
February-April 1980 Interim Report 
(This report was released to the Congress 
and to the press on June 2,1980.)

Treasury and Federal Reserve 
Foreign Exchange Operations

Coming into the February-April period under review, 
the exchange markets were caught up in various cross
currents. Market participants were troubled by the 
persistent rise in OPEC (Organization of Petroleum Ex
porting Countries) oil prices, the rapidly moving events 
in Iran and Afghanistan, and the deterioration in 
United States-Soviet relations. For the United States 
the higher oil price appeared to add further to the mas
sive oil import bill already expected for this year. 
Proposals for additional defense expenditures raised 
the prospect of an enlarged budget deficit. Inflationary 
expectations showed signs of intensifying. But many of 
these developments raised difficult problems for other 
industrial countries as well. The continuing rise in 
international oil prices threatened to add to uncom
fortably large current account deficits in Germany and 
Japan, among others, and to exacerbate inflation gen
erally. The political tensions both in the Middle East and 
between the United States and the Soviet Union were 
thought to be as serious for the economic and military 
security of Western Europe and Japan as they were for 
the United States. These various uncertainties made 
traders especially cautious about taking positions and 
making markets, thereby adding to exchange rate vol
atility.

By February, the dollar had firmed somewhat from
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in the Foreign Department of the Federal Reserve Bank of New 
York and Manager of Foreign Operations for the System Open 
Market Account.

the lows of early January, but the recovery had been 
tentative and bouts of selling pressure occasionally 
emerged. On two occasions when the dollar came on 
offer during the first two weeks of the month the United 
States authorities intervened, selling a total of $240.8 
million equivalent of marks and $22.5 million equiva
lent of Swiss francs. Most of these sales were financed 
out of balances of the Federal Reserve and the Trea
sury, but the sales of marks also entailed drawings by 
the Federal Reserve in the amount of $115.4 million 
equivalent under the swap line with the German Bun
desbank. These operations raised the System’s total 
mark swap debt to the Bundesbank to a peak of 
$2,746.3 million equivalent.

With the economic outlook for the industrial coun
tries obscured by major uncertainties, market partici
pants increasingly focused on interest rate develop
ments here and abroad. The demand for money and 
credit in the United States increased quite rapidly, as 
inflationary expectations mounted and as the domestic 
economy appeared to be strong despite widespread 
forecasts of recession. Inflationary expectations also 
gripped the longer term financial markets, and bond 
yields rose sharply. As part of the efforts of the United 
States authorities to curb inflation, the Federal Reserve 
continued to adhere to the monetary policy approach 
adopted last October 6, placing greater emphasis than 
before on the supply of bank reserves and less empha
sis on the Federal funds rate in seeking to moderate 
the domestic growth of money and credit. With the 
Federal Reserve thus restraining the growth of bank
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reserves in the face of the sudden increase in demand 
for money and credit in the United States, short-term 
dollar interest rates began to rise sharply. The Fed
eral Reserve followed up by raising the discount rate 
by 1 percentage point to 13 percent in mid-February, 
but market rates continued to climb.

Interest rates abroad were also advancing but not so 
sharply as in the United States, and funds began to be 
switched into dollars in response to the increasingly 
favorable interest rate differentials. As the dollar thus 
came into demand in the exchanges, frequently in the 
form of large buy orders, foreign central banks were 
quick to intervene as sellers of dollars out of their own 
reserves. Inasmuch as these pressures occurred during 
the normal trading hours abroad, the Desk’s activities 
in the New York market for account of the United 
States authorities were small, with purchases of $60 
million equivalent of marks on two occasions through 
early March. Meanwhile, however, the United States 
authorities bought substantial amounts of marks from 
correspondents, mainly from the Bundesbank, and 
used those marks to reduce swap debt with the Bun
desbank.

By March, dollar exchange rates had advanced 
by some 2V4 percent against the German mark and 
other currencies within the European Monetary Sys
tem (EMS), 1/ 2  percent against the pound sterling, 
and 51/4 percent against the yen, with trading becom
ing increasingly one way. The Japanese authorities 
were particularly concerned about the heavy selling 
pressure on the yen, and on March 2 they announced 
a package of measures which included agreement by 
the Federal Reserve, the German Bundesbank, and the 
Swiss National Bank to cooperate in an effort to avoid 
an excessive decline of the yen. For its part, the Fed
eral Reserve agreed to purchase yen in the New York 
market for its own account and to provide resources 
to the Bank of Japan if needed under the existing $5 
billion swap arrangement.

In view of the continuing buildup of inflationary 
psychology and of strong credit demands in the United 
States, reports began to circulate that the United 
States authorities might impose credit controls as a 
supplement to the policy of monetary restraint. A 
scramble for funds ensued as businesses attempted to 
secure lines of credit and as banks sought to fund their 
commitments, thus pushing up United States domestic 
and Eurodollar interest rates further. As interest differ
entials favorable to the dollar progressively widened, 
the dollar came into even greater demand in the ex
changes. Investors adjusted their portfolios, commer
cial leads and lags swung heavily in the dollar’s favor, 
and OPEC members increasingly placed surplus funds 
in dollar-denominated rather than in foreign currency-

denominated assets. Professional and corporate bor
rowers, seeking an alternative to high-cost dollar 
financing, turned to money and capital markets abroad, 
where interest rates had risen far less rapidly, and 
converted their loan proceeds into dollars.

This turn of events evoked a vigorous response 
abroad. By then the authorities in other major coun
tries were openly concerned that the sharp deprecia-

Table 1

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

Transactions with

System 
swap 

commit
ments 

January 31, 
1980

February 
through 

April 30, 
1980

System 
swap 

commit
ments 

April 30, 
1980

Bank of France ........ -0- +  73.9 73.9

German Federal Bank . . .  2,630.9 f +  502.9 
|  — 2,838.3*

296.4

2,630.9 f - f  576.8 
\  — 2,838.3*

370.3

Because of rounding, figures may not add to totals.
Data are on a transaction-date basis.

* Repayments include revaluation adjustments from swap 
renewals, which amounted to $0.8 million for drawings 
on the German Federal Bank renewed during the period.

Table 2

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

Outstanding 
Bank drawing on January 31, 
Federal Reserve System 1980

February 1, 
through 
April 30, 

1980

Outstanding 
April 30, 

1980

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

( +  143.0 
|-1 4 3 .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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tions of their currencies in the exchanges would add to 
domestic inflationary pressures through higher prices 
for oil and other imports. Consequently, central banks of 
several major countries stepped up their intervention in 
the exchanges. In addition, concern about inflation led 
many central banks to raise official interest rates, but 
money market rates for the dollar went up faster. In 
some cases, the authorities liberalized previous re
strictions on capital inflows. The authorities of several 
countries negotiated actively with foreign official institu
tions, most notably those from OPEC, to gain invest
ments in their respective currencies. For their part the 
United States authorities continued to acquire marks, 
purchasing another $35 million equivalent in the market. 
These marks, together with $2,751.7 million equivalent 
purchased from correspondents since the beginning of 
the period, were used to liquidate in full the Federal 
Reserve’s outstanding swap debt with the Bundesbank 
and to make interest payments on the Treasury’s se
curities issued in the German capital markets.

On March 14, President Carter announced a broad 
anti-inflation program that included action aimed at 
balancing the fiscal 1981 budget deficit, a surcharge 
on imported oil, and authorization for the Federal Re
serve under the terms of the Credit Control Act of 
1969 to impose special restraints on credit expansion. 
Accordingly, the Federal Reserve asked the commer
cial banks to hold their growth of lending to United 
States residents to 6-9 percent during 1980, required 
special deposits from nonmember banks and other 
lending institutions, and raised the marginal reserve 
requirement on managed liabilities from 8 to 10 per
cent for large member banks and United States agen
cies and branches of foreign banks. In addition, the 
Federal Reserve imposed a 3 percentage point sur
charge on large member banks’ discount window bor
rowings. Following these measures, United States 
short-term interest rates continued to climb through 
late March and into early April, reaching unprece
dented highs.

By late March the bidding for dollars had become so 
generalized that demand pressures, which had previ
ously been concentrated more heavily in markets 
abroad, began erupting at any time during the 24-hour 
trading day. To counter disorderly conditions, the Desk 
entered the New York market in March and the first 
week of April as a buyer of German marks on thirteen 
occasions, of Swiss francs on four occasions, and Jap
anese yen on ten occasions. In early April the Desk 
also intervened on one occasion to purchase marks in 
the Far East. Between mid-March and early April, the 
Desk purchased an additional $761.6 million equivalent 
of marks in the market, which— combined with an 
additional $684.4 million equivalent acquired from cor

respondents— were added to System and Treasury bal
ances. Between February 1 and early April the Federal 
Reserve purchased $185.1 million equivalent of Swiss 
francs, including $140.4 million equivalent in the mar
ket, which were added to System balances. Following 
up on the March 2 agreement with the Japanese au
thorities, the Federal Reserve bought a total of $216.8 
million equivalent for its own account as part of joint 
operations with the Bank of Japan in the New York 
market. The Bank of Japan did not draw on the swap 
line.

In the five weeks through April 8, the dollar had 
advanced a further 111/4 percent against the German 
mark, 5% percent against the pound sterling, and 4% 
percent against the Japanese yen to reach the highest 
levels recorded in some two and a half years. Never
theless, the scramble for funds in the United States 
had about run its course, and an increasing number 
of economic indicators were suggesting that overall 
economic activity in the United States was slowing 
rapidly. Under these circumstances, market partici
pants began to sense that domestic interest rates would 
soon turn down. Meanwhile, foreign money markets had 
tightened up considerably, in part as a result of the 
recent heavy exchange market intervention.

Against this background, once United States interest 
rates showed clear signs of declining in early April, the 
dollar came under immediate and heavy selling pres
sure. At this time also, dwindling prospects for a solu
tion to the hostage situation seriously heightened 
political tensions between the United States and Iran, 
adding to the market’s concerns about the dollar. On 
April 8-10 the dollar dropped sharply across the board, 
declining about 5 percent against the major European 
currencies in only twenty-four hours. To cushion the 
decline, the Trading Desk intervened in size, operating 
in German marks and Swiss francs. The Desk also sold 
French francs, in consultation with the Bank of France, 
to avoid aggravating the weakness of the mark relative 
to the franc within the EMS.

Nevertheless, as interest rates continued to decline 
in the United States, and the sequence of weekly indi
cators showed that the key monetary aggregates were 
contracting, the dollar came under periodic selling 
pressure. Traders generally recognized that the Fed
eral Reserve’s policy of restraint on money supply 
growth was consistent with some easing in financial 
market conditions, particularly as demands for money 
and credit weakened and evidence of recession 
mounted. There were expectations that the momentum 
of inflation would slow in the months ahead, but 
traders remained concerned that interest rates were 
dropping more rapidly than anticipated. Abroad, inter
est rates generally held firm so that favorable interest
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Table 3

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

February 1 through 
April 30, 1980 ............... +34.9 +  11.7 +  3.7

Valuation profits and 
losses on outstanding 
assets and liabilities 
as of April 30, 1980 , , . -2 1 .8 -36 0 .8 -13 7 .9

Data are on a value-date basis.

differentials for the dollar were rapidly eroding. The 
United States authorities stepped in fairly quickly to 
cushion the decline whenever the dollar came on offer 
in late April. These operations were closely coordinated 
with similar intervention by the Bundesbank and other 
foreign central banks and helped restore two-way 
trading in the exchanges.

Gradually over the month, market participants focused 
somewhat less on interest rate considerations and 
more on broader economic developments. Monthly 
data showed that the United States trade position was 
improving, while some evidence suggested a slowing 
in United States inflation. As a result, dollar rates in the 
exchange market steadied. By the end of April, although

the dollar had declined as much as 9 to 11V2 percent 
from its peaks against the major Continental currencies, 
it was still 2 to 31/2 percent higher on balance for the 
three-month period under review. Against the Japanese 
yen and the pound sterling, the dollar ended the period 
about Vz percent higher on balance.

