiss 
authorities had intervened forcefully and tightened up 
controls on capital inflows to counter the pressures on 
the Swiss franc. By late winter the cumulative inter
vention in Swiss francs had added far more liquidity to 
the domestic money market than was called for by the 
National Bank’s target for monetary growth of 5 percent 
for the year. The central bank continued to absorb 
some of this liquid ity by selling dollars to nonresident 
borrowers of Swiss francs under the official capital ex
port conversion requirement. But the National Bank 
permitted a sharp expansion of liquidity in the short run 
to prevent money market strains from pushing up the 
Swiss franc even more, while recognizing that the per
sistence of such excess liquidity might generate trou
blesome inflationary pressures over time. Against this 
background, the market sought to test the authorities’ 
resolve to avoid a renewed rise in the Swiss franc after
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the announcement of more active intervention by the 
United States authorities in early January. Thus, the 
franc remained subject to bouts of buying that threat
ened to trigger broader unsettlement in the exchanges. 
Consequently, the Federal Reserve resumed interven
tion in Swiss francs during January, financing its franc 
sales with drawings of $18.9 million equivalent of francs 
that remained outstanding as of the month end.

In mid-February, when the dollar again came on 
offer generally, the franc came under a new wave of 
commercial and professional demand. Reports that 
multinational corporations were buying francs to repay 
Swiss franc loans gave further momentum to this rise, 
propelling the rate 12 percent above early-February 
levels to $0.5651 against the dollar and up 6% percent 
to SF 0.88 per mark by February 24. In response, the 
Swiss National Bank stepped up its intervention, not 
only in Zurich but also in New York through the 
agency of the Federal Reserve Bank of New York. 
The Federal Reserve also sold a further $50.1 million 
equivalent of francs on February 10-17 in New York, 
financing these sales with additional drawings on 
the swap line with the Swiss National Bank.

Toward the month end, the Swiss authorities took 
further steps to halt the rise in the franc. Effective 
February 27, the central bank cut by V2 percentage
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point the official discount and Lombard rates to 1 per
cent and 2 percent, respectively, the lowest levels in 
the history of the National Bank. Also, the Swiss au
thorities further tightened controls restricting foreign 
inflows. In particular, they reduced the amount of non
resident Swiss franc deposits exempt from the negative 
interest charge, extended the negative interest charge 
to central bank holdings of francs (at maturity of cur
rent deposit), banned nonresident purchases in pri
mary and secondary markets of Swiss franc securities 
issued by domestic entities, and restricted nonresident 
acquisitions of franc-denominated bonds issued by for
eign entities to 35 percent of the total issue.

Following these measures, inflows of foreign funds 
tapered off. Moreover, the market became sensitive to 
the possibility that existing official franc holdings in 
time deposits might be liquidated as they matured and 
become subject to the negative interest charge. The 
franc, therefore, fell back sharply against both the 
dollar and the mark. Although it recouped some of 
these losses at the end of March and in early April 
in response to quarter-end liquidity pressures and news 
of the United States massive trade deficit in February, 
the franc resumed its downtrend in mid-April, when 
trading conditions in the exchange markets generally 
became more settled. By mid-May, the franc dropped 
111/2 percent from its early-March highs to $0.5002. 
Taking advantage of this slide in the rate, the Federal 
Reserve bought sufficient amounts of francs directly 
from the Swiss National Bank to liquidate in full the 
swap debt it had incurred with the Swiss central bank 
earlier in the year.

Meanwhile, an official forecast of a SF 9 billion cur
rent account surplus for the year, second only to 
Japan’s, attracted market attention. Also, as the franc 
moved lower, selling became increasingly hesitant on

the possibility that the authorities might take advan
tage of a more settled exchange market to relax some 
of the existing or newly imposed exchange controls. 
As it was, the Swiss National Bank sold more dol
lars under its capital export conversion program than 
it bought in the market. When the National Bank 
announced it had sold dollars in the market to mop 
up liquidity generated by the heavy intervention earlier 
in the year and, moreover, when figures were released 
showing a 16.7 percent increase in the monetary aggre
gate for the year ended in March, market participants 
began to question the authorities’ willingness to inter
vene again should the franc strengthen.

Against this background, the Swiss franc soon came 
into strong demand again, beginning in late May when 
the dollar came on offer generally. In part, the demand 
was generated by traders anticipating another rush of 
nonresident covering of franc-denominated loans. After 
a rapid advance in late June, the franc leveled off as 
the authorities provided temporary quarter-end assis
tance to the domestic money market through swapping 
francs for dollars for short maturities. But during July 
the franc was bid up even more after news that an 
OPEC advisory panel had recommended oil pricing in 
terms of a basket of currencies and by further signs 
of a pickup in the United States inflation rate. In re
sponse to the franc’s continued advance, the Swiss 
authorities adopted a more flexible lim it for the expan
sion of central bank money and provided further assis
tance to relieve money market strains. But, over the 
course of the month, the flow of funds out of dollars 
and other currencies into francs gathered further steam, 
and the franc emerged as the lead currency in the 
advance against the dollar. By the month end, it had 
soared 15% percent from mid-May levels to $0.5797 
to close the six-month period as a whole up a net
15 percent against the dollar and 10% percent against 
the mark.

Under these circumstances, the Federal Reserve re
turned to the market, on six trading days in June and 
July, selling $32.0 m illion equivalent of Swiss francs 
to maintain orderly trading. Of this amount, $9.1 m il
lion equivalent came from System balances which 
had been replenished by purchases of francs from 
correspondents. The remaining $22.9 million equiv
alent of francs was financed by drawings on the swap 
line with the Swiss National Bank that remained out
standing as of the close of the period. The Swiss cen
tral bank also bought dollars against francs in the 
market both in Zurich and through the Federal Reserve 
Bank trading desk in New York.

During the period under review, the Federal Reserve 
and the United States Treasury continued with the pro
gram agreed to in October 1976 for an orderly repay-

Table 3

Federal Reserve System Repayments under 
Special Swap Arrangement with the 
Swiss National Bank
In m illions of dollars equivalent

System swap System swap
commitments 1978 1978 1978 commitments
January 1, 1978 I II July July 31, 1978

506.5 -9 5 .6 -9 5 .6 -3 6 .4 278.8

Because of rounding, figures do not add to total.

Data are on a value-date basis with the exception of the last two 
columns which include transactions executed in late July for 
value after the reporting period.
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Table 4

Drawings and Repayments by Foreign Central Banks and the Bank for International Settlements 
under Reciprocal Currency Arrangements
In m illions of dollars; drawings ( + )  or repayments (—)

Bank drawing on 
Federal Reserve System

Outstanding 
January 1, 1978

1978
i

1978
II

1978
July

Outstanding 
July 31, 1978

Bank for International Settlements* 
(against German m a rk s ) .......................... -0- f + 295 .0  

\  — 295.0 -0- f  + 22 .0  
\  —22.0 -0-

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 5

United States Treasury Drawings and 
Repayments under Swap Arrangement 
with the German Federal Bank
In m illions of dollars equivalent; 
drawings ( +  ) or repayments ( — )

Table 6

United States Treasury Securities
Foreign Currency Series
Issued to the Swiss National Bank
In m illions of dollars equivalent; 
issues ( + )  or redemptions ( — )

Amount of 
commitments 
January 1, 1978

1978
I

1978
II

1978
July

Amount of 
commitments 
July 31, 1978

-0- +  964.8 ■( +  35.2 
I  —533.6 -2 6 9 .5 197.0

Because of rounding, figures do not add to total.

Data are on a value-date basis with the exception of the last two 
columns which include transactions executed in late July for 
value after the reporting period.

Amount of Amount of
commitments 1978 1978 1978 commitments
January 1,1978 I II July July 31, 1978

1,168.9 -1 3 3 .8 -1 3 3 .8 -5 0 .9 850.4

Data are on a value-date basis with the exception of the last two 
columns which include transactions executed in late July for 
value after the reporting period.

Table 7

Net Profits (+ )  and Losses (—) on United States Treasury and Federal Reserve 
Foreign Exchange Operations
In m illions of dollars

Period

First quarter 1978 ........................

Second quarter 1978 ..................

July 1978 ......................................

Data are on a value-date basis.

Net profits ( + )  and losses ( —) 
related to current operations

Exchange
Federal Stabilization
Reserve Fund

Net profits ( +  ) and losses ( ^ )  
on liquidations of foreign currency 

debts outstanding as of 
August 15, 1971

Exchange
Federal Stabilization
Reserve Fund

-8 1 .1

-8 4 .8

-3 0 .2

-  0.2 

-1 7 .2  

-  5.4

-  0.2 

— 2.9 

+  0.9

-58.7

-60.6

- 21.6
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ment of pre-August 1971 franc-denominated liabilities. 
The Federal Reserve repaid $191.2 m illion equivalent 
of special swap indebtedness, while the Treasury re
deemed $267.6 m illion equivalent of Swiss franc- 
denominated securities by the end of July. Most of the 
francs for these repayments were acquired directly 
from the Swiss National Bank against dollars. How
ever, the Federal Reserve also bought francs from the 
National Bank against the sale of $70.1 m illion equiv
alent of German marks and $13.5 million equivalent of 
French francs, which were in turn either covered in 
the market or drawn from existing balances. By end- 
July, the Federal Reserve’s special swap debt to the 
Swiss National Bank stood at $278.8 million equivalent, 
while the Treasury’s Swiss franc-denominated obliga
tions were reduced to $850.4 m illion equivalent.

Sterling
By 1977, fiscal, monetary, and income restraints in the 
United Kingdom had produced positive results. During 
the second half of the year, retail prices rose by well 
under 10 percent per annum for the first time since 
1973 and Brita in ’s current account swung into surplus. 
In response to these improvements in Britain’s financial 
position, the pound was in heavy demand, and the au
thorities at first took advantage of the favorable shift in 
market sentiment to build up official reserves by pur
chasing dollars in the market. But, when continuing 
inflows of funds threatened to undercut domestic mone
tary policy last fall, sterling was allowed to float upward. 
In view of the pound’s strength in the exchanges, Britain 
was identified as one of those countries which could 
contribute to an improved economic performance world
wide by providing some stimulus to the domestic econ
omy. Indeed, the government took advantage of a sharp 
drop in the public sector borrowing requirement, well 
below the level anticipated in Brita in ’s standby arrange
ment with the IMF, to propose in October a modest tax 
reduction. Thus, by the year-end, private and official 
forecasters expected a strong pickup in economic 
activity this year. But, unlike previous British recoveries 
from recession, the current account surplus was ex
pected to widen substantially in 1978, bolstered by a 
continued expansion of oil production in the North 
Sea. As a result, the pound soared to as high as 
$1.9930 on January 4, before settling back to around 
$1.9500 in late January. Meanwhile, the British authori
ties announced plans to repay and restructure exter
nal debt to reduce foreign obligations and to lengthen 
maturities.

During February, however, market sentiment over the 
outlook for the pound turned more hesitant. As the rise 
in retail prices slowed, the ensuing increase in real 
incomes together with the October tax cuts led to a

faster than anticipated increase in imports, and the 
trade account showed a substantial deficit for January. 
Also, the tax cuts contributed to a rise in the monetary 
aggregates at a time when the slowdown of the infla
tion rates already appeared to be bottoming out. 
Against this background, concern surfaced over the 
competitiveness of British industry at prevailing ex
change rates as well as over the prospects for a con
tinuation of the pay restraint policy. Meanwhile, further 
reflationary measures were widely expected to be con
tained in the government’s April budget.

Under these circumstances, the financing of the 
government’s borrowing needs became more difficult as 
bond market participants, fearing a near-term jump in 
British interest rates, held off acquiring new govern
ment stock and shifted portfolio investments abroad. 
Consequently, sterling came under occasionally heavy 
selling pressure in February and March, falling by 4% 
percent against the dollar to around $1.8650 and by
4.7 percentage points on an effective basis to 61.8 per
cent. The authorities intervened at times heavily to 
moderate the decline of the rate.

In April, the British government announced a budget 
that was only m ildly expansionary but brought the 
public sector borrowing requirement up quickly to the 
maximum suggested by the IMF. To help finance that 
deficit while still containing monetary growth, the Bank 
of England’s minimum lending rate was raised a full 
percentage point to IV 2 percent. Even so, market par
ticipants were doubtful that further fiscal stimulus 
would be compatible with the new guidelines for mone
tary expansion, unless additional restrictive measures
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were imposed. Data revisions suggesting further growth 
in Britain’s monetary aggregates, combined with a con
tinued advance of United States interest rates, deep
ened doubts that the government would be able to 
finance its debt at prevailing interest rates. In addition, 
the imposition by Parliament of tax cuts in excess of 
those proposed in the budget and prospects of an early 
general election made this task seem increasingly 
difficult.

In the exchanges, dealers were wary that nonresi
dents who had built up large-scale portfolios last year 
might liquidate their holdings should British interest 
rates rise further. Also, market participants had noted 
that Britain’s trade figures, while fluctuating widely 
between deficit and surplus, were on average show
ing a much smaller surplus than had been implied 
in official forecasts, even after these forecasts had been 
scaled back substantially. Under these circumstances, 
sterling was subject to bouts of professional and com
mercial selling after mid-April. Against the dollar, spot 
sterling fell another 31/s percent from end-March levels 
to a low of $1.8057 by May 17, while also falling 0.3 
percentage points on an effective basis to 61.5 percent.

To counter these selling pressures, the Bank of 
England sold fairly large amounts of dollars at times 
through early June. But at the same time the authori
ties proceeded to liquidate external debt while also 
renegotiating terms and stretching out maturities on 
some major loans to take advantage of more favorable 
borrowing conditions in the Eurodollar market. Reflect
ing in part the intervention support for the pound and 
net repayments of external debts of $600 million, 
Britain’s external reserves fell over the four months 
by $4.1 billion to $17.3 billion as of May 31.

Meanwhile, the Bank of England had abandoned its 
market-related formula adopted in 1972 for determin
ing its minimum lending rate and reverted to its pre
vious practice of setting the official discount rate 
administratively. The authorities kept the rate at 9 
percent, but market expectations of an early hike in 
interest rates were reflected in a considerable widen
ing in the discounts on forward sterling.

Then, in order to resume sales of gilt-edged securi
ties and to bolster the pound, on June 8 the British 
government announced a package of measures to bring 
the economy back on the course anticipated at the 
time of the budget. The authorities reintroduced the 
supplementary special deposit scheme restraining the 
growth of interest-bearing eligible liabilities of the 
commercial banks to curb the expansion of the money 
supply. In addition, to offset the impact of the extra 
cuts in income taxes on the public sector deficit, the 
government increased the national insurance surcharge 
levied on employers and announced it would seek to

limit wage increases even further in a fourth phase of 
voluntary pay policy to begin in July. Moreover, the 
authorities raised the official discount rate 1 percent
age point to 10 percent. Finally, Chancellor Healey 
reaffirmed the government’s commitment to keep the 
public sector borrowing requirement and the expansion 
of domestic credit within the limits agreed with the IMF.

Following these announcements, the pressures 
against sterling subsided. The ensuing tightening in 
the domestic and Eurosterling money markets helped 
attract funds from abroad. Moreover, the pound was 
buoyed by talk, ahead of the July 6-7 Bremen summit, 
of the possibilities of the pound’s eventual in
clusion in an expanded EC snake. The widespread 
press commentary over the various proposals for 
achieving some new form of joint floating arrangement 
frequently generated bidding for sterling by interna
tional investors shifting funds out of both the dollar, 
which was declining, and the German mark. Sterling 
thus advanced strongly with the other independently 
floating European currencies and the yen over the last 
two months of the period. By end-July the pound rose 
to $1.9310 against the dollar, almost 7 percent above its 
mid-May lows and just 1 percent down on balance from’ 
end-January levels. On an effective basis, the pound 
rose from a low of 60.9 percent in early June to 62.5 
percent. Meanwhile, the Bank of England was able to 
add dollars to its reserves in June and July while con
tinuing to repay and to prepay its external debts. Taking 
these liquidations into account, Britain’s official re
serves rose $292 million during the last two months of 
the period to $17.6 billion as of July 31, a net decline of 
$3.8 billion over the six-month period.

French franc
By the end of 1977, inflationary pressures in France 
were decelerating and France’s current account had 
swung into surplus in response to more than a year of 
fiscal, monetary, and price restraints. The cost to the 
domestic economy had nevertheless been severe. Con
sequently, by September the government had taken 
advantage of its stronger external position to adopt 
selective measures to boost employment while still 
giving priority to the fight against inflation and to the 
maintenance of a sound balance of payments. Mean
while, performance of the economy was a key issue 
in the upcoming elections scheduled for March 1978 
and, by the time the period under review began, opinion 
polls were suggesting that a coalition of the Socialist 
and Communist parties was in a position to win a 
majority in the French Parliament.

Amidst uncertainty over France’s economic and po
litical outlook, the French franc at times had come 
under selling pressure in both the spot and forward
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markets when adverse commercial leads and lags and 
speculative short positions built up against the franc. 
Such a spasm of nervousness broke out again in mid- 
January. As the franc came on offer, the spot rate fell 
to $0.2020 by February 6, while plummeting 5% per
cent to record lows against the German mark and 
Swiss franc. The Bank of France scaled up its official 
dollar sales and suspended its facility for rediscounting 
Treasury bills and other medium-term paper, thereby 
setting the stage for an abrupt upward adjustment in 
short-term interest rates. These actions helped steady 
the market, enabling the franc to rise somewhat against 
the dollar. But this advance was insufficient for the 
franc to keep pace with the German mark. In fact, just 
before the first round of balloting on March 12, the 
franc dropped to a record low of FF 2.3873 per mark, 
even as the Bank of France intervened in marks and 
dollars to moderate the decline.

Early reports indicating that the left-wing coalition 
had failed to make its hoped-for electoral gains in the 
first round prompted some quick covering of positions. 
At about the same time, the market learned of a further 
improvement in the French trade account and of a 
pickup in industrial output. Buoyed by this news and 
by an unexpectedly comfortable majority the govern
ment obtained in the final vote of the parliamentary 
elections, the franc moved up sharply. But market sen
timent toward the franc remained cautious because of 
expectations that the new government would now 
shelve the austerity program in favor of more refla- 
tionary measures to reduce unemployment and to

placate the growing unrest within French labor’s rank 
and file. Thus, following a short-lived rally, the franc 
leveled off against other European currencies in late 
March while continuing to rise against an easing dollar.

Meanwhile, during the first quarter, the current 
account moved strongly into surplus. Industrial pro
duction was expanding and, with the elections over, in
vestment demand and stock building were expected to 
spur output even more. At this point, President Giscard 
d ’Estaing moved quickly to reaffirm his government’s 
commitment to continue current policies, with Pre
mier Barre heading the new government. Over the 
course of the next month, Barre announced the govern
ment’s intention to reduce the growth of public financ
ing needs and to channel more personal savings into 
business investment. These objectives were to be met 
by increasing charges for certain public services, re
laxing gradually long-standing controls on industrial 
prices and providing some form of tax relief for capital 
gains. Although this program was expected to raise 
prices over the next few months, the market viewed the 
freeing-up of prices and the prospective slowdown in 
the public sector deficit as courageous moves. More
over, news of a FF 1.2 billion trade surplus in March 
pointed toward further progress in redressing the ex
ternal imbalance, even as the domestic economy began 
to recover.

Market confidence in the franc thus strengthened 
generally. With French interest rates remaining rela
tively high, the franc benefited throughout the rest of 
the spring from an unwinding of the adverse commer
cial leads and lags and speculative short positions 
that had been accumulated over many months prior to 
the elections. In addition, the exchange rate was aided 
by conversions of some foreign borrowings by French 
private corporations and by talk of a placement of a 
large amount of funds in francs by a major member of 
OPEC. As a result, the franc rose 8% percent above its 
pre-election level to $0.2215 by early April. Then, as 
the dollar generally recovered, the franc eased back 
only slightly to $0.2127 during April and May, while 
gaining 3 to 5% percent against the mark and Swiss 
franc. Meanwhile, after mid-March the Bank of France 
bought sizable amounts of dollars and marks in the 
market. These operations were partially reflected in a 
$1.4 billion rise in France’s foreign currency reserves 
over the three months to almost $6 billion by end-May.

In early June, the franc remained well bid. With in
terest rates remaining high even after they had de
clined from pre-election levels, there continued to be 
large flows of interest-sensitive funds from abroad. 
Meanwhile, the market gradually became aware of 
the discussion, between French President Giscard 
d ’Estaing and German Chancellor Schmidt, on ways
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to reduce exchange rate fluctuations between Euro
pean currencies. A late-June report from Luxembourg 
suggesting the possibility that France’s rejoining the 
EC snake might be discussed at the EC summit 
meeting in Bremen on July 6-7 brought the franc 
quickly into demand, not only against the dollar but also 
against the mark. Although the French president 
denied the next day that the franc would reenter the 
snake as it was then constituted, talk of various pro
posals for some new jo in t floating arrangement kept 
alive the possibility that the franc might be linked to 
other EC currencies in some manner. As a result, a 
combination of speculative bidding and commercial 
demand to cover payments needs by the end of the 
half year pushed the spot rate up sharply against both 
the dollar and the mark. As expectations of a near- 
term agreement to link the franc with the other EC 
currencies faded following the Bremen summit, the 
franc edged back briefly against both the German 
mark and the dollar. However, when the dollar came 
under renewed selling pressure, the franc was climb
ing again as the period came to a close. Thus, by the 
end of July, the franc had risen 8% percent over the 
six-month period to $0.2293 and 4% percent on 
balance to FF 2.1452 per mark. Meanwhile, the Bank 
of France continued to buy dollars to moderate the 
franc’s rise. These acquisitions were reflected in a 
$1.2 billion increase in France’s foreign-currency re
serves in June and July to $7.1 billion as of July 31, a 
net gain of $2.3 billion over the six-month period.

Italian lira
Following the implementation of a comprehensive 
stabilization program in Italy— one that had served as 
the basis for a new standby arrangement with the IMF—  
substantial progress was made during the second half 
of 1977 in turning around Italy’s balance of payments 
and slowing the rate of domestic inflation. For the 
year as a whole, Italy’s current account had strength
ened sharply, swinging from a $2.8 billion deficit in 
1976 to a $2.3 billion surplus for 1977. Moreover, the 
inflation rate had been brought down from 19 percent 
to 15 percent in just half a year. The completion of 
a stabilization program and restrictions on the avail
ability of domestic credit had paved the way for more 
private external borrowing in 1977. Bolstered by both 
the current account and capital inflows, the lira thus 
rose gradually against the dollar in the exchange 
markets. In fact, the authorities were able to buy 
substantial amounts of dollars in the market so that, 
even after repayment of some official borrowings, Ita ly’s 
foreign-currency reserves rose $4.8 billion in 1977 to 
nearly $8.0 billion by the year-end.

But these improvements resulted in a consider-
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able slowing of the domestic economy. Industrial pro
duction dropped below levels of the previous year, 
unemployment rose, and with corporate profits 
squeezed by the high cost of borrowing funds the 
prospects for a strengthening of the labor market 
seemed dim. Consequently, by the year-end, pressure 
was building up for new action to stimulate the 
domestic economy now that progress had been 
achieved on the inflation and balance-of-payments 
fronts. At the same time, however, the public sector 
deficit exceeded the lim it specified in the standby 
arrangement and subsequent discussions with the IMF. 
The minority government attempted to negotiate with 
the opposition parties and the trade unions new mea
sures to increase public service prices and to reduce 
expenditures. But, when the fall of the government in 
January and subsequent political developments de
layed the approval of the budget and the adoption of 
new measures, the budget deficit grew even larger, 
thereby playing an important role in stimulating eco
nomic activity in the early months of 1978.

These uncertainties overshadowed the market for 
the Italian lira early in 1978. During February, sell
ing pressure on the French franc also spilled over 
to unsettle trading in lire. Flows of funds into Italy 
slowed, Italian banks repaid some of their external 
borrowings, and the lira came on offer. As a result, the 
lira lagged far behind the other currencies as the dollar 
declined generally. On occasion the Bank of Italy 
intervened forcefully, and these operations, together 
with the awareness of Ita ly’s ample reserve position, 
helped keep the selling pressures from cumulating. By 
mid-February the lira was more nearly keeping pace 
with other currencies, and the Bank of Italy was able 
to buy dollars again.

Meanwhile, Italy’s trade account remained in surplus
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even through the normally adverse period of the year 
and despite a rapid recovery of economic activity. Un
like other periods of expansion, the recovery this 
time was not accompanied by a large buildup of 
inventories and hence of imports. Instead, imports 
were sluggish, because the recovery was expected to 
be only temporary in view of continuing discussion 
about the need to curb the public sector deficit. 
At the same time, exports continued to be buoyed by 
the existence of excess industrial capacity and by the 
competitive effects of the lira’s previous decline against 
other European currencies. Looking ahead, the current 
account was expected to remain strong because of the 
bulge in tourist receipts over the spring and summer 
months. Moreover, by March, a compromise worked 
out between the two major political parties, in which 
the Communists would function as part of the govern
ing coalition within the Parliament without actually 
being in the Cabinet, set the stage for renewed dis
cussions on the government’s economic policy. The 
strength of Italy’s reserve position was further high
lighted with the announcement of official repayments 
amounting to SDR 300 million to the IMF, $500 million of 
thre gold-dollar swap to the Bundesbank, and a planned 
repayment of $350 million to the EC. In addition, an 
extension of ceilings for domestic bank credit signaled 
a continuation of the cautious monetary policy.

Against this background, the lira eased back against 
the dollar more gradually than other currencies during 
April and May. The relative strength in the lira rate, 
combined with the continued tightness in the domestic 
money market, generated a new rise in Eurodollar 
borrowings by Italian residents. Accordingly, the Bank 
of Italy bought steadily larger amounts of dollars in 
the market to repay external debt coming due this year.

During June and July, Italy’s current account surplus 
became even stronger, generating expectations that it 
would exceed $3 billion for the year as a whole. At the 
same time the renewed selling of dollars enhanced the 
near-term prospects for lira stability and encouraged 
further capital inflows. Notwithstanding the continuing 
debate over ways of reducing inflation still further and 
of curbing the public sector deficit, the lira remained 
in heavy demand in the exchange markets. Thus the 
authorities were able to intensify their dollar purchases 
and continued to make substantial repayments of offi
cial debt to the IMF, the EC, and the Bundesbank. 
They also liberalized foreign exchange controls by 
removing the requirement that 25 percent of the financ
ing of exports be done in foreign currencies. Even so, 
the lira advanced with the other European currencies 
against the dollar, rising 3% percent to $0.001189 (Lit 
841.04) by July 31. At this level, the lira was at its peak 
for the six-month reporting period and at its highest

level since October 1976. Over the six months, Italy’s 
foreign exchange reserves increased $1.7 billion to 
$9.3 billion even after the authorities had liquidated 
$1.3 million net of external debt.

EC snake
Late in 1977 the sharp rise in the German mark pulled 
up the other four currencies in the EC snake against 
the dollar. At times, these currencies had been caught 
at the bottom of the 2V* percent band, prompting the 
respective central banks to provide support through 
intervention and by tightening up on domestic liquid
ity. Following more forceful United States intervention 
in early 1978, the market became more settled gener
ally and, as the mark eased back against the dollar, 
the pressures in the snake largely dissipated. The four 
currencies at the bottom of the band all moved above 
their lower intervention limits against the mark, thereby 
enabling all the central banks to buy marks in the 
exchange market to repay debt to the Bundesbank. In 
addition, the central banks of the Netherlands, Belgium, 
and Denmark took advantage of reflows into their cur
rencies to buy back dollars as well.

Among the snake currencies, the Norwegian krone 
remained relatively weak, however. Norway’s trade 
deficit had widened following Sweden’s withdrawal 
from the snake in August 1977 and the subsequent rise 
in the joint float as a group against the dollar. To 
restore Norway’s competitiveness, after a meeting of 
EC monetary officials on February 10, the Norwegian 
authorities announced an 8 percent devaluation of the 
krone against the other snake currencies. Immediately, 
the krone rose to the top of the newly realigned EC 
snake, and funds flowed back into Norway even as the 
krone was pulled up further against the dollar by the 
rise in the mark. But, by late March, the market was 
concerned that some of the competitive gains from the 
February devaluation against currencies outside the 
EC band were being eroded by the snake’s rise against 
the dollar. As a result, reflows from abroad slackened 
and the krone dropped back to the bottom of the joint 
float, occasionally coming under light selling pressure.

Meanwhile, the Danish krone, whose parity in the 
joint float had remained unchanged in February, also 
initially experienced some difficulty in keeping up with 
the mark’s advance and required support through sales 
of dollars and marks by the Danmarks National Bank. 
But tight restrictions on the expansion of domestic 
credit in Denmark prompted Danish companies to 
finance domestic credit needs by borrowing heavily 
abroad. Thus, the pressures on the krone soon eased, 
and the rate rose more or less on its own with the mark 
against the dollar during March. Then, once the mark 
started easing back against the dollar in April, both
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the Norwegian and the Danish krone were bolstered 
by reflows of funds out of marks and reversals of pre
viously adverse commercial leads and lags. The entire 
snake thus narrowed to a width of as little as 1 per
cent, and the Danish krone was propelled to the top 
half of the band, where it remained for the next two 
months while the Danmarks National Bank took dollars 
into its reserves.

By early May the Netherlands guilder and commer
cial Belgian franc eased lower in the joint float, partly 
in response to seasonal declines in domestic interest 
rates but also in reaction to growing concerns in the 
market over the performance of the Dutch and Belgian 
economies. Fueled by rising consumer spending, 
Dutch imports rose, exports sagged, and the Nether
lands’ current account surplus thus was eroded. In Bel
gium, the domestic economy remained stagnant, unem
ployment continued high, and some within industry 
were in favor of a depreciation of the franc as a 
means of stimulating business activity. These factors 
influenced market sentiment toward both currencies, 
and the snake widened out again in the late spring 
and early summer as the mark moved back up above 
its mid-May lows against the dollar.

By June, trading relationships within the EC snake 
were affected first by talk and then— following the 
July 6-7 EC Bremen summit— by a commitment to 
study the idea of bringing the currencies of all EC 
countries back into a new joint floating arrangement. 
On the one hand, currencies that were new candidates 
for membership— sterling, the French franc, and to a 
lesser extent the Italian lira— were buoyed by this possi
bility. On the other hand, present snake members were 
affected by talk that the rules governing the snake 
might be diluted. As a result, the Dutch guilder 
weakened somewhat further in the joint float and 
the commercial Belgian franc, which had already 
fallen to the floor of the snake, came more heavily on 
offer. Consequently, the National Bank of Belgium inter
vened forcefully to maintain the franc’s intervention 
limits against the mark. In addition, both the Nether
lands Bank and the National Bank of Belgium raised 
their official discount rates in mid-July to contain the 
pressures on their respective currencies. These pres
sures were moderated by the tendency of the mark to 
lag behind the advances of the independently floating 
currencies against the dollar until early August.

Canadian dollar
Following the buildup of severe inflationary pressures 
in the early 1970’s, the Canadian government had 
adopted a medium-term and broad-based program of 
restraint that remained in force coming into the period 
under review. The modest stimulatory package of tax

cuts, announced in October 1977, did not basically 
change the cautious stance of fiscal policy. The annual 
target for monetary expansion, also announced in 
October 1977, represented the second consecutive re
duction— this year to a range of 7-11 percent. And, al
though Canada’s wage-price program was approaching 
an end, the dismantling of controls was to be more 
gradual than originally expected and was taking place 
against the backdrop of clearly decelerating wage 
pressures.

But, after more than two years of this stabilization 
policy, the rate of economic growth in Canada slowed 
to a pace insufficient to absorb a rapidly expanding 
labor force, and unemployment continued edging up 
to new postwar highs. Even so, the inflationary ex
cesses of earlier years had resulted in a deterioration of 
Canada’s competitive position in world markets. For a 
time, Canada’s sizable current account deficit was 
more than covered by large inflows of long-term capi
tal. By 1977, however, the mounting debt service re
quirement added further strain to the current account. 
Also, capital inflows declined from the record levels of 
the previous year, partly because the cash-flow require
ments of Canada’s largest borrowers (the provinces and 
municipalities) were lower. Moreover, uncertainties 
arose in connection with political developments in Que
bec, and a narrowing of favorable interest differentials 
vis-it-vis the United States reduced the incentive for 
Canadian borrowers to tap capital markets abroad. 
Thus, the Canadian dollar became exposed to down
ward pressure in the exchange markets. By end- 
January the spot rate, at $0.9031, was down by 12Vfe 
percent from its peak in October 1976. The Bank of 
Canada intervened to maintain orderly markets as the 
rate declined. But, since these operations resulted in 
large net dollar sales, they exerted a drain on Can
ada’s reserves. Meanwhile, in response to the depre
ciation of the Canadian dollar, rising import as well as 
food prices aggravated price pressures in the domestic 
economy, keeping the rate of inflation around the 
9 percent level.

The Canadian dollar remained on offer in February. 
With the drop in long-term placements abroad and an 
absence of a full calendar of new foreign issues, mar
ket participants were even more sensitive than usual 
to rumors about the timing of conversions of the few 
large borrowings that were known to have been done. 
A renewed tightening in the United States money mar
ket, which drove Eurodollar deposit rates above com
parable Canadian interest rates, inhibited capital inflows 
even more. Reports that a major insurance company 
was thinking of moving its head office from Montreal to 
Toronto had also reinforced the market’s concern about 
the possible political and economic consequences of
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having in Quebec a government committed over the 
long term to establishing the province’s independence. 
In this atmosphere, professional and commercial selling 
gathered force, driving the rate down still further. In 
response, the Bank of Canada stepped up its support, 
and Canada’s reserves fell $700 million during February 
to $3.7 billion at the month end, the lowest level 
since 1970.

By this time, a succession of monthly trade figures 
pointed to a sharp improvement in Canada’s net export 
position in response to the rapid growth of the United 
States economy and to the large effective depreciation 
of the Canadian dollar. The rise in the real trade bal
ance, together with a modest pickup of consumer 
spending follow ing the tax cuts of last fall, suggested 
some improvement in Canada’s overall growth per
formance. But the continuing decline in the Canadian 
dollar was by now a serious political issue. Moreover, 
the most recent statistics showed sharp jumps in both 
wholesale and consumer price indexes. The wage and 
price control program was being phased out. Under 
these circumstances the impact of further depreciation 
on Canada’s cost structure was threatening to under
mine the government’s efforts to achieve noninfla- 
tionary growth for the Canadian economy.

The authorities, therefore, acted to shore up the 
Canadian dollar. To supplement the net inflow of capi
tal, the government announced between late February 
and early April an activation of the standby facility 
arranged with Canadian banks last October, an in
crease in that credit line from $1.5 billion to $2.5 billion, 
and a new government $750 million bond issue in New 
York, its first external borrowing since 1968. Moreover,

the Bank of Canada, judging that short-term interest 
rates could now be raised w ithout prejudicing the 
achievement of an acceptable rate of monetary expan
sion, increased its discount rate in two successive 
Vz percentage point hikes to 8V2 percent by April 4 to 
moderate pressures on the exchange rate.

Nevertheless, market sentiment toward the Canadian 
dollar remained bearish. The impact of the announced 
government bond issue was undercut by the news of a 
sim ilarly sized drop in official reserves for February. 
Moreover, market participants were expecting that, 
with unemployment stubbornly above 8 percent and a 
national election to be scheduled over the next year, 
the upcoming budget would generally be stimulatory. 
Thus, the Canadian dollar continued to come heavily 
on offer, with the pressures especially strong when 
United States corporations came into the market to 
repatriate funds to cover their quarter-end needs or 
mid-April tax payments. As the selling continued, the 
rate fell with increasing speed, declining virtually every 
day in early April until it hit a 45-year low of $0.8663 
on April 14. At this level, the rate was 4 percent below 
early-February levels.

Meanwhile, Finance Minister Chretien presented on 
April 10 a budget proposing a temporary cut in the 
sales tax and a modest increase in an already large 
budget deficit. But, with these measures less stimu
latory than some in the market feared and in response 
to a resumption of foreign borrowings and conversions, 
the market for Canadian dollars came into better bal
ance. The spot rate began to move off its lows. Around 
the end of April the Canadian government announced 
plans for three new medium-term mark placements,

Chart 9

Canada
Movements in exchange ra te * 

Dollars per Can. dollar

♦  See footnote on Chart 3.

Chart 10

Interest Rates in the United States, 
Canada, and the Eurodollar Market
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totaling over $700 million equivalent, and a $3 b il
lion standby credit with a consortium of United 
States and other foreign banks. The announcement of 
these arrangements brought the total credits immedi
ately available to the authorities to roughly $7 billion. 
In addition, the announcement of a Can.$840 million 
trade surplus for March indicated an underlying im
provement in that account. These developments gave a 
boost to market sentiment, triggering the reversal of 
some short positions and previously adverse commer
cial leads and lags. The Canadian dollar thus advanced 
further to recover all its losses since end-January, mov
ing back to as high as $0.9035 by mid-May. The Bank 
of Canada continued to intervene, buying dollars in 
May, thereby replenishing some of the reserve losses 
of earlier months.

But before long, in the face of unsettling news about 
prices and the Quebec issue, the Canadian dollar eased 
back from its mid-May peak. An unexpected drop in 
Canada’s trade surplus in April also contributed to the 
market’s skeptical attitude toward the Canadian cur
rency. Moreover, the squeezing-out of interest rate 
differentials favorable to Canada continued as United 
States money rates rose further. Also, some United 
States corporations were again in the market to hedge 
their Canadian holdings ahead of the quarter end for

tax purposes. In this atmosphere, the Canadian dollar 
eased back to $0.89 by end-June; the rate then fluctu
ated narrowly around this level through most of July.

The market became unsettled again in late July 
when, with the United States dollar coming under 
increasingly heavy selling pressure, participants came 
to expect that further increases in United States short
term interest rates would virtually eliminate the inter
est differential favoring Canada. Even after the Bank 
of Canada raised its discount rate another Vi per
centage point to 9 percent on July 26, trading remained 
unsettled. The announcement that Canada’s trade ac
count fell into deficit during June (later revised to a 
small surplus) gave the market a further jolt. As a 
result, the rate declined to $0.8813 on July 31, down 
2% percent for the reporting period as a whole but 
still almost 2 percent above its mid-April lows. Mean
while, the Bank of Canada intervened more heavily 
again, selling dollars in June and July. But, at the same 
time, since March it had drawn a total of $1.2 billion 
on its credit facilities with Canadian and foreign banks. 
Bolstered by these takedowns and the other external 
borrowings in marks and dollars, Canada’s official re
serves rose nearly $900 million net above end-February 
lows to $4.6 billion as of July 31, a net increase of 
$186 million for the period.
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August-October 1978 Interim Report 
(This report was released to the Congress 
and to the press on December 5, 1978.)

Treasury and Federal Reserve 
Foreign Exchange Operations

During the three-month period under review, market 
pessimism toward the dollar deepened. As selling 
pressure intensified, dollar rates plunged to record 
lows against several currencies, exceeding any levels 
justified by underlying economic conditions. On Novem
ber 1, the United States authorities reinforced earlier 
measures to bolster the United States external position 
and to curb inflation by mounting a major new effort, 
in coordination with the authorities of several other 
industrial countries, to correct what President Carter 
termed “the excessive decline of the dollar”. The No
vember 1 package was broadly well received, and good 
two-way trading was soon restored with the dollar at 
levels significantly above the end-October lows.

The market’s pessimism during the August-October 
period reflected the persistence of serious economic 
imbalances among major industrial nations. For some 
time, market participants and government officials 
alike had expressed concern over the differential rates 
of economic growth between the United States, which 
had posted a solid expansion since 1975, and most 
other industrial countries, where growth had been 
disappointingly slow. This difference in growth per
formance, coupled with special factors such as the 
earlier jump in the United States oil import bill, had

A report by Alan R. Holmes and Scott E. Pardee.
Mr. Holmes is the Executive Vice President in charge of the 
Foreign Function of the Federal Reserve Bank of New York and 
Manager, System Open Market Account. Mr. Pardee is 
Vice President in the Foreign Function and Deputy Manager for 
Foreign Operations of the System Open Market Account. The 
Bank acts as agent for both the Treasury and the Federal 
Reserve System in the conduct of foreign exchange operations.

contributed to a massive imbalance in trade and cur
rent accounts among the industrial countries, with the 
United States in substantial deficit and others, such 
as Japan, Germany, and Switzerland, in substantial 
surplus.

The dollar exchange rates against the currencies 
of these countries had already declined substantially 
over the previous year, but the effects of these changes 
on trade balances had not yet fully materialized. More
over, the dollar’s decline was contributing to the quick
ening of inflation in this country. By contrast, in other 
countries price performance was improving, particularly 
where the appreciations of currencies lowered import 
costs.

Many market participants had become skeptical that 
these disparities in price trends would be reversed in 
the near term and perceived a considerable downside 
risk for the dollar. Professional dealers therefore be
came reluctant to buy and hold dollars whenever the 
dollar came on offer. Trading in dollars became in
creasingly one way. Some market participants found 
that they could profit by selling dollars short, while 
others sought to protect themselves against further 
erosion of the value of their assets by shifting into 
foreign currencies and into commodities such as gold. 
Beginning in September, the tensions in the dollar mar
ket were compounded by a renewed burst of specula
tion over a possible realignment of currencies within 
the European Community (EC) “snake” as a prelude to 
the broader European Monetary System under ne
gotiation by EC members. The German mark was 
revalued against the other snake currencies on Octo
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ber 15, but the reversal of the earlier positions had 
barely begun by the month end.

By late summer-early fall, however, underlying con
ditions were beginning to improve and there was 
reason to expect that the improvement would con
tinue. Economic expansion in Germany and Japan was 
more solidly based, and the governments were intro
ducing additional stimulative measures. For Japan, 
export and import volumes were beginning to respond 
to the exchange rate change. At the same time, the 
growth of the United States economy was moderating. 
Following the bulge in the United States trade deficit 
early this year, import demand was beginning to slacken 
while exports were expanding rapidly. Moreover, further 
stabilization measures were being taken by the United 
States authorities. Monetary and fiscal policies were 
progressively tightened. The Congress passed the long- 
awaited energy bill. On October 24, President Carter 
announced a comprehensive anti-inflation program, 
including additional budgetary restraints and the intro
duction of voluntary wage and price guidelines.

Throughout the three-month period, the Treasury and 
the Federal Reserve continued to intervene to counter 
disorderly conditions in the New York market in oper
ations conducted by the foreign exchange Trading 
Desk of the Federal Reserve Bank of New York. These

operations were mainly in German marks, on behalf of 
both the Federal Reserve and the Treasury, using 
balances acquired from correspondents or drawing on 
the respective swap arrangements with the German 
Bundesbank. The Desk also intervened in New York in 
Swiss francs both for the Federal Reserve, drawing on 
the swap line with the Swiss National Bank, and for the 
Swiss National Bank. In all, the Desk operated on 31 of 
the 64 business days during the period, selling on be
half of the United States authorities a total of $2,204.4 
million equivalent of German marks and $294.2 million 
equivalent of Swiss francs.

By the end of October, however, the decline of the 
dollar had clearly been excessive against a number of 
major currencies. From the early-August levels, the 
dollar had fallen by a net 18 percent against the Ger
man mark, 17 percent against the Swiss franc, and 7 
percent against the Japanese yen. Moreover, the dollar 
had declined generally vis-a-vis other major European 
currencies: against the French franc by 10 percent, the 
pound sterling by 8 percent, and the Italian lira by 6 
percent. And, in view of the prevailing mood and trad
ing conditions in the exchange markets, few expected 
the dollar’s slide to stop on its own or be reversed 
over the short run.

For the United States, the dollar’s decline threatened

Table 1

Federal Reserve Reciprocal Currency Arrangements
In m illions of dollars

Amount of facility Increases effective Amount of facility
Institution October 31, 1978 November 1, 1978 November 1, 1978

Austrian National B a n k .................................................................. .................. 250 250
National Bank of Belgium ......................................................... .................. 1,000 1,000
Bank of C a n a d a ............................................................................... .................. 2,000 2,000
National Bank of D enm ark ........................................................... .................. 250 250
Bank of England ............................................................................. .................. 3,000 3,000
Bank of France ............................................................................... .................. 2,000 2,000
German Federal B a n k .................................................................... .................. 4,000 2,000 6,000
Bank of I ta ly ..................................................................................... .................. 3,000 3,000
Bank of Japan ................................................................................. .................. 2,000 3,000 5,000
Bank of Mexico ............................................................................... .................. 360 360
Netherlands Bank .......................................................................... .................... 500 500
Bank of N o rw a y ..................................................................................................  250 250
Bank of S w e d e n ..................................................................................................  300 300
Swiss National B a n k ............. ........................................................ .................. 1,400 2,600 4,000
Bank for International Settlements:

Swiss francs-dollars .................................................................. .................. 600 600
Other authorized European currencies-dollars .................. .................. 1,250 1,250

Total ................................................................................................... 7,600 29,760
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to undermine the effort to curb inflation, including the 
newly announced voluntary wage and price, control 
program. It also threatened to undercut the efforts of 
the Japanese, German, Swiss, and other governments 
to stimulate domestic growth. Consequently, by late 
October the United States authorities were in close 
consultation with their counterparts in other countries, 
and the essential elements of a coordinated approach 
to correct the situation were in place by the month end.

On the morning of November 1, President Carter, 
the United States Treasury, and the Federal Reserve 
announced various actions to be taken. The President 
emphasized the link between this program and the 
broader anti-inflation policies of the United States 
Government as well as the fact that the program had 
been developed and would be implemented in close 
cooperation with major governments and central banks 
abroad. The program featured a further tightening of 
monetary policy, including a 1 percentage point in
crease in the Federal Reserve discount rate to a 
historic high of 91/2 percent and a $30 billion package 
of foreign currency resources to finance United States 
participation in coordinated intervention in the ex
change markets. For the Federal Reserve, this com
prised a $7.6 billion increase in the swap network 
through increases in the swap arrangements with the 
German Bundesbank by $2 billion to $6 billion, with the 
Bank of Japan by $3 billion to $5 billion, and with the 
Swiss National Bank by $2.6 billion to $4 billion. The 
Federal Reserve also announced the activation of the 
swap arrangements with the Bank of Japan. For its part, 
the Treasury announced that it would draw $3 billion 
from the United States reserve position with the Inter
national Monetary Fund (IMF) and sell $2 billion equiv
alent of special drawing rights (SDR) to mobilize 
balances of German marks, Japanese yen, and Swiss 
francs. The Treasury also announced that it would is
sue foreign-currency-denominated securities up to $10 
billion equivalent.

The Desk followed up the announcements with 
active intervention in the New York market in German 
marks, Swiss francs, and Japanese yen. These opera
tions were fully coordinated with intervention by other 
central banks in their own markets and in New York 
for their own account. The dollar rebounded sharply, 
and there were similar favorable responses in United 
States financial markets generally. Over the next days 
the central banks occasionally found it necessary to re
spond forcefully. Gradually, however, the market came 
into better balance, with good two-way trading at levels 
well above the late-October lows. The technical condi
tions alone favored a firm dollar, as the covering of 
previous short positions and unwinding of commercial 
leads and lags began to bolster the demand for dollars.

But the central banks remained prepared to intervene 
quickly and in size whenever renewed selling pressure 
on the dollar threatened to erupt. By November 30, the 
dollar had advanced by 11% percent against the 
German mark, 151/2 percent against the Swiss franc, 
and 111/2 percent against the Japanese yen.

As indicated, in intervention operations during the 
August-October period, the Desk of the Federal Re
serve Bank of New York sold German marks and Swiss 
francs on behalf of the United States authorities. Of 
the $2,204.4 million equivalent sales of German marks, 
$1,318.4 million was for the account of the Federal 
Reserve and $886.0 million for the Treasury. Of the 
Federal Reserve’s sales, $1,157.5 million equivalent was 
financed by drawings under the swap line with the Bun
desbank. The rest was financed by balances acquired 
from correspondents. However, the Federal Reserve 
was able to liquidate a total of $551.9 million of swap 
debt in marks from other acquisitions of marks from 
correspondents during the three-month period. Conse
quently, net drawings by the System in marks for the 
period amounted to $605.6 million equivalent, raising 
the total to $1,256.1 million equivalent by October 31.

Similarly, the Treasury financed $796.9 million of its 
intervention in marks by drawings on its swap arrange
ment with the Bundesbank, with the rest coming from 
balances. The Treasury’s repayment of previous swap 
debt amounted to $343.5 million equivalent during the 
three-month period. Total debt under the Treasury’s 
swap line rose by a net of $453.4 million equivalent to 
$650.4 million equivalent at end-October.

In Swiss francs, the Federal Reserve sales of $294.2 
million equivalent were financed by further drawings 
on the swap arrangement with the Swiss National 
Bank. The System’s swap debt for current operations 
in Swiss francs rose from $22.9 million of francs in early 
August to $317.0 million equivalent on October 31.

In addition, the Federal Reserve and the United 
States Treasury continued with the program agreed 
to in October 1976 for an orderly repayment of pre- 
August 1971 Swiss franc-denominated liabilities still 
outstanding with the Swiss National Bank. The Federal 
Reserve liquidated $91.9 million equivalent of special 
swap debt with the Swiss central bank, leaving $186.9 
million equivalent of indebtedness still outstanding as 
of October 31. These repayments were financed with 
francs purchased directly from the Swiss National 
Bank mainly against dollars, but also against marks. 
The Treasury used Swiss francs purchased directly 
from the Swiss central bank to repay $137.5 million 
equivalent of franc-denominated securities, leaving 
$712.9 million equivalent of these obligations still 
outstanding as of October 31.

In view of the dollar’s depreciation, repayments of

FRBNY Quarterly Review/Winter 1978-79 65Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Winter 1978



Table 2 Table 4

Federal Reserve System Drawings and 
Repayments under Reciprocal Currency 
Arrangements
In m illions of dollars equivalent; 
drawings ( +  ) or repayments ( — )

United States Treasury Drawings and 
Repayments under Swap Arrangement 
with the German Federal Bank
In m illions of dollars equivalent; 
drawings ( + )  or repayments ( — )

System
swap

commit- August 
through 

October 31, 
1978

System 
swap 

com mit
ments 

October 31, 
1978

Amount of 
commitments 
July 31, 1978

August through 
October 31, 1973

Amount of 
commitments 

October 31, 1978

Transactions with
July 31, 

1978 197.0 ( +796.9  
{ - 3 4 3 .5 650.4

German Federal bank . .  

Swiss National Bank . . .

650.5

22.9

( +  1,157.5 
{ — 551.9 

+  294.2

1,256.1

317.0

Data are on a transaction-date basis.

Total .................................  673.3 1,573.1

Because of rounding, figures may not add to totals.
Data are on a transaction-date basis.

Table 3

Federal Reserve System Repayments under 
Special Swap Arrangement with the 
Swiss National Bank
In m illions of dollars equivalent

System swap System swap
commitments August through commitments
July 31, 1978 October 31, 1978 October 31, 1978

278.8 -9 1 .9 186.9

Data are on a transaction-date basis.

Table 5

United States Treasury Securities 
Foreign Currency Series 
Issued to the Swiss National Bank
In m illions of dollars equivalent; 
issues ( +  ) or redemptions ( — )

Amount of Amount of
commitments August through commitments
July 31, 1978 October 31, 1978 October 31, 1978

850.4 — 137.5 712.9

Data are on a transaction-date basis.

Table 6

Net Profits (+ )  and Losses (—) on United States Treasury and Federal Reserve 
Foreign Exchange Operations
In m illions of dollars

Net profits (+ )  and losses ( —)
on liquidations of foreign currency

Net profits (+ )  and losses ( —) debts outstanding as of
related to current operations August 15, 1971

Exchange Exchange
Federal Stabilization Federal Stabilization

Period Reserve Fund Reserve Fund

August 1, 1978 through 
October 31, 1978 ............................... -1 5 .3 - 3 .2 -9 2 .8 -1 2 9 .7
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earlier obligations in German marks and Swiss francs 
led to realized net losses for the Federal Reserve and 
the United States Treasury in operations during the 
August-October period. For the Federal Reserve, these 
amounted to $15.3 m illion on current operations and

$92.8 m illion on liquidations of the longer term Swiss- 
franc indebtedness. For the Treasury, the realized net 
losses amounted to $3.2 million on current operations 
and $129.7 million on liquidation of the longer term 
Swiss-franc indebtedness.

FEDERAL RESERVE READINGS ON INFLATION

Inflation remains one of the most bedeviling phenomena of 
our time. Despite being readily observed and easily measured, 
inflation has been relatively impervious to containment and 
the consequent damage to the social, economic, and political 
fabric of our society is far reaching.

The Federal Reserve Bank of New York has compiled, in 
one volume, a selection of speeches and articles by officials 
and staff economists throughout the Federal Reserve System 
which is designed to provide a comprehensive explanation of 
the inflationary process, its effects and its policy implications.

This 272-page book is primarily intended as a teaching 
resource for college economics teachers and all interested 
economy watchers. It w ill also be of use to high-school social 
studies teachers.

The price for Federal Reserve Readings on Inflation  is two 
dollars ($2.00), prepaid. Checks and money orders (please do 
not send cash) must be made payable to the Federal Reserve 
Bank of New York and sent to:

Public Information 
33 Liberty Street 
New York, N.Y. 10045

Foreign residents must pay in United States dollars with a 
check or money order drawn on a United States bank or its 
foreign branch.
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August 1978-January 1979 Semiannual Report 
(This report was released to the Congress
and to the press on March 8,1979)

Treasury and Federal Reserve 
Foreign Exchange Operations

On November 1, 1978, President Carter, the United 
States Treasury, and the Federal Reserve announced 
a series of actions to correct what had become an 
excessive decline of the United States dollar in the 
exchange market. Between early August and end- 
October, the dollar had fallen sharply against most 
major foreign currencies, including net depreciations 
of 18 percent against the German mark, 17 percent 
against the Swiss franc, and 7 percent against the 
Japanese yen. The renewed selling pressure on the 
dollar, as with earlier periods of decline in 1977-78, 
had largely been in reaction to the persistence of the 
large United States trade and current account deficits, 
compared with surpluses in several other industrial 
countries, and to a quickening of inflation in the United 
States, as against steady or slowing rates of inflation

A report by Alan R. Holmes and Scott E. Pardee.
Mr. Holmes is the Executive Vice President in charge of the 
Foreign Function of the Federal Reserve Bank of New York and 
Manager, System Open Market Account. Mr. Pardee is Senior 
Vice President in the Foreign Function and Deputy Manager for 
Foreign Operations of the System Open Market Account. The 
Bank acts as agent for both the Treasury and the Federal 
Reserve System in the conduct of foreign exchange operations.

This is the first semiannual report on Treasury and Federal Reserve 
foreign exchange operations to appear since the adoption on 
September 1 of a new convention for quoting foreign exchange rates 
in the New York market. To bring market practice here into line with 
that in most other trading centers around the world, the market switched 
to express exchange rates in terms of the number of foreign currency 
units per dollar for currencies other than the pound sterling, which 
continues to be quoted in terms of the dollar value per unit of currency.
In keeping with this shift in convention, all currency rates in this 
report except sterling are expressed in terms of the number of foreign 
currency units per dollar.

elsewhere. By late October the selling pressure had 
gathered such force that dollar exchange rate move
ments had gone beyond what could be justified by 
underlying economic conditions and were threatening 
to undermine United States efforts to curb inflation.