During April the United States authorities intervened 
on nine occasions in marks, selling a total of $1,183 
million equivalent shared between the Federal Reserve 
and the Treasury. Most of these operations were fi
nanced out of balances, but System sales of $387.6 mil
lion equivalent were financed by drawings under the 
swap line with the Bundesbank. At the same time the 
Federal Reserve was able to buy $50.4 million equiv
alent of marks in the market on two occasions and 
$91.1 million equivalent from correspondents, thereby 
adding to System balances and reducing System swap 
debt to $296.4 million equivalent by the month end. 
During April, the System also operated in Swiss francs 
on three occasions, selling $80.2 million equivalent fi
nanced out of balances. In addition, the Federal Reserve 
intervened in French francs on three occasions, selling 
a total of $73.9 million equivalent financed by drawings 
on the swap line with the Bank of France.

During the period under review the Federal Reserve 
and the Treasury both realized profits on foreign ex
change operations. Table 3 shows that the System 
realized $34.9 million, the Exchange Stabilization Fund 
realized $11.7 million, and the Treasury’s general ac
count realized $3.7 million in profits. On a valuation 
basis, however, as of April 30 the System showed $21.8 
million in losses on outstanding foreign exchange hold
ings and commitments. The Exchange Stabilization 
Fund and the Treasury’s general account, respectively, 
showed $360.8 million and $137.9 million in losses on 
outstanding assets and liabilities.
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February-July 1980 Semiannual Report 
(This report was released to the Congress 
and to the press on September 3,1980.)

Treasury and Federal Reserve 
Foreign Exchange Operations

Dollar exchange rates fluctuated widely over the six- 
month period under review. Numerous political and 
economic crosscurrents tended to impart volatility to 
the exchange markets. These included the profusion 
of uncertainties surrounding political developments in 
Iran and Afghanistan and the shifting prospects for 
major industrial economies in dealing with the ill 
effects on their inflation rates and current account 
positions caused by the further rise in prices for oil. 
Market participants were also concerned about the 
possibilities of unsettling capital flows as the Or
ganization of Petroleum Exporting Countries (OPEC) 
sought to invest the excess funds generated by their 
massive current account surpluses. Nevertheless, the 
broad movements in exchange rates during the pe
riod resulted largely from the relative pressures of 
the demand for money and credit in the United States, 
compared with other industrial countries and as re
flected in sharp swings in interest differentials between 
investments in dollars and other major currencies. On 
balance, the dollar advanced sharply through early 
April during the time in which there was an intense 
scramble for funds and soaring interest rates in the 
United States. Once that scramble subsided and United 
States interest rates fell back through mid-June, the 
dollar also declined. Thereafter, the dollar remained

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.

vulnerable to bouts of selling pressure each time do
mestic interest rates tended to soften. But the selling 
pressures did not cumulate. By late July, with money 
demand in the United States picking up once again, 
interest rates here turned firmer and dollar rates in 
the exchange market also firmed. By this time also, 
the dollar was bolstered by the underlying improvement 
in the United States trade and current account posi
tions and by indications of some reduction of our 
inflation rate.

For its part, throughout the period the Federal 
Reserve continued to adhere to the approach adopted 
last October 6, emphasizing bank reserves rather than 
the Federal funds rate as the primary operating vari
able in seeking to limit the growth of the monetary 
aggregates. When the demand for money and credit 
became extremely heavy in February and March, large
ly on the buildup of inflationary expectations at the 
time, the Federal Reserve’s approach meant that 
not all the demand was met by increases in bank 
reserves. This effort was reinforced by the broader 
anti-inflation program announced by President Carter 
on March 14, which featured a tightening of fiscal 
policy but also included a program of special credit 
restraint by the Federal Reserve. Subsequently, when 
the demand for money and credit fell slack, and indeed 
the economy began to contract sharply, interest rates 
declined. Consistent with its approach, the Federal 
Reserve provided bank reserves at about the same 
pace as before. In late May and early July the special
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credit restraints were eliminated in two steps. Many 
market participants expressed concern that, by allow
ing interest rates to decrease so sharply and by elim
inating the special credit restraints, the Federal Re
serve was giving up on its anti-inflation efforts. This 
was hardly the case as reiterated by Chairman Volcker 
in testimony to the Senate Banking Committee in late 
July. Moreover, as the demand for money and credit 
regained strength in the United States toward the end 
of the period, the Federal Reserve’s approach again 
meant that these demands were not fully accommo
dated.

In the context of unsettled exchange market condi
tions and volatility of exchange rates, the United States 
authorities intervened frequently during the six-month 
period, operating on both sides of the market. In the 
early phase through early April when the dollar was in 
demand, the United States authorities were able to 
acquire sufficient currencies in the market and from 
correspondents to repay earlier debt and to build up 
balances, buying German marks, Swiss francs, and Jap
anese yen. By late March-early April, the Trading Desk 
intervened on several occasions openly as a buyer of 
currencies to counter disorderly conditions in the mar
ket. Subsequently, when the dollar came under bursts 
of heavy selling pressure, the United States authori
ties intervened in size, selling German marks, Swiss 
francs, and French francs. By the end of July, the 
United States authorities were again accumulating cur
rencies to repay swap debt and rebuild balances.

For the period as a whole, total intervention sales of 
currencies amounted to $3,982.7 million equivalent, of 
which $3,530.6 million was in German marks, $291.4 
million was in Swiss francs, and $160.7 million in 
French francs. Total acquisition of currencies amounted 
to $6,266.9 million, of which $1,476.2 million was in the 
market and $4,790.7 million was from correspondents; 
by currency, the acquisitions were $5,691.1 million of 
German marks, $357.8 million of Swiss francs, $216.8 
million of Japanese yen, and $1.2 million of French 
francs. As indicated in Table 2, as of July 31, the 
Federal Reserve’s swap debt to the German Bundes
bank was $879.7 million equivalent and to the Bank 
of France was $166.3 million equivalent. Also during 
the period, as shown in Table 1, the Federal Reserve’s 
reciprocal swap arrangement with the Bank of Sweden 
was increased by $200 million to $500 million.

Through the first seven months of the year, the 
Federal Reserve and the Treasury both realized profits 
on foreign exchange operations. Table 5 shows that 
the System realized $14.5 million, the Exchange Stabi
lization Fund realized $45.8 million, and the Treasury’s 
General Account realized $71.2 million in profits. On 
a valuation basis, as of July 31 the System showed

$19.2 million in gains on outstanding foreign exchange 
assets and liabilities. However, the Exchange Stabili
zation Fund and the Treasury’s General Account 
showed $325.8 million and $163.0 million in losses, re
spectively, on outstanding foreign exchange holdings 
and commitments.

German mark
During the winter of 1979-80, as the exchange markets 
focused on the uncertainties surrounding the United 
States strategic and financial position in the Middle 
East and on the dollar’s role as a reserve asset, the 
German mark had been bid up in the exchanges to a 
record high against the dollar. But before long the 
prospects for the continued appreciation of the mark 
became clouded. The massive increase in world oil 
prices and the expansion of the German economy had 
generated a far more rapid increase in import expendi
tures than in export revenues, leading to a dramatic 
turnaround in Germany’s current account position. The 
current account had already swung from surplus into 
a DM 10 billion deficit in 1979, and an even larger defi
cit of as much as DM 20 billion was expected this year. 
Inflation also accelerated rapidly under the pressures 
of an economy running close to productive capacity 
and the persistent buildup of energy costs. Moreover, 
events in the international arena added to the market’s 
sense of caution. Although political tensions in the 
Middle East still raised the possibility that holders of 
dollars from that region might switch into marks, the 
deterioration in great power relations following the 
Soviet invasion of Afghanistan also raised concern 
about Germany’s exposure in Western Europe. As a 
result, capital began to flow out of the mark in search 
of other havens.

In these circumstances the mark had already slipped 
back from its highs early in the year to DM 1.7414 by 
end-January, and subsequent bouts of buying pressure 
did not readily cumulate. Thus, on two occasions in 
early February when concern about the dollar brought 
the mark into bursts of demand, the United States au
thorities quickly restored balance to the market with 
sales of $240.8 million equivalent of marks. These sales 
were financed out of balances of the Treasury and the 
Federal Reserve and by drawings of the Federal Re
serve in the amount of $115.4 million under the swap 
line with the German Bundesbank. These operations 
raised the System’s total mark swap debt with the 
Bundesbank to a peak of $2,746.3 million equivalent 
for the six-month review period and steadied the mark 
around DM 1.7375.

In view of the deterioration in Germany’s inflation 
and balance-of-payments performance, German eco
nomic policy moved toward greater restraint. The
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Table 1
Federal Reserve Reciprocal Currency Arrangements
In millions of dollars

Amount of facility Increase effective Amount of facility
Institution January 1, 1980 May 23, 1980 July 31, 1980

Austrian National B a n k ................................................................... 250
1,000

Bank of Canada ............................................................................. 2,000
National Bank of Denm ark............................................................ 250
Bank of England ........................................................................... 3,000
Bank of F rance................................................................................. 2,000
German Federal Bank ................................................................... ............. 6,000 6,000
Bank of I ta ly ..................................................................................... 3,000
Bank of Japan ................................................................................. 5,000
Bank of M ex ico ............................................................................... ............. 700 700
Netherlands Bank ........................................................................... ............. 500 500
Bank of N orw ay............................................................................... 250
Bank of Sweden............................................................................... ............. 300 200 500
Swiss National B a n k ....................................................................... 4,000
Bank for International Settlements:

Swiss francs-dollars ................................................................. ............. 600 600
Other authorized European currencies-dollars..................... ............. 1,250 1,250

200 30,300

Chart 1
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for dollars from the average rate for the week of 
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noon quotations.
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Selected Interest Rates
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authorities feared that rising energy prices would un
leash a cycle of wage-price increases. Already there 
was some evidence of accelerating purchases by con
sumers and a buildup of business inventories, partly 
on the expectation of more inflation to come. Also, the 
uncertain outlook for capital inflows raised concerns 
about the prospects for financing the large current ac
count deficit. Accordingly, the pace of government 
expenditures had already been reduced. On February 
28 the Bundesbank raised the discount rate by 1 per
centage point to 7 percent and the Lombard rate by 
1 1/2 percentage points to 81/2 percent. But, to prevent 
liquidity from tightening too far in the face of a sea
sonal increase in money demand, the Bundesbank also 
increased commercial banks’ rediscount quotas by DM
4 billion and removed borrowing limits under the Lom
bard facility. These actions brought official rates in 
line with German money market rates which were ris
ing as the authorities kept the growth of central bank 
money within the 5 to 8 percent annual growth range 
in the face of mounting credit demands.

Meanwhile, however, short-term dollar interest rates 
were rising even more sharply as the Federal Reserve, 
adhering to the monetary policy adopted last October 
6, restrained the growth of bank reserves in the face 
of a sudden resurgence in the demand for money and 
credit in the United States. As reports began to circulate 
that the United States authorities might impose credit 
controls to help stem the rise in inflationary expecta
tions, a surge of precautionary borrowing ensued, 
which pushed United States domestic and Eurodollar 
rates to new highs. With interest differentials adverse 
to the mark widening progressively to reach 81/2 per
centage points in the early weeks of March, capital 
flowed heavily out of Germany and the mark declined 
rapidly in the exchanges. These outflows took the 
form of adverse commercial leads and lags, port
folio shifts by foreign investors, and a buildup of dollar 
balances by German residents. In addition, some pro
fessional and corporate borrowers around the world 
began meeting their financing needs in other curren
cies by borrowing marks and converting the proceeds 
in the exchanges.

The German authorities were concerned that the 
sharp depreciation of the mark would further aggravate 
domestic inflationary pressures through higher prices 
for oil and other imports. The Bundesbank intervened 
heavily to blunt the mark’s decline, entering the Frank
furt market, where the pressures tended to concen
trate, almost daily as a heavy seller of dollars both 
spot and forward. The authorities also took measures 
to induce sufficient capital inflows to help finance the 
current account deficit and to help offset the outflows 
of capital. In part, these entailed the relaxation of re

strictions on capital inflows by permitting foreigners to 
purchase government securities, domestic bonds, and 
other mark-denominated promissory notes with matu
rities of more than two years (as opposed to four years 
previously). In addition, the government negotiated di
rectly with foreign official institutions, notably those 
from OPEC, to obtain investments in mark assets. 
Meanwhile, through mid-March the United States au
thorities acquired $2,751.7 million equivalent of marks 
from correspondents, mainly from the Bundesbank. 
Also, the Trading Desk intervened in New York, pur
chasing $115 million equivalent of marks in the market. 
These marks were used to liquidate in full the Federal 
Reserve’s outstanding swap debt with the Bundesbank 
and to make interest payments on the Treasury’s se
curities issued in the German capital market. On bal
ance, by mid-March the mark had declined 5 percent 
from early-February levels to DM 1.8265.