In fact, the United States trade deficit had begun 
to narrow, as manufacuring exports in particular were 
expanding sharply, a trend that was expected to con
tinue. Economic growth in the United States was 
expected to moderate in 1979, while more rapid expan
sion was already under way in several other major 
countries. The sharp rise in United States interest 
rates over the course of 1978, while interest rates else
where were steady or rising more slowly, had opened 
up substantial interest differentials in favor of place
ments in the United States. But the market atmosphere 
had become so extremely bearish that few expected 
the dollar’s slide to stop or be reversed on its own.

The November 1 program, developed in close coop
eration with governments and central banks of three 
major foreign countries, was linked closely to the 
broader anti-inflation policies of the United States 
Government. It featured a further tightening of mone
tary policy, including a 1 percentage point increase in 
the Federal Reserve discount rate to a historic high 
of 91/2 percent. Also, it provided for additional foreign 
currency resources totaling up to $30 billion equivalent 
to finance United States participation in coordinated 
intervention in the exchange markets. For the Federal 
Reserve, this involved a $7.6 billion increase in the 
swap network through increases in the swap arrange
ments with the German Bundesbank, the Bank of Japan,
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and the Swiss National Bank to a total of $15 billion. 
For its part, the Treasury announced that it would draw 
$3 billion in marks and yen from the United States re
serve position with the International Monetary Fund 
(IMF) and sell $2 billion equivalent of special drawing 
rights (SDRs) to mobilize additional balances of Ger
man marks and Japanese yen, as well as Swiss francs. 
The Treasury also announced that it would issue 
foreign-currency-denominated securities up to $10 b il
lion equivalent. In addition, the Treasury announced it 
would substantially increase the amounts of gold to be 
offered at its monthly auctions.

The United States authorities followed up the an
nouncements by intervening massively in the New 
York market through the Foreign Exchange Trading 
Desk of the Federal Reserve Bank of New York in 
German marks, Swiss francs, and Japanese yen. These 
operations were fully coordinated with intervention by 
other central banks in their own markets and in some 
cases in New York. The dollar rebounded sharply, and 
reactions were similarly favorable in United States 
financial markets. Thereafter, the exchange market 
gradually came into better balance with good two-way 
trading at levels well above the late-October lows, 
and the authorities were able to scale back their inter
vention. By late November-early December, the dollar 
had advanced by nearly 12 percent against the German

mark, 15 percent against the Swiss franc, and 13 per
cent against the Japanese yen.

Despite the improved outlook, however, the dollar’s 
recovery rested on fragile footing for the time being. 
Many market participants remained pessimistic about 
the prospects for bringing inflation under control in 
the United States and continued to question whether 
the authorities would succeed in their efforts to halt 
the erosion of the dollar’s value in the exchange mar
kets. The dollar therefore remained vulnerable to poten
tially adverse political and economic shocks around 
the world. In early December the political upheavals 
in Iran, coupled with a stoppage of that country’s pro
duction and export of oil, prompted a burst of dollar 
selling. The mid-December announcement by the Or
ganization of Petroleum Exporting Countries (OPEC) 
of a greater than expected rise in oil prices by some 
14.5 percent over the course of 1979 triggered addi
tional selling of dollars. The United States authorities, 
along with the other central banks, again intervened in 
substantial amounts to blunt these selling pressures 
on the dollar without holding rates at any particular 
level. But bearish sentiment deepened, and dollar 
rates slipped back some 2 to 51/2 percent from their 
early-December highs.

By the end of December, the United States author
ities had sold a total of $6,659.4 million of foreign cur-
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Federal Reserve Reciprocal Currency Arrangements
In millions of dollars

Institution
Amount of facility 

January 1,1978
Increases effective 

during 1978
Amount of facility 
January 31,1979

Austrian National B a n k ................................................ 250 250
National Bank of Belgium ........................................ 1,000 1,000
Bank of C anada............................................................. 2,000 2,000
National Bank of D enm ark.......................................... 250 250
Bank of England .......................................................... 3,000 3,000
Bank of France ............................................................ 2,000 2,000
German Federal B a n k .................................................. 2,000 4,000* 6,000
Bank of I ta ly ................................................................... .............. ........ 3,000 3,000
Bank of Japan ............................................................... 2,000 3,000f 5,000
Bank of Mexico ............................................................ 360 360
Netherlands Bank ........................................................ 500 500
Bank of N orw ay............................................................ 250 250
Bank of Sweden............................................................ 300 300
Swiss National B a n k ....................................................
Bank for International Settlements: ■ H m

1,400 2,600f 4,000

Swiss francs-dollars ................................................ 600 600
Other authorized European currencies-dollars , 1,250 1,250

Total ............................................................................... 20,160 9,600 29,760

* Increased by $2,000 million each on March 13 and November 1, 
t  Increased on November 1, 1978.

1978.

Table 2

Federal Reserve System Drawings and Repayments under 
Reciprocal Currency Arrangements
In millions of dollars equivalent; drawings (+ ) or repayments (-- )

Transactions with

System swap 
commitments 

January 1, 1978
1978

I
1978

II
1978

III
1978

IV
1979

January

System swap 
commitmems 

January 31, 1979

German Federal Bank ............................... 800.1 +1,008.5 f +  35.2 
{  -800.1

f +360.8 
|-7 1 4 .9

( +4,154.3 
( -  409.7

( +188.7 
\  -428.4 4,168.2*

Bank of Japan .............................................. -0- -0- -0- -0-
156.5
50.0 -106.5 -0-

Swiss National B a n k .................................... -0- +  69.0 f +  4.8 
\  —  69.0

+165.7
r -

847.5
231.7

( +  33.8 
\  -373.4 446.7

Total 800.1 +1,077.6 \ +  40.1 
|  — 869.1

f +526 5 
( — 714.9

f +5,158.2 
} -  691.4

\ +222.5 
\  -908.3 4,614.9*

Because of rounding, 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, 1979 also include revaluation adjustments resulting from swap renewals, 
which amounted to $26.3 million for drawings on the German Federal Bank renewed during January.
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rencies since November 1. Net of repayments, Federal 
Reserve commitments under the swap lines with the 
German Bundesbank, the Swiss National Bank, and the 
Bank of Japan rose to a peak of $5,456.9 million in 
early January. United States Treasury drawings under 
its swap arrangement with the Bundesbank stood at 
$889.4 million equivalent, and the Treasury had used 
$1,820.4 million of the $4.4 billion equivalent of cur
rencies obtained through IMF and SDR transactions in 
November and through the issuance of $1,595.2 million 
equivalent of mark-denominated securities in the Ger
man capital market in December.

Though many market participants expected further 
downward pressure on the dollar in January, renewed 
selling failed to materialize and the dollar gradually 
regained resiliency in the exchanges. In fact, the dollar 
had been heavily oversold in late 1978. Moreover, on 
those occasions when the dollar did come on offer, the 
authorities quickly met the pressures, helping restore 
a greater sense of two-way risk in the market. As 
the market thus came into better balance, traders be
gan to respond more positively to the thrust of United 
States policy. The Carter Administration opened the 
new Congressional session by calling for austerity in 
fiscal policy to deal with inflation and the dollar prob
lem. Federal Reserve spokesmen continued to empha
size the need for monetary restraint. The Federal Re
serve provided tangible evidence of this determination 
by keeping domestic interest rates firm even as the 
growth of monetary aggregates slowed. With the dol
lar taking on a firmer tone in the exchanges, the Ger
man Bundesbank was able to begin to absorb some 
of the excess mark liquidity created in 1978 and 
Switzerland and Japan lifted temporary barriers to 
capital inflows.

In late January the demand for dollars picked up 
further, as market participants began to view the 
Iranian situation and possible oil shortages as a poten
tially serious problem for Western Europe and Japan as 
well as for the United States. The dollar’s surge caught 
some market participants by surprise, prompting a 
sudden scramble for dollars toward the month end. 
The central banks stepped in to avoid an outbreak of 
disorderly conditions in the upward direction. On these 
occasions, the United States authorities purchased a 
total of $188.8 million equivalent of German marks, 
Swiss francs, and Japanese yen. At end-January, dol
lar rates stood some 9 to 14 percent above the end- 
October 1978 lows.

As the dollar improved in early 1979, the United 
States authorities were able to step up efforts to clear 
away swap indebtedness, repaying a net $1,118.3 mil
lion equivalent of commitments. These repayments were 
effected by purchases of currencies mainly from corre

spondents but also in the market. By the end of Jan
uary, the Federal Reserve had reduced total swap 
drawings outstanding to $4,615 million equivalent and 
the United States Treasury had reduced its swap draw
ings in German marks to $613.0 million equivalent. Also, 
in January, the Treasury issued in the Swiss market 
$1,203 million equivalent of medium-term notes denom
inated in Swiss francs. Foreign currency securities 
issued during the period were thereby increased to a 
total of $2,798.2 million valued on the dates of issue. As 
of January 31, 1979, the value of these liabilities 
amounted to $2,821.8 million.

In all, during the six-month period from August 1978 
to January 1979, the intervention sales of foreign cur
rencies by the United States authorities totaled $9,359.1 
million. In German marks, sales over the six-month 
period amounted to $8,122.9 million, of which $4,939.2 
million was for the Federal Reserve and $3,183.7 mil
lion was for the Treasury. In Swiss francs, the Federal 
Reserve sold a total of $1,029 million over the six-month 
period. Sales of Japanese yen totaled $207.3 million, of 
which $160.8 million was for the System and $46.5 
million was for the Treasury.

In other operations, the Federal Reserve and the 
United States Treasury continued to repay pre-August 
1971 Swiss franc-denominated liabilities still outstand
ing with the Swiss National Bank. The Federal Reserve 
bought sufficient francs directly from the Swiss National 
Bank to liquidate $139.6 million equivalent of special 
swap debt with the Swiss central bank. The Treasury 
used Swiss francs purchased directly from the Swiss 
central bank to repay $319.2 million equivalent of franc- 
denominated securities. As of January 31, $139.3 
million equivalent of System special swap debt and 
$531.2 million equivalent of the Treasury’s obligations 
still remained outstanding.

German mark
Since the mid-1970’s, the German mark had been 
caught up in recurrent heavy inflows of speculative 
and investment funds, leading to a sharp appreciation 
of the rate against the dollar as well as against most 
other major currencies. The mark’s underlying strength 
reflected Germany’s large current account surplus. 
German industry had successfully weathered the pre
vious substantial appreciations of the mark and had 
maintained, if not improved, its competitiveness in 
many markets. Moreover, the German government, 
mindful of the broad public concern over inflation, had 
been cautious about providing stimulus to the econ
omy. As growth in Germany lagged behind the expan
sion under way elsewhere, particularly in the United 
States, the current account surplus mounted.

In fact, the mark’s appreciation had temporarily
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added to the size of the current account surplus 
through terms of trade effects. It also allowed Germany 
to make further progress in curbing inflation, to the 
extent that prices rose by only percent in 1978. 
Even so, the cumulative rise in the mark exceeded 
relative inflation differentials with many trading part
ners, including the United States, and was clearly 
having a depressing effect on the German economy. 
By 1978, the German government had moved gradually 
to provide more stimulus to the domestic economy 
through fiscal measures, but the market remained 
doubtful that the underlying differences in economic 
performance were likely to change very quickly.

Under these circumstances, trading conditions in 
the exchange market between the mark and the dollar 
had occasionally become extremely disorderly. In late 
1977-early 1978, German and United States authorities 
had intervened heavily in the exchanges to settle the 
market and to reestablish a sense of two-way risk. For 
the United States, the Federal Reserve and the Trea
sury had both intervened, mainly using marks drawn 
under swap arrangements with the Bundesbank. In 
March, the United States had announced its prepared
ness to sell SDRs to Germany and to draw marks from 
the IMF, but such operations were not necessary at 
the time. The dollar firmed over the next months, and 
the United States authorities were able to unwind a 
sizable part of the swap debt. By the end of July, the 
Federal Reserve’s swap debt to the Bundesbank had 
been reduced to $650.5 million equivalent and the 
Treasury’s to $197.0 million equivalent. Meanwhile, in 
view of the recurrent strains in the exchange markets, 
the governments of the European countries decided 
to work toward linking their currencies together under 
common intervention arrangements. At a summit meet
ing in Bremen in July, the European Community (EC) 
governments made a formal commitment to establish 
a European Monetary System (EMS) along these lines 
with the specifics to be negotiated by the year-end.

A sense o f'deep  frustration nevertheless prevailed 
in the exchange markets about the kind of underlying 
adjustments that would be necessary to establish sta
b ility in the dollar-mark relationship. At the Bremen 
and Bonn summit meetings in July, the German gov
ernment had promised to take additional stimulative 
measures which were subsequently implemented. But, 
by early August, both the Swiss franc and the Jap
anese yen had come into strong demand and the un
settlement in those markets triggered renewed demand 
for marks against dollars. The spot mark, which had 
been trading at DM 2.0330 at the end of July, was bid 
up to DM 1.9370 by August 15, a rise of 5 percent. 
The Bundesbank and the Federal Reserve intervened 
to temper the rise.
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On August 16, President Carter expressed his deep 
concern over the decline of the dollar, asking Secre
tary of the Treasury Blumenthal and Federal Reserve 
Chairman Miller to seek ways to stem the decline. 
Over subsequent days and weeks, the United States 
authorities followed up with a series of measures. The 
Federal Reserve tightened money market conditions, 
hiked the discount rate % percentage point in two 
stages to 8 percent by late September, and eliminated 
reserve requirements on member banks’ Eurodollar 
borrowings. The Treasury announced it would triple 
the amount of gold at its monthly auctions. Moreover, 
the Administration pressed the Congress to seek 
means of reducing the budget deficit even further and 
to resolve the remaining issues which held up passage 
of an energy bill. The market responded favorably to 
these initiatives, and the mark fell back to trade around 
DM 1.9850 in early September.

The market’s extreme pessimism toward the dollar 
did not lift completely, however, and trading remained 
volatile. Consequently, the Bundesbank and the New 
York Federal Reserve intervened on several occasions 
in late August. For the month, the Desk’s sales of 
marks for the Federal Reserve and the Treasury 
amounted to $285.1 m illion equivalent and $277.9 m il
lion equivalent, respectively, financed partly out of 
balances and partly by additional drawings under the
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swap lines with the Bundesbank. At the same time, the 
Desk was able to acquire marks, largely through non- 
market transactions with correspondents, to repay 
swap drawings.

During September, a number of potentially favorable 
developments emerged for the dollar. United States 
trade figures showed that, following the bulge in the 
deficit earlier in the year, import demand was begin
ning to slacken while exports were expanding rapidly. 
With economic expansion in Germany and other coun
tries now more solidly based, official projections 
pointed to a further and substantial narrowing of the 
deficit for 1979. The Senate passed the long-awaited 
energy bill. And the Camp David accord had gen
erated hopes of an easing of tensions in the Middle 
East. But these developments were largely ignored by 
the exchange markets, where traders were expressing 
concern over the resurgence of inflationary pressures 
in the United States.

By that time, the negotiations over the EMS were the 
subject of extensive press and market commentary. 
Many market participants came to expect that, before 
the new arrangements could be introduced, scheduled 
for January 1, a generalized realignment would be 
necessary to revalue the mark substantially relative to 
the other currencies. As these expectations spread, 
heavy demand for marks built up, particularly before 
weekends. The Bundesbank and the other EC central 
banks had to intervene in progressively larger amounts 
to maintain the 2 1/4 percent margin between partici
pating currencies. From the July Bremen summit to 
mid-October, some $5 billion equivalent of marks was 
pumped into the market by participating central banks. 
Then on October 15 the mark was revalued by 2 percent 
against the Netherlands guilder and the Belgian franc 
and by 4 percent against the Norwegian and Danish 
kroner. This stopped the immediate speculative pres
sure on the snake but did not generate significant 
reflows.

Instead the bidding for marks continued. With the 
focus now shifting back to the dollar, a massive 
amount of hot money flowed out of dollars and into 
marks. Corporate treasurers, investment managers, 
central banks, and other dollar holders around the world 
sought to diversify their portfolios by buying marks and 
other currencies. The Federal Reserve’s decision on 
October 13 to raise the discount rate another Vz per
centage point to 8V2 percent was ignored, as were the 
generally favorable interest rate differentials for the 
dollar. As the selling pressure on the dollar moved with 
the time zones around the clock, intervention by the 
German and United States authorities increased both 
in size and scope. On the night of October 24, when 
President Carter announced his new anti-inflation pro

gram calling for voluntary price and wage guidelines, 
the Federal Reserve, operating through United States 
banks with branches in Hong Kong and Singapore, in
tervened in marks in the Far Eastern market to counter 
speculative pressure on the dollar. The market was 
well aware of this very forceful approach by the au
thorities, but demand for marks continued to build, 
and on October 31 the rate was pushed to an all-time 
high of DM 1.7050. At this level, the mark had risen 
almost 20 percent above early-August levels, 23 percent 
since the beginning of the year and 34 percent since 
late July 1976.

In all, the Trading Desk sold $1,641.4 million equiva
lent of German marks during September and October, 
of which $976.7 million was in the last four trading days 
in October. Of these totals, $1,033.2 million equivalent 
was for the Federal Reserve and $608.2 million equiva
lent was done on behalf of the Treasury. Net of further 
repayments during those months, swap drawings 
on the Bundesbank had mounted to $1,256.1 million 
by the Federal Reserve and $650.4 million by the Trea
sury. Meanwhile, net purchases of dollars, together with 
the much larger intervention in EC snake currencies, 
had swollen Germany’s international reserves by $8.4 
billion since July to $49.5 billion by the end of October.

On November 1, President Carter announced, as a 
major step in the United States anti-inflation program, 
that it was now necessary to correct the excessive 
decline in the dollar. In this connection, the Federal 
Reserve’s swap line with the Bundesbank was raised 
to $6 billion, along with increases in the System’s 
swap lines with the Swiss National Bank and the Bank 
of Japan. The Treasury announced it would draw 
German marks on its reserve position in the IMF, 
sell SDRs to Germany for marks, and issue mark- 
denominated bonds in the German capital market.

The Desk followed up the announcements with a 
highly visible and forceful intervention operation in 
the New York market in German marks as well as in 
Swiss francs and Japanese yen. These operations were 
fully coordinated with those of other central banks in 
their own markets. In response, many market profes
sionals moved quickly to dump their long mark posi
tions. As the dollar then rebounded, the spot mark 
fell sharply to as low as DM 1.9030 on November 6, 
down 10 1/2 percent from its record high just four trading 
days earlier. But sporadic bidding for marks by the 
banks’ commercial customers and by central banks 
shifting funds out of dollars continued for some time. 
Consequently, as the market sought to establish a new 
trading range following the November 1 announce
ments, both the German and United States authorities 
continued intervening openly and forcefully in their re
spective markets. These operations gradually brought
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the market into better balance, and by November 20 
the mark declined to as low as DM 1.94. In all, the 
Desk intervened on twelve trading days during Novem
ber, selling $2,920.8 million equivalent of marks in the 
market, of which $1,976.1 million equivalent was done 
for System account and the remaining $944.7 million 
equivalent was on behalf of the Exchange Stabilization 
Fund (ESF). Meanwhile, Germany’s foreign currency 
reserves increased by a further $500 million which, 
together with the purchase of SDRs from the United 
States Treasury and the increase in its reserve position 
with the IMF resulting from the United States drawing, 
contributed to the $2.8 billion increase in overall re
serves for the month.

During December, however, the dollar’s recovery 
lost momentum. With the latest statistics showing the 
United States economy even more buoyant than ex
pected just a month before— with prices, production, 
and employment all expanding rapidly— the market 
worried that the anticipated slowing of inflation and 
narrowing of our trade deficit was now delayed. More
over, with economic activity in Germany picking up, 
reports circulated that the Bundesbank was increas
ingly concerned over the buildup of mark liquidity in 
domestic money markets. As a result, dealers watched 
closely the Bundesbank’s weekly reserve figures for 
any indication that it had acted to offset earlier inter
vention by selling dollars and grew cautious about the 
implications of its December 14 announcement of a 
reduction in commercial bank rediscount quotas and 
a monetary growth target of 6-9 percent for 1979. In 
addition, the approach of the starting date for the new 
EMS was still a source of uncertainty as traders re
mained doubtful that even the new exchange rate 
relationships would prevail in the proposed new joint 
arrangement.

Against this background, the outbreak of a political 
crisis in Iran and a larger than expected increase in 
OPEC oil prices helped trigger another burst of de
mand for the German mark before mid-December. As 
the mark advanced, many corporations joined in the 
bidding to cover accounting as well as economic expo
sures before the rate rose too far. Moreover, some cen
tral banks of developing countries proceeded further 
with their efforts to diversify portfolios by buying marks. 
This demand for marks came at a time when many of 
the dealing banks were reluctant to undertake new 
transactions that would significantly alter their ac
counts for the year-end. Consequently, the market was 
even less resilient than normal, and the heavy bid
ding for marks propelled the rate up to as high as 
DM 1.8070 on January 2, almost 71/2 percent above its 
November lows.

To moderate this advance, the United States and

German authorities again intervened forcefully through
out December. Operating on fourteen trading days the 
Desk sold $2,796.5 million equivalent of marks including 
$1,575.8 million equivalent for the System and $1,220.7 
million equivalent for the Treasury. These operations 
brought total United States intervention sales over the 
last two months of 1978 to $5,717.3 million equivalent 
of marks. As a result, total drawings outstanding on the 
Federal Reserve’s swap line with the Bundesbank stood 
at $4,558.0 million equivalent by the year-end. The 
Treasury’s outstanding drawings on its swap line with 
the German central bank stood at $889.4 million equi
valent. But the bulk of its intervention after November 1 
had been financed out of ESF balances obtained from 
the United States drawing on the IMF and out of 
the proceeds of the Treasury’s first issue of mark- 
denominated securities. This issue, which was floated 
in the German capital market on December 15, was 
comprised of $931.1 million equivalent of three-year 
securities at 5.95 percent per annum and $664.1 mil
lion equivalent of four-year notes at 6.2 percent. The 
$1,595.2 million of proceeds was warehoused by the 
Treasury with the Federal Reserve.

Meanwhile, the surge in the mark ahead of the year- 
end had led many market participants to believe that 
it would advance much further in early January. But, 
in fact, the commercial demand for marks that had been 
expected in January had largely been met. The Bundes
bank stepped in and intervened in size as soon as 
trading resumed in the new year. Also rumors circu
lated that new dollar defense measures would quickly 
be announced should the mark rise strongly against 
the dollar. Traders then found they had few outlets for 
the marks they had accumulated or had just received 
from the German central bank, and some moved to 
cover their positions. The mark thus fell bacK quickly, 
to around DM 1.85, an unexpected turnaround which 
had a sobering impact on market psychology. As a 
result, after some initial nervousness, the market took 
in stride the January 18 decision of the German 
authorities to increase minimum reserve requirements 
and to raise the Lombard rate V2 percentage point to
4 percent. Sentiment toward the dollar was also helped 
by the stress on the need for fiscal restraint in the 
President’s budget and State of the Union message 
and by the Federal Reserve’s adherence to a restrictive 
monetary policy. A scramble for oil by many countries 
seeking to prepare themselves for a protracted disrup
tion of production in Iran prompted additional demand 
for dollars.

The mark thus came increasingly on offer toward the 
month end. It fell sharply on the final day of the period 
under review, prompting the Desk to buy $70 million 
equivalent of marks in the market to cover outstanding
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Table 3

Federal Reserve System Repayments under Special 
Swap Arrangement with the Swiss National Bank
In millions of dollars equivalent

System swap System swap
commitments 1978 1978 1978 1978 1979 commitments
January 1, 1978 I II III IV January January 31,1979

506.5 -95 .6 -95 .6 -95 .6 -62 .3 -18.1 139.3

Data are on a value-date basis.

Table 4

Drawings and Repayments by Foreign Central Banks and the Bank for International Settlements 
under Reciprocal Currency Arrangements
In millions of dollars; drawings (+ ) or repayments (— )

Bank drawing on Federal Reserve System
Outstanding 

January 1, 1978
1978

I
1978

II
1978

III
1978

IV
1979

January
Outstanding 

January 31, 1979

Bank for International Settlements* 
(against German marks) ........................... -0- ( +295.0 

I  -295.0 -0- ( +22.0 
|  -22 .0 -0- -0- -0-

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 5

United States Treasury Drawings and Repayments under 
Swap Arrangement with the German Federal Bank
In millions of dollars equivalent; drawings (+ ) or repayments (— )

Amount of 
commitments 
January 1, 1978

1978
I

1978
II

1978
III

1978
IV

1979
January

Amount of 
commitments 

January 31,1979

-0- +964.8
( +  35.2 
■) -533.6

J +360.8 
I  -485.7

( +802.5 
{  -254.6

-264.8 613.0*

Because of rounding, figures do 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. 1979 also include revaluation adjustments resulting from swap renewals, 
which amounted to $11.6 million for drawings on the German Federal Bank renewed during January.
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Federal Reserve— Treasury “ Warehousing Arrangement”

During the six-m onth  period, the Federal Reserve “ w are
housed”  fo re ign  cu rrencies by taking fore ign exchange 
acquired  by the Treasury tha t was not im m edia te ly 
needed to  finance fore ign exchange in tervention  in 
return fo r do lla rs  tha t w ere needed by the T reasury 
in its own dom estic operations. In carry ing  ou t th is  
exchange, the  Federal Reserve operated as it d id  in the 
past to  buy the fo re ign  cu rrency in a spot purchase from  
the Treasury and s im ultaneously  sell it back to  the 
T reasury at the  same exchange rate fo r a fu ture 
m aturity  date— three m onths o r even one year later. 
A key aspect o f th is  type of transaction  is that, since 
both the Federal Reserve and the T reasury agree to  
pay and to  receive the  same amount of fo re ign  cu r
rency as specified  by the use of the same exchange 
rate, ne ithe r party incurs any fore ign exchange rate 
risk from  th is  transaction.

Between the tim e o f the in itia l transaction  and the 
m aturity  date, the Treasury has do lla rs  w hich  are 
c red ited  in itia lly  to  its  account at the Federal Reserve 
Bank of New York, w h ile  the Federal Reserve has 
fo re ign  currency assets w hich  it places w ith  its centra l 
bank correspondent abroad to  earn an investm ent re
turn. As the do lla rs  flow  in to the  United States banking 
system, e ither by trans fe r to  a Treasury tax and loan 
account at a com m ercia l bank o r as the T reasury

finances dom estic expenditures, m em ber bank reserves 
increase. However, under the  operating  procedures the 
dom estic  T rading Desk uses to  ca rry  out ob jectives 
set by the Federal Open M arket Com m ittee, it w ould 
typ ica lly  respond by absorb ing an equ iva lent am ount 
o f reserves in its day-to-day open m arket operations to  
neutra lize any unwanted expansionary effect of the 
use of the T reasury ’s balance a t the Federal Reserve 
Bank of New York.

A w arehousing transaction  is reversed when the 
Federal Reserve repays the  fo re ign  currency it has 
acqu ired from  the Treasury and the Treasury repays 
do lla rs. This  cou ld  o ccu r before the orig ina l m aturity  
date, if the Treasury decides that warehoused fore ign 
exchange balances w ill be used to finance its in terven
tion  (in w hich  case the Treasury carries any exchange 
risk that may be involved) o r upon m aturity. W hether the 
Treasury acqu ires do lla rs  to  make the repaym ent to  the 
Federal Reserve by purchasing them in the fore ign ex
change m arket, by borrow ing in the dom estic m arket, o r 
from  rece ip ts  from  other sources, m em ber bank reserves 
w ill decline. In th is  case, the dom estic T rading Desk 
w ould  offset any unwanted decline  through open m arket 
operations. Thus, in p ractice , there is no net e ffect on 
m em ber bank reserves as a result of operations under 
the warehousing arrangem ents.

Federal Reserve and Treasury swap debt and to main
tain orderly trading conditions. The mark thus ended 
the period at DM 1.8720, some 9 percent below its end- 
October peak but still up 8V2 percent over the six- 
month period under review.

Compared with the preceding two months, central 
bank support for the dollar was modest during Jan
uary. The Federal Reserve Trading Desk intervened 
to sell only $68.9 million equivalent of marks for the 
System and $132.3 million equivalent for the Treasury 
over the course of the month. Meanwhile, it took ad
vantage of opportunities to acquire marks, largely 
through nonmarket transactions with correspondents, 
which were used to repay swap debt. Thus, by end- 
January, the System’s outstanding swap indebtedness 
to the Bundesbank was down $389.8 m illion net over 
the month to stand at $4,168.2 million and that of the 
Treasury had been reduced by $276.4 m illion to $613.0 
million. These operations, repayments of swap debt by 
the Bundesbank’s partners in the EC snake, and that 
central bank’s own operations in the market were 
reflected in the $1.8 billion net decrease in Germany’s 
official reserves over the month to $52.1 billion by

January 31, 1979. But for the six-month period as a 
whole, Germany’s reserves rose a net $11  billion.

Japanese yen
By late 1977-early 1978, the Japanese authorities faced 
three mutually reinforcing problems: economic growth 
had fallen short of the government’s target, the current 
account surplus remained excessive at an annual rate 
of nearly $16 billion, and the yen was appreciating 
rapidly, rising 30 percent in two years to ¥227.00. 
Since each of these problems had significant inter
national implications, foreign authorities were pressing 
Japan to hasten the adjustment process. In late 1977, 
the government had provided more fiscal stimulus to 
promote domestic growth and boost imports. In addi
tion, Japan encouraged imports by relaxing trade 
restrictions on certain kinds of goods. But the impact 
of these measures was blunted by the persistent rise 
in the Japanese yen which exerted a drag on the 
domestic economy. Moreover, the current account sur
plus widened even further as the yen rate appreciated. 
This unexpected result reflected in good measure the 
terms of trade effects of the yen’s rise. It also reflected
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the fact that Japan’s exports remained highly com
petitive. With the yen’s appreciation serving as a 
further brake to domestic inflation, Japanese firms in 
several key industries were able to take advantage of 
declining costs of imported raw materials and other 
products, such as oil. Moreover, because of the more 
rapid inflation under way in many foreign markets, 
Japanese exporters did not have to absorb the full 
effect of the yen’s rise on their prices. By mid-1978 
the underlying adjustment to the previous appreciation 
of the yen was finally beginning to show through in 
the trade figures, as export volumes started to decline 
and import volumes started to rise. But, in view of the 
experience of the previous two years, the market was 
still skeptical that Japan’s efforts to reduce its surplus 
significantly— or the United States efforts to reduce 
our current account deficit— were likely to succeed in 
the near future.

Against this background the yen had come into 
demand, buoyed by heavy inflows of funds again in 
late July-early August. The yen rate was bid up by 
20 percent to ¥188.6 at the end of July and advanced 
a further 3% percent to a peak of ¥181.8 in mid- 
August. By that time, selling pressure on the dollar 
again spread to the markets for major European cur
rencies. On August 16, President Carter expressed 
his deep concern over the dollar’s decline, initiating 
a series of actions by the Federal Reserve and the 
United States Treasury to deal with the problem. 
These included intensive discussions between the 
United States and the Japanese authorities on means 
of hastening the adjustment process. In late August, 
the Japanese government introduced a supplementary 
budget which included additional stimulus, mainly 
through public works projects and credit availability 
for housing, which was expected to increase GNP by 
some ¥2.7  trillion. The Japanese authorities also 
pressed ahead on a program of emergency imports to 
reduce the immediate current account surplus. The 
market responded positively to these various official 
actions, and the yen settled back in late August to 
¥188, where it held steady in balanced trading through 
mid-October.

By that time, Japan’s current account surplus was 
more clearly on a narrowing trend. But the dollar had 
again come under heavy selling pressure against 
Western European currencies and that pressure again 
spilled over into the yen, which rose to a new record 
high of ¥176.45 by October 31. Under these circum
stances, the Japanese authorities became concerned 
that the new appreciation of the yen might thwart even 
the modest progress toward internal and external bal
ance that had just begun. The United States authorities 
were also concerned that the decline of the dollar was

becoming excessive and threatened to undermine the 
efforts to curb inflation in the United States.

Consequently, in further discussions in late October, 
United States and Japanese authorities agreed that an 
important element of any broader package of initiatives 
to strengthen the United States dollar would be a com
mitment by the United States to intervene in Japanese 
yen, backed up by substantial resources, along with 
intervention in German marks and Swiss francs. For 
sometime, the Federal Reserve Bank of New York 
had been intervening in the New York market for 
account of the Japanese authorities. It was agreed 
that this would continue and that the United States 
authorities would join in this intervention using their 
own resources. As the $30 billion of foreign currency 
resources was assembled, therefore, the Federal Re
serve swap arrangement with the Bank of Japan was 
raised from $2 billion to $5 billion, and the United 
States Treasury agreed to draw $1,000 million equiva
lent of yen from the IMF and to sell $641.7 m illion 
equivalent of SDRs to Japan.

The announcement on November 1 of these mea
sures had a profound effect on yen trading in New 
York, and the yen rate fell back sharply with only 
modest intervention for the day. Heavy demand for yen 
developed the next day in Tokyo. But the Bank of 
Japan countered vigorously, and the Federal Reserve 
Bank of New York maintained a forceful presence in

Chart 4

Japan
Movements in exchange rate and official 
foreign currency reserves

Yen per dollar Billions of dollars

*S e e  footnote on Chart 3.
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the New York market on that and subsequent days. 
In response, the pressure quickly abated and there 
was little need for further intervention. In all, sales of 
yen by the United States authorities in early November 
amounted to $196.7 million. Of the Federal Reserve 
sales, $151.7 million equivalent of yen was financed by 
drawings under the System’s swap arrangement with 
the Bank of Japan and $2.8 million equivalent of Jap
anese yen was drawn from balances. United States 
Treasury sales of $42.3 million of yen were financed 
entirely out of proceeds of IMF drawings.

Once the sense of two-way risk was reestablished, 
market sentiment began to shift against the yen. 
Traders took account of the narrowing of Japan’s 
current account surplus. Moreover, the wide interest 
differentials favoring the United States dollar over the 
yen generated capital outflows, as foreign governments 
and international institutions stepped up new borrow
ings in the Tokyo market and nonresidents liquidated 
earlier investments. Consequently, the yen rate dropped 
back to as low as ¥202.45 in early December, some 
13 percent below the late-October peak. By that time 
the Federal Reserve began to acquire modest amounts 
of yen to repay the swap drawings of early November.

The yen then became caught up in the renewed up
surge of the European currencies against the dollar in 
mid-December. But, while regaining 5 percent to a 
high of ¥192.45, the yen lagged behind the rise in the 
other currencies. Consequently, intervention to check 
the rise was relatively modest, with the United States 
authorities selling a total of $10.6 million of yen. Of this 
amount the Federal Reserve sold $6.4 million equivalent 
financed by a $4.8 million equivalent drawing on the 
swap line with the Bank of Japan and out of balances. 
The remaining $4.2 million equivalent was sold by the 
Treasury out of balances. By midmonth, market senti
ment turned hesitant toward the yen once again, as 
major events of concern to the market at the time— the 
political and economic disturbances in Iran and the jump 
in OPEC oil prices— were viewed as potentially serious 
to Japan as well as to the United States. Consequently, 
the yen rate began to ease through the month end, 
even as other currencies continued to advance.

In January, the yen softened further as Japanese 
trading companies bid strongly for dollars. The Jap
anese authorities took the opportunity to dismantle 
some of the barriers to capital inflows, cutting in half 
the marginal reserve requirement on free yen deposits 
and relaxing the restrictions on nonresident purchases 
of Japanese securities. On several days the yen de
clined sharply enough in the New York market that 
the Federal Reserve stepped in as a buyer of yen to 
maintain orderly trading conditions. On this basis it 
purchased $98.8 million equivalent for the account

of the United States authorities over the course of the 
month. By the month end, the yen rate had fallen back 
to ¥201.70, for a net decline of 6V2 percent for the 
six-month period under review. By that time, the Fed
eral Reserve had acquired sufficient amounts of yen 
from transactions with correspondents and from the 
market to repay in full the swap drawings on the Bank of 
Japan. The Treasury’s purchases of yen were added to 
ESF balances.

Swiss franc
By midsummer 1978 the Swiss franc was rising sharply, 
reaching new highs against the dollar and other major 
European currencies. Switzerland’s inflation rate was 
running at 1.4 percent per annum, the lowest of all 
industrial countries. Switzerland's current account for 
the year, forecast to show a SF 9 billion surplus, was 
expected to be second only to Japan’s. Also, many in 
the market had come to question whether the authori
ties would continue to resist upward pressure on the 
franc, since intervention in the exchanges earlier in 
the year had already contributed to an explosion in the 
monetary aggregates well above the central bank’s
5 percent target. Indeed, since midyear the Swiss 
National Bank had been able to absorb some of the 
excess liquidity through domestic monetary operations 
and by selling dollars to nonresident borrowers under 
the official capital export conversion requirement. As 
a result, Switzerland’s reserves had declined somewhat 
in July to $12.8 billion. But in the exchange market the 
Swiss franc was swept up in a burst of bidding to 
SF 1.7099 against the dollar and SF 0.8458 against 
the German mark by August 2. At these levels, the 
Swiss franc had gained since the beginning of the year 
16 percent and 12 percent, respectively.

In view of the franc’s rapid advance, the National 
Bank moved early in August to make more liquidity 
available to the market by open market operations, the 
placement of government deposits with commercial 
banks, and one-year swaps against dollars. These oper
ations triggered a sharp decline in domestic and Euro- 
Swiss franc interest rates and succeeded for a while 
in blunting the franc’s rise. But, in the generally un
settled markets at the time, the franc was soon rising 
again against the dollar, along with other major cur
rencies. It rose as high as SF 1.5451 by mid-August 
before falling back by some 8 V2 percent in reaction 
to President Carter’s expression of deep concern 
over the dollar’s decline and the follow-up measures 
by the Federal Reserve and the Treasury.

But by September the Swiss franc was again on the 
rise. As before, the appreciation was for the most part 
caused by commercial and official shifts of funds out 
of the dollar. But the franc was also buoyed by flows
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Chart 5

Switzerland
Movements in exchange rate and official 
foreign currency reserves

*See footnote on Chart 3.

of funds out of other European currencies, including 
the mark, in response to market concern that an ex
panded jo int float arrangement to include all EC 
countries would leave the franc isolated and hence 
more vulnerable to even stronger upward pressures. 
In this environment, the rate was propelled by late Sep
tember to a new record high of SF 1.4510 against the 
dollar and SF 0.7547 against the mark. To moderate 
this advance, the Swiss National Bank had gradually 
increased its dollar purchases in Zurich and New York, 
while the Federal Reserve joined in these operations 
on twelve trading days in August and September, selling 
$147.7 million equivalent of francs. These sales were 
financed by drawings under the swap arrangement with 
the Swiss National Bank, which raised the total from 
$22.9 m illion equivalent to $170.5 million equivalent.

Meanwhile, the franc’s unrelenting advance in the 
exchanges raised the risk of severe repercussions on the 
Swiss economy. Producers of goods for both foreign 
and domestic markets were concerned about a loss of 
competitiveness, falling profit margins, and declining 
sales. But the trade balance remained strong because 
of the favorable price effects of the franc’s appreciation 
on the terms of the trade. Concerned that an excessive 
appreciation of the franc might drive the economy into

recession, the Swiss authorities took the initiative in the 
exchange markets in late September-early October. The 
Swiss National Bank intervened massively to reverse 
the rise in the rate both against the dollar and the 
German mark. Although the bulk was done in Zurich, 
the Federal Reserve followed up in New York, for the 
account of the Swiss National Bank and for Federal 
Reserve account. System sales of francs amounted 
to $100.0 m illion equivalent.

Also, to signal a desire for the franc to decline 
against the mark, the Swiss central bank bought mod
est amounts of snake currencies other than the mark 
to give the mark more room to appreciate within the 
jo in t float. Finally, to increase the depth of the Swiss 
franc market, the authorities raised the lim it on non
resident participation in foreign borrowers’ Swiss franc 
bond issues from 35 percent to 50 percent and allowed 
50 percent of private nonresident borrowings of francs 
to be converted in the market.

In response to these actions, the franc initia lly fell 
back sharply, dropping to a low of SF 1.63 against the 
dollar and to SF 0.8350 against the mark. Later on, 
however, as trading conditions deteriorated and the 
dollar plummeted across the board, the franc rose 
again, moving back to its record high on October 31. 
But, in the wake of the earlier intervention by the Swiss 
National Bank and the highly publicized concern of 
the Swiss authorities over the franc’s relationship to 
the mark, the Swiss franc lagged behind the rise in the 
mark. As a result, although the Federal Reserve supple
mented its intervention in marks with sales of Swiss 
francs, in late October it sold only a modest $46.5 
million equivalent of francs financed by drawings on 
the swap line with the Swiss National Bank. Mean
while, the heavy intervention by the Swiss National 
Bank earlier in October accounted largely for the $4.7 
billion increase in Switzerland’s external reserves dur
ing August-October.

The franc’s advance was abruptly reversed in re
sponse to the November 1 announcement of steps to 
correct the excessive decline of the dollar. These in
cluded an increase in the Federal Reserve’s swap line 
with the Swiss National Bank from $1.4 billion to $4 
billion, indications by the Treasury that it would sell 
SDRs for Swiss francs, and plans for the Treasury to 
place franc-denominated securities in the Swiss capital 
market. On November 1, the franc fell sharply, drop
ping off some 8% percent below its highs of the pre
vious day. Thereafter, the franc, along with the mark 
and the yen, came into heavy demand in a test of the 
United States resolve to follow through on the Novem
ber 1 program. But the earlier forceful intervention by 
the Swiss authorities had already made traders more 
cautious, and the Swiss National Bank did not have to
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intervene as heavily as before. For its part, the Federal 
Reserve sold $351.6 million equivalent of francs in 
the first half of November, financed entirely by 
new drawings on the swap line with the Swiss cen
tral bank. This intervention helped settle the market, 
and by November 20 the franc had declined another 
9 percent to SF 1.7640. Thereafter, the rate fluctuated 
fairly narrowly through early December, requiring only 
occasional light support from the Swiss National Bank 
and sales of just $29.0 million equivalent of francs by 
the Federal Reserve on November 21 and 29 which 
were financed by further swap drawings.

During December the franc came under renewed 
upward pressure amid uncertainties ahead of the 
scheduled introduction of the EMS at the month end, 
growing political instability in Iran, and the announce
ment by OPEC of a larger than expected oil price in
crease. As the franc rose, many multinational corpora
tions sought to cover both economic and accounting 
exposures. For a while the franc outstripped the mark 
in its advance against the dollar, rising 9 percent by 
the year-end. In response, the Swiss National Bank 
intervened heavily and the Federal Reserve sold $354.3 
million equivalent of francs through the month end, of 
which $33.8 million was for value in early January. 
These operations contributed to another $4.1 billion 
equivalent rise in Switzerland’s external reserves since 
October 31 to $21.6 billion at the year-end.

But this intense bidding tapered off quickly in early 
January once it became clear that most companies

had satisfied their near-term need for francs before 
the year-end. Also, timely and forceful intervention 
by the National Bank left the market to expect that the 
central banks would step in quickly to counter a re
newed rush into francs. Even so, the market was 
aware that the heavy intervention by the Swiss National 
Bank had generated a 16.2 percent increase in the 
Swiss money supply in 1978, far above the targeted 
rate of increase. To ease concerns that it might sud
denly tighten liquidity, the Swiss National Bank an
nounced that, since priority was still being given to 
the stabilization of exchange rate relationships, it 
would not set a money supply target for 1979. More
over, when the United States Treasury announced 
plans to sell Swiss franc-denominated bonds, the 
Swiss National Bank followed up with an assurance 
that the authorities would offset the liquidity drain 
caused by this issue. At mid-January, the United States 
Treasury placed a total of $1,203 million equivalent of 
franc-denominated securities in the Swiss capital mar
ket. Of this amount $744.5 million equivalent was bor
rowed over 2 1/2 years at 2.35 percent per annum. The 
remaining $458.5 m illion equivalent four-year place
ment was at 2.65 percent. The proceeds of these secu
rities were then warehoused by the Treasury with the 
Federal Reserve.

In this better atmosphere for the dollar, traders be
gan to perceive a downside risk in the Swiss franc. In 
view of the 10 percentage point differential between 
United States and Swiss interest rates, it became im-

Table 6

United States Treasury Securities, Foreign Currency Denominated
In millions of dollars equivalent; issues (+ ) or redemptions (— )

Amount of Amount of
commitments 1978 1978 1978 1978 1979 commitments

Issues January 1,1978 I II III IV January January 31,1979

Government series:

Swiss National B a n k .................................... 1,168.9 — 133.8 — 133.8 — 133.8 —  167.1 —  69.3 531.2

Public series:

Switzerland....................................................  -0- -0- -0- -0- -0- +1,203.0 1,203.0

Germ any........................................................  -0- -0- -0- -0- +1,595.2 -0- 1,595.2

Total ..............................................................  1,168.9 -133.8 -133.8 -133.8 j + 1 jg £ J  { +1 203 0 3'329'3

Because of rounding, figures may not add to totals. Data are on a value-date basis.
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mensely costly to remain short of dollars once the franc 
began to ease. The franc thus fell back sharply from 
its year-end highs, and this decline accelerated follow
ing the stress on anti-inflation policies in the United 
States. With the exchange market now in better bal
ance, the Swiss government announced on January 23 
the removal of the February 1978 ban on nonresident 
purchases of foreign securities. Caught by surprise, 
the market’s initial reaction was to bid heavily for 
francs. But the Swiss National Bank reacted imme
diately with forceful intervention, and this flurry of 
demand quickly subsided. Thus, the franc continued 
to ease enabling the Swiss National Bank to sell some 
of its earlier dollar purchases. The franc closed at 
SF 1.700 on January 31, off 14 percent from the 
late-October peak.

For its part, the Federal Reserve did not intervene in 
the franc market during January. In fact, at one point 
in which the franc was easing particularly sharply the 
System was able to buy $20.0 million equivalent of 
francs in the market. This purchase, together with 
much larger amounts purchased directly from the Swiss 
National Bank, enabled the System to repay $605.1 
million of current System swap debt, leaving $446.7 
million equivalent outstanding as of January 31. For 
the period as a whole, the franc was virtually un
changed on balance, while Switzerland’s external re
serves rose a net of $8.9 billion over the six-month 
period to $21.7 billion.

During the period, the Federal Reserve and the 
United States Treasury continued with the program 
agreed to in October 1976 for an orderly repayment 
of pre-August 1971 franc-denominated liabilities. The 
Federal Reserve repaid $139.6 million equivalent of 
special swap indebtedness, while the Treasury re
deemed $319.2 million equivalent of Swiss franc- 
denominated securities by the end of January. Most of 
the francs for these repayments were acquired directly 
from the Swiss National Bank against dollars. How
ever, francs were also bought from the National 
Bank against the sale of $118.2 million equivalent of 
German marks which were, in turn, either covered 
in the market or drawn from existing balances. By end- 
January, the Federal Reserve’s special swap debt to 
the Swiss National Bank stood at $139.3 million equiva
lent, while the Treasury’s Swiss franc-denominated 
obligations had been reduced to $531.2 million equiva
lent.

EC snake
In the mid-1970’s, divergencies in the performances of 
the major European economies had forced a number 
of important currencies to drop out of the EC snake, 
leaving the remaining currencies highly exposed to the

volatility of the exchange markets. As a result, over 
the past three years the currencies remaining inside 
the joint float had advanced more rapidly against the 
dollar than those which had-left the band, even though 
the differences in economic performance among all 
EC countries had begun to narrow. Against this back
ground, the EC heads of state and government reached 
agreement at Bremen last July to create a zone of 
monetary stability via a new joint floating arrange
ment to include all EC members.

News of the agreement prompted some bidding for 
the currencies outside the snake as the market took 
the view that these currencies would henceforth trade 
more in line with those now in the EC band. But within 
that arrangement enough divergence between price 
and trade performances remained to raise expecta
tions in the market that a realignment might take place 
among those currencies prior to the introduction of 
the EMS. Once the mark began outpacing the advances 
of other major currencies against the dollar in late 
July-early August, participants doubted that other par
ticipating currencies could keep pace with the German 
mark. As a result, the Dutch guilder, Belgian franc, 
Norwegian krone, and Danish krone all fell to the bottom 
of the joint float.

Against this background, all four currencies were 
subjected to outflows into the mark. In some cases, the 
pressures were aggravated by local considerations. The 
Norwegian krone was beset by commercial and profes
sional selling pressure as the market reacted to Nor
way’s loss of competitiveness vis-it-vis its major trading 
partner, Sweden, whose currency had been withdrawn 
from the EC band a year before. Evidence of deterio
ration in Belgium’s trade position during the summer 
generated continued sizable selling of Belgian francs. A 
large-scale buildup in commercial leads and lags also 
weighed on the Netherlands guilder.

As the movement of funds into the mark gathered 
momentum, the five EC central banks stepped up their 
intervention to keep the joint float within its 21/4 per
cent limits, buying large amounts of guilders, Belgian 
francs, and Danish and Norwegian kroner against sales 
of German marks provided by the Bundesbank. By mid- 
October the total amount of marks created by the 
Bundesbank to meet these pressures had mounted up 
to $5.1 billion equivalent since end-June and was con
tributing to a strong expansion in Germany’s monetary 
aggregates. By contrast, this intervention drained large 
amounts of liquidity out of the other four snake cur
rencies. Interest rates rose steeply in each of their 
money markets, while the respective monetary author
ities reinforced the squeezes still further by raising 
official lending rates.

Finally, in mid-October, the EC monetary authorities
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agreed to a realignment which upvalued the mark by
2 percent against the Dutch guilder and Belgian franc 
and by 4 percent against the Danish krone and the 
Norwegian krone. Following this announcement, the 
heavy selling within the snake came to an end and all 
the jo int float currencies advanced on their own to 
record highs against the dollar at the month end. But 
reversals of the commercial leads and lags or specu
lative positions in favor of the mark were modest. Con
sequently, part of the indebtedness built up while de
fending the snake was settled at the month end by trans
fers of dollar assets to Germany.

The November 1 announcement of the United States 
measures to support the dollar triggered a sharp fall 
in the mark, well in excess of the declines in the 
other snake currencies. The mark thus dropped to the 
bottom of the jo in t float, and strains on the band eased 
generally. Under these conditions, market participants 
began to reverse the highly expensive long mark posi
tions they had been maintaining against the weaker 
snake currencies.

This unwinding proceeded slowly, however. Many un
certainties remained over the outlook for the snake in 
view of the scheduled introduction of the new Euro
pean Monetary System on January 1. Some partic i
pants still wondered if another realignment might not 
occur prior to the starting date now only a few weeks 
away. Many traders thus continued to roll over short 
positions against the mark. To clear the air, the mone
tary authorities of the EC snake countries let it be 
known that the bilateral central rates presently in force 
between the snake currencies would be maintained in 
the new system. This announcement contributed further 
to a reduction of tensions within the snake. But Norway 
decided it could not risk having its currency pulled up 
further against the Swedish krona. Therefore, following 
Sweden’s decision not to enter the new system, Nor
way announced on December 12 it could not join the 
arrangement and that the krone would be withdrawn 
from the snake effective immediately.

The decision at the year-end to delay the implemen
tation of the new monetary arrangement had no discern
ible impact on trading relationships within the snake. 
Instead, as the mark eased back against the dollar, the 
process of unwinding positions taken up prior to the 
mid-October realignment accelerated. Benefiting from 
high domestic interest rates, the Dutch guilder and the 
Danish krone became buoyed by these reflows and 
traded firmly in the snake. The commercial Belgian 
franc was also bolstered by reflows but, amid con
cerns over the persistent sluggishness of the Belgian 
economy and the size of the government deficit, the 
return of funds took place more slowly and the franc 
stayed near the bottom of the jo in t float.

French franc
During the spring of 1978, the French government had 
reaffirmed its commitment to give priority to the fight 
against inflation and the maintenance of a sound bal
ance of payments, while boosting employment largely 
through selective measures. By midyear, the economy 
was beginning to respond to the modest stimulus that 
had been provided earlier, spurred by an upturn in 
domestic consumption. Also, the current account had 
settled into strong surplus. The French franc had 
strengthened in the exchanges. It rose against the dollar 
to trade around FF 4.36 by early August. It also gained 
against the German mark, and the Bank of France had 
taken in reserves. Progress on the inflation front, how
ever, had not yet met expectations. Looking ahead, the 
market was uncertain about the prospect for an early 
further decline in inflationary pressures since, as part 
of its longer term strategy to reduce the growth 
of public financing needs and to channel more per
sonal savings into business investment, the govern
ment had embarked on a program to increase charges 
for public services and gradually to relax long-standing 
controls on industrial prices. Also, by midsummer, 
the market had become sensitive to the implications of 
any deterioration in economic performance relative to 
that of Germany in view of the possibility that France 
might join in an expanded EC currency arrangement
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which was scheduled for implementation on January 1,
1979.

Against this background, news during August of a 
quick upsurge in consumer prices, an acceleration of 
wage increases, and a temporary slippage in France’s 
trade account back into deficit had a dampening effect 
on market psychology for the French franc. Market 
participants began to question whether the franc could 
hold its own against the German mark, and commercial 
leads and lags started to move against the franc. Also, 
since short-term interest rates had been gently de
clining as the franc had strengthened during previous 
months, some investors took advantage of a narrowing 
of favorable interest differentials to shift funds into 
other currencies. As a result, the fraric lost some of 
its earlier buoyancy. Although at times it was bid up 
as the dollar came on offer in August and September, 
it posted little advance on balance over the two months 
trading around FF 4.37. Meanwhile it eased back about 
4 percent against the mark by end-September. Under 
these circumstances, the inflows to France’s reserves 
tapered off and the Bank of France provided some 
support for the rate through sales mostly of German 
marks but also of dollars.

In the increasingly unsettled markets that developed 
during October, the French franc joined to a greater 
degree in the rise in foreign currencies against the 
dollar. By this time, also, the authorities had reinforced 
the relatively restrictive monetary stance by reducing 
to 11 percent the target for monetary growth in 1979 
and by tightening somewhat the ceilings on bank 
credit expansion. They also doubled the reserve re
quirements against sight deposits to 4 percent to ab
sorb liquidity generated by the balance-of-payments 
surplus and the financing of the government deficit. 
Thereafter, an abrupt tightening in the Eurofranc mar
ket prompted importers that previously had been 
borrowing to bid instead for francs in the spot market 
in order to meet their month-end payment needs. These 
factors combined to push up the French franc, which 
rose to a record high of FF 3.97 against the dollar on 
October 31, some 9% percent above early-August 
levels. But the franc continued to lag behind the Ger
man mark. As a result, the Bank of France at times still 
provided occasional support for the franc by selling 
marks while otherwise taking in dollars to limit the 
franc’s rise.

Following the announcement of the November 1 
package in support of the dollar, the French franc 
plummeted along with other currencies, dropping back 
below early-August levels to FF 4.3490 by midmonth. 
Initially, it fell back less rapidly than the mark which 
had been the center of speculation against the dollar. 
But by late November, as the market focused on the

upcoming negotiation over the EMS at an EC Council 
meeting December 5-6, the franc became subject again 
to bouts of selling pressure on expectations that it 
would decline against the mark before entering the 
new joint floating arrangement. As a result, the franc 
eased back against the mark to a low on December 4, 
while moving back up to FF 4.45 against the dollar.