On March 14, President Carter announced a broad 
anti-inflation program that included actions aimed at 
balancing the fiscal 1981 budget, a surcharge on im
ported oil, and authorization for the Federal Reserve 
under the terms of the Credit Control Act of 1969 to 
impose special restraints on credit expansion. Ac
cordingly, the Federal Reserve asked the commercial 
banks to hold their growth of lending to United States 
residents to 6-9 percent during 1980, required special 
deposits from nonmember banks and other lending in
stitutions, and raised the marginal reserve require
ment on managed liabilities from 8 to 10 percent for 
large member banks and United States agencies and 
branches of foreign banks. In addition, the Federal 
Reserve imposed a 3 percentage point surcharge on 
large member banks’ discount window borrowings. 
The exchange market reacted positively to the pack
age of special credit restraints as a sign of the United 
States authorities’ determination to curb persistent and 
accelerating inflationary pressures.

Following these measures the interest disincentive 
against the mark widened to some 10 percentage points 
as short-term dollar interest rates climbed further in 
late March and into early April, reaching peaks of 
20 percent. As a result, interest-sensitive capital flowed 
even more heavily from Germany at a time when the 
continued deterioration of the current account deficit 
left the mark spot rate partipularly vulnerable to down
ward pressure. Vigorous intervention to support the 
mark in these circumstances threatened a drain on 
Germany’s foreign exchange reserves which the au
thorities feared would undermine confidence in the 
mark all the more. Therefore, the Bundesbank inter
vened somewhat less forcefully than in previous weeks 
and also supported the mark through sales of mark- 
denominated bonds to foreign official holders. By
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Chart 3 
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^Foreign exchange reserves for Germany and other 
members of the European Monetary System, including 
the United Kingdom, incorporate adjustments for 
gold and foreign exchange swaps against European 
currency units (ECUs) done with the European 
Monetary Fund.

April 8 the mark declined another 8V2 percent, reach
ing a low of DM 1.9810 in Far Eastern trading while 
also dropping to the bottom of the European Monetary 
System (EMS). As the sale of marks against dollars 
gathered momentum between mid-March and early 
April, the United States authorities intervened force
fully to counter disorderly trading conditions, operating 
frequently in the New York market and, on one occa
sion, overnight in the Far East. The authorities pur
chased an additional $741.5 million equivalent of marks 
in the market and another $654.7 million equivalent 
from correspondents, which were added to System and 
Treasury balances. Meanwhile, the Bundesbank’s heavy 
dollar sales were reflected in a $5.1 billion decline in 
Germany’s foreign exchange reserves from end-January 
to $41.2 billion by end-March.

By this time, however, the German money market 
had tightened considerably and, even though the

Bundesbank had begun to offset the drain on liquidity 
of its dollar sales by entering into foreign exchange 
swaps, market participants expected a further rise in 
German official interest rates. By contrast, with the 
scramble for funds in the United States tapering off 
and with economic indicators suggesting a sharp slow
ing in the United States economy, market participants 
sensed that dollar interest rates would soon turn down. 
Under these circumstances, the mark came into im
mediate and heavy demand once interest rates in the 
United States showed unmistakable signs of declin
ing in early April. Moreover, diminished prospects for 
a resolution of the hostage situation in Iran renewed 
concerns that official dollar holders in the Middle East 
would switch more of their surplus funds into European 
currencies—the mark in particular— as an alternative 
to dollar assets. On April 8-10 as dollar exchange rates 
declined across the board, the mark soared 51/2 per
cent to DM 1.8730 in extremely disorderly conditions. 
In response, the Trading Desk intervened as a seller 
of marks and Swiss francs and, to avoid aggravating 
the weakness of the mark relative to the French franc 
within the EMS, also intervened as a seller of French 
francs. The Bundesbank also sold French francs to 
support the mark within the EMS.

In the weeks that followed, United States interest 
rates continued to drop precipitously, at times fall
ing by as much as 1-2 percentage points a day. Traders 
generally recognized that the Federal Reserve’s policy 
of restraint on money supply growth was consistent 
with some easing in financial market conditions, as 
demands for money and credit weakened and as 
evidence of recession mounted. But the abruptness of 
the change in market conditions generated uncertainty 
about the policies of the United States authorities. At 
the same time, German interest rates remained firm, 
so that interest differentials adverse to the mark were 
rapidly narrowing. As commercial and professional par
ticipants continued to unwind their short mark posi
tions, the mark advanced another 41A percent to as 
high as DM 1.7940 by late April. However, the United 
States and German authorities were quick to enter the 
market to moderate the mark’s rise, and their coordi
nated intervention helped bring the market into better 
balance around the month end.

Meanwhile, in Germany, inflationary pressures re
mained strong by recent standards, and the con
tinued growth of credit demands was boosting borrow
ings from the central bank. On April 30, the Bundesbank 
hiked its discount rate by V2 percentage point to W 2 
percent and the Lombard rate by 1 percentage point 
to 91/2 percent. At the same time, the Bundesbank 
moved to curtail excessive reliance on the Lombard 
facility by reducing reserve requirements by 8 percent
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and raising commercial banks’ quotas under the redis
count facility, thereby providing about DM 8 billion in 
domestic liquidity. The effect of these actions was to 
leave the restrictive stance of monetary policy un
changed while keeping short-term liquidity tight. But 
market participants initially found it hard to assess the 
impact of these measures and focused instead on 
broader economic developments in the United States. 
Monthly data showed that the United States trade 
position was improving, while some evidence sug
gested that price increases were slowing from the 
rapid pace early in the year. As a result, the mark 
fluctuated only narrowly higher as the dollar gained 
some resiliency in the exchanges, to trade around 
DM 1.78-1.79 through mid-May.

On those occasions when upward pressures on the 
mark threatened to cumulate, the United States and 
German authorities intervened to restore balance to 
the market. Total intervention sales by the United 
States authorities between early April and mid-May 
amounted to $1,370.2 million equivalent of marks, in
cluding $732.4 million equivalent for the System, fi
nanced out of balances and by drawings on the swap 
line with the Bundesbank, and $637.8 million equiv
alent for the Treasury financed from balances. At times 
when the mark eased back, the Federal Reserve took 
the opportunity to acquire $60.4 million equivalent of 
marks in the market and $169.6 million equivalent from 
correspondents in order to finance intervention and to 
repay part of the newly acquired swap debt with the 
Bundesbank. On balance, by mid-May the System’s 
swap indebtedness with the Bundesbank stood at 
$331.4 million equivalent of marks. For its part the 
Treasury bought $29.8 million equivalent of marks on a 
spot basis and received delivery of $400 million equiv
alent of marks on a forward basis from correspondents.

Nevertheless, market participants remained ex
tremely sensitive to monetary policy developments in 
Germany and in other industrial countries. Coming into 
the summer, Bundesbank officials were stressing the 
need to rein in further central bank money growth to 
the lower end of the 5-8 percent target range. In the 
United States, meanwhile, interest rates continued to 
decline. Participants questioned whether the sharp 
drop in rates was more a response to the falloff in 
credit demand or to the provision of bank reserves by 
the United States authorities. Traders closely scruti
nized the actions of the domestic Trading Desk, and 
the mark frequently came into demand when declines 
in the Federal funds rate were interpreted as a sign of 
monetary ease. Moreover, in view of the exceptional 
weakness of the United States economy and increasing 
public discussion about the need for stimulus, the ex
change market was alert to any evidence of a weak

ening in the priority of the United States fight against 
inflation. Consequently, bidding for the mark gathered 
force in late May and again in early July, when the 
United States authorities first relaxed and then phased 
out completely the special credit restraint program 
adopted early in the spring.

Demand for the mark propelled the spot rate to as 
high as DM 1.7335 by early July. But against the major 
European currencies the mark remained weak. Ger
many’s current account deficit, already larger than that 
of any of its trading partners, continued to widen, and 
a number of private and official organizations were 
predicting a deterioration of up to as much as DM 
25-30 billion for the year as a whole. Although capital 
continued to flow back into Germany, a number of 
other EMS countries with higher interest rates than 
those prevailing in the German money and capital mar
kets were also attracting substantial inflows of funds. 
In these circumstances, the Trading Desk again coun
tered the outbreak of disorder in the market by sup
plementing its mark intervention with sales of French 
francs so as to avoid aggravating the strains on the 
mark within the EMS.

By mid-July the mark began to lose some of its 
buoyancy as traders grew more cautious in the face of 
changing economic conditions in Germany. Evidence 
mounted that domestic economic growth was tapering 
off, as industrial production and construction activity 
posted declines. Inflation on the wholesale and con
sumer levels also abated somewhat, reflecting some 
relief in the food and energy sectors, the slowing in 
demand pressures, and moderate wage settlements 
negotiated over the spring. Moreover, several EMS 
countries had begun to allow monetary conditions to 
ease. Accordingly, domestic pressures built up for a 
relaxation of policy in Germany. The authorities were 
nevertheless concerned that a reduction of official 
interest rates would undercut the progress under way 
in bringing inflation under control and in financing the 
current account deficit. Instead, the Bundesbank an
nounced that it would provide a new repurchase facility 
in the amount of DM 5.4 billion. Bundesbank President 
Poehl described this action as a cautious easing in 
monetary policy.

At the same time, the outlook for the dollar was im
proving. The dollar was benefiting from new data on 
production and employment which suggested that the 
United States economy was no longer contracting as 
rapidly as before. As the demand for credit picked up 
and the monetary aggregates recorded large increases, 
short-term United States interest rates rebounded. In 
this light, Chairman Volcker’s Congressional testimony, 
reaffirming the Federal Reserve’s commitment to a 
policy of monetary restraint, was particularly well re-
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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

Bank of France ...........................

German Federal B a n k ...............

Swiss National B ank...................

T o ta l..............................................

System swap 
commitments 

January 1, 1980
1980

I

ft
3,150.4

- 0-

.0-
f  +  316.0 
\  — 3,489.2 
\ +  22.7 

22.7

1980
II

+ 100.2 
; +  996.1 
l — 132.4

- 0-

1980
July

+  60.6 
f +265.7 
( —263.4 
J +  11.2 
J — 11.2

f  +  338.7 
{-3 ,511 .9

( +337.5 
|-2 7 4 .7....................................................  3,150.4

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 July for value after the reporting period.

System swap 
commitments 
July 31, 1980

166.3* 

879.7 f

- 0-  

1,046.0

* Includes revaluation adjustments from swap renewals, which totaled $5.5 million for drawings on the Bank of France renewed during July, 
f  Includes revaluation adjustments from swap renewals, which totaled $36.6 million for drawings on the German Federal Bank

renewed during the first quarter and July.

Table 3

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

*0 W .a s? ^ !T i! wm h mmmmm s i
Bank drawing on 
Federal Reserve System

Outstanding 
January 1, 1980

1980
I

1980
II

1980
July

Outstanding 
July 31, 1980

* Bank for International Settlements 
(against German m arks)........................... -0-

■

^+  192.0 
97.0

\+  50.0 
1 -1 4 5 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 4

United States Treasury Securities, Foreign Currency Denominated
In millions of dollars equivalent; issues ( + )  or redemptions ( —)

Issues

Public series:
Germany 
Switzerland ..

Amount of 
commitments 

January 1, 1980

4,065.7
1,203.0

5,268.6

1980

+  1,168.0 
- 0-

+  1,168.0Total

r f t  •«!*:,.» s a# gg|is.'uwait
Data are on a value-date basis. Because of rounding, figures do not add to totals.