Before long, however, the earlier concerns about the 
prospects for the French franc began to lift. Doubts 
about France’s trade performance faded inasmuch as a 
surplus of around FF 2.5 billion was emerging for 1978. 
The market’s previous fears that price decontrol would 
trigger an accelerated spiral of price increases no 
longer seemed justified in view of the more moderate 
rise in consumer prices reported for November. The 
December announcement of an agreement that all 
currencies coming into the EMS would enter at pre
vailing cross rates dispelled some of the uneasiness 
about implementation of the new arrangement. Also, 
inclusion of the Italian lira and the Irish pound in the 
new arrangement alleviated concerns in the market 
that the franc would be the only additional member. 
Against this background, funds began flowing from the 
mark back into the franc and the previously adverse 
commercial leads and lags started to be reversed. More
over, since the dollar had started declining again, 
market participants scrambled to cover exposures and 
year-end needs in francs as well as in other currencies. 
The franc thus recovered to as high as FF 4.1200 at the 
Paris opening on January 2.

That day the decision not to proceed with the EMS 
until EC members had concluded new agricultural 
financing arrangements was announced. Also, forceful 
intervention in other markets helped to blunt any 
further rise in European currencies against the dollar. 
Thereafter, the franc began to ease back, and this ten
dency continued as the dollar strengthened generally 
during the month. Thus, the franc, closing at FF 4.2905 
on January 31, was up only 1% percent on balance for 
the six-month period. Against the mark, however, the 
franc remained relatively firm during January with the 
result that it recovered to just about the levels of six 
months before. In view of the franc’s buoyancy gener
ally in December and against the mark during January, 
the Bank of France continued to buy both dollars and 
German marks in the market. These operations con
tributed to a further rise in France’s foreign exchange 
reserves, which increased $1.6 billion over the 
six months to $8.7 billion as of January 31.

Italian lira
Under Italy’s comprehensive stabilization program, 
further progress was made during the first half of 
1978 in strengthening the balance of payments and
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reining in the rate of domestic inflation. By midyear, 
the inflation rate had been brought down to 12 percent, 
and the current account had registered a comfortable 
surplus of $2.1 billion over the first six months. Coming 
into the summer, imports remained sluggish while ex
ports continued to be buoyed by the existence of 
excess industrial capacity and by the competitive 
effects of the lira ’s decline of earlier years. With the 
seasonal bulge in tourist receipts adding strength to 
Italy’s current account, the stage was set for a further 
widening of Italy’s surplus position. Also, interest rates 
in Italy had been kept high, easing back less than the 
slowdown in the inflation rate might have suggested, 
in order to facilitate the financing of the large public 
sector deficit. Consequently, Italian residents continued 
to borrow abroad, and these capital inflows, on top 
of Italy’s current account surplus, bolstered the lira 
in the exchanges. As a result, the lira had come into 
heavy demand for several months and the authorities 
were able to buy substantial amounts of dollars to 
rebuild Italy’s reserve position, while moderating the 
rise in the spot rate. By the end of July the lira, trading 
above LIT 841, was at its highest level against the 
dollar since October 1976. Moreover, Italy’s foreign 
exchange reserves had increased to $9.3 billion, even 
after the authorities had made sizable repayments of 
official debt to the IMF, the EC, and the Bundesbank.

During August and much of September, the lira 
continued to benefit from Italy’s strong balance-of- 
payments position. The announcement on August 1 
of a seven-month extension in the ceiling on the growth 
of bank lending reassured the market that current 
policies were to be maintained. Against this back
ground and with the Bank of Italy continuing to take 
large amounts of dollars into reserves, the authorities

took the opportunity to follow through on initiatives 
earlier in the year to ease exchange controls regarding 
commercial payment terms. Meanwhile, the minority 
government announced its three-year economic stabili
zation program which, after extensive negotiation over 
the summer months, had received the tacit approval 
of the Communist Party. This program, which was to 
reduce significantly the proportion of gross domestic 
product taken up by the public sector deficit, included 
a shift of government spending from current expendi
tures to the promotion of investment, a freeze on real 
labor costs together with a gradual phasing-out of 
automatic wage rises under the scala-mobile program, 
and improved incentives fo r labor mobility and a re
building of the financial condition of Italian enterprises.

At the same time, the authorities acted to absorb 
some of the liquidity being created by Italy’s balance- 
of-payments surplus. This objective was accomplished 
in part by extending the maturities of new government 
debt after the Bank of Italy confirmed an easing of 
money market rates by lowering by 1 percentage point 
to 101/2 percent its base rate for rediscounting and 
advances. In addition, the government continued to 
use some of its additions to official reserves to repay 
outstanding debt to the IMF and the EC, both at and 
prior to maturity. Moreover, to keep Italy’s inflation 
rate more in line with its trading partners over the 
longer run, the Italian authorities indicated they might 
be receptive to some form of association for the lira 
with the EMS, then under consideration within the EC.

In October, however, the increasing unsettlement that 
was developing in the exchange markets began to 
affect the Italian lira as well. Although it, too, was 
pulled up against the dollar by the rise in the strong 
Continental currencies, the market began to question 
whether the lira would not be allowed to weaken 
vis-a-vis other EC currencies before being linked 
to the EMS. As a result, commercial leads and lags 
shifted modestly against the lira. In addition, Italian 
enterprises reacted to seemingly favorable exchange 
rates, together with the increases in Eurodollar interest 
rates, by paying or prepaying their Eurocurrency debts 
and switching back into lira financing. Consequently, 
the lira lagged behind the mark during October while 
the Bank of Italy sold dollars to provide some support 
for the rate. Even so, by October 31 the lira had 
advanced 7 percent above early-August levels to LIT 
787 against the dollar.

Then, following the November 1 announcement 
of United States measures to strengthen the dollar, 
the lira declined along with other European curren
cies to trade around LIT 851.50. Meanwhile, new 
figures showed that Italy’s current account, remain
ing strong even after the passing of favorable sea
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sonal factors, was amassing a surplus of some $6 bil
lion for the year. Also, the economy had begun to 
expand more rapidly ahd, with financing needs grow
ing and interest rates still high, the inflows of capi
tal resumed. With regard to the EMS, the govern
ment had negotiated flexible terms for entry, whereby 
the lira would be allowed to fluctuate as much as 6 
percent around its central rate against each of the other 
currencies. Moreover, the market was reassured once 
prospects for a currency realignment prior to the in
troduction of EMS faded and numerous officials con
firmed that the exchange rate relationships of that 
arrangement would be based on prevailing market 
rates. Thus, the lira came into heavy demand as the 
turn of the year approached, and the news on Jan
uary 2 of a delay in the implementation of EMS had little 
apparent impact on the rate.

By January, the continuing strength of Italy’s exter
nal position was again showing through in the ex
change market. Although the lira tended to decline as 
the dollar recovered across the board, it eased back 
less rapidly than the German mark and other strong 
European currencies. In mid-January the authorities 
provided some relief to small firms with limited access 
to the Eurodollar market, by raising slightly the ceiling 
on domestic credit expansion applicable through March. 
Nevertheless, funds continued to flow into the lira, 
thereby keeping the rate buoyant even in the face of 
increasingly vocal opposition from the trade unions to 
the government’s anti-inflation program and the with
drawal of Communist Party support to the Andreotti 
government at the month end. In fact, the lira closed the 
six-month period trading steadily at LIT 843.50 to show 
little net change on balance. Meanwhile, additional pur
chases of dollars by the Bank of Italy, again during Jan
uary, helped provide a further $2 billion increase in 
foreign exchange reserves over the period to $11.3 bil
lion by January 31.

Sterling
In the United Kingdom, impressive progress had been 
made in 1977 in bringing down domestic inflation, 
swinging the balance of payments into surplus, and 
bolstering the international reserve position. Also, by 
late 1977, the British authorities had succeeded in 
gaining leeway, under the agreements with the IMF, 
for providing some modest stimulus to the economy. 
But by late spring 1978 the markets were becoming 
concerned that the sudden upsurge in demand in the 
United Kingdom was beginning to generate additional 
inflationary pressures and would weaken the payments 
position. In June the authorities moved again to rein
force their broad anti-inflation effort through monetary 
restraints, including a hike in interest rates, and

through a selective tightening of fiscal policy. Later, 
the Government announced a 5 percent guideline for 
wage increases over the coming year beginning in 
August, down from the previous guideline of 10 per
cent. These measures helped to reassure the market. 
Thus the pound had advanced to $1.95 against the 
dollar by early August and had firmed against other 
currencies as well. On the effective trade-weighted 
basis used by the United Kingdom authorities, the 
pound had reached 63 percent of its 1971 Smith
sonian parity.

By early August, however, the market was again be
coming concerned over the outlook for inflation in the 
United Kingdom. The Trades Union Congress voted to 
reject a continuation of an incomes policy, and highly 
visible wage negotiations kept the exchange market 
wary of a possible confrontation between the govern
ment and the unions over the 5 percent pay policy. 
The pound fell back somewhat and traded unevenly 
in the exchanges between early August and mid- 
October. But each time selling pressure mounted the 
Bank of England responded quickly to show its resolve 
in defending sterling, both through intervention in the 
exchange market and through maintaining a taut money 
market.

In October, as market participants increasingly 
turned their attention to the accelerating slide of the 
dollar, sterling started to advance on hot-money in
flows. Spot sterling soon moved above $2.00, and a 
burst of buying in late October pushed the rate to as 
high as $2.1050 by the month end. During this upswing 
the Bank of England occasionally bought dollars to 
keep the trade-weighted effective rate from rising much 
above 63 percent.

In the wake of the United States measures of No
vember 1, sterling dropped back 6 percent to fluctuate 
around $1.98 against the dollar, without any appre
ciable change on an effective basis. Meanwhile, union 
opposition to the continuance of an incomes policy was 
hardening. Interest rates abroad were rising sharply, 
particularly in the United States. And, as sterling came 
on offer, in response to these uncertainties the Bank 
of England again provided support in the exchange 
market to steady the effective rate. Short-term sterling 
interest rates were allowed to rise and, on November 9, 
the authorities hiked the minimum lending rate 7.Vz per
centage points to 12 1/2 percent, its highest level in two 
years.

Thereafter, sterling was bouyed by inflows of interest- 
sensitive funds. Also, with the spot rate holding firm 
in December, many multinational corporations bought 
pounds to cover accounting and economic exposures 
and to satisfy year-end payment needs. The political 
uncertainties in Iran and the mid-December increase
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in OPEC oil prices had little impact on sterling since 
the United Kingdom, as an oil producer itself, was seen 
as less vulnerable to a cutoff of oil supplies from Iran 
and as perhaps even benefiting from the larger than 
expected rise in oil prices. As a result, when the dollar 
came on renewed offer during December, sterling was 
bid up to a high of $2.0480 by early January. Mean
while, the government had announced it would not 
join the EMS but would undertake, as it had in the past, 
to keep sterling relatively stable vis-a-vis its principal 
trading partners.

In view of the United Kingdom’s comfortable reserve 
position and the high level of interest rates, sterling 
held firm in the exchanges in early 1979, despite a 
spate of highly disruptive strikes. Sterling eased off 
against the dollar as dollar rates generally improved, 
but it held steady in effective terms. By the close of 
the period the spot rate was at $1.9872, up 3 percent 
on balance for the six-month period. Meanwhile, al
though the authorities had intervened on both sides 
of the market, these operations had largely netted out. 
Consequently, official reserves which were $17.6 b il
lion at end-January were unchanged on balance over 
the six-month period.

Canadian dollar
By late summer, the Canadian dollar had been de
clining almost without interruption for nearly two years. 
Even so, the current account remained in substantial 
deficit and long-term foreign borrowings by private 
interests and provincial authorities were not sufficient 
to close the overall payments gap. Moreover, the rate

of domestic inflation remained high, aggravated partly 
by the depreciating currency, and unemployment con
tinued to hold at uncomfortably high levels.

Earlier in 1978, the authorities had moved cautiously 
to stimulate employment through selective fiscal policy 
measures while maintaining a firm monetary policy 
in light of concerns over inflation and the exchange 
rate. The authorities had also arranged for some $7.7 
billion of official long-term international borrowings 
both to close the payments gap and to bolster reserves 
which had been depleted through intervention to 
cushion the decline of the exchange rate. Nevertheless, 
the deep-rooted pessimism toward the Canadian dol
lar persisted in the exchange market, as the prospect 
of a national election to be held sometime within the 
year left the market uncertain about the outlook for the 
Canadian economy. Amidst these uncertainties, sudden 
shifts of sentiment left the market subject to increased 
volatility. In addition, selling pressures were aggravated 
at times when the United States dollar was declining, 
because market participants would sell Canadian 
dollars against United States dollars either to finance 
acquisitions of currencies rising in the exchanges or to 
offset for internal accounting short-dollar positions 
against these currencies.

In August-September, after trading around the 
Can.$1.14 level, the Canadian dollar again came under 
heavy selling pressure in the exchanges following some 
disappointing trade and price figures. Also, the further 
rise in interest rates in the United States had prompted 
some outflows of interest-sensitive funds from Canada. 
In response, the Bank of Canada raised its discount
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rate to 91/2 percent and announced a reduction of its 
monetary growth targets for the coming year. The 
authorities also arranged for a further $750 million bond 
issue in the United States market. The selling pressure 
continued, however, with the Canadian dollar slipping a 
further 3 percent against the United States dollar. 
Meanwhile, a sustained intervention effort contributed 
to a decline in Canada’s external reserves by a net 
$924 million in August-September to $3.7 billion.

In early October the spot rate dipped to as low as 
Can.$1.1958 before bottoming out. In addition, the 
Canadian authorities hiked the discount rate further 
to 101/4 percent and operated in the bond market to 
lift long-term Canadian interest rates. Interest-sensitive 
funds thus began to move back into Canada. In addi
tion, the trade figures fo r September were back in 
significant surplus and the rise in consumer prices 
slowed, giving a boost to market sentiment toward the 
Canadian dollar. Thus, the Canadian dollar moved back 
up from its early-October lows against the United States 
dollar, and the Bank of Canada intervened to moderate 
the rise. These official dollar purchases, combined with 
the receipt of proceeds from the New York bond issue 
and the takedown of additional credits on the facility 
with the chartered banks, were reflected in a $1.4 bil
lion rise in external reserves to $5.1 billion at the 
month end.

On November 1, when the United States announced 
its major support package and the United States dol
lar rose sharply against the currencies of Western
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Europe and Japan, the Canadian dollar eased only 
slightly vis-a-vis the United States dollar. But then, as 
interest rates in the United States rpse by more than 
rates in Canada, interest incentives favoring Canada 
were nearly eliminated, even after the Bank of Canada 
raised its discount rate to 10% percent on November 6. 
Moreover, the latest figures on Canada’s price and 
trade performance released during the month were 
less encouraging. Bearish sentiment resurfaced fo r the 
Canadian dollar and, as selling pressure built up once 
again, the rate drifted downward in November and 
December.

In early January, the Canadian authorities announced 
plans for a new official borrowing abroad, a $500 mil
lion equivalent issue denominated in yen, and the Bank 
of Canada raised its discount rate by V2 percentage 
point to 111/4 percent. These initiatives helped stabilize 
the exchange rate, but the latest round of trade figures 
announced in late January proved to be disappointing 
to the market. The rate thus dipped to Can.$1.1989 at 
the month end, down 51/2 percent fo r the six-month pe
riod, before firming somewhat in February. Meanwhile, 
Canada’s reserves declined not only by $700 m illion from 
end-October levels but also by $200 million on balance 
over the six-month period to $4.4 billion as of January 31.

Profits and losses
The stepped-up intervention by the United States au
thorities beginning on November 1 involved a variety 
of financing techniques. In addition to use of the swap 
arrangements, the Treasury drew marks and yen on 
its reserve position with the IMF and sold SDRs to both 
Germany and Japan against their respective curren
cies. Also, the Treasury issued mark- and Swiss franc- 
denominated notes in the German and Swiss capital 
markets, thereby raising foreign currency assets 
against medium-term liabilities in those currencies. 
The acquisitions or borrowings of currencies and the 
sale and repayment of currencies took place at varying 
exchange rates. Thus the profit and loss implications 
became much more complex.

At the same time, at the end of 1978 the Federal 
Reserve, in presenting its annual statement of condi
tion, shifted to accounting practices under which all 
foreign currency assets and liabilities are periodically 
revalued in dollars at current spot market rates. The 
ESF had adopted this accounting practice in 1977. For 
both institutions this meant that, in addition to profits 
and losses actually realized on foreign exchange trans
actions, unrealized profits and losses are also reported. 
New arrangements were also reached with foreign 
central banks to revalue, beginning in January, matur
ing swap drawings that were being renewed at current 
market rates. This practice generated realized profits
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Table 7

Net Profits (+ ) and Losses (— ) on 
United States Treasury and Federal Reserve 
Current Foreign Exchange Operations
In millions of dollars

United States Treasury

Exchange

Period
General
Account

1961-77 ........................... +51.2 -  5.1

First quarter 1978 ........... —  0.2 -  0.2

Second quarter 1978 . . . . -17 .2 -  2.9

Third quarter 1978 ........... . .  -11 .0 -  0.1

Fourth quarter 1978 ........ -  5.0 -68.0 +4.8

January 1979 ................... +  6.7 +  1.2 +8.9

Unrealized profits and
losses on outstanding
assets and liabilities as of
January 31, 1979 ............. +  2.5 +41.3 -7 .8

Data are on a value-date basis.
i '

mill

m m

Table 8

Net Profits (+ ) and Losses (— ) on 
United States Treasury and Federal Reserve 
Liquidations of Foreign Currency Debts 
Outstanding as of August 15,1971
in millions of dollars

Period

Exchange 
Federal Stabilization 
Reserve Fund

1971-77 .........................
.......
-583.9 -516.2

First quarter 1978 ........ -  58.7 -  81.1

Second quarter 1978 . . -  60.6 -  84.8

Third quarter 1978 ___ ........ -  84.2 -117.8

Fourth quarter 1978 . . . -  60.4 -156.7

-  16.3 -  62.6

Unrealized losses on 
outstanding liabilities as of 
January 31, 1979 ............... -121.4 -462.9

Data are on a value-date basis.

or losses depending on whether the dollar rose or fell 
over the period of the swap drawing.

Table 7 presents the profit and loss data for the 
Federal Reserve and the United States Treasury, sepa
rating out the results between the Treasury General 
Account and the ESF. Losses on pre-August 1971 
Swiss franc debt, undertaken to protect the United 
States gold stock, are presented separately in Table 8.

Table 7 covers all Treasury and Federal Reserve 
purchases and sales in the foreign exchange market. 
Federal Reserve operations mainly reflect current swap 
operations, while ESF data also reflect foreign cur
rency acquisitions from IMF drawings and SDR sales.

The Treasury General Account operations reflect the 
issuance of foreign currency-denominated securities 
and sales of some of those proceeds in the market. 
Foreign exchange operations are closely coordinated 
between the Treasury and the Federal Reserve. The 
incidence of realized profit and loss, however, falls 
on the different participants in the operations depend
ing on the nature of the transaction and the exchange 
rate at the particular time. The ESF, the Treasury 
General Account, and the Federal Reserve had both 
profits and losses on individual transactions but, as 
the table indicates, losses exceeded profits on bal
ance in 1978.
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FEDERAL RESERVE READINGS ON INFLATION

Inflation remains one of the most bedeviling phenomena of 
our time. Despite being readily observed and easily measured, 
inflation has been relatively impervious to containment and 
the consequent damage to the social, economic, and political 
fabric of our society is far reaching.

The Federal Reserve Bank of New York has compiled, in 
one volume, a selection of speeches and articles by officials 
and staff economists throughout the Federal Reserve System 
which is designed to provide a comprehensive explanation of 
the inflationary process, its effects and its policy implications.

This 272-page book is primarily intended as a teaching 
resource for college economics teachers and all interested 
economy watchers. It will also be of use to high-school social 
studies teachers.

The price for Federal Reserve Readings on Inflation  is two 
dollars ($2.00), prepaid. Checks and money orders (please do 
not send cash) must be made payable to the Federal Reserve 
Bank of New York and sent to:

Public Information 
33 Liberty Street 
New York, N.Y. 10045

Foreign residents must pay in United States dollars with a 
check or money order drawn on a United States bank or its 
foreign branch.

FRBNY Quarterly Review/Spring 1979
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Spring 1979



Subscriptions to the Quarterly Review are free. Multiple copies in reasonable 
quantities are available to selected organizations for educational purposes. Single 
and multiple copies for United States and for other Western Hemisphere sub
scribers are sent via th ird- and fourth-class mail, respectively. All copies for 
Eastern Hemisphere subscribers are airlifted to Amsterdam, from where they are 
forwarded via surface mail. Multiple-copy subscriptions are packaged in envelopes 
containing no more than ten copies each.

Quarterly Review subscribers also receive the Bank’s Annual Report.

Library of Congress Catalog Card Number: 77-646559
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Spring 1979



Federal Reserve Bank of New York
33 Liberty Street 
New York, N.Y. 10045

Return Postage Guaranteed

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

Spring 1979



February-April 1979 Interim Report 
(This report was released to the Congress 
and to the press on June 4,1979.)

Treasury and Federal Reserve 
Foreign Exchange Operations

During the February-April period under review, the 
dollar came into increasingly heavy demand against 
most major foreign currencies. This demand largely 
took the form of unwinding previously adverse leads 
and lags, covering of speculative positions, and the 
reversal of portfolio shifts out of the dollar which had 
built up last year.

At first, the reflux of funds mainly reflected growing 
confidence in the measures taken by United States 
and foreign authorities in late 1978 to correct what had 
become an excessive decline in the dollar. The mea
sures had included a sharp tightening of Federal 
Reserve monetary policy, coordinated intervention in 
the exchange market by the United States, German, 
Swiss, and Japanese authorities, and provision for up 
to $30 billion of foreign currency resources to finance 
United States participation in that intervention. The 
authorities had intervened in substantial amounts to 
blunt selling pressure on the dollar through the year- 
end. Although many market participants expected re
newed downward pressure on the dollar in early 1979, 
such pressure failed to materialize. On occasions when 
the dollar came on offer in January and February, the 
authorities quickly met the pressures, helping restore a

A report by Alan R. Holmes and Scott E. Pardee.
Mr. Holmes is the Executive Vice President in charge of the 
Foreign Function of the Federal Reserve Bank of New York and 
Manager, System Open Market Account. Mr. Pardee is Senior 
Vice President in the Foreign Function and Deputy Manager for 
Foreign Operations of the System Open Market Account. The 
Bank acts as agent for both the Treasury and the Federal 
Reserve System in the conduct of foreign exchange operations.

sense of two-way risk to the market. Moreover, as part 
of the broad effort of the United States authorities to 
deal with the inflation and dollar problems, the Federal 
Reserve kept interest rates firm even as the growth of 
the monetary aggregates remained sluggish in February 
and March.

Once market participants no longer expected dollar 
rates to decline, traders began to respond to the rela
tively high interest rates in the United States, compared 
with rates in many other industrial countries. Substantial 
amounts of funds began to move out of Germany, Swit
zerland, and Japan. The central banks of those countries 
took the opportunity to mop up liquidity by purchasing 
their own currencies against dollars sold out of re
serves, in effect unwinding part of their intervention of 
last year. The United States authorities also purchased 
German marks, Swiss francs, and Japanese yen to 
repay borrowings which had arisen out of previous 
operations and to restore depleted balances.

The flow into dollars slowed at times as market partic
ipants reacted to the political upheavals in Iran, the 
associated shortfall in world oil production, the sharp 
rise in the international prices of oil and other key com
modities, and evidence of generally more rapid inflation 
in the United States. Adverse news for the United States 
occasionally sparked some selling of dollars, but the 
pressures did not cumulate. Moreover, many of these 
developments were seen as serious for other countries 
as well, particularly as inflation rates began to rise 
sharply abroad. Indeed, as oil supplies became short, 
leading to a scramble for spot crude around the world
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Table 1

Federal Reserve System Drawings and 
Repayments under Reciprocal Currency 
Arrangements
In m illions of dollars 
drawings ( + )  or repayments

, (f- "  ’ I f i i  i

Transactions with

System 
swap 

com mit
ments 

January 31, 
1979

February 
through 

April 30, 
1979

System 
swap 

com m it
ments 

April 30, 
1979

German Federal Bank 4,168.2 f +  145.5 
I -4 ,3 5 5 .2 * -0-

Swiss National Bank ., 446.7 f +  40.4 
{ -  487.1 -0-

Total .............................. 4,614.9
U ;

( +  185.9 
( -4 ,8 4 2 .3 * -0-

r  /. - I

Data are on a transaction-date basis.
Repayments include revaluation adjustments from swap 
renewals, which amounted to $41.5 m illion for drawings 
on the German Federal Bank renewed during the period.

Table 2

Federal Reserve System Repayments under 
Special Swap Arrangement with the 
Swiss National Bank
In m illions of dollars equivalent

System swap System swap
commitments February through commitments
January 31, 1979

....
April 30, 1979 April 30, 1979

....  """......
139.3 -1 3 9 .3 -0-

Data are on a value-date basis.

Table 3

United States Treasury Drawings and 
Repayments under Swap Arrangement 
with the German Federal Bank
In m illions of dollars equivalent; 
drawings ( + )  or repayments ( — )

Amount of Amount of
commitments February through commitments
January 31, 1979 April 30, 1979 April 30, 1979

613.0 -6 1 3 .3 * -0-

Data are on a transaction-date basis.
* Repayments include revaluation adjustments from swap 

renewals, which amounted to $0.3 m illion for drawings 
on the German Federal Bank renewed during the period.

and prompting OPEC (Organization of Petroleum Ex
porting Countries) members to jack up their prices, 
exchange market sentiment turned bearish for curren
cies of countries which were most heavily dependent 
on oil imports for their energy needs. These included 
Japan, especially, and several European countries. The 
United States was viewed as better able to cope with 
oil-supply and price problems, and the dollar was one 
of the currencies, along with the pound sterling and 
Canadian dollar, that came into demand as concerns 
heightened in March and April over the world energy 
outlook generally.

By that time, also, the market was responding to clear 
evidence of an improvement in current account posi
tions. In particular, Japan’s current account surplus vir
tually disappeared in the early months of the year. For 
our part, a rapid acceleration in United States exports 
and a slowing in import growth led to a further narrow
ing of the United States trade and current account 
deficits and bolstered expectations that further pro
gress toward reducing those deficits was likely over 
the rest of the year. In view of concerns over the price 
outlook for the United States, indications that the 
United States economy was cooling down somewhat 
were taken postively by the market, as was the further 
firming of United States interest rates by the Federal 
Reserve when the monetary aggregates began to grow 
more sharply in April. By the end of the month, the 
dollar was very strongly bid in the exchange market 
and the authorities of the United States, Germany, 
Switzerland, and Japan intervened vigorously to con
tain the demand pressures. On balance, for the three- 
month period, the dollar advanced by about 1 percent 
against the German mark and Swiss franc and by 10 
percent against the Japanese yen.

During the period the United States authorities in
tervened as a seller of foreign currencies only in Feb
ruary. That intervention amounted to some $656 mil
lion equivalent of German marks, Swiss francs, and 
Japanese yen. The bulk of this intervention— $535.0 
million equivalent—was in marks, of which $323.5 mil
lion equivalent was by the Treasury out of balances and 
$211.5 million equivalent was by the Federal Reserve. 
The System operations in marks were financed partly 
out of balances and partly by drawings of $145.5 mil
lion equivalent under the swap arrangement with the 
Bundesbank. The Federal Reserve sold $45.8 million 
equivalent of Swiss francs financed by drawings on 
the swap line with the Swiss National Bank and from 
balances. For its part the Treasury sold $24.8 million 
equivalent of francs from balances. In addition, the 
Federal Reserve and the Treasury, respectively, sold 
$33.8 million equivalent and $16.6 million equivalent 
of Japanese yen out of balances. In early March the
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Table 4

United States Treasury Securities, Foreign Currency Denominated
In m illions of dollars equivalent; issues ( + )  or redemptions ( — )

Issues

Amount of 
commitments 

January 31, 1979

February 
through 

April 30, 1979

Amount of 
commitments 

April 30, 1979

Governm ent series: I f l H H
Swiss National B a n k ......................................................... .................. 531.2 — 531.2 -0-

Public series:
.................. 1,203.0 -0- 1,203.0

+  1,351.5 2,946.7

.................. 3,329.3 C -  531.2 
{+ 1 ,351 .5 4,149.7

Because of rounding, figures may not add to totals.
Data are on a value-date basis.

Table 5

Net Profits (+ )  and Losses (—) on United States Treasury and Federal Reserve
Current Foreign Exchange Operations
In m illions of dollars

Period
Federal

Reserve

United States Treasury
Exchange 

Stabilization General 
Fund account

February 1, 1979 through April 30, 1979 .................... ...................................... + 2 1 .6 +  4.6 + 8 .5

Valuation profits and losses on outstanding assets 
April 30, 1979 ....................................................................

and liabilities as of
.....................................  -1 4 .4 -2 8 5 .3  - 0 .3

Data are on a value-date basis.

Table 6

Net Profits (+ )  and Losses (—) on United States Treasury and Federal Reserve 
Liquidations of Foreign Currency Debts Outstanding as of August 15,1971
In m illions of dollars

■ L m m k  _ _ _ _ _ _ _ _
Exchange

Federal Stabilization
Period Reserve Fund

February 1, 1979 through April 30, 1979 ................................................... -1 2 3 .5 -4 7 1 .2

Data are on a value-date basis.
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Treasury placed another $1,351.5 million equivalent of 
mark-denominated notes, bringing the total amount of 
marks raised in the German capital market to $2,946.7 
million equivalent since December 1978. As with earlier 
such issues, the Treasury then warehoused the pro
ceeds ©I this new borrowing with the Federal Reserve.

With the dollar strengthening in the exchanges, the 
United States authorities bought $2,218.7 million equiv
alent of foreign currencies in the New York market. 
In addition, the United States authorities purchased 
$4,972.8 million equivalent of currencies from corre
spondents, mainly from the Bundesbank and Swiss 
National Bank in connection with their own sales of 
dollars. These acquisitions were used by the Federal 
Reserve and the Treasury to repay all outstanding 
swap debt to foreign central banks. The Federal 
Reserve repaid $4,355.2 million equivalent of mark 
debt to the Bundesbank, $487.1 million equivalent of 
Swiss franc debt to the Swiss National Bank, and 
$139.3 million equivalent of pre-August 1971 swap debt 
to the Swiss central bank. For its part, the Exchange 
Stabilization Fund (ESF) repaid $613.3 million equiva

lent of marks to the Bundesbank and liquidated $531.2 
million equivalent of pre-August 1971 Swiss franc- 
denominated obligations. The remaining foreign cur
rency acquisitions were added to System and ESF 
balances, which rose by $1,088 million equivalent to 
$6,286 million equivalent as of April 30.

During the period under review, the Federal Reserve 
and the United States Treasury realized net profits from 
current operations. Table 5 presents these profit figures 
as well a6 figures on valuation profits and losses. 
The table presents the results of ESF operations sep
arately from those of the Treasury general account 
which issued the foreign currency-denominated secu
rities. The realized profits on current operations reflect 
liquidation of current swap debts and sales of cur
rencies out of the balances held by the System, the 
ESF, and the Treasury general account. The valuation 
profits and losses reflect revaluation of System and 
Treasury foreign currency assets and liabilities as of 
April 30. Losses on the final liquidation of pre-August 
1971 Swiss franc debts, undertaken to protect the 
United States gold stock, are shown in Table 6.
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FEDERAL RESERVE READINGS ON INFLATION

Inflation remains one of the most bedeviling phenomena of 
our time. Despite being readily observed and easily measured, 
inflation has been relatively impervious to containment and 
the consequent damage to the social, economic, and political

Ffabric of our society is far reaching.
The Federal Reserve Bank of New York has compiled, in 

one volume, a selection of speeches and articles by officials 
and staff economists throughout the Federal Reserve System 
which is designed to provide a comprehensive explanation of 
the inflationary process, its effects and its policy implications.

This 272-page book is primarily intended as a teaching 
resource for college economics teachers and all interested 
economy watchers. It will also be of use to high-school social 
studies teachers.

The price for Federal Reserve Readings on Inflation is two 
dollars ($2.00), prepaid. Checks and money orders (please do 
not send cash) must be made payable to the Federal Reserve 
Bank of New York and sent to:

■HUB

Public Information 
33 Liberty Street 
New York, N.Y. 10045

Foreign residents must pay in United States dollars with a 
check or money order drawn on a United States bank or its 
foreign branch.
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February-July 1979 Semiannual Report 
(This report was released to the Congress 
and to the press on September 5,1979)

Treasury and Federal Reserve 
Foreign Exchange Operations

By early 1979, progress was clearly under way in re
solving the disparities in economic performance 
among industrial countries that had been of concern 
to policymakers and exchange market participants 
alike for several years. The United States economy 
was beginning to cool down under policies of restraint, 
while the economies of several other industrial coun
tries were picking up steam under policies of stimulus. 
These shifts in relative demand conditions, coming on 
top of the long-awaited adjustments in trade volumes 
as a result of previous exchange rate changes, were 
reducing the serious trade and current account imbal
ances of recent years. The sharp drop in Japan’s trade 
surplus and the further narrowing of the United States 
trade deficit were especially encouraging. Neverthe
less, those processes were far from complete, and 
inflation in the United States remained uncomfortably 
high.

In the early months of 1979, the exchange markets 
were responding favorably to the November 1 mea
sures by the United States and foreign authorities to 
correct what had become an excessive decline of dol
lar rates. The follow-through on those measures in
cluded heavy intervention in the exchange market by

A report by Scott E. Pardee. Mr. Pardee is Senior Vice President in 
the Foreign Department of the Federal Reserve Bank of New York 
and Manager of Foreign Operations for the System Open Market 
Account. During the period under review, Alan R. Holmes, Executive 
Vice President of the Federal Reserve Bank of New York, was 
Manager of the System Open Market Account and Mr. Pardee was 
Deputy Manager for Foreign Operations. Mr. Holmes has since been 
named Senior Policy Adviser to the Bank and Special Market 
Adviser to the System Open Market Committee.

the United States authorities in coordination with the 
central banks of Germany, Switzerland, and Japan, the 
maintenance of a firm monetary policy by the Federal 
Reserve, and the sale of foreign currency notes by the 
United States Treasury in the German and Swiss 
capital markets. These actions helped restore a sense 
of two-way risk in the market and, with interest rate 
differentials strongly favoring the United States, funds 
began to flow back into dollars. This reflux took the 
form of unwinding previously adverse leads and lags, 
covering of speculative positions, and the reversal of 
portfolio shifts out of the dollar which had built up last 
year.

While progress was being made on past prob
lems, market participants and policymakers had to 
contend with new shocks to the international economy. 
A shortfall in world oil supplies emerged abruptly in 
early 1979, following the political upheavals in Iran 
which temporarily cut off crude oil exports from that 
country. The ensuing scramble for spot crude pushed 
spot market prices to astronomical highs and prompted 
individual OPEC (Organization of Petroleum Exporting 
Countries) members to jack up their posted prices. 
These events favored the dollar in two ways. The 
bidding-up of the spot oil price had the direct effect 
of generating additional demand for dollars in the ex
change market to pay for the oil. In addition, markets 
for individual currencies were influenced by traders’ 
assessments of the relative impact of the oil-supply 
and price strains on different countries. Currencies of 
countries which were most heavily dependent on oil 
imports for their energy needs, such as Japan and 
several continental European countries, came under
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Chart 1

The Dollar Against Selected 
Foreign Currencies

Percent

1978 1979

Percentage change of weekly average of bid rates 
for dollars from the average rate for the week of 
July 3-7, 1978. Figures calculated from New York 
noon quotations.

Table 1
Federal Reserve Reciprocal Currency Arrangements
In millions of dollars

Institution Amount of facility July 31, 1979

Austrian National Bank ..................................................  $ 250
National Bank of Belgium ..............................................  1,000
Bank of Canada ............................................................... 2,000
National Bank of Denmark ............................................ 250
Bank of England ..............................................................  3,000
Bank of France ................................................................. 2,000
German Federal Bank ....................................................... 6,000
Bank of Italy ..................................................................... 3,000
Bank of Japan ................................................................... 5,000
Bank of Mexico ............................................................... 360*
Netherlands B a n k ............................................................. 500
Bank of Norway ..............................................................  250
Bank of Sweden ..............................................................  300
Swiss National B a n k ........................................................  4,000
Bank for International Settlements:

Swiss francs-dollars ....................................................  600
Other authorized European currencies-dollars-----  1,250

Total ...................................................................................  $29,760

"Increased to $700 million effective August 17, 1979.

selling pressure. By contrast, the currencies of coun
tries with near self-sufficiency in oil, such as the United 
Kingdom and Canada, came into demand. The United 
States was viewed as better able than most others to 
cope with short-term oil supply problems, and so long 
as the scramble for oil persisted the dollar was also 
in demand.

The surge in world oil prices aggravated inflation 
pressures generally, coming at a time when a number 
of important international commodity prices were also 
advancing. The economies of Japan and continental 
Western Europe were no longer shielded from these 
price increases as they had been earlier when their 
currencies were appreciating against the dollar. Con
sequently, wholesale and consumer prices jumped 
sharply abroad. Since inflation also accelerated in 
the United States, this raised concern over the pos
sibility of a renewed worldwide price spiral such as 
occurred in the early 1970’s. For their part, foreign 
central banks moved to tighten monetary conditions to 
avoid further exacerbation of inflationary pressures as 
a result of domestic credit demand or international 
influences, and short- and long-term interest rates ad
vanced fairly sharply in most countries. In addition, to 
avoid the inflationary effects of a depreciation, the 
authorities intervened forcefully in the exchange mar
kets whenever their currencies came on offer.

In an effort to attain greater stability of exchange 
rates within the European Community (EC), the mem
ber countries launched the European Monetary System 
(EMS), which included new intervention arrangements 
and a partial pooling of reserves. As some strains 
developed among the EMS currencies, the arrange
ments provided the context in which several countries 
stepped up their intervention or tightened monetary 
policy when their currencies came under selling pres
sure. The United Kingdom authorities had decided not 
to join the intervention arrangements of the EMS for 
the time being and, when sterling came into heavy 
demand in the spring, they allowed the rate to rise 
rather than create substantial new domestic liquidity 
through intervention.

With the dollar in generalized demand through much 
of the spring, the United States authorities had 
acquired sufficient currencies to repay by end-April 
all their previous foreign currency indebtedness to 
other central banks. Subsequently, considerable prog
ress was made in rebuilding balances drawn out of 
the resources acquired under the various parts of 
the November 1 program. Most of the currencies pur
chased during the period came out of direct trans
actions with correspondents, but the Trading Desk 
also bought currencies in the market on occasion 
when the bidding for dollars was particularly strong.
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In sum, by mid-June the United States authorities pur
chased a total of $8,123.5 million of currencies and 
repaid $6,126.1 million of outstanding debt while hold
ing the rest in balances. In addition, $1,351.5 million 
equivalent of marks was acquired by a further medium- 
term issue in the German capital market. Aside from 
some $656 million of foreign currency sales during brief 
periods of market nervousness through February, the 
Desk did not intervene as a seller of foreign exchange 
until mid-June.

By late spring, however, the balance of market sen
timent began to swing against the dollar. Traders saw 
that the reflux of last year’s outflows was coming to an 
end, leaving the dollar vulnerable on the downside. 
Moreover, the United States trade deficit was widening 
again somewhat and, in view of the prospective sharp 
increase in our oil import bill, private forecasts were 
being revised to show larger deficits than earlier pre
dicted. Indeed, just when the bidding for dollars by 
other major countries to pay for spot oil began to 
slacken, the United States was encountering serious 
gasoline shortages and an uncertain outlook for heat
ing oil supplies. These developments, plus the con
tinuing debate over energy policy generally in this 
country, led many market participants to question 
whether the United States was better able to cope with 
oil price and supply problems after all. In addition, 
interest rate trends internationally had become a mat
ter of concern. Even though inflation had accelerated 
in the United States and the Federal Reserve had 
firmed interest rates somewhat further in April, wide
spread talk of recession led market participants to 
expect that interest rates might not be raised in line 
with those abroad and might even decline somewhat.

By mid-June, following further interest rate hikes in 
several major foreign countries, these various con
cerns came to a head. The dollar suddenly came on 
offer in the exchanges, and many market participants 
hastened to shift out of dollars on the expectation of 
an even greater decline. In these highly unstable mar
ket conditions, the United States authorities intervened 
forcefully to check the decline, particularly on days 
surrounding the OPEC meeting and the Tokyo summit 
in late June. The United States intervention operations 
were mainly in marks, but also in Swiss francs. The 
German and Swiss central banks intervened in their 
own markets.

The outcome of the OPEC meeting, which resulted 
in an agreement that set the average OPEC price 
some 60 percent over last year’s levels, gave rise to 
expectations of a strong policy response by the United 
States and other countries, and the communique from 
the Tokyo summit reinforced those expectations. But 
the tide of market sentiment was running so strongly

Chart 2

*  Weekly averages of daily rates.

against the dollar that political and economic events in 
the United States over the next few weeks were inter
preted bearishly. The dollar came under repeated bouts 
of selling pressure, especially following the President’s 
energy speech on July 15 and over subsequent days 
during which the President made several changes in the 
cabinet. The United States authorities intervened vigor
ously in German marks to head off a possible general
ized decline of the dollar which might exacerbate 
inflationary pressures in the United States. These op
erations, conducted both in New York and in the over
night markets in the Far East, were coordinated with 
those of the Bundesbank in Frankfurt and helped 
blunt the immediate pressures on the dollar. In addi
tion, on July 20, the Federal Reserve raised the dis
count rate by V2 percent to a record 10 percent and 
moved to firm money market rates as well. Once the 
new appointments were made, with G. William Miller 
moving to the Treasury as Secretary and Paul A. 
Volcker becoming Chairman of the Federal Reserve 
Board, the market quieted down and dollar rates 
firmed somewhat at the end of July.

From end-January to end-July, the United States dol
lar declined a net 2Va percent against the continental 
Western European currencies, 2Vz percent against the 
Canadian dollar, and 13 percent against the pound 
sterling. It rose by a net IV2 percent against the 
Japanese yen.

Intervention sales of foreign currencies by the United

Selected Interest Rates
Three-month maturities*

Eurodollars —  
London market

Euromark deposits 
London market

S O 
1978

A M
1979

Percent 
1"
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Table 2
Federal Reserve System Drawings and Repayments under 
Reciprocal Currency Arrangements
tn millions of dollars equivalent; drawings (+ )  or repayments (—)

System swap System swap
commitments, 1979 1979 1979 commitments,

Transactions with January 1, 1979 I II July July 31, 1979

German Federal B a n k ....................... .

Bank of Japan .....................................

Swiss National Bank .........................

4,434.2

106.5

786.3

(  +  334.2 
1,762.8*

-  106.5
( +  74.1 
\  — 860.5

( +  790.8 
{-3 ,0 2 0 .8 *

-0-

+  36.2

( +  1,377.1 
{ -  114.6

-0-
( +  31.7 
{ -  36.2

2,053.3

-0-

31.7

T o ta l................................................
( +  408.4 
{-2 ,729 .8*

( +  826.9 
{-3 ,020 .8*

( +  1,408.8 
{ — 150.7 2,085.1

Because of rounding, figures do not add to totals. Data are on a value-date basis.
* Repayments include revaluation adjustments from swap renewals, which totaled $15.2 million 

for drawings on the German Federal Bank renewed during the first and second quarters.

Table 3

Federal Reserve System Repayments under 
Special Swap Arrangement with the 
Swiss National Bank
In millions of dollars equivalent

System swap System swap
commitments, 1979 1979 1979 commitments,
January 1,1979 I il July July 31, 1979

157.3 -156.5 -0 .9 -0- -0-

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

Table 5

United States Treasury Drawings and 
Repayments under Swap Arrangement 
with the German Federal Bank
In millions of dollars equivalent; 
drawings ( +  ) or repayments ( —)

Amount of Amount of
commitments. 1979 1979 1979 commitments,
January 1,1979 I II July July 31, 1979

889.4 -878 .2* -0- -0- -0-

Because of rounding, figures do not add to totals. 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.

Table 4

Drawings and Repayments by Foreign Central Banks and the Bank for International Settlements 
under Reciprocal Currency Arrangements
In millions of dollars; drawings (+ )  or repayments (—)

Bank drawing on Outstanding 1979 1979 1979 Outstanding
Federal Reserve System January 1,1979 I II July July 31, 1979

Bank for International Settlements*
-0- -0- (+31.0

{ -3 1 .0 -0- -0-

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.
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States authorities in June and July totaled $5,414.4 mil
lion equivalent. The bulk of this was in marks, of which 
$2,758.9 million was sold by the Treasury out of bal
ances and $2,537.6 million was by the Federal Reserve 
out of balances and through drawings on the swap line 
with the Bundesbank. Drawings of marks by the Fed
eral Reserve during June and July amounted to 
$2,167.9 million, of which $2,053.3 million was out
standing on July 31. In addition, the System sold 
$117.9 million of Swiss francs in June and July, and 
at the end of July $31.7 million of swap drawings on 
the Swiss National Bank was still outstanding from 
that series of operations. From mid-June through end- 
July, the United States authorities purchased $670.6 
million equivalent of marks and Swiss francs, mainly 
from correspondents.

During the first half of 1979 both the Federal Reserve 
and the Treasury realized net profits on liquidations of 
current swap debt and sales of currencies out of 
balances held by the System, the Exchange Stabiliza
tion Fund (ESF), and the Treasury General Account. 
The figures appear in Table 7. During July the System 
realized a small net loss on its operations, but the 
ESF and General Account earned profits. The valua
tion profits and losses for all three accounts reflect 
revaluation of System and Treasury assets and liabili
ties as of July 31. Losses on final liquidation of pre- 
August 1971 Swiss franc debts are shown in Table 8.

German mark
For some time the German authorities had sought to 
generate a more rapid rate of domestic growth without 
undercutting the clear progress they had made in 
slowing inflation in recent years. Much of the stimulus 
had come from fiscal policy, with a substantial in
crease in the budget deficit by the public sector. 
Although Germany’s growth rate had advanced in 1978 
to 3.4 percent, the solidity of the expansion was still 
in question late in the year when huge amounts of hot 
money flowed into the mark from the dollar and from 
other EC currencies. The rise in the mark rate in the 
exchange market, particularly against the dollar, had 
threatened to impede real growth as German busi
nessmen became apprehensive of their ability to 
compete in their own or in foreign markets. At the 
same time, intervention by the Bundesbank and foreign 
authorities to counter the mark’s rise was swelling 
liquidity in Germany, thereby threatening to unleash 
serious inflationary pressures from the monetary side. 
The German authorities joined with those of the United 
States, Switzerland, and Japan in the coordinated 
effort starting last November 1 to correct what had 
been an excessive decline of the dollar and to avoid 
the recurrence of such a decline. The resolve of the

authorities had been put to a severe test in November 
and December, and intervention—particularly by the 
United States authorities—had been very heavy. But 
pressures eased off on the dollar in early 1979. Already 
in January a reflux of funds had begun and the United 
States authorities were able to begin acquiring marks 
from correspondents and in the market to reduce their 
swap debt to the Bundesbank. At end-January the 
Federal Reserve’s swap debt in marks amounted to 
$4,168.2 million equivalent, and the United States 
Treasury’s swap debt in marks was $613.0 million 
equivalent. Moreover, with the exchange markets in 
better balance, the Bundesbank moved cautiously to 
absorb the excess liquidity generated by the late-1978 
intervention.

The fragility of this balance was underscored when 
the dollar came under a brief bout of selling pressure 
in early February, as the market responded nervously 
to political developments in Iran. The spot mark was 
quickly bid up from around DM 1.86 to DM 1.83 to the 
dollar, but heavy intervention again helped contain the 
immediate pressures. In New York, the Desk sold 
$507.1 million equivalent of marks over three trading 
days through February 8. Of this total, $317.3 million 
equivalent was from United States Treasury balances 
and $189.8 million equivalent was for the Federal Re
serve, of which $145.5 million was drawn under the 
swap line with the Bundesbank and the rest was from 
balances. Later in February, the mark came into brief 
demand on two trading days, and the Desk sold an
other $21.7 million equivalent of marks from System 
balances and $6.2 million equivalent from Treasury 
balances. Meanwhile, as a further follow-up to the 
November 1 program, the United States Treasury 
announced that it would issue a second mark- 
denominated note, equivalent to $1,351.5 million in the 
German capital market, with the payment date on 
March 1. Following these actions, the exchange market 
came into better balance again, and the process of 
unwinding resumed.

As the exchanges became more settled, market 
participants attempted to assess the implications for 
monetary policy and interest rates of the changing 
conditions in Germany’s domestic economy. A harsh 
winter and a metal workers’ strike had temporarily 
depressed production, but most analysts expected 
fairly strong growth to continue through 1979. At the 
same time, however, with the exchange rate no longer 
appreciating and thereby not shielding the domestic 
economy from rising international oil and raw mate
rial prices, Germany was hit by the same burst of 
inflation as other industrial countries. With the mark 
on offer in the exchanges, the Bundesbank took ad
vantage of the opportunity to intensify its efforts to
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absorb liquidity, signal its intention that funds would 
no longer be as readily available, and otherwise bring 
down the growth of central bank money to its target 
range of 6-9 percent. In the market, concerns that in
terest rates would rise sharply in Germany prompted 
investors to shift funds from marks into higher yielding 
assets in dollars, sterling, and currencies linked to the 
mark in the EMS.

These outflows occurred at a time when the dollar 
was in demand in the exchanges for other reasons. It 
was benefiting from evidence of a slowdown in the 
United States economy, news of a sharp improvement 
in the United States trade deficit in February, and some 
expectation of a moderation of inflationary pressures. 
Moreover, because of its role as a transaction cur
rency, the dollar was being increasingly well bid as 
the scramble for oil and other dollar-based commod
ities intensified. As a result, the selling of marks at 
times put considerable pressure on the mark rate. 
By early April the mark dropped to trade as low as 
DM 1.9050. In addition, the mark was on offer against 
other European currencies.

As the mark came on offer, the Bundesbank sold 
increasingly large amounts of dollars to maintain 
orderly trading conditions and to absorb some of the 
excess liquidity in the domestic money market. For 
their part, the United States authorities continued to 
take advantage of the opportunity to cover outstand
ing swap commitments and to replenish foreign cur
rency resources, largely on the basis of direct trans
actions with official correspondents. But, as pressure 
against the mark intensified in early April, the Trading 
Desk also intervened by buying marks in the market 
to maintain orderly trading conditions. Before long 
these combined operations had drained so much 
liquidity in Germany as to exert strains on the banks’ 
reserve positions. Accordingly, the German monetary 
authorities acted to provide liquidity in a short-term 
and easily reversible manner so as not to signal any 
change in their efforts to resist inflationary pressures. 
In particular, they raised banks’ rediscount quotas with 
the central bank by DM 5 billion on April 1, and sub
sequently engaged in foreign exchange swaps with 
commercial banks, mostly for three-month maturities. 
But, in response to continuing expansion in bank 
lending, the Bundesbank also acted to raise the cost 
of credit, increasing both its discount and Lombard 
rates by 1 percentage point to 4 percent and 5 per
cent, respectively.

By the spring months, it was becoming clear that the 
adjustment of Germany’s external position was under 
way, as the trade and current account surpluses were 
sharply reduced from last year’s levels. Imports were 
being boosted both by a sharp rebound in domestic

demand and by the higher prices of oil and other 
international commodities. Uncertainties over energy 
continued to weigh on the mark. Since Germany is 
almost wholly dependent on imported oil for its petro
leum needs, the further escalation of oil prices threat
ened to inflate even more the oil import bill. More
over, the nuclear accident in the United States raised 
concern that Germany’s efforts to shift toward greater 
reliance on nuclear power might be undercut and that 
large contracts to export nuclear plants might be 
delayed or canceled.

By contrast, the United States was seen as being 
better able to cope with oil price and supply problems 
than most other countries. Thus, the offering of marks 
was increasingly being reinforced by commercial sell
ing and adverse reactions to each news report that 
suggested yet another price hike for oil. In addition, 
through April and early May, the exchange markets 
were reacting favorably to the further firming of interest 
rates by the Federal Reserve in response to the rapid 
rise in the monetary aggregates and to evidence of a 
further narrowing of the United States trade deficit.

Selling pressure on the mark continued and pushed 
the mark to a low of DM 1.9220 at one point late in 
May, some 31/2 percent below early-February levels. 
In the four and one-half months to mid-June, the 
Bundesbank was a substantial seller of dollars. The 
United States authorities also purchased a total of 
$5,963.2 million equivalent of marks. These purchases 
permitted the System and the Treasury to liquidate, 
respectively, their remaining $4,355.2 million equiv
alent and $613.3 million equivalent of swap debt to the 
Bundesbank by end-April. In addition, they provided 
the United States Treasury the opportunity to make 
substantial progress in restoring its resources under 
the November 1 package in order that they might be 
available to finance future operations.

By early June, however, the balance of market 
forces was beginning to shift. After nearly six months, 
the process of unwinding commercial leads and lags 
and other types of foreign exchange positions was 
virtually completed. The scramble for oil was tapering 
down, as many of the important importers abroad had 
by now made alternative arrangements to secure their 
supplies. Meanwhile, the political scrap over energy 
policy in the United States cast doubts in the market 
over this country’s ability to deal effectively with the 
oil supply and price situation. Moreover, interest rate 
differentials were narrowing. United States rates had 
leveled off since April or eased somewhat, and talk 
of a possible recession gave rise to expectations that 
United States interest rates might begin to decline 
significantly.

In Germany by that time most of the earlier strains
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Chart 3 

Germany
Movements in exchange rate and official 
foreign currency reserves

Marks per dollar Billions of dollars

Exchange rates shown in this and the following charts 
are weekly averages of noon bid rates for dollars in 
New York. Foreign currency reserves shown in this 
and the following charts are drawn from IMF data 
published in International Financial Statistics.

*  German foreign exchange data include adjustments 
for gold deposited with the European Monetary 
System and for foreign exchange swaps.

that had generated such large capital outflows had 
disappeared, but interest rates were some 1-2 per
centage points higher than before. And the market 
was concerned that, to prevent rising oil and other 
commodity prices from further exacerbating inflation 
in Germany, the authorities in that country would 
tighten monetary policy sharply. Indeed, German banks 
were facing seasonal liquidity pressures during June 
in any case. The Bundesbank raised the Lombard rate 
a further V2 percentage point and tempered these im
mediate pressures by offering a new repurchase agree
ment type of facility for the banks, based on interest 
rates close to those prevailing in the market. As money 
market rates in Germany rose, the German mark 
advanced to the upper intervention point against other 
currencies in the EMS. Already the participating cen
tral banks had sold a sizable amount of marks, and 
some had increased their own official lending rates. 
The market was therefore uncertain about the implica
tions for the relatively new intervention arrangements 
in the EC should monetary policy be tightened further 
in Germany. At the same time, many market partici

pants felt there was little downside risk for the mark in 
view of continuing sales of dollars by the Bundes
bank and purchases of marks by the United States 
authorities.