1980
II

- 0-

- 0-

1980
July

- 0-

- 0-

Amount of 
commitments 
July 31, 1980

5,233.6
1,203.0

6,436.6
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ceived. As a result, the mark dropped lower to close 
the period at DM 1.7860, for a net decline of 21/2 per
cent over the period under review.

After mid-May, the United States authorities inter
vened to sell $1,919.4 million equivalent of marks in
cluding $1,096.0 million equivalent for the System and 
$823.4 million equivalent for the Treasury. The Sys
tem’s sales were financed from balances and by draw
ings on the swap line with the Bundesbank. However, 
the authorities were also able to purchase $160.0 mil
lion equivalent of marks in the market and $608.2 million 
equivalent from correspondents. As a result, the System 
was able to reduce its outstanding indebtedness to the 
Bundesbank from as high as $1,080.9 million equivalent 
to $879.7 million equivalent by end-July (including re
valuation adjustments for swap renewals), while the 
Treasury was able to begin replenishing its mark bal
ances. Meanwhile, Germany’s foreign exchange re
serves rose $4.5 billion in the four months through end- 
July, largely reflecting revaluation gains of its gold and 
foreign currency holdings with the European Monetary 
Fund. The Bundesbank’s purchases of dollars also con
tributed to the rise in foreign exchange reserves which 
stood at $45.7 billion at end-July, little changed on 
balance.*

Swiss franc
By early 1980, the upsurge of oil and other interna
tional raw materials prices was being quickly trans
mitted to the Swiss economy. Indeed, inflation in 
Switzerland, at 5 percent per annum, remained low by 
comparison with that in other countries but was ac
celerating at a worrisome pace. At the same time, the 
sharp rise in imports of oil and other goods cut 
deeply into Switzerland’s traditional current account 
surplus. The Swiss authorities, like those in most other 
industrial countries, were pursuing a policy of mone
tary restraint in an effort to combat inflationary pres
sures, and Swiss interest rates moved higher. But 
economic activity in Switzerland was expanding more 
slowly than in other countries. Consequently, the de
mand for funds was not so intense, and Swiss interest 
rates—while rising sharply by historical standards— did 
not begin to keep pace with those abroad.

The shrinking current account surplus, accelerat
ing inflation, and adverse interest differentials exerted 
a drag on the Swiss franc during February and March. 
At times when the dollar came on offer in early Febru-

Foreign exchange reserves for Germany and other members of the 
EMS, including the United Kingdom, incorporate adjustments for gold 
and foreign exchange swaps against European currency units (ECUs) 
done with the European Monetary Fund. Foreign exchange reserve 
numbers used in the report are drawn from International Monetary Fund 
data published in International Financial Statistics.

ary the Swiss franc was bid up. On such occasions, the 
Swiss National Bank intervened to counter a disorderly 
rise in the franc. At one point, the Federal Reserve 
joined in the intervention by selling $22.5 million equiv
alent of Swiss francs out of balances. But otherwise 
the Swiss franc tended to ease. By late February, in
vestors began liquidating Swiss franc-denominated as
sets, switching into higher yielding mark and sterling 
assets and, when United States interest rates began 
their upward climb, moving into dollar-denominated 
investments as well. In fact, the franc fell more sharply 
than the mark against the dollar, declining to SF 1.7111 
in late February, some 4% percent below the opening 
level of SF 1.6325.

In response to these pressures on the franc, the 
Swiss authorities acted in late February and early 
March to liberalize restrictions on capital inflows by 
lifting the ban on interest payments on nonresident 
savings deposits and on foreign central bank deposits 
with maturities of six months or more. The authorities 
also eased restrictions on foreigners’ purchases of 
forward Swiss francs. On February 28, the Swiss 
National Bank raised the discount and Lombard rates 
by 1 percentage point each to 3 and 4 percent, respec
tively. But these measures were not sufficient either to 
satisfy market expectations of more comprehensive 
action to dismantle barriers to inflows or to bring 
official rates in line with interest rates prevailing in 
the domestic or Eurofranc money markets.

Chart 4
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Movements in exchange rate and official 
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See exchange rate footnote on Chart 3.
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Meanwhile, domestic economic activity was picking 
up following two years of sluggish growth. With the 
economy now operating close to full employment, con
sumers and businesses accelerated their purchases of 
imported goods at a time when import prices were 
still rising rapidly. As a result, the trade deficit de
teriorated further. During March selling pressures in
tensified. Commercial leads and lags swung against 
the franc, and investors kept shifting funds out of 
Switzerland. Moreover, higher interest rates abroad 
prompted professional and commercial borrowers to 
turn to Switzerland’s money and capital markets where 
interest rates remained comparatively low.

In response, the Swiss National Bank began inter
vening more openly and heavily as a seller of dollars, 
thereby absorbing Swiss francs. The authorities also 
lifted completely restrictions on forward franc sales 
to foreigners and removed the interest payment ban 
on nonresident bank deposits of three months or 
longer. As a further stimulus to capital inflows, foreign 
central banks were allowed to subscribe to a second 
Swiss franc-denominated bond issued by the World 
Bank and to short-term certificates of the Swiss gov
ernment. Even so, with interest differentials remaining 
highly adverse to franc-denominated assets, the franc 
spot rate continued to weaken, dropping through the 
psychologically important SF 0.95 level against the 
mark.

On March 27, Swiss National Bank General Manager 
Languetin stated that the Swiss central bank would 
intervene as forcefully as required to prevent a further 
weakening of the franc. At the same time, the authori
ties were alert to the domestic liquidity situation. The 
heavy volume of capital outflows and official dollar 
sales had led to a decline in the monetary base below 
desired levels, and a further contraction threatened to 
dampen economic activity. To support the franc with
out generating further liquidity strains, the Swiss Na
tional Bank supplemented its spot intervention with 
forward dollar sales and provided commercial banks 
with a substantial amount of franc liquidity through 
short-dated foreign exchange swaps. The Federal Re
serve also took advantage of the opportunity to buy 
Swiss francs in New York to add to balances, buying 
$185.1 million equivalent of Swiss francs, including 
$140.4 million equivalent in the market between Febru
ary and early April. Whereas the franc soon steadied 
against the mark, the spot rate continued to decline 
against the dollar, bottoming out at nearly SF 1.88 on 
April 8 in the Far East.

The abrupt decline of dollar exchange rates begin
ning early in April had its counterpart in a surge of 
heavy bidding for the Swiss franc. Professional and com
mercial interests rushed to cover short franc positions

(—) onNet Profits (+ )  and Losses 
United States Treasury and Federal Reserve 
Current Foreign Exchange Operations
In millions of dollars

assets and liabilities 
as of July 31, 1980

Data are on a value-date basis

in response to the decline in United States interest rates 
that happened to coincide with reports that the Swiss 
National Bank might raise its interest rates in line 
with an expected hike of official interest rates in 
Germany. On April 8-10 the franc soared 7% percent 
to SF 1.7330, outpacing the rise in the mark. To 
counter the disorderly market conditions, the Federal 
Reserve sold $35 million equivalent of francs, while 
operating in other currencies as well. Although the 
Swiss authorities left official rates unchanged, the franc 
frequently led the rise in the European currencies 
against the dollar in the weeks that followed. Many 
participants bid for the franc on the view that the Swiss 
authorities welcomed a rise in the franc. Investors, 
having ready access to franc investments as a result 
of the virtual elimination of exchange controls, reacted 
to the reduction of adverse interest difierentials by 
purchasing a broad range of franc-denominated assets. 
Moreover, commercial and professional interests in
creasingly covered Swiss franc liabilities incurred over 
the winter months.

As the demand for Swiss securities increased, long
term yields in Switzerland declined. But the Swiss 
National Bank signaled its resistance to the rapid fall 
in interest rates by selling securities. Also, Swiss 
National Bank President Leutwiler reaffirmed the au
thorities’ commitment to a restrictive monetary policy 
course. Traders were also heartened by new statistics, 
suggesting that Switzerland’s inflation rate was level
ing off. By contrast, the market remained concerned 
over the sharp decline in United States interest rates.
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Many traders questioned the priority of the anti
inflation fight in the United States, particularly when 
in late May and again in early July the Federal 
Reserve successively dismantled the special credit 
restraint program. On both those occasions, the Swiss 
franc came into demand, rising to a high of SF 1.5840 
by early July. To avoid an exaggerated movement in 
the spot rate, the Swiss National Bank intervened as 
a buyer of dollars in Zurich and through the agency 
of the Federal Reserve in the New York market. For 
their part, the United States authorities sold $233.9 mil
lion equivalent of Swiss francs in the eleven weeks 
from mid-April, with the bulk financed from balances 
and $11.2 million equivalent drawn on the System’s 
swap line with the Swiss National Bank.

In the final weeks of July when market sentiment 
toward the dollar improved, the franc lost its upward 
momentum. Signs that the United States economy 
was no longer contracting as rapidly as before, and 
that interest rates were backing up, contrasted with 
evidence of some slowing of economic growth and 
easing in financial conditions in Western Europe. With 
market participants sensitive to the possibility that 
Swiss interest rates might also ease, the Swiss franc 
fell back in the exchanges to SF 1.6570 by end-July. 
In fact, however, Swiss interest rates held firm. When 
the franc came on offer after mid-July, the United 
States authorities took the opportunity to purchase 
$42.0 million equivalent of francs in the market and 
$130.5 million equivalent from correspondents. These 
francs were used to liquidate the System’s outstanding 
swap debt with the Swiss National Bank and to rebuild 
System and Treasury balances.

For the period as a whole, the Swiss franc declined 
IV2 percent from end-January levels, while rising 
1 1/4 percent against the German mark. Meanwhile, 
Switzerland’s foreign currency reserves fluctuated from 
month to month in response, not only to the central 
bank’s intervention, but also to foreign exchange swap 
operations undertaken for domestic monetary purposes. 
On balance, Switzerland’s foreign exchange reserves 
declined $850 million over the six months under re
view to stand at $12.3 billion as of July 31.

Japanese yen
Last year, the Japanese economy had made good 
progress in adjusting to earlier imbalances. Efforts to 
boost domestic demand had generated solid growth 
while also helping reduce Japan’s previously exces
sive current account surplus. Export and import vol
umes had responded to the previous appreciation of 
the yen, with the effect of reducing the current account 
surplus. The yen rate had moved back up to around 
¥220 to the dollar. But the sharp new rise in interna

tional oil prices in 1979 and early 1980, coupled with 
the risk of major disruptions to oil supplies, was a 
serious blow to Japan which depends on imported oil 
for three fourths of its energy needs. Consequently, 
the authorities found that they had to reverse gears 
and adjust to a new set of problems, as inflationary 
pressures at the wholesale level built up drastically, 
as the current account was pushed into deep deficit 
under the weight of a sharply higher import bill, and 
as the yen came heavily on offer and depreciated 
sharply in the exchange market. In response, the 
Japanese authorities progressively tightened monetary 
and fiscal policies, primarily to contain inflationary 
pressures. The authorities also sought to correct the 
current account deficit gradually by adjustment of the 
real economy and, in the meantime, to finance the defi
cit by capital inflows. The government’s budget for the 
1980-81 fiscal year called for a cutback in public works 
spending that would permit a reduction of deficit fi
nancing. The Bank of Japan raised interest rates in
cluding a 1 percentage point increase to 71/4 percent 
in its discount rate on February 19. It also raised 
reserve requirements and kept tight reins on bank 
credit expansion.

Nevertheless, by February, short-term interest rates 
abroad, especially on dollar instruments, were rising 
even more sharply than the advance of Japanese 
money market rates. Consequently, the yen continued 
on offer. With the exchange rate declining, market sen
timent toward the yen turned increasingly bearish so 
that commercial leads and lags as well as speculative 
outflows of funds added to the downward pressure on 
the yen vis-a-vis the dollar and other major currencies. 
By the month end the yen had plummeted to ¥251.75, 
a decline of 51/2 percent from late-January levels and 
fully 43 percent from the high recorded in October 
1978. As before, the Bank of Japan intervened to mod
erate the decline of the yen, supplementing its inter
vention in Tokyo with operations in New York through 
the Federal Reserve Bank of New York.