Under these circumstances, the mark immediately 
became the focus of heavy demand when the dollar 
suddenly came on offer on June 15. In one day it 
jumped 1 percent through DM 1.90, even as the Trading 
Desk stepped in to contain the rise. By compari
son with the relatively limited rate fluctuations of 
previous months, market participants were impressed 
by the magnitude of the mark’s rise, and the bidding 
for marks quickly cumulated even in the face of stiff 
resistance by the authorities who continued to inter
vene in sizable volume. Moreover, as the late-June 
OPEC meeting approached, the feeling in the market 
strengthened that the German authorities might wel
come an appreciation of the mark to cushion the infla
tionary impact of rising oil prices. Also, news of a 
worsening in both the United States trade deficit for 
April and our consumer price index for May had height
ened concerns in the market about the performance 
of the United States economy.

In these market conditions, the Trading Desk at the 
Federal Reserve Bank of New York intervened almost 
daily for the rest of the month, operating not only in 
New York but in the overnight markets in the Far East 
during the week of the OPEC meeting and Tokyo sum
mit, June 25-29. In all, the Desk sold $2,429.9 million 
equivalent of marks by the month end, of which $842.1 
million equivalent was financed by new drawings by 
the System on its swap line with the Bundesbank and 
the rest was drawn out of System and Treasury bal
ances. On several days, the Bundesbank also inter
vened forcefully. By the month end the spot rate had 
advanced above DM 1.84.

Early in July, the results of the OPEC pricing meet
ing and the Tokyo summit set up expectations in the 
market that there would be strong official reactions 
to the higher than expected new oil price increases. 
In fact, participants at the Tokyo summit committed 
themselves to limit oil imports. The market responded 
nervously to the postponement of President Carter’s 
energy speech. Meanwhile the Bundesbank, following 
up on the rise in domestic interest rates in Germany, 
raised its discount and Lombard rates on July 12 to 5 
percent and 6 percent, respectively. This action had 
been anticipated, but it nonetheless reinforced con
cerns in the market over the further narrowing interest 
differentials between Germany and the United States.

Even before the President had completed his energy 
address on Sunday evening, July 15, the mark ad
vanced sharply in the overnight markets in Singapore 
and Hong Kong, and the Desk intervened vigorously in
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%
those markets through banks in the United States with 
offices in those countries. Subsequently, the announce
ment that the entire United States cabinet and senior 
White House staff had offered their resignations to 
President Carter distressed the market. The dollar came 
under a renewed burst of selling pressure and the 
Desk stiffened its resistance. On July 20, the Federal 
Reserve raised its discount rate V2 percentage point 
to 10 percent and short-term money market rates were 
moved up as well.

The mark nevertheless remained in heavy demand, 
as commercial and professional market participants 
undertook a hard reassessment of the dollar’s pros
pects. Over subsequent days, United States corporate 
interests that had previously been hesitant to turn 
their positions began to unwind their forward mark 
sales and to cover future mark needs in the spot 
market. In this unsettled environment, reports that cen
tral banks were diversifying out of dollar-denominated 
assets spread throughout the market. In response 
to these pressures, the United States authorities 
provided heavy and sustained support in both the 
United States and Far Eastern markets, and the 
Bundesbank also bought dollars in Frankfurt. This 
intervention blunted the immediate selling pressures, 
and the mark rate, which briefly reached DM 1.80, 
dropped back on some covering of short dollar posi
tions. Moreover, the appointment of G. William Miller 
as Secretary of the Treasury and Paul A. Volcker to 
replace him as Chairman of the Federal Reserve 
helped reassure the market that lower inflation and a 
stable dollar would continue to be of the highest 
priority for economic policy in the United States. In

addition, in late July statistics were released showing 
a widening in the German current account deficit and 
a narrowing in the United States trade deficit during 
June. The mark eased back to DM 1.8335 on July 31. 
At this level the mark was up a net 2 percent over 
the six-month period.

In July the Desk’s intervention sales of marks 
amounted to $2,866.6 million equivalent, of which 
$1,225.6 million was out of Treasury balances and 
$1,641.0 million was for the Federal Reserve. The Sys
tem’s operations were mainly financed by additional 
$1,325.8 million equivalent of drawings on the swap 
line with the Bundesbank, with the remainder coming 
out of balances. Toward the end of the month the Desk 
was able to acquire some marks from correspondents 
and liquidated some $114.6 million equivalent of swap 
drawings. At the month end, System swap debt with the 
Bundesbank totaled $2,053.3 million equivalent.

During the period, German reserves were influenced 
by a revaluation of some of Germany’s gold holdings 
when, during March, 20 percent of all gold and foreign 
exchange was transferred into the European Monetary 
Fund against the receipt of claims denominated in the 
European Currency Unit (ECU). Germany’s reserves 
were also affected when the Bundesbank executed 
foreign exchange swaps during April and May to 
provide temporary liquidity to the domestic market. 
Excluding the impact of these transactions, Germany’s 
foreign exchange reserves declined $6.6 billion from 
end-January through May, reflecting almost equally the 
Bundesbank’s intervention in dollars and in EMS cur
rencies. By contrast, foreign exchange reserves rose 
by $5.0 billion during June -July.

Table 6

United States Treasury Securities, Foreign Currency Denominated
In millions of dollars equivalent; issues ( + )  or redemptions ( — )

Issues
Outstanding 

January 1,1979
1979

I
1979

II
1979
July

Outstanding 
July 31, 1979

Government series:

Swiss National B a n k .................. ............  600.4 -  597.2 -3 .2 -0- -0-

Public series:

Switzerland ................................. .........  -0- +  1,203.0 -0- -0- 1,203.0
Germany ...................................... ............. 1,595.2 +  1,351.5 -0- -0- 2,946.7

Total ...........................................................  2,195.6 f -  597.2 
{  +  2,554.5 -3 .2 -0- 4,149.7

Data are on a value-date basis.
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Swiss franc
Coming into 1979, the persistent rise in the Swiss franc 
was finally blunted. Concerned that excessive appre
ciation might drive the economy into recession, the 
Swiss National Bank had intervened massively in the 
exchanges and had accepted the huge injection of 
liquidity that resulted from the heavy intervention. As 
part of the November 1 dollar-support package, the 
Federal Reserve also sold large amounts of Swiss 
francs in its efforts to correct an excessive decline in 
the dollar, and the United States Treasury had arranged 
a $1,203.0 million equivalent placement of Treasury 
notes in the Swiss capital market. The market had 
been impressed by these initiatives and by the priority 
the Swiss government was giving to stabilizing the 
franc. As a result, the franc had started coming on 
offer in January, enabling the Federal Reserve to re
duce its outstanding swap debt incurred last year with 
the Swiss National Bank to $446.7 million equivalent 
by the time the period began.

In early February the franc was again bid up when 
the dollar came briefly on offer following the cancella
tion of large military contracts with Iran. The rate 
jumped 31/4 percent above its SF 1.70 opening, prompt
ing the Swiss National Bank and the United States 
authorities to intervene. The System sold $45.8 million 
equivalent of francs financed by drawings of $40.4 mil
lion on the swap line with the Swiss National Bank and 
from balances, while the Treasury sold $24.8 million 
equivalent of francs out of the proceeds of its recent 
borrowing. These operations quickly brought the mar
ket into better balance and reaffirmed to the market 
the authorities’ determination to contain any further 
rise in the Swiss franc. Thus, the franc settled back to 
SF 1.67 by midmonth while trading around SF .9000 
against the German mark.

Meanwhile, the turnaround in the Swiss franc was 
generating fears that the sharp rise in oil and other 
international commodity prices would be transmitted 
more rapidly to the Swiss economy. Also, an improved 
business outlook had set in as new orders recovered 
somewhat from the depressed condition of earlier 
months. Against this background, market participants, 
looking for parallels between developments in Ger
many and Switzerland, were sensitive to the possibility 
that the Swiss authorities would tighten liquidity, just 
as the Bundesbank had done, should the recovery in 
activity threaten domestic price stability. But, in fact, 
the Swiss expansion was not nearly so well established 
as that in Germany, and the Swiss authorities re
peatedly reaffirmed that economic policy was still 
focused on the need to stabilize exchange relation
ships. By early March the relatively comfortable con
ditions in Switzerland’s money and capital markets

were in clear contrast to the tightening taking place 
in Germany. As a result, Switzerland emerged as one 
of the most favorable markets for placing new loans. 
Indeed, borrowers from Asia, Europe, and North 
America flocked to Zurich to take advantage of the 
attractively low interest rates for as long as they might 
last. Thus, the buildup of a heavy calendar of new 
foreign issues weighed on the Swiss franc for some 
time. As the near-term outlook for the franc faded, 
nonresidents also shifted some of their funds out of 
francs into higher yielding assets in other currencies, 
and the leads and lags built up last year continued to 
be unwound.

These various developments kept the franc on offer 
against both the dollar and the mark during most of 
the spring months. Between mid-February and early 
May, the franc declined 3 percent to SF 1.7228 
against the dollar and had slipped to trade around 
SF .9060 against the German mark. As the franc eased, 
the Swiss authorities became more concerned that a 
sharp decline in the franc would magnify the effect of 
rising oil prices and otherwise exacerbate inflationary 
pressures. The Swiss National Bank, therefore, came 
into the market to support the franc and to absorb 
domestic liquidity by selling large amounts of dollars 
in the market while also continuing with its dollar sales 
under its capital export conversion program. For its 
part the Federal Reserve bought francs in the market 
and directly from the Swiss National Bank to repay the 
remaining $487.1 million equivalent of market-related

Chart 4

Switzerland
Movements in exchange rate and official 
foreign currency reserves

Francs per dollar Billions of dollars

See exchange rate footnote on Chart 3.

FRBNY Quarterly Review/Autumn 1979 55Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Autumn 1979



Table 7

Net Profits (+ ) and Losses (—) on 
United States Treasury and Federal Reserve 
Current Foreign Exchange Operations
In millions of dollars

Period
Federal
Reserve

United States Treasury
Exchange 

Stabilization General 
Fund Account

First quarter 1979 ......... +  0.7 +  5.7 +  17.3
Second quarter 1979 . . . +  30.8 +  4.6 +  21.7
July 1979 ......................... -  0.2 +  22.5 +  20.7
Valuation profits and 
losses on outstanding 
assets and liabilities 
as of July 31, 1979 +  5.6 -209.1 -6 2 .0

Data are on a value-date basis.

Table 8

Net Profits (+ ) and Losses (—) on 
United States Treasury and Federal Reserve 
Liquidations of Foreign Currency Debts 
Outstanding as of August 15,1971
In millions of dollars

Period
Federal
Reserve

Exchange
Stabilization

Fund

First quarter 1979 ................... — 139.1 -531 .0

Second quarter 1979 ............. -  0.7 -  2.8

July 1979 .................................. -0- -0-

Data are on a value-date basis.

swap debt incurred with that bank last year and during 
February. The Treasury also purchased francs to re
store its Swiss franc balances. In addition, the United 
States authorities accelerated the program for orderly 
payment of the pre-August 1971 Swiss franc debt, so 
that the System and the Treasury were able to repay 
$139.3 million equivalent of special swap debt and 
$531.2 million equivalent of Treasury securities, re
spectively. Consequently, by early April the United 
States had no outstanding obligations to the Swiss 
National Bank for the first time since August 1970. 
Once the debt was repaid the Federal Reserve ac
quired modest balances in Swiss francs.

\ During May the unwinding of commercial leads and 
lags and the heavy volume of capital outflows gradual
ly tapered off. But the heavy intervention to moderate 
the franc’s decline had generated severe strains in 
the Swiss money market. To some extent, the authori
ties had offset these strains by lending francs against 
dollars through foreign exchange swaps with maturities 
of up to six months. By this time, they had also allowed 
Swiss interest rates to rise to contain monetary growth 
and to reduce inflationary pressures. In addition, during 
May the Swiss National Bank liberalized its exchange 
controls by removing requirements that nonresidents 
convert franc borrowings with the Swiss central bank, 
that commercial banks balance foreign currency claims 
and liabilities at the end of each day, and that nonbank 
residents receive official approval for placing loans 
abroad. These regulatory changes were well received 
in the market and contributed to a bottoming-out of 
the franc around end-May.

As a result of the relaxation of the exchange con

trols and some narrowing in interest differentials 
between the United States and Switzerland, the 
Swiss franc was poised for a recovery at the time the 
dollar started its decline in mid-June. Bidding for 
francs put the rate under strong upward pressure. 
Leading the rise in foreign currencies against the 
dollar, the franc soared almost 41/2 percent to as high 
as SF 1.6475 on June 22. To avoid an excessive 
appreciation of the franc, the Swiss National Bank 
reacted by intervening massively both in Zurich and 
through the agency of the Trading Desk in New York. 
In addition, during June the Federal Reserve sold 
$86.2 million equivalent of francs, with $36.2 million 
equivalent drawn on the swap line with the Swiss Na
tional Bank and the remainder financed from balances.

This forceful and concerted operation by the Swiss 
and United States authorities impressed the market, 
and the franc eased back to SF 1.6565 around the 
month end. Thereafter, the franc moved up again with 
the other European currencies in response first to the 
postponement and then to the disappointment in the 
market over President Carter’s energy speech and 
the subsequent resignation of the United States cabi
net. But the franc did not lead this rise, and its 
advance was contained with only modest interven
tion by the Swiss authorities and by the System, which 
sold $37.1 million equivalent of francs in the market 
financed by swap line drawings. Once the President 
had completed the reorganization of his economic 
team, the franc fell back more rapidly than the mark. 
The Swiss National Bank sold dollars in the market, 
and the Federal Reserve was able to buy directly from 
the Swiss National Bank a sufficient amount of the

56 FRBNY Quarterly Review/Autumn 1979Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Autumn 1979



proceeds of this intervention to repay $36.2 million 
equivalent of swap debt with the Swiss National Bank. 
At the month end, System swap debt with the Swiss 
National Bank was $31.7 million equivalent. By the 
close of the six-month period under review, the franc 
had eased back to SF 1.6610 for a net gain of 21/4 
percent on balance. Meanwhile, during the first four 
months of this period, Switzerland’s foreign exchange 
reserves declined $3.6 billion. In June and July, for
eign exchange reserves declined a further $500 mil
lion, as the effect of money market operations more 
than offset spot foreign exchange market intervention, 
for a net $4.1 billion decline over the six-month period.

Japanese yen
By early 1979 the Japanese economy had entered 
a period of strong recovery, spurred first by public 
investment, then by private investment and personal 
consumption. Progress was being made in reducing 
Japan’s massive trade and current account surpluses, 
as export growth had slackened for several months 
while imports expanded briskly in response to rising 
domestic demand, to last year’s sharp appreciation of 
the yen, and to government programs to encourage 
imports. The yen had fallen back more sharply than 
most other major currencies after the announcement of 
the November 1 measures and concerted intervention 
by United States and Japanese authorities and was 
trading at ¥202 on February 1. Even so, economic pol
icy under the new Ohira government continued to focus 
on the need to cut the current account surplus further. 
The government’s budget for the fiscal year beginning 
April 1979 contained another substantial increase in 
spending to maintain real growth at 6.3 percent even if 
production for foreign markets slowed further. On this 
basis, the government forecast an impressive 50 per
cent fallback in the current account surplus to $7.5 
billion for the fiscal year. Meanwhile, monetary policy 
remained accommodative, so as to provide support to 
the economic recovery and to an outflow of capital 
that would offset the continuing current account sur
plus. But expansion of bank credit had become a 
matter of concern.

As a follow-up to the November 1 actions, the United 
States authorities remained prepared to intervene in 
yen. And so, when the dollar came under selling pres
sure on two occasions through early February, the 
Desk sold $50.4 million equivalent of yen in the New 
York market, of which $33.8 million equivalent was from 
Federal Reserve balances and $16.6 million equivalent 
from Treasury balances. But for the most part the yen 
was under selling pressure over the late winter and 
early spring. The United States authorities thus took 
advantage of the opportunity to acquire yen to add to

balances of the System and the Treasury.
Much of the flow out of yen continued to reflect 

the reversal of commercial leads and lags which had 
built up in 1978, when the yen had been appreciating 
rapidly. In addition, with interest rates in Japan well 
below those in the United States and Eurodollar mar
kets, capital moved out of yen once the spot rate began 
to decline. Japanese residents shifted funds abroad and 
nonresidents ran down their free-yen deposits in Japan. 
Moreover, a number of foreign borrowers took advan
tage of both favorable rates and ample liquidity in the 
Tokyo market to issue bonds and to place syndicated 
loans denominated in yen. The continued conversion of 
the proceeds of sizable issues over a short period of 
time also weighed on the exchange market.

In addition, the decline in the rate reflected a de
terioration in market sentiment toward the yen during 
the early spring. Now that the sharp rise in the spot 
rate had been broken, the adjustment in Japan’s trade 
position was no longer masked in the monthly figures 
by a continuous improvement in the terms of trade. 
At the same time, the oil shortage triggered by the 
protracted shutdown of Iranian production was high
lighted, even more in Japan than elsewhere, when 
multinational oil companies phased out shipments to 
their nonaffiliates, thereby sharply reducing deliveries 
of crude oil to Japan’s refineries. Fears over the avail
ability of supplies as well as concern over rapidly 
rising international prices led to an increase in imports 
of oil and other commodities. This was reflected in a
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scramble for dollars in the exchange market, which 
added to the pressure against the yen. While other 
major currencies were weakening only slightly against 
the dollar, the spot yen dropped a full 41/2 percent 
below early-February levels to ¥211.60 by early April.

With the yen on offer and declining almost daily, 
the Japanese authorities acted to moderate the selling 
pressures, in part, through the continued liberalization 
of exchange controls on capital inflows. Limitations on 
nonresident purchases of yen bonds were progres
sively eliminated, a marginal reserve requirement on 
increases in nonresident free-yen accounts was phased 
out, and the period for converting the proceeds of 
nonresident issues of yen-denominated bonds was 
extended. Moreover, the Bank of Japan intervened 
massively in the exchange market as a seller of dollars, 
thereby absorbing yen. As the pressures continued to 
build, the authorities became concerned that the de
cline in the yen would undercut the progress already 
achieved in reducing the large trade and current 
account surpluses of recent years. At the same time, 
the sharp depreciation of the yen magnified the effect 
of rapidly rising commodity prices, thereby aggravating 
domestic inflationary pressures. With these concerns 
in mind, on April 17 the Bank of Japan raised its dis
count rate by % percentage point to 41A percent. 
Selling pressure on the yen nevertheless continued 
into early May at which point the rate had fallen to 
¥225.25, some 11V2 percent below the early-February 
level and fully 27% percent below its peak just before 
the November 1 program.

By May, expressions of concern by senior Jap
anese and United States officials that the yen may 
have reached excessively low levels sparked a sudden 
scramble for yen. In a surge of profit taking and short 
covering, the spot rate shot up over 6 percent to 
¥211.50 toward midmonth. Once these immediate 
demands passed, however, the yen came on offer 
again and the rate eased to around ¥218-220 by early 
June. The Japanese authorities did not intervene as 
heavily as before in the market but, reflecting the sus
tained heavy intervention over the early months of the 
year, Japan’s foreign exchange reserves declined by 
$8.7 billion from January through May.

In early June, selling pressure on the yen gradually 
tapered off, but the yen did not participate in the 
generalized rise against the dollar that set in at mid
month. The market remained cautious about the out
look for Japanese trade and current account positions, 
with the further rise in the oil prices adding to Japan’s 
oil-import bill and the possible slowdown in the United 
States cutting into Japanese exports. Not until selling 
pressure on the United States dollar intensified in July, 
amid concern over the management of United States

energy policy and of economic policy more generally, 
did the yen begin to advance. By that time, the pickup 
of inflationary pressures in Japan and rapid growth of 
the money supply prompted the Bank of Japan to raise 
its discount rate by 1 percentage point to 51/» percent. 
The market responded favorably to this action, and the 
yen edged higher to close around ¥217. At this level, 
the yen showed a net 71/2 percent decline over the 
six-month period under review. Japan’s foreign ex
change reserves posted little further change in June 
and July, closing the period at $21.0 billion, compared 
with $28.8 billion at end-January.

Sterling
Coming into 1979, sterling was firm in the exchange 
markets. Underpinning the pound were the relatively 
high yields available on British gilt-edged securities 
and other sterling instruments. Also, the United King
dom government had indicated that, even though it 
would not initially join the exchange intervention 
arrangement in the EMS, it would seek to keep sterling 
relatively stable vis-it-vis the currencies of its major 
trading partners. The comfortable level of foreign ex
change reserves, which were at $15.6 billion at the end 
of January, gave credibility in the market to this pledge. 
Moreover, Britain’s near self-sufficiency in oil was 
seen as insulating the United Kingdom economy from 
the disruption in Iranian oil supplies and its balance 
of payments from the effects of skyrocketing oil prices. 
Thus, the pound traded comfortably around the $2.00 
level in early February and, on the effective trade- 
weighted basis used by the United Kingdom authorities, 
it remained around 63 percent of its Smithsonian parity.

Meanwhile, Britain’s economic performance was 
falling short of market expectations. The recovery of 
the domestic economy had run out of steam, infla
tionary pressures were accelerating, and the current 
account was showing little improvement despite the 
increasing contribution of North Sea oil to the balance 
of payments. Looking ahead, a larger than expected 
public-sector borrowing requirement, labor union de
mands for large pay increases to make up for four 
years of wage restraint, and spiraling commodity 
prices all aggravated the outlook for inflation. Interest 
rates continued to move up in London’s financial mar
kets, and on February 8 the Bank of England raised its 
minimum lending rate from 121/2 percent to 14 percent.

During February a massive reflow of German marks, 
Swiss francs, and Japanese yen was getting under 
way. Much of this reflux was into dollars. But with so 
much money on the move at a time when interest 
rates in the United Kingdom were higher than in other 
major countries, including the United States, there 
was a tendency for some of these funds to gravitate
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into sterling. In addition, sterling was buoyed by Brit
ain’s near self-sufficiency in oil. In response to the 
continuing inflow of funds, the Bank of England cut its 
minimum lending rate by 1 percentage point to 13 
percent on March 1. The sterling rate was allowed to 
rise gradually, and it advanced to nearly $2.06 by late 
March. The Bank of England moderated the rise in the 
rate by intervening fairly heavily, and this intervention 
was reflected in the $1.3 billion increase in United 
Kingdom foreign exchange reserves in February and 
March.

On March 28 the Labour government lost a no con
fidence vote in Parliament, thereby opening the way 
for a general election in early May. Coming into the 
campaign, the two major parties offered clearly dif
ferent approaches for bolstering the British economy. 
The Labour Party pointed to its record in gaining 
trade union acceptance of wage restraint and its plans 
to use North Sea oil earnings to strengthen British 
industry. The Conservative Party put emphasis on 
restoring incentives for long-term recovery by stimu
lating the private sector, reducing the government’s 
role in the economy, and lowering inflation by setting 
firm limits on the growth of the money supply. Public 
opinion polls, showing the Conservative Party to be 
heavily favored, were viewed by many market par
ticipants as a bullish factor for sterling. Consequently, 
the injection of election uncertainties at first gave 
little pause to the bidding for sterling.

The persistent inflows of funds into sterling raised 
a serious policy dilemma for the United Kingdom 
authorities. Exchange market intervention to keep spot 
sterling from rising sharply risked generating a sub
stantial burst in the monetary aggregates beyond the 
targeted levels. Cuts in interest rates aimed at reducing 
the attractiveness of sterling investments could instead 
spark additional demand from investors on expecta
tions of capital gains and undermine efforts to rein in 
monetary expansion. Complicating matters further was 
the lack of reliable data on current economic develop
ments in the United Kingdom as a result of a civil 
servants’ strike affecting data collection and of a series 
of strikes elsewhere in the economy which were having 
imponderable effects on overall employment and pro
duction levels. On April 5 the Bank of England once 
again cut its minimum lending rate by 1 percentage 
point to 12 percent. At the same time concern that 
continued heavy intervention to restrain the rise in 
sterling was generating excessive growth of the money 
supply, the United Kingdom authorities decided to 
scale back the magnitude of their intervention.

The initial response in the market to these steps was 
a further rush into sterling. By mid-April, the spot rate 
had been bid up above $2.10 against the dollar and to
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nearly 68 percent in effective terms. The demand for 
sterling then ran out of steam and the rate eased back 
as traders sensed that interest rates would not be 
allowed to fall further in the United Kingdom, particu
larly following evidence that domestic inflation was 
accelerating. Moreover, the market turned cautious 
ahead of the general election, as the public opinion 
polls indicated a narrowing of the margin in favor of 
the Conservatives. Spot sterling fluctuated rather widely 
over the last weeks before the election. The immediate 
reaction to the May 3 election results, a clear majority 
for a new Conservative government, led by Prime 
Minister Margaret Thatcher, was some further bidding 
for pounds and the spot rate advanced to as high as 
$2.0843. Although the Bank of England remained pre
pared to intervene to counter excessively disorderly 
conditions in the market, it continued to allow sterling 
to move rather widely in response to market forces. 
Sterling soon settled back somewhat as the market 
assessed the propects for the Conservative Party pro
gram, which was to be laid out in some detail in a 
budget message on June 12.

By this time, available evidence suggested that out
put had fallen during the first quarter and that both the
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trade and current accounts had been in uncomfort
ably large deficit. Wage increases had been much 
higher than anticipated which, together with the up
surge of raw material and oil prices, contributed to the 
acceleration of inflation. The pace of monetary expan
sion had quickened substantially, largely because of 
strong demands for bank credit. Some tightening mea
sures were therefore expected.

The market was nonetheless caught by surprise by 
the boldness of the initiatives announced by Chancel
lor Howe in the budget address, which adhered closely 
to the principles set forth in the campaign. The pro
jected public-sector borrowing requirement for the 
current fiscal year was to be cut nearly £1 billion below 
its current level to £81/4 billion. Substantial reductions 
in income taxes were to be financed by large cuts in 
public spending, Increases in the value-added tax, 
and the sale of some government holdings to the pri
vate sector. In the meantime, to keep inflation in check, 
the authorities imposed stricter monetary restraints. 
They reduced the money growth target to a 7-11 
percent range. To bring the actual growth of sterling 
M3 down into the middle of this range, the minimum 
lending rate was raised 2 percentage points to 14 
percent and the supplementary special deposit scheme, 
which had been imposed last summer to restrict the 
growth of commercial bank interest-bearing eligible 
liabilities, was extended for a further three-month 
period. With the intention of allowing United Kingdom 
residents much freer use of sterling resources, certain 
capital controls were also liberalized. These changes 
included freer availability of official exchange for out
ward direct investment, abolition of the requirement 
that two thirds of overseas profits be repatriated, the 
end to controls on dividends, and the relaxation of 
controls on travel and emigration allowances.

The exchange market’s response was exceedingly 
bullish, with the pound coming into heavy commer
cial and professional demand from financial centers 
the world over. The jump in interest rates had partic
ularly marked effects, as foreign investors joined in 
the scramble to buy government securities and several 
issues of government tap stocks were sold out quickly. 
Rumors of a large new oil find in the North Sea 
reinforced favorable market sentiment toward sterling 
at a time when the world oil price and policies were 
under active debate within OPEC and among the 
major industrial countries. With the increased volume 
of funds coming into sterling, the British authorities 
continued to intervene to avoid excessively disorderly 
markets but allowed the exchange rate to take the 
brunt of the demand pressures. As a result, the pound 
shot up to $2.21 by early July, some 6 percent above 
early-May levels. Sterling rose against other major

currencies as well, advancing to 70.8 percent in effec
tive terms.