The sharp decline of the yen complicated the author
ities’ efforts to contain inflation. The rising cost of im
ports had already helped push wholesale prices up 
over 20 percent on a year-over-year basis. This sharp 
increase was feeding into the consumer price index 
which by then was rising at a rate of about 8 percent. 
The key spring wage negotiations were about to start. 
In these circumstances, a further weakening of the yen 
threatened to reinforce inflationary expectations.

The Japanese authorities therefore undertook several 
initiatives to support the yen in the exchanges. Fol
lowing intensive discussions, on March 2 the Bank of 
Japan announced that the Federal Reserve, the Ger
man Bundesbank, and the Swiss National Bank would
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Chart 5
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cooperate to avoid an excessive decline of the yen. 
The Federal Reserve, for its part, indicated its willing
ness to purchase yen in the New York market for its 
own account and to provide resources to the Bank of 
Japan if needed under the existing $5 billion swap ar
rangement. The German and Swiss central banks also 
pledged their support and subsequently concluded 
swap agreements with the Bank of Japan. Also, on 
March 2 the Japanese authorities adopted a number of 
measures to encourage inflows so as to help finance 
the current account deficit. Banks were allowed to 
bring in Euroyen deposits from their foreign offices, 
and Japanese banks were permitted to make medium- 
and long-term foreign currency loans (so-called “ im
pact” loans) to domestic customers. Controls on pri
vate placements abroad of yen-denominated bonds by 
Japanese residents were relaxed. And free-yen de
posits held by foreign official institutions were ex
empted from interest rate ceilings. Later during the 
month, the Bank of Japan abolished its 1970 arrange
ment with commercial banks providing for yen-dollar 
swap facilities to finance imports, thereby rescinding 
the last of the major import promotion schemes. The 
authorization of increased ceilings for the issuance 
of yen-denominated certificates of deposit (CDs) by 
banks operating in Japan also provided more scope for 
short-term capital inflows from abroad.

These measures were reinforced by a broad anti
inflation program, introduced on March 19, that was 
keyed to the domestic economy. The Bank of Japan 
raised its discount rate another 1% percentage points 
to 9 percent and subsequently increased both reserve 
requirements and “ window guidance” limits on bank 
lending. Public works expenditures, already trimmed 
back, were postponed. In addition, the government 
announced that henceforth it would monitor price de
velopments more closely, would sell commodities out 
of stockpiles if needed to prevent shortages from de
veloping, and would accelerate energy conservation 
efforts. The authorities reaffirmed their commitment to 
a disciplined monetary policy and to the priority of 
the fight on inflation.

These measures helped relieve some of the imme
diate selling pressures, and the yen strengthened 
against most of the major European currencies over 
the course of March. But reflows back into yen were 
slow to materialize, particularly since the pull of United 
States interest rates was so strong in late March and 
early April. Along with other major foreign currencies, 
the yen continued to decline against the dollar through 
early April. By April 8, the yen had fallen a further 
5 percent to as low as ¥  264 against the dollar in 
Far Eastern trading. The Bank of Japan continued to 
intervene forcefully to moderate the decline of the yen 
rate, and its dollar sales were reflected in the $2.2 
billion decline of foreign exchange reserves during 
February-March. Meanwhile, as part of the March 2 
agreement, the Federal Reserve bought $216.8 million 
equivalent of yen in the New York market in coordinated 
operations with the Bank of Japan. These purchases 
were added to System balances.

By mid-April, with United States interest rates turn
ing down, the yen began to recover along with other 
major currencies. At first the yen’s recovery was ten
tative. Wholesale prices were still rising sharply in 
Japan, and concerns about oil supplies resurfaced 
amid discussions of economic sanctions against Iran. 
Nevertheless, the spring wage negotiations resulted in 
moderate wage increases, while evidence continued to 
point to substantial gains in labor productivity. The 
market increasingly came to the view that declining 
unit labor costs would mitigate domestic inflationary 
pressures and would provide the basis for Japanese 
exporters to take advantage of the now substantial de
preciation of the yen to increase sales abroad. A sharp 
improvement in exports was already showing through 
in Japan’s trade figures, and the overall trade and cur
rent account deficits were beginning to level off.

In response, market sentiment toward the yen im
proved and the spot rate began to rise more rapidly at 
the end of April. Speculative short positions were cow-
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ered, while commercial leads and lags shifted back in 
favor of the yen. With United States interest rates con
tinuing to decline and interest rates in Japan holding 
steady, the differential in rates swung back to favor the 
yen in early May and the pace of capital inflows 
quickened. By that time, funds were moving into yen- 
denominated assets of all maturities amid reports 
of large placements by OPEC central banks and other 
foreign authorities in the Japanese market. As the flow 
of funds gathered force, the yen began to outpace the 
rise in the European currencies against the dollar, soar
ing by mid-June to as high as ¥  214.95, some 181/2 per
cent above its early-April lows. As the rate rose, the 
Bank of Japan intervened in size to counter disorderly 
conditions, on balance buying back about half of the 
dollars it had sold earlier during the period.

By that time, the reflux of funds had about run its 
course. Moreover, traders had become cautious in light 
of the upcoming parliamentary election on June 22, es
pecially since the sudden death of Prime Minister Ohira 
had inserted an added element of uncertainty into the 
campaign. The outcome— a victory by the ruling 
Liberal-Democratic Party with sufficient margin to pro
vide for continuity in Japan’s leadership— reassured 
the market. The yen rate settled in a trading range of 
¥  215-219 through early July.

Coming into summer, however, the debate over eco
nomic policy heated up, as the pace of economic ex
pansion began to slow and industrial production regis
tered a decline. With slower economic growth abroad, 
the authorities in several other industrial countries 
were beginning to allow monetary conditions to ease 
somewhat. Meanwhile, large inflows of interest- 
sensitive funds had generated an easing in the Tokyo 
money market. As a result, the authorities were urged 
to ease up on monetary policy, particularly by allowing 
interest rates to decline. In response to this pressure, 
some commercial and professional selling of yen 
emerged and the yen declined in mid-July.

The Japanese authorities nevertheless remained 
concerned about the need for further adjustment of the 
economy. Governor Mayekawa of the Bank of Japan 
stressed that an easing of monetary policy was prema
ture in light of the continuing inflationary pressures. 
Moreover, the new government under Prime Minister 
Suzuki quickly affirmed its support for a firm anti- 
inflationary effort. Consequently, the yen rate soon 
steadied and closed the period at ¥  227.80 for a net 
advance of 4% percent over the six-month period un
der review. Meanwhile, the Bank of Japan’s dollar gains 
after March were partially reflected in an increase in 
Japan’s foreign exchange reserves of $4.2 billion. 
At the end of July, reserves stood at $18.8 billion, up 
$2.0 billion on balance.

Sterling
Last year the government under Prime Minister Margaret 
Thatcher came into office, pledging to reduce the role of 
the public sector in the British economy and to restore 
private incentives. To achieve this objective, the govern
ment committed itself to alleviate the burden of taxation 
by reducing government spending over the long term 
while in the meantime shifting the tax structure 
away from direct toward indirect taxation. Meanwhile, 
the United Kingdom’s inflationary spiral was being 
given another twist by an upsurge in wage demands, 
following the abandonment of formal wage restraints 
a year earlier, rising energy prices, and a 4 percent 
increase in the value-added tax to finance reductions 
of income tax. To contain these pressures the British 
authorities had imposed an increasingly restrictive 
monetary policy, raising domestic interest rates to 
record highs to bring the expansion of sterling M-3, the 
targeted monetary aggregate, back within the 7-11 
percent annual growth range. By late 1979 the econ
omy was slipping into recession. The combined impact 
of rising labor costs and high interest rates was im
posing increasingly severe financial strains on British 
industry. Companies were cutting back on their inven
tories and scaling down their investment plans. Even 
so, monetary expansion was proving difficult to control, 
since companies were borrowing heavily from banks 
to meet their financing needs while waiting for interest
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rates to come down. Moreover, despite the govern
ment’s best efforts, public spending was proving diffi
cult to contain, and the public-sector borrowing re
quirement for fiscal 1979-80 was running nearly £1 1/2 
billion above target at just under £10 billion per annum.

In the exchange market, sterling had strengthened. 
British interest rates were high relative to those in 
most other countries. Moreover, the United Kingdom’s 
approaching self-sufficiency in oil was seen as leaving 
the current account well protected against possible 
cutoffs in oil supplies and further increases in energy 
prices. The breadth and depth of British capital mar
kets also provided attractive investment opportunities 
for international investors, especially OPEC members 
who were seeking outlets for their burgeoning sur
pluses. As a result, foreign capital flowed heavily into 
sterling-denominated assets, enabling the United King
dom to finance in 1979 a $5 billion current account 
deficit, official debt repayments of over $2 billion, and 
outflows of more than $4 billion stemming from the 
abolition of exchange controls. Even after these out
flows, sterling traded around $2.27 by end-January 1980 
and around 71.7 on a trade-weighted basis as a percent
age of the Smithsonian parities. Meanwhile, Britain’s for
eign exchange reserves, after increasing by over $2 
billion in 1979, stood at $18.8 billion on January 31 of 
this year.

In the late winter-early spring, evidence cumulated 
of declining industrial output and employment. Mone
tary growth was also showing signs of declining. Public- 
sector borrowing needs were temporarily reduced by 
the tax-gathering season. The authorities were able to 
sell a large amount of government debt in the wake of 
the earlier measures, and external factors continued to 
have a contractionary influence on the money supply. At 
the same time, however, private-sector loan demand 
continued to grow strongly, with the result that the bank
ing system was faced with a reduced supply of public- 
sector debt and hence of reserve assets. The authorities 
were thus obliged to provide temporary assistance to the 
money market so as to counter the upward pressures on 
short-term interest rates created by this drain on bank
ing liquidity. These initiatives helped stabilize British 
short-term interest rates around 17 percent per annum.

Meanwhile, however, dollar interest rates were rising 
sharply in response to rising credit demand in the 
United States, with the result that in late March interest 
differentials moved against sterling and in favor of the 
dollar. As multinational corporations and international 
portfolio managers switched funds out of sterling into 
dollar-denominated assets, the pound came on offer 
against the dollar and the spot rate fell to as low as 
$2.1285 on April 7. But, since British interest rates re
mained substantially above those on the European con

tinent, sterling fell less against the dollar than the other 
European currencies. The turnaround in the dollar on 
April 8 brought sterling into renewed demand. As United 
States interest rates fell sharply, interest differentials 
moved back into sterling’s favor. Therefore, the pound 
bounced back to $2.2275 by mid-April.

Meanwhile, with the domestic economy clearly head
ed into a recession, pressures were building up within 
British industry for relaxation of fiscal and monetary 
policy. But, in a consultative paper on monetary 
control issued jointly by the British Treasury and the 
Bank of England, the authorities reaffirmed sterling 
M-3 as the appropriate target variable for monetary 
policy, emphasized that lowering the government defi
cit played a major role in reducing that aggregate’s 
growth rate, and asserted that quantitative controls were 
not an alternative to high interest rates as a means of 
reducing monetary expansion. In the annual budget 
message, Chancellor Howe followed up by announcing 
that the government still intended to reduce the public- 
sector borrowing requirement to £8.5 billion and the 
growth of sterling M-3 to a 7-11 percent annual target 
range. Thereafter, both the Prime Minister and the 
Chancellor repeatedly affirmed the government’s com
mitment to reduce inflation by containing monetary 
growth. In this context, British interest rates remained 
high even after the end of the tax-payment season, 
while United States interest rates continued to fall. 
Moreover, the recession was leading to a rapid elimina
tion of the current account deficit. As a result, sterling 
led the advance of other European currencies against 
the dollar, soaring to as high as $2.3770 in late May.

By early June, after prolonged negotiations, agree
ment had been reached to reduce by £750 million 
Britain’s contribution to the European Community (EC). 
These developments generated expectations in the 
exchange markets of near-term reductions of British 
interest rates. Fearing heavy outflows of interest- 
sensitive funds, traders reacted initially by selling 
sterling. As a result, the pound came on offer during 
June, falling as much as ZV2 percent below its late- 
May highs.

For their part, however, the authorities remained re
luctant to cut interest rates until firmer evidence ap
peared of a sustained reduction of monetary growth. 
Unfortunately, interpreting the data was being made 
increasingly difficult at this time by the imminent re
moval of the supplementary special deposit scheme— 
the “ corset” . Inevitably, the mid-June termination of 
this scheme was followed by a statistical explosion in 
sterling M-3, as banks restored direct lending to all 
their customers, which had been temporarily replaced 
by bankers’ acceptances arranged to avoid hitting the 
limits on the expansion of interest-bearing eligible lia
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bilities imposed earlier by the corset. Nevertheless, 
credit demand was still thought to be relatively strong. 
Moreover, despite rising unemployment, wages were 
still increasing at just under 20 percent per annum as 
the trade unions sought full compensation for price 
increases due to rising energy costs and higher indirect 
taxation. Therefore, the authorities felt unabie to cut 
interest rates during June and, in fact, allowed a re
purchase facility— introduced earlier in the year to pro
vide liquidity—to run off. As a result, sterling moved 
back up to fluctuate around $2.34 in late June.

In early July the authorities provided some interest 
rate relief by cutting the minimum lending rate 1 per
centage point below its all-time high to 16 percent. 
The pound came on immediate offer but then steadied. 
During the rest of the month, some professionals in 
the market continued to look for further reductions 
of British interest rates. But the authorities remained 
cautious in light of continued strong inflationary pres
sures, and no further action was taken. As a result, 
sterling continued to be buoyed by capital inflows 
coming from OPEC and other international investors 
seeking to diversify their portfolios and to lock in 
high yields on British government securities. Expec
tations of a near-term cut in British interest rates re
ceded, and the pound was propelled to a five-year high 
of $2.3992 against the dollar on July 24. Subsequently, 
the rebound in United States interest rates produced a 
steep decline to $2.3305 at the month end, for a net 
increase of 2 1/2 percent over the six-month period. 
However, the pound continued to trade firmly against 
the other major currencies, so that it closed at 74.4 
on a trade-weighted effective basis on July 31.

During the six-month period, the Bank of England 
intervened to smooth fluctuations in the sterling rate. 
These operations had a negligible impact on Britain’s 
foreign exchange reserves. Instead, the $1.6 billion 
increase over the period to $20.4 billion mostly re
flected further revaluation gains from periodic renew
als of gold and dollar swaps against ECUs done with 
the European Monetary Fund.

French franc
The French economy was embarked on a sustained 
recovery late in 1979 when the sharp hike in imported 
oil costs threatened to aggravate domestic inflationary 
pressures, lower real incomes, and impose a sharp 
reversal in France’s current account position. The 
authorities faced the prospect that the significant im
provements achieved in curbing inflation, restoring the 
balance of payments to a surplus position, and im
proving the competitiveness of French industry, after 
years of stabilization policies, would now be seriously 
undercut. By early 1980, consumer prices were rising
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at an annual rate of more than 13 percent. Last year’s 
$1.2 billion current account surplus had just about dis
appeared. And the huge increase in France’s oil import 
bill was expected to lead to a $4-5 billion deficit in the 
current account this year. Meanwhile, a shakeout of 
noncompetitive French industries, together with a bulge 
in young entrants to the work force, had generated a 
rise in unemployment even as the economic recovery 
continued.

In response, the government had provided some 
fiscal stimulus on a selective basis (expanding pro
grams to create jobs, providing additional low-cost 
financing to industry, and increasing low-income sub
sidies to offset increases in public-sector energy 
prices) while keeping the government’s borrowing 
requirement at a relatively low 1.3 percent of GDP 
(gross domestic product). Meanwhile, France’s already 
restrictive monetary policy was reinforced in order not 
to accommodate the accelerating rate of domestic 
inflation. The 11 percent target for monetary expan
sion set for 1979 was carried forward into 1980 and 
the system of credit ceilings was tightened. Inasmuch 
as a strong demand for credit was fueling a growth 
of the money supply well above the target rate, the Bank 
of France’s efforts to curb this expansion generated a 
progressive rise in both short- and long-term interest 
rates.

In the exchange markets, the French franc benefited 
from this rise in interest rates. Moreover, France’s 
current account deficit, though a source of con
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cern, was expected to be substantially smaller than 
the current payments imbalance of Germany, its 
principal trading partner. Also, in the context of 
the Iranian crisis, the traditionally good relations be
tween France and the Middle East were expected to 
favor the franc in two respects. Part of the anticipated 
increase in OPEC’s surplus would gravitate into the 
franc. Also, the impact of any further oil supply dis
ruptions would be less severe for France than for 
most other major countries. In this atmosphere, com
mercial leads and lags remained favorable to the 
franc, and international investors steadily moved some 
of their funds into domestic and Eurofranc assets.

These inflows enabled the French franc to stay 
at the top of the EMS band throughout the early 
spring. Indeed, the Bank of France regularly had to 
intervene in European currencies to keep the franc 
within the obligatory EMS margins, and often it pur
chased dollars as well. These operations were, for the 
most part, reflected in the $1.5 billion increase in 
France’s foreign exchange reserves over the months 
January through March.

When the scramble for dollars developed between 
late February and early April, the franc fell along with 
the other European currencies. But the franc declined 
less than the mark against the dollar. Even so, it 
dropped some 12  percent from its opening level of 
FF 4.0725 to as low as FF 4.5550 on April 7. When the 
dollar turned around after the Easter holiday, the franc 
came back into heavy demand. Amid reports of large 
Middle Eastern demand for French francs, the rate 
was bid up sharply, prompting the Bank of France to 
intervene vigorously both in EMS currencies and 
in dollars. With the franc remaining at the top of a 
nearly fully stretched EMS and the mark at the bottom, 
the Federal Reserve supplemented its intervention 
operations in New York by selling on three occa
sions between April 9 and April 16 $73.9 million equiv
alent of French francs. These sales were financed by 
drawings on the swap line with the Bank of France.

During the late spring the French economy showed 
signs of turning down. Domestic demand weak
ened, industrial output declined, and the continuing 
rise in unemployment was generating some pressures 
for more stimulative measures. Nevertheless, the 
money supply was still expanding slightly above the tar
geted rate, the current account deficit was widening, 
and inflation continued at a troubling double-digit 
pace. In late June, the French government announced 
it would provide some additional funds for investment 
by the nationalized industries into the housing sector. 
But the authorities were unwilling to ease their restric
tive monetary stance. Instead, restrictions on the ex
pansion of bank lending were maintained and the limits

were tightened for the second half of the year. As a 
result, French interest rates stayed relatively high dur
ing May and June.

Thus the franc continued to benefit from various 
types of capital inflows. It also was bolstered by 
unusually large repatriations of investment income 
and favorable tourism receipts. The franc therefore 
joined in the continued, albeit more gradual, rise of 
the European currencies against the dollar, moving 
up some 1 1 1/2 percent from the early-April low to 
FF 4.0235 by July 8. The Bank of France continued 
buying modest amounts of dollars and EMS currencies. 
The Federal Reserve again included the French franc 
in its intervention operations, selling $86.8 million 
equivalent on four occasions between mid-June and 
end-July. This intervention was financed by further 
drawings on the swap line with the Bank of France, 
raising the System’s swap indebtedness with the 
French central bank to $166.3 million equivalent includ
ing revaluation adjustments from renewals of earlier 
drawings.

During July, French interest rates eased somewhat. 
Nonetheless, the franc fell less than the mark when 
the dollar rose in late July. At this time the Federal 
Reserve was able to buy $1.2 million equivalent of 
French francs from a correspondent to begin covering 
its outstanding swap debt. On July 31 the franc was 
trading at FF 4.1350, for a net decline of 1 1/2 percent 
over the six-month period.

Meanwhile, France’s foreign currency reserves con
tinued to increase during April through July. The large 
rise in April and July resulted in part from the revalu
ation gains stemming from quarterly renewals of its 
swaps with the European Monetary Fund. But, in addi
tion, the continuing purchases of dollars and EMS 
currencies also contributed to a rise in foreign cur
rency reserves, which stood at $25.3 billion at the 
end of July.

Italian lira
Throughout 1979 the Italian lira had been bolstered in 
the exchange markets by a substantial current account 
surplus, together with relatively high interest rates and 
restrictions on domestic credit expansion that had 
drawn in large movements of capital from abroad. As 
a result, the lira had risen during the second half of 
the year to trade at LIT 807.50 against the dollar by 
end-January 1980, while also remaining in the upper 
half of its 6 percent band within the EMS. Meanwhile, 
the favorable balance-of-payments position and valu
ation adjustments stemming from quarterly renewals of 
Italy’s swaps with the European Monetary Fund had 
generated an increase in Italy’s foreign exchange re
serves to $18.5 billion even after repayment of some
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official debt. By February, however, Italy’s substantial 
current account surplus was rapidly disappearing. The 
impact of sharply higher oil prices, estimated to add 
$8 billion to the overall import bill, was already be
ginning to weaken Italy’s trade position. And the pros
pect that Italy could avoid a return to current account 
deficit with a further upsurge in its exports looked 
dubious, in view of the deteriorating economic outlook 
for Italy’s principal trading partners. Moreover, the 
domestic economy was expanding at a brisk pace, 
several sectors were encountering capacity constraints, 
and inflationary pressures were again building up.

In response, over the course of the winter months, 
the Italian authorities had begun to turn to a more re
strictive posture. The government raised fuel prices in 
line with worldwide increases in the price of oil, 
thereby absorbing purchasing power. But, with the 
1980 fiscal budget still moderately expansive and ex
pected to generate a LIT 40 trillion public-sector defi
cit, much of the burden of containing inflationary 
pressures continued to fall on monetary policy. Accord
ingly, the Bank of Italy had raised interest rates, 
drained domestic liquidity, and tightened the enforce
ment of domestic credit ceilings by requiring that 
banks lending above those limits maintain noninterest- 
bearing deposits at the central bank. With these ac
tions producing steadily rising money market rates, 
Italian companies continued to satisfy their financing

needs by borrowing abroad. Thus, the Italian lira held 
within the top half of the EMS joint float throughout 
the early spring.

Against the dollar, however, the lira weakened along 
with other currencies after mid-February. The sharp 
rise in United States interest rates soon eliminated the 
interest differentials that had previously favored the 
lira. To the extent that Italian companies repaid their 
Eurodollar borrowings with domestic funds, they came 
into the market to sell lire, thereby contributing to the 
drop in the rate which fell as much as 13 percent to 
LIT 912.10 by early April. But, with Italian interest rates 
significantly higher than those prevailing in other EMS 
countries, the lira maintained its generally favorable 
position within the EMS. Consequently, the Bank of 
Italy provided little support for the lira through inter
vention. Indeed, Italy’s foreign exchange reserves rose 
through end-April to $21.5 billion, reflecting valuation 
adjustments in its EMS holdings.

Around mid-April the lira began to recover against 
the dollar as United States interest rates retreated. 
The lira’s rise, however, lagged behind that of other 
EMS currencies so that, while just below the center 
of its 6 percent EMS band, the lira emerged as the 
weakest currency within that arrangement by May. 
Italy’s current account had now fallen into clear 
deficit, exerting a drag on the currency’s performance 
in the exchange market. Italy’s prices and wages 
had continued to rise at more than 20 percent per 
annum without a corresponding adjustment in the ex
change rate, so that the competitiveness of Italian 
goods was being eroded. Also, poor weather had cut 
into tourist revenues. Moreover, a government crisis 
late in March had generated some questions as to 
whether the authorities’ anti-inflation efforts would 
be sustained. A new center-left coalition cabinet was 
soon put in place, committed to defend the lira’s posi
tion in the EMS and to check inflation. But during the 
spring, as the cabinet sought to reach an understand
ing with the trade unions on ways to limit the rise in 
labor costs and to get the agreement of other political 
groups on an industrial policy that might help main
tain employment, the exchange market for the lira re
mained nervous.

Against this background, pressures began to mount 
for a devaluation of the lira within the EMS to restore 
the competitiveness of Italian industry in world markets 
so as to bolster exporters’ profit margins and to sus
tain economic growth in the face of a spreading slow
down abroad. Although government officials in their 
public statements stressed the argument that devalua
tion was not a viable alternative in a highly indexed 
economy, the lira came on offer as market participants 
continued to anticipate that a new economic package
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from the government might include a devaluation. In 
this environment, short-term capital outflows quickly 
materialized. As the outflows persisted during June, 
the Bank of Italy entered the market in force, selling 
large amounts of dollars to prevent the lira from weak
ening further within the EMS.