The relatively high level of United Kingdom interest 
rates, the security of British oil supplies, and the depth 
and diversity of the United Kingdom money market 
all benefited sterling when the dollar came on offer 
during July. In response to the uncertainties surround
ing United States energy policy and the outlook for 
economic policy generally in the United States, funds 
from multinational corporations, OPEC members, and 
market professionals continued to flow heavily into 
London. The perception that the Bank of England, 
reluctant to compromise its control of the money sup
ply, would restrain its intervention in the exchanges 
also propelled sterling higher. In these circumstances, 
the authorities accelerated their policy of relaxing 
exchange controls by lifting totally all restrictions on 
overseas direct investment and easing those on out
ward portfolio investment. But these measures had 
little immediate impact, and the pound rocketed up to 
a four-year high of $2.3324 on July 26. By that time, 
British manufacturers were expressing open alarm 
over a possible loss of competitive positions which 
could result with sterling at such a high level. Once 
the immediate concern over United States economic 
policy eased in late July, the flow into sterling sud
denly dried up. Spot sterling dropped away as sharply 
as it had risen, receding to $2.2480 by the month end. 
Nevertheless, compared with six months before, 
sterling had risen on balance by 13 percent against 
the dollar and by 14% percentage points to 72.7 
percent on the trade-weighted index.

During the period the government took advantage of 
sterling’s strength in the exchanges to repay previously 
incurred external debt while also extending the maturi
ties of remaining external public debt. These repay
ments included the prepayment of $1 billion to the 
International Monetary Fund (IMF), liquidating Britain’s 
remaining credit tranche drawings with the Fund as 
well as the repayment of a large portion of public- 
sector debt which was coming up for early maturity. 
Even so, reserves rose another $2.3 billion above end- 
March levels to $19.2 billion at end-July, reflecting the 
accumulation of dollar intervention by the Bank of 
England.

European Monetary System
On March 13 the EMS was formally inaugurated. Aimed 
at achieving greater exchange rate stability in Europe, 
the new system supplanted the EC snake, which had 
been in existence since 1972 but had by this time lost 
more than half its membership. Within the EMS the 
new joint floating arrangement included the currencies 
still remaining in the EC snake, together with the
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French franc, the Italian lira, and the Irish pound. As 
in the EC snake, the member nations agreed to main
tain their currencies in a 21/4 percent band against 
each other, except for Italy which was allowed a wider 
6 percent margin for the lira. The United Kingdom 
decided not to bring the pound sterling into the ex
change rate arrangement at this stage, though partic
ipating in other aspects of the EMS.

The launching of the EMS was the culmination of 
nearly a year’s intensive efforts by officials of the nine 
participating nations. The new system was designed 
to promote monetary stability by appropriate and time
ly policy measures and by a strengthening of existing 
financing arrangements, including the creation of 
ECUs (European Currency Units) against central bank 
deposits of gold and dollars. In addition, the partici
pating governments agreed to limit fluctuations in 
their currencies against the ECU, a weighted basket 
of all currencies. A nation whose currency deviates 
beyond an agreed limit from the ECU is expected either 
to intervene, to apply domestic monetary measures, to 
adjust other economic policies, or to explain to the 
other members why none of these actions would be 
sufficient or adequate to bring its currency back into 
line.

Initially, the exchange market had been skeptical 
about the practicality of a joint floating arrangement, 
given the persistently wide disparities in the inflation
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and trade performances of the respective economies. 
Expectations of a realignment prior to or just after the 
EMS got under way had generated large movements 
of funds between member currencies. But, once the 
monetary authorities of the EC snake countries let it 
be known that the bilateral central rates then in force 
between the “ snake” currencies would be maintained 
in the new system, tensions eased and most specula
tive positions were unwound before the EMS was 
finally launched.

In this context, interest differentials increasingly 
dominated exchange rate movements within the EMS 
as elsewhere. Funds flowed heavily out of the German 
marks, where interest rates were low, into assets of 
other currencies where interest rates were much 
higher. Among the beneficiaries of these flows was 
the French franc, which settled into the middle of the 
new band. It was also helped from an improved exter
nal position and favorable market reaction to the 
sustained commitment of the French government to 
fight inflation and to increase the competitiveness of 
French industry. The Italian lira also was well bid, 
moving quickly to its 6 percent upper limit, as higher 
interest rates, restrictions on domestic credit expan
sion, and the market’s awareness of the sizable foreign 
exchange reserves the Bank of Italy had amassed over 
the previous two years encouraged Italian companies 
to satisfy their financing needs through external bor
rowings. The lira was buoyed, too, by Italy’s current 
account position, which remained in sizable surplus 
even after a rebound in economic activity over the
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winter and early spring. In addition, the Danish krone, 
as well as the Irish pound, which remained tied to 
sterling, moved to the top of the 21/4 percent band as 
capital inflows were attracted by the exceptionally 
high interest rates in Denmark and the United King
dom. In fact, when interest-sensitive funds continued 
to pour into sterling, the Central Bank of Ireland was 
forced on March 30 to suspend its currency’s long
standing link with sterling in order to keep the Irish 
pound from bursting through the top of the joint float.

By contrast, the commercial Belgian franc, after 
having already reached its lower intervention limit 
against the Danish krone during April, weakened 
against the mark. In part, this reflected the deterio
ration in Belgium’s current account deficit from an 
upsurge in imports associated with the expansion in 
Belgian economic activity. But in addition, with Ger
man interest rates rising, the mark moved up to the 
top of the 2V4 percent band in the second half of May. 
Once the mark hit its upper intervention limit against 
the Belgian franc, rumors circulated of a possible re
alignment within the joint float. As a result, the Nether
lands guilder moved down close to the Belgian franc 
amid signs of a widening in the Netherlands trade defi
cit. At the same time, the Danish krone dropped to the 
bottom of the band as earlier capital inflows dried up 
and were even reversed.

As German interest rates rose higher, pressures 
within the EMS intensified. However, in this first test 
of the durability of the new arrangement, the partici
pating central banks provided strong support for their 
currencies through sales of dollars and marks both at 
the intervention limits against the mark and within the 
margins. Moreover, the authorities were quick to raise 
domestic interest rates to maintain interest differ
entials against the mark. In mid-June, when the mark 
started to rise against the dollar, other EMS currencies 
had difficulty keeping pace. But once the mark’s ad
vance was checked, pressures within the joint float 
were alleviated. As a result, the weaker EMS curren
cies moved above their lower intervention points, and 
tensions eased within the EMS during July.

Canadian dollar
By early 1979, Canada’s current account remained in 
substantial deficit despite the sharp depreciation of 
the Canadian dollar over the previous two years. The 
growth of export earnings was insufficient to offset 
rising imports and the increasing burden of Canada’s 
interest payments on external debt. Long-term capital 
inflows from abroad were not large enough to close 
the payments gap left by the current account deficit. 
Moreover, the persistent decline in the Canadian dol
lar was complicating the task of winding down inflation,

since the foreign sector had become a principal source 
of upward pressure on Canadian prices and costs. 
Therefore, the Canadian authorities had intensified 
their efforts to check the decline of the exchange rate. 
The Bank of Canada had intervened substantially at
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times. It had also increased its discount rate in several 
stages to 111/4 percent by early January and acted to 
firm up yields in the bond market, thereby maintaining 
favorable interest rate differentials vis-a-vis the United 
States. To replenish Canada’s reserves and to supple
ment long-term capital inflows, the government had 
previously borrowed large sums in the United States 
and German capital markets and had drawn $2.7 billion 
under two revolving standby credit facilities with foreign 
commercial banks. In addition, early this year the gov
ernment raised about $500 million and $900 million 
equivalent in the Japanese and Swiss capital markets, 
respectively.

Exchange market pessimism toward the Canadian 
dollar was deeply entrenched, however, following the 
extended slide of the exchange rate, and this mood 
was reinforced by uncertainties ahead of the national 
election to be held in 1979. The Canadian currency 
therefore remained on offer in the early weeks of the 
year and reached Can.$1.2019, a 46-year low, on 
February 1. Against the United States dollar, this repre
sented a cumulative decline of 20 1/2 percent since 
November 1976 and an even greater fall against cur
rencies of many of its other trading partners.

In early February, the Canadian dollar began to rally, 
partly in response to the worldwide scramble for oil 
and other commodities. Canada with its rich supplies 
of natural gas, oil, and other minerals was considered 
less vulnerable than other industrial countries to en
ergy shortages. Moreover, in March, Canada’s role as 
an energy producer was highlighted when the National 
Energy Board determined that Canada’s natural gas 
reserves were sufficient to warrant an increase in ex
ports. Once it was clear that the spot exchange rate 
had bottomed out, the adverse leads and lags and 
short trading positions that had been built up began 
to be unwound, and favorable short-term interest rates 
also helped draw liquid funds into Canadian dollars. 
The higher yields on government bonds also attracted 
investment funds from abroad, including substantial 
amounts from Europe, Japan, and OPEC countries. By 
late April, the Canadian dollar had been bid up to as 
high as Can.$1.1401, some 5 percent above early- 
February lows. During the advance the Bank of Canada 
bought substantial amounts of United States dollars 
on days in which the Canadian dollar was in demand, 
in accordance with the Canadian authorities’ approach 
of intervening to moderate exchange rate movements 
in either direction.

Meanwhile, Canada’s external position had failed to 
improve. Export growth turned sluggish, and the possi
bility of a slowdown in the United States worsened 
prospects for the near term, while imports continued to 
grow by more than expected. With respect to capital

flows, the expansion of the domestic economy was 
generating sufficient liquidity in the corporate sector 
to provide for the financing of new investment out of 
internal sources rather than depending so heavily on 
foreign borrowing. At the same time, there were pro
spective outflows in connection with takeovers by Ca
nadian companies of United States-owned operations. 
Moreover, in assessing the prospects for the Canadian 
dollar, many market participants viewed the sizable 
intervention purchases of United States dollars as an 
indication that the Canadian authorities were resisting 
an appreciation of the rate to maintain the competi
tiveness of Canadian exports and to build up reserves.

These uncertainties reinforced existing bearish senti
ment in the exchange market, and the Canadian dollar 
came increasingly on offer. Also, with the approach of 
the May 22 general election, market participants be
came concerned over the possibility that a weak mi
nority government might emerge, which many thought 
would be unable to deal effectively with Canada’s 
economic problems. The spot rate fell back to as low 
as Can.$1.1626 in mid-May, with the Bank of Canada 
intervening to moderate the decline.

The election provided a near majority to the Pro
gressive Conservative Party under Joseph Clark and 
helped clear the air somewhat. But the release of re
cent trade figures confirmed Canada’s disappointing 
trade performance. Also, the $1.1 billion decline in 
Canada’s foreign exchange reserves during May sug
gested that there had been more support for the 
Canadian dollar than the market had realized. The 
Canadian dollar dropped off to Can.$1.1780, almost 
31/2 percent below the mid-April high.

As attention again shifted to world energy problems 
ahead of the late-June OPEC meeting and Tokyo sum
mit, market sentiment toward the Canadian dollar 
improved somewhat and reports of several large 
natural gas discoveries in Canada prompted some 
bidding-up of the Canadian dollar. Therefore the ex
change market came into better balance over the rest 
of June and through July. Following the further ad
vance of interest rates in the United States and in 
European centers, the Bank of Canada raised its dis
count rate by V2 percentage point to 11% percent 
on July 23. At the end of July the Canadian dollar was 
trading at Can.$1.1700, up a net 2Vz percent against 
the United States dollar over the six-month period. 
After the large reserve swings earlier in the period, 
there was little change in June and July. At the close 
of the period Canada’s reserves totaled $2.1 billion, 
down a net $60 million from the level of January 31, 
after official borrowings of $1.4 billion and repayments 
of $2.2 billion under the standby facilities with com
mercial banks.
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FEDERAL RESERVE READINGS ON INFLATION

Inflation remains one of the most bedeviling phenomena of 
our time. Despite being readily observed and easily measured, 
inflation has been relatively impervious to containment and 
the consequent damage to the social, economic, and political 
fabric of our society is far reaching.

The Federal Reserve Bank of New York has compiled, in 
one volume, a selection of speeches and articles by officials 
and staff economists throughout the Federal Reserve System 
which is designed to provide a comprehensive explanation of 
the inflationary process, its effects and its policy implications.

This 272-page book is primarily intended as a teaching 
resource for college economics teachers and all interested 
economy watchers. It will also be of use to high-school social 
studies teachers.

The price for Federal Reserve Readings on Inflation is two 
dollars ($2.00), prepaid. Checks and money orders (please do 
not send cash) must be made payable to the Federal Reserve 
Bank of New York and sent to:

Public Information 
33 Liberty Street 
New York, N.Y. 10045

Foreign residents must pay in United States dollars with a 
check or money order drawn on a United States bank or its 
foreign branch.

.
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August-October 1979 Interim Report 
(Th is  re p o rt was re leased  to  the Congress  
a nd  to the p ress on D ecem ber 4 ,1979 .)

Treasury and Federal Reserve 
Foreign Exchange Operations

Coming into the August-October period under review, 
exchange market participants were concerned over the 
outlook for the dollar, as progress toward reducing the 
United States trade deficit stalled and inflationary pres
sures in this country intensified further. United States 
exports continued to expand smartly, but import growth 
also remained strong, reflecting the unexpected re
bound in domestic economic activity as well as the 
upsurge in international oil prices which added mas
sively to our oil import bill. The rise in oil prices was 
also aggravating United States inflation at a time of 
considerable talk of an impending recession in this 
country. Market participants thus increasingly ques
tioned the credibility of the United States authorities’ 
stated policy emphasis on the need to combat inflation, 
to curb oil imports, and to foster a strong dollar and 
stability in the exchange markets.

In this regard the markets focused on relative mone
tary conditions here and abroad. Interest rates in other 
major industrial countries had moved higher through
1979 in response to growing credit demands and ac
celerating inflation. The German economy in particular 
had built up a head of steam, and the Bundesbank had 
acted to slow the growth of money and credit. As 
German interest rates rose, the authorities of other 
European countries whose currencies were linked di
rectly or indirectly to the German mark also moved 
to increase domestic interest rates. For those coun-

A report by Scott E. Pardee. Mr. Pardee is Senior V ice President 
in the Foreign Departm ent of the Federal Reserve Bank of New  
York and M an ag er of Foreign Operations for the System Open  
M arket Account.

tries where economic activity remained sluggish, the 
decision to tighten monetary policies was especially 
difficult. But the authorities stressed the need to raise 
domestic interest rates at least in line with the increase 
in domestic inflation rates rather than risk an erosion 
of the external values of their currencies that would 
aggravate domestic inflationary pressures. In the 
United States, strong growth of the monetary aggre
gates had resumed in the late spring and early sum
mer and the Federal Reserve also acted to raise the 
Federal funds rate. Nevertheless, interest rates here 
did not advance by as much as interest rates in most 
other industrial countries, and differentials in favor of 
dollar placements narrowed accordingly. Moreover, 
many market participants had become increasingly 
concerned that United States interest rates had not 
risen sufficiently to take account of the surge of infla
tion and of inflationary expectations in this country.

By early August, heavy intervention by the United 
States authorities in the early summer had blunted 
the selling pressures on the dollar and was reflected, 
in part, by an increase in the Federal Reserve’s out
standing swap drawings to $2,053.3 million equivalent 
of marks and $31.7 million equivalent of Swiss francs 
as of end-July. Moreover, President Carter’s appoint
ment of G. William M iller as Secretary of the Treasury 
and Paul A. Volcker as Chairman of the Federal Re
serve had been welcomed in the markets as indicating 
the Government’s resolve to deal with inflation and the 
dollar problem. Against this background the exchange 
markets turned quieter during most of August. Even so, 
confidence in the dollar remained tenuous, and a sub
stantial reflux of funds into dollar-denominated assets
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did not materialize. The United States authorities 
sharply reduced their intervention, operating in the ex
change markets on only three occasions and selling a 
total of $448.1 million equivalent of marks. At the same 
time the Federal Reserve was able to purchase 
through transactions with correspondents enough 
marks and Swiss francs to make small net repayments 
on previous swap drawings with the Bundesbank and 
to liquidate drawings with the Swiss National Bank.

By late summer, market sentiment had deteriorated. 
Although market interest rates in the United States 
continued to firm, interest rates elsewhere also ad
vanced further, particularly in Germany. Moreover, 
even though the dollar had not recovered to earlier 
levels, some central banks began to support their cur
rencies by selling dollars and other currencies. Many 
in the market interpreted reports of official dollar sales 
as indicating an unwillingness to let the dollar rise 
should it come into demand and, more broadly, as a 
breakdown in central bank cooperation. With the latest 
price indicators for the United States still rising at 
double-digit annual rates, the dollar was left vulnerable 
to selling pressure. Thus, by early September, the dol
lar came on offer once again against the German mark 
and other European currencies. The demand for marks

also swelled on expectations of a near-term revalua
tion of the mark against other currencies within the 
European Monetary System (EMS). Intervention to 
maintain the exchange rate limits within the EMS 
mounted rapidly, and the participating central banks 
sold increasingly large amounts of marks. Neverthe
less, the demand for marks was so strong that it pulled 
up EMS currencies as a group against the dollar.

As the decline in the dollar gathered momentum, the 
United States authorities intervened forcefully once 
again, seiling substantial amounts of marks almost 
every day during September. In view of the continuing 
excessive growth of the monetary aggregates, the Fed
eral Reserve raised the Federal funds rate further 
and hiked the discount rate Vi percentage point to 
a record 11 percent on September 18. But, in the at
mosphere of concern over United States resolve to 
combat inflation, market participants reacted more to 
the fact that the discount rate increase was approved 
by a split 4-3 vote of the Board of Governors than to 
the tightening in monetary policy. Consequentiy, sell
ing pressure continued as commercial leads and lags 
shifted against the dollar, corporations intensified 
efforts to hedge exposures before the quarter end, and 
some asset holders moved to diversify their portfolios. 
In this environment the formal realignment of EMS cur
rencies over the September 22-23 weekend relieved 
the tension among the participating currencies but not 
the broader pressures against the dollar.

Meanwhile, speculative excesses began to show up 
in a number of other financial and commodity markets 
in the United States and abroad. Concern over inter
national price stability heightened, as spot oil prices 
advanced once again and as OPEC (Organization of 
Petroleum Exporting Countries) members began to 
raise their contract prices above the range agreed last 
June. The price of gold soared to as high as $447 per 
ounce in early October. This explosion in commodity 
prices was widely interpreted not just as a shift out of 
the dollar but as a shift out of currencies generally 
into tangible assets. In the exchange markets, the 
Japanese yen in particular declined in response to the 
oil situation and to Japan’s sudden shift into current 
account deficit. Otherwise the brunt of the speculative 
pressures fell on the dollar as the world’s major trading 
and reserve currency. In this atmosphere, market par
ticipants, the financial press, and politicians here and 
abroad were calling generally for improved monetary 
policy coordination among major industrial countries 
and, in particular, for the United States to take more 
effective action to bring United States inflation under 
control.

By Tuesday, October 2, the dollar had declined by 4 
percent against the German mark and by 1 to 5 per-

Table 1
Federal Reserve Reciprocal Currency Arrangements
In m illions of dollars

Institution Am ount of facility O ctober 31, 1979

Austrian National Bank .............................................................  S 250
National Bank of Belgium ........................................................  1,000
Bank of C anada ............................................................................. 2 ,000
National Bank of Denm ark ...................................................... 250
Bank of E n g la n d ............................................................................. 3 ,000
Bank of France ...............................................................................  2 ,000
G erm an Federal B a n k .......... ........................................................ 6 ,000
Bank of Italy ....................................................................................  3 ,000
Bank of Japan .................................................................................. 5 .000
Bank of M exico ............................................................................. 700*
Netherlands Bank ..........................................................................  500
Bank of Norway ............................................................................. 250
Bank of Sweden ............................................................................  300
Swiss National B a n k .....................................................................  4 ,000
Bank for International Settlements:

Swiss francs-dollars ................................................................  600
Other authorized European c u rre n c ie s -d o lla rs ____ 1,250

Total .................................................................................................... $30,100

•Increased  by $340 million, effective August 17, 1979.
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Table  2 Table 3

Federal Reserve System Drawings and 
Repayments under Reciprocal Currency 
Arrangements
In m illions of dollars equivalent; 
draw ings ( +  ) or repaym ents ( — )

System .. System  
swap swap  

com m it- August com m it
m ents through ments 

July 31, October 31, O ctober 31, 
Transactions with 1979 1979 1979

G erm an Federal Bank . .  2 ,053 .3  ^ ^ 1 492 -| * 3 '4 4 3 -9

(4 -  44  2
Swiss National Bank . . .  31.7  < _  76 Q  -0 -

Total .........................................  2,085.1 { i ^ s o *  3.443.9

Because of rounding, figures may not add to totals.
Data are on a transaction-date basis.
Repaym ents exclude revaluation adjustm ents from swap  
renewals, which amounted to $38.6  million for drawings  
on the Germ an Federal Bank renewed during the period.

Table 4

United States Treasury Drawings and 
Repayments under Swap Arrangement 
with the German Federal Bank
In m illions of dollars equivalent; 
drawings ( + )  or repaym ents ( — )

Amount of August 1 Amount of
com m itm ents through com m itm ents
July 31, 1979 October 31, 1979 O ctober 31, 1979

-0 -
+ 3 3 7 .7

| - 3 3 7 . 7 -0 -

Data are on a value-date basis.

Drawings and Repayments by 
Foreign Central Banks and the Bank for 
International Settlements under 
Reciprocal Currency Arrangements
In m illions of dollars; drawings ( +  ) or repayments ( — )

Outstanding  
Banks drawing on July 31, 
Federal Reserve System 1979

August 1 
through 

O ctober 31, 
1979

Outstanding  
October 31, 

1979

‘ Bank for International 
Settlem ents (against 
Germ an m arks) .......................  -0 -

( + 3 9 .0
( — 39.0 -0 -

Data are on a va lue-date  basis.
* B IS drawings and repaym ents of dollars against 

European currencies other than Swiss francs to meet 
tem porary cash requirem ents

Table 6

Net Profits ( + )  and Losses ( —) on 
United States Treasury and Federal Reserve 
Current Foreign Exchange Operations
In m illions of dollars

U n ited  S ta tes  T reasury
Exchange  

Fe d e ra l S tabilization G eneral 
Period R eserve Fund A ccount

August 1 through
O ctober 31. 1979 ................ - 1 2 . 6  +  56.5  +  16.2
Valuation profits and  
losses on outstanding  
assets and liabilities
as of O ctober 31, 1979 . .  +  1.2 - 3 5 8 . 8  - 1 2 3 . 9

D ata are on a va lue-date  basis.

T ab le  5

United States Treasury Securities, Foreign Currency Denominated
In m illions of dollars equivalent; issues ( +  ) or redem ptions ( — )

Issues

A m ount of 
com m itm ents  

July 31, 1979
August through  

O ctober 31, 1979

Am ount of 
com m itm ents  

O ctober 31, 1979

P ublic  series:
Switzerland ..................................................................... -0 - 1,203.0

G erm any ............................................................................. -0 - 2 ,946 .7

Total .................................................................................... ....................................  4 ,149 .7 -0 - 4 ,149 .7

Data are on a va lue-date  basis.
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cent against other European currencies, compared 
with eariy-August levels. In their intervention during 
September and early October, the United States author
ities sold a further $3,720.9 million equivalent of marks 
shared about evenly between the Federal Reserve and 
the Treasury. The Federal Reserve financed most of its 
mark intervention by drawing an additional $1,762.2 
million equivalent under the swap line with the Bundes
bank, bringing total drawings to $3,746.0 million after 
allowing for further repayments and revaluation adjust
ments from swap renewals. The remainder of the Sys
tem ’s mark sales and all the Treasury’s intervention 
was financed out of balances. The Treasury’s $337.7 
million equivalent drawing and repayment on the swap 
line with the Bundesbank reflected temporary financing, 
while Treasury holdings of German government secu
rities were being liquidated. The Federal Reserve also 
resumed intervention in Swiss francs, selling $44.2 mil
lion equivalent drawn on the swap line with the Swiss 
National Bank.

By that time, however, the exchange markets were  
alive with rumors of a new support package for the 
dollar. M arket participants followed closely the news 
reports surrounding the Hamburg meeting between 
United States and German officials and the annual 
meetings of the International Monetary Fund and World 
Bank in Belgrade, Yugoslavia, in the first week of 
October. When it was learned in the market that Chair
man Volcker had left Belgrade early to return to Wash
ington, dollar rates rallied on expectations of dramatic  
new policy action, and the Trading Desk had no further 
need to intervene. On Saturday, October 6, the Federal 
Reserve announced a series of complementary actions 
to assure better control over the expansion of money 
and credit, to help curb speculation in financial, for
eign exchange, and commodity markets, and thereby 
to dampen 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 increases in managed liabil
ities. In addition, the System announced that it would 
place greater emphasis on the supply of bank reserves 
in its open market procedures and less emphasis on

the Federal funds rate in seeking to reach its monetary 
aggregates objective.

In the days following these measures, interest rates 
in the Eurodollar and domestic markets moved up 
sharply. Although there was considerable uncertainty 
at first, the exchange markets reacted positively on 
balance both to the announced Federal Reserve ac
tions and to the subsequent rise in dollar interest 
rates. Through the remainder of October the dollar 
traded more firmly despite the continued advance of 
interest rates abroad, the lack of improvement in the 
latest United States trade and inflation figures, the 
escalation in international oil prices, and growing un
certainties over the political situation in Iran. Com
pared with early-October lows, the dollar was up 2 
percent to 5 percent on balance against the Euro
pean currencies by the month end. Against the Japa
nese yen and Canadian dollar the dollar rose 5 percent 
and 2 percent, respectively, during the period under 
review.

With the dollar on much better footing following the 
October 6 measures, the United States authorities did 
not intervene as a seller of foreign currencies through 
the rest of the month. Rather, the improvement in the 
dollar enabled the Federal Reserve to step up repay
ment of swap debt through purchases of foreign cur
rencies from correspondents. As a result, by the month 
end the Federal Reserve had repaid $314.3 million 
equivalent of swap drawings on the Bundesbank, re
ducing the total to $3,443.9 million, and had arranged 
acquisition of a sufficient amount of Swiss francs to 
liquidate outstanding drawings in that currency.

During the period under review, the System realized 
net losses of $12.6 million on its exchange market 
operations. The Exchange Stabilization Fund (ESF) 
realized net profits of $56.5 million, while the Trea
sury’s General Account realized net profits of $16.2 
million. Valuation losses were $358.8 million for the 
ESF and $123.9 million for the General Account, while  
the System had valuation profits of $1.2 million. Also 
in August the Federal Reserve’s reciprocal swap ar
rangement with the Bank of Mexico was increased by 
$340 million to $700 million.
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FEDERA L R ESERVE R EA D IN G S ON IN FLA TIO N

Inflation remains one of the most bedeviling phenomena of 
our time. Despite being readily observed and easily measured, 
inflation has been relatively impervious to containment, and 
the consequent damage to the social, economic, and political 
fabric of our society is far reaching.

The Federal Reserve Bank of New York has compiled, in 
one volume, a selection of speeches and articles by officials 
and staff economists throughout the Federal Reserve System 
which is designed to provide a comprehensive explanation of 
the inflationary process, its effects and its policy implications.

This 272-page book is primarily intended as a teaching 
resource for college economics teachers and all interested 
economy watchers. It will also be of use to high-school social 
studies teachers.

The price for Federal Reserve Readings on Inflation is two 
dollars ($2.00), prepaid. Checks and money orders (please do 
not send cash) must be made payable to the Federal Reserve 
Bank of New York and sent to:

Public Information

Foreign residents must pay in United States dollars with a 
check or money order drawn on a United States bank or its

33 Liberty Street 
New York, N.Y. 10045

foreign branch.
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