In early July, the government announced new mea
sures to bring both the economy and the exchange 
market into better balance. The measures included 
higher indirect taxes to finance a reduction of employer 
social security contributions, more export credits, and 
a reduction of the public-sector deficit. Also, the gov
ernment proposed a Vz percent withholding scheme for 
wages and salaries, in which the proceeds would be 
invested in bonds redeemable in five years to finance 
economic development. In addition, the Bank of Italy 
announced a further restriction of domestic credit ex
pansion to 13 percent per annum.

The exchange market reacted favorably to the pack
age. With devaluation fears dissipating, funds flowed 
back into the lira during the balance of July, as com
mercial and professional participants covered short 
positions. The lira, therefore, traded more comfortably 
at the bottom of the joint float through the month end. 
On July 31, the lira traded at LIT 838.80, for a net 
decline of 3% percent over the six-month period. 
In addition, the flows of funds back into the lira, 
together with further valuation adjustments of EMS 
gold holdings produced a $500 million increase in 
foreign exchange holdings, to $22.0 billion, for a net 
rise of $3.5 billion over the six-month period.

European Monetary System
By the period under review, the countries whose cur
rencies were members of the EMS’s joint float were 
faced with the problem of having to adjust their econ
omies to large increases in the price of oil. Most of 
the economies were already expanding fairly briskly, 
generating upward pressure on prices and wages. Con
sequently, for the authorities in each country the great
est concern was to prevent higher energy prices from 
setting off an inflationary spiral. Each country thus 
adopted restrictive policies both to restore external and 
internal balance to their economies and to fund their 
current account deficits. Monetary policy was the major 
instrument for achieving restrictiveness and interest 
rates remained high in the EMS countries.

Within the joint float the configuration of currencies 
remained relatively stable, even as the entire EMS 
fluctuated widely against the dollar. For the most part 
the French franc stayed at the top of the band, while 
the German mark remained near the bottom. The 
Netherlands guilder traded firmly near the top of the 
band. By contrast, the Belgian franc came under per

sistent selling pressure between February and early 
April, reflecting the market’s concerns over Belgium’s 
fiscal and current account deficits and the political dif
ficulties facing the coalition government. The National 
Bank of Belgium intervened forcefully to keep the franc 
within its 21A percent band. Domestic interest rates 
were also raised. These actions stemmed the outflows, 
and during the last three months of the period the 
franc traded comfortably within the limits of the band.

The Danish krone also came under selling pressure 
early in the period and required some official support 
through intervention. However, the krone gradually 
came into better balance in the early spring. There
after, it traded steadily in the lower half of the EMS 
through the end of July.

The remaining two currencies fluctuated more widely. 
The Italian lira fell from the top to the bottom of the 
joint float and required substantial official support in 
June before stabilizing in July. By contrast, after trad
ing near the bottom through mid-March, the Irish punt 
rose into the upper half of the EMS band during the 
spring and remained there through the end of July.

Canadian dollar
The sharp jump in international oil prices during 1979 
had somewhat different consequences for Canada 
than for most other industrialized countries. Its un
tapped reserves of oil, natural gas, and other energy 
resources gave Canada considerable potential for in
creasing energy production in the future, both for use 
at home and for export. In the meantime, the oil price 
hike had little direct effect on Canada’s trade account, 
since the country is self-sufficient in oil and gas. It 
did have implications, however, for the distribution of 
income between the oil-producing provinces of the 
west and the oil-consuming provinces of the east. 
Moreover, if oil prices in Canada were allowed to 
adjust more rapidly to international price levels, the 
escalation of energy prices would add to inflationary 
pressures. A proposal to that effect in the budget, 
which had brought about the government’s defeat in 
December, was still under debate pending a general 
election in mid-February.

Canada’s current account had begun to show signs 
of improvement. As a net exporter of raw materials, 
Canada benefited in 1979 from the favorable shift 
in terms of trade that reflected pressures in world 
commodities markets generally. In addition, the sharp 
depreciation in the Canadian dollar of previous years 
and the sustained efforts to curb cost and price pres
sures at home had substantially enhanced the inter
national competitiveness of domestic industry. But, 
with much of the manufacturing sector up against 
capacity constraints, Canada was all the more vulner
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able to the demand and price pressures in the United 
States, Canada’s principal trading partner. In these cir
cumstances, economic policies continued to focus on 
the need to counter inflationary tendencies. Fiscal 
policy had been tightened in an effort to reduce the 
sizable budget deficit. Monetary policy was aimed at 
restraining the growth of the money supply while seek
ing an interest rate relationship between Canada and 
the United States that did not contribute to an accel
eration of inflation through a further substantial decline 
in the Canadian dollar. As United States interest rates 
had risen, interest rates in Canada moved up and the 
Bank of Canada raised its discount rate in several 
steps to 14 percent.

By early February, Canada’s rich energy resources 
and its improving current account performance had 
contributed to a generally positive sentiment toward 
the Canadian dollar. Also, its relatively high interest 
rates and North American location made Canada an 
attractive investment opportunity, especially at a time 
of growing political uncertainty and security concerns. 
The Canadian dollar had strengthened considerably 
over the preceding two and a half months to trade at 
Can.$1.1574 by the beginning of the month. Then, when 
it was clear that the general election had provided for 
a majority government, the Canadian dollar came into 
stronger demand. Capital inflows intensified as re
peated reports of new oil discoveries off the Newfound
land coast attracted foreign funds into a rising Canadian 
stock market. The Canadian dollar was thus propelled 
to Can.$1.1419 on March 3, its highest level in nearly 
a year. Meanwhile, the Bank of Canada, operating to 
moderate the fluctuations in its currency, had pur
chased dollars in the exchange market. These acqui
sitions were reflected in the $433 million increase in 
official foreign currency reserves during the month 
from the end-January level of $1.9 billion.

Nevertheless, the Canadian dollar remained vulner
able to actual or anticipated shifts in capital flows. 
When the intense demand for credit in the United 
States pushed up interest rates so sharply as to raise 
doubts in the market whether Canadian interest rates 
would keep pace, the spot rate began to ease early in 
March. Already interest rates in the United States had 
risen above comparable levels in Canada, and market 
participants were unsure how long this unusual pattern 
would continue without siphoning off the inflows 
needed to offset Canada’s current account deficit. 
Monetary growth in Canada had slowed considerably. 
Indeed, the monetary aggregates were now just within 
the lower end of the Bank of Canada’s 5 to 9 percent 
target range. But inflation was still running at 9.5 per
cent per annum, and the authorities were concerned to 
avoid a substantial depreciation that might set off more

Chart 9
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foreign currency reserves
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See exchange rate footnote on Chart 3.
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cost-price pressures at home. Therefore, to provide 
itself with more flexibility to react to rapidly changing 
external conditions and to avoid increases in short-term 
interest rates beyond those necessary to contain infla
tion, the Bank of Canada announced on March 10 it 
would set its official discount rate each week at 1A per
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centage point above the average rate on the weekly 
tender of three-month Treasury bills.

Following this announcement, Canadian money mar
ket rates continued moving up, while longer rates re
mained close to their peaks during March. At the same 
time, congestion had developed in the United States 
bond market, leading to the postponement of several 
Canadian borrowings while Canadian companies were 
repaying dollar-denominated loans as United States 
interest rates continued to rise. The Canadian dollar 
thus came on offer. Against the United States dollar, it 
declined nearly 5 percent from its earlier high to 
Can.$1.1983 on April 1. The Bank of Canada intervened 
heavily at times to cushion the decline; foreign cur
rency reserves decreased by $728 million during March. 
Even so, the decline in the Canadian dollar from early- 
February levels was modest, relative to the much larger 
drops of other major currencies.

After early April, interest differentials moved back 
into Canada’s favor as Canadian interest rates eased 
more slowly than those in the United States. Although 
Canadian entities still did little borrowing in the United 
States, this traditional source of finance for Canada’s 
current account deficit was being replaced by invest
ment funds flowing into Canadian dollar and Euro- 
Canadian dollar assets. Moreover, the Canadian trade 
account remained in larger surplus than had been 
anticipated earlier in the year.

The Canadian dollar, therefore, traded more stead
ily during the early spring. For a time, uncertainty over 
the outcome of a May 20 referendum in Quebec, in 
which the governing Separatist Party sought authori
zation to negotiate with the federal government on the 
sovereignty issue, gave pause to the market and tem

pered the currency’s previous buoyancy. But, once the 
market sensed that the referendum would be defeated, 
the Canadian dollar began to rise again. News of fur
ther increases in the price of oil, fears of more price 
increases to come out of the OPEC meeting in Algiers, 
and reports of new energy discoveries in Canada added 
to the upward momentum of the rate. Also, announce
ments by some Canadian provinces of plans to float new 
issues in the New York bond market generated some 
professional bidding. Consequently, the Canadian dol
lar was bid up in steps to Can.$1.1407 by July 7. The 
Bank of Canada again bought dollars to moderate the 
rise, thereby recouping much of the reserves it had 
lost during March.

During the rest of July, the Canadian dollar lost its 
upward momentum in the face of political tensions 
arising over the question of pricing Alberta oil and 
natural gas, growing uncertainties over the outlook for 
United States interest rates, and concern in the market 
that Canadian interest rates would ease further. As 
interest rates in the United States backed up and a 
heavy supply of new issues in the United States bond 
market led some of the planned Canadian issues to be 
postponed, the Canadian dollar dropped off along 
with most other currencies late in the month.

At the end of July, therefore, the Canadian dollar, 
at Can.$1.1594, was down a net Va percent over the 
six-month period. During the period under review, the 
Bank of Canada intervened, heavily at times, on both 
sides of the market. In addition, the government sold 
small quantities of its gold holdings at market prices 
well above book value. Over the six-month period, to
tal official foreign currency reserves were unchanged 
at $1.9 billion.
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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.

We are pleased to offer complimentary copies of Federal 
Reserve Readings on Inflation to readers of the Quarterly 
Review. For your copy, please write to:
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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 third- 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
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August-October 1980 Interim Report 
(This report was released to the Congress 
and to the press on December 3, 1980.)

Treasury and Federal Reserve 
Foreign Exchange Operations

Coming into the August-October period under review, 
exchange market participants remained cautious about 
the outlook for the dollar. Traders were encouraged 
by the improving trend in the United States current ac
count, which had swung from deep deficit to near 
balance and was expected to move into surplus by late 
1980. At the same time, however, they were concerned 
about the outlook for inflation in the United States. 
Even though our price indexes were no longer rising as 
rapidly as before, inflation remained uncomfortably high 
by historical standards and by comparison with infla
tion rates in many other industrial countries. Moreover, 
it was feared that the improvements in our current ac
count and price performance might prove transitory to 
the extent that they stemmed from the sharp recession 
which had emerged in the United States earlier in 
1980. Meanwhile, discussion of possible tax cuts or of 
an easing of monetary policy had generated concern 
in the market that heavy stimulus to the economy 
might undercut the anti-inflation effort. For its part, 
the Federal Reserve had phased out the special credit 
restraints imposed in March, but Chairman Volcker 
had made it clear that the Federal Reserve would con
tinue to adhere to its efforts to slow the growth of money 
and credit in the United States by placing primary em
phasis on bank reserves rather than on interest rates.

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.

By August, United States interest rates were rebound
ing from their latest lows, and a sudden surge in the 
growth of the monetary aggregates gave rise to some 
expectations that United States interest rates might 
advance even further.

Meanwhile, the market’s uncertainties were not lim
ited to the outlook for the dollar. Most other major in
dustrial countries were afflicted with inflation rates 
which were too high by their own standards and by 
substantial current account deficits which had been 
aggravated by the oil price increases of 1979 and early 
1980. The authorities had pursued restrictive policies 
to deal with these problems. By late summer, eco
nomic growth was slackening generally, prompting the 
authorities in several countries to move cautiously to
ward a less restrictive policy stance. But they were 
reluctant to move too quickly in the direction of ease 
in view of the need to fight inflation and their efforts 
to keep interest rates sufficiently high to attract funds 
from abroad to finance large current account deficits. 
As a result, interest rates remained high even as mar
ket expectations built up that, in view of domestic 
economic considerations, an easing of monetary pol
icy was imminent in several countries.

Consequently, an uneasy atmosphere persisted in 
the exchange markets through August and early Sep
tember as traders sought to assess the implications 
of these economic and financial developments here 
and abroad. In addition, the sense of unease was 
heightened from time to time by political events, such 
as general strikes in Poland and continued tensions

50 FRBNY Quarterly Review/Winter 1980-81Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Winter 1980



in the Middle East. In this environment, exchange rates 
fluctuated widely day to day but few clear trends de
veloped, with the exception that both sterling and the 
Japanese yen were bid up by force of heavy capital 
inflows. Among the currencies participating in the joint 
float arrangement, the French franc remained near 
the top of the band and the German mark near the 
bottom.

In the absence of renewed selling pressures on the 
dollar, the United States authorities took the oppor
tunity to acquire currencies to repay debt arising from 
earlier intervention and to rebuild balances. Operating 
on days in which the dollar was firm or rising, the 
United States authorities bought a total of $426.6 m il
lion equivalent of German marks in the market, either 
in New York or in Frankfurt through the agency of the 
Bundesbank. Over the same period, the Trading Desk 
purchased an additional $453.6 million of marks from 
correspondents. The Federal Reserve used a portion of 
these marks, along with previously acquired balances, 
to repay swap debt to the Bundesbank, which was re
duced from $879.7 million at end-July to $362.6 million 
on September 15. The remaining acquisitions were 
added to Treasury balances which increased by $338.1 
m illion equivalent. The Federal Reserve also bought 
small amounts of French francs and Swiss francs in 
the market and from correspondents. On occasions 
when the dollar came under selling pressure in Au
gust, the United States authorities intervened on five 
different days, selling a total of $69.6 million equiva
lent of marks, including $53.9 million equivalent from 
Federal Reserve balances and $15.7 m illion from 
United States Treasury balances.

By mid-September, economic indications suggested 
that the United States was moving out of recession. 
Although the upturn was welcomed by the markets, it 
dimmed the prospects for further inflation relief in the 
near term. Indeed, partly because of rising food prices, 
the United States inflation rate was expected to accel
erate. Moreover, the money and credit aggregates 
were growing rapidly. In response to this buildup in 
the demand for money, the Federal Reserve was act
ing to constrain the growth of bank reserves. Market 
interest rates climbed sharply, and on September 26 
the Federal Reserve raised the discount rate by 1 per
centage point to 11 percent. Strong demand for money 
and credit persisted through October, putting addi
tional upward pressure on money market rates.

This advance of United States interest rates was not 
matched abroad, where, if anything, the authorities 
were becoming increasingly concerned about slower 
economic growth and the prospect of recession. Con
sequently, interest differentials swung increasingly in 
favor of the dollar against most major currencies,

Table 1

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

Transactions with

System 
swap 

com mit
ments 

July 31, 
1980

August 
through 

October 31, 
1980

System 
swap 

com mit
ments 

October 31, 
1980

Bank of France ............. 166.3 -  165.2* -0-
German Federal Bank .. 879.7 -  873.0* -0-

1,046.0 — 1,038.2* -0-

Because of rounding, figures may not add to totals.
Data are on a transaction-date basis.

* Repayments include revaluation adjustments from swap 
renewals, amounting to $1.1 m illion for drawings 
on the Bank of France and $6.7 m illion for drawings on the 
German Federal Bank which were renewed during the period.

Table 2

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

Amount of Amount of 
commit- August com mit

ments through ments 
July 31, October 31, October 31,

Issues 1980 1980 1980 

Public Series
Germany ............................. 5,233.6 -0- 5,233.6
Switzerland ........................  1,203.0 -0- 1,203.0

T o ta l.....................................  6,436.6 -0- 6,436.6

Data are on a value-date basis.

Tabie 3

Net Profits (+ )  and Losses ( —) on 
United States Treasury and Federal Reserve 
Current Foreign Exchange Operations
In m illions of dollars

United States Treasury
Exchange 

Federal Stabilization General 
Period Reserve Fund account

August 1, through
October 31, 1980 .............  + 1 4 .0  +  0.1 -0-
Valuation profits and 
losses on outstanding 
assets and liab ilities
as of October 31,1980 . . .  + 12 .7  —372.8 +138 .8

Data are on a value-date basis.
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prompting flows of funds into dollar-denominated as
sets. Much of this pressure fell on the German mark, 
in view of Germany’s low nominal interest rates relative 
to rates abroad and Germany’s sizable current account 
deficit. Funds were shifted out of marks not only into 
dollars but into sterling and French francs as well. 
Within the European Monetary System (EMS), the Ger
man mark and the French franc were pushed to their 
respective intervention points, and the Bundesbank 
and the Bank of France were obliged to absorb sub
stantial amounts of marks against francs. At the same 
time, the EMS currencies as a group declined against 
the dollar.

As a result of the flow of funds into dollar assets, the 
dollar rose in October to end the three-month period 
up a net 7 percent against the German mark and other 
currencies in the EMS, 31/2 percent against the Swiss 
franc, and 1% percent against the Canadian dollar. 
Over this same period, sterling rose a net 4% percent 
against the dollar and the yen moved up by 7% per
cent.

With the dollar in demand, the United States author
ities stepped up their acquisitions of currencies to re
pay debt and rebuild balances. Operations were con
ducted in New York, Frankfurt, and on occasion in the 
Far East. When strong one-way pressures emerged 
late in October, the Desk intervened, sometimes force
fully, in the market as a buyer of German marks. Pur
chases of marks in the spot market totaled $1,770.7 
m illion equivalent between mid-September and end-

October. Moreover, as part of the effort to repay debt 
and rebuild balances, the United States authorities 
purchased a total of $346.6 m illion of marks from cor
respondents, divided about equally between the Fed
eral Reserve System and the Treasury, and $132.9 
million of outright forward marks on behalf of the Trea
sury. As a result, the Federal Reserve was able to 
complete liquidation of its swap debt w ith the Bundes
bank by the end of the period.

In addition to its mark purchases, the United States 
authorities bought over the three-month period $87.5 
m illion equivalent of Swiss francs, including $25 mil
lion equivalent in the market and $62.5 m illion equiva
lent from correspondents. Of this amount, $62.6 million 
equivalent was added to System balances and $24.9 
million equivalent went into Treasury balances. The 
Federal Reserve also took advantage of opportunities 
to buy $158.6 million of French francs to complete 
repayment of its swap debt with the Bank of France.

During the August-October period, the Federal Re
serve realized $14 million in profits on its foreign 
exchange operations and the Exchange Stabilization 
Fund (ESF) realized $0.1 million. As of the end of the 
period, the Federal Reserve showed valuation profits 
of $12.7 million on its foreign exchange assets while 
the ESF showed valuation losses of $372.8 m illion on 
its foreign exchange assets. The Treasury’s general 
account showed valuation profits, related to the out
standing issues of securities denominated in foreign 
currencies, of $138.8 million.

SELECTED PAPERS OF ALLAN SPROUL

The Federal Reserve Bank of New York has released a 
representative selection of the published and unpublished 
w ritings of its third chief executive officer in a 254-page 
book entitled “ Selected Papers of Allan Sproul” . The book, 
which includes a biographical essay, was edited by Lawrence 
S. Ritter, Professor of Finance at New York University.

A copy is available on request from:

Public Information 
33 Liberty Street 
New York, N.Y. 10045
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August 1980-January 1981 Semiannual Report 
(This report was released to the Congress 
and to the press on March 4,1981.)

Treasury and Federal Reserve 
Foreign Exchange Operations

During the six-month period under review, the United 
States dollar came into heavy demand in the exchange 
markets and advanced sharply against many major 
currencies.

The dollar’s underlying strength reflected the rela
tively favorable current account position of the United 
States. Our current account had swung from substan
tial deficit in the first half of 1980 to surplus in the 
second half of the year. By contrast, many other major 
industrial countries continued to record massive cur
rent account deficits, swollen by the increase in their 
oil-import bills following the run-up of international oil 
prices in 1979-80.

In addition, the dollar proved increasingly attractive 
as an investment medium. As the United States economy 
snapped back from the sharp recession of early 1980, 
the demand for money and credit in the United States 
also rebounded strongly. With the Federal Reserve 
continuing to adhere to its approach— adopted in 
October 1979— of placing primary emphasis on bank re
serves rather than on interest rates to control the growth 
of the money and credit aggregates, interest rates in the 
United States were bid up once again to new peak 
levels. Meanwhile, the economies of most other major

A report by Scott E. Pardee. Mr. Pardee is Senior Vice President 
in charge of the Foreign Exchange Function of the Federal Reserve 
Bank of New York and Manager of Foreign Operations for the System 
Open Market Account.

countries were showing slower growth than before or 
even moving into recession, with marked increases in 
unemployment. This generated strong pressures on the 
authorities to ease up on policies, including monetary 
policies, even as inflation rates and, in most cases, 
current account deficits still showed little sign of im
proving. The authorities were reluctant to have their 
interest rates rise in pace with those in the United 
States. Consequently, as interest differentials opened 
up in favor of the dollar, increasing volumes of funds 
moved into dollar-denominated assets.

Through late 1980, the selling pressures were mainly 
on Western European currencies, in particular the 
German mark. In Europe, current account deficits con
tinued to be large and interest rates, while high relative 
to inflation rates, were generally below those in the 
United States. The pound sterling was an exception; 
the United Kingdom moved into a strong current ac
count position and maintained high interest rates which 
proved attractive to investment flows. The Japanese yen 
also advanced sharply, on a substantial improvement 
in Japan’s current account position and on heavy de
mands for yen-denominated assets.

In early 1981 the dollar’s advance became more gen
eralized, even though United States interest rates had 
edged off from their peaks. The release of the United 
States hostages by Iran lifted one element of uncer
tainty for the dollar, while the unfreezing of a part 
of Iran’s assets took place without disrupting the ex
changes. Moreover, the market reacted positively to
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the sense of determination shown by the Reagan ad
ministration to deal with inflation and to revitalize the 
United States economy. By late January, market sen
timent became extremely bullish toward the dollar. At 
the same time, market participants were inclined to 
interpret developments affecting other major curren
cies in a pessimistic light. In this atmosphere markets 
became increasingly one way, with the dollar rising 
virtually every day.

By the end of January, the dollar had risen by 19 
percent against the German mark and by 16 to 20 per
cent against other currencies within the European 
Monetary System (EMS) joint float over the six-month 
period. Sterling, which had risen by 51/2 percent, had 
dropped back for a net V/2 percent gain on balance. 
The yen also eased back from its highs but still rose
10 percent for the six-month period. The Canadian 
dollar, which had dropped to a forty-year low in De
cember, was steadier after the year-end on signs of an 
improvement in Canada’s external position and on the 
sharp rise in interest rates which had occurred in 
December.

In foreign currency operations, the United States 
authorities were active throughout the period, mainly 
as buyers of currencies. As the dollar firmed against 
the German mark in August, the Federal Reserve and

the Treasury began to acquire, in the market and 
through correspondents, the currencies needed by the 
System to repay swap debt and by the Treasury to 
cover its short position under its medium-term mark 
obligations. These operations continued in substantial 
volume through the fall. By end-October, the System 
had repaid in full the remaining $879.7 million equiva
lent of swap debt to the Bundesbank and $166.3 million 
of swap drawings on the Bank of France outstanding 
as of July 31, 1980. By early December the Treasury 
had acquired sufficient marks to cover its medium-term 
notes in that currency. Thereafter, with the dollar still in 
strong demand, the United States authorities continued 
on balance to acquire currencies. Operations were 
conducted on days in which the exchange rates were 
particularly volatile, and on some occasions the Trad
ing Desk placed simultaneous bid and asked prices 
to settle the market. Nevertheless, with the one-way 
movement into dollars which developed, by late Janu
ary the United States authorities were again purchasing 
marks virtually every day.

To summarize, over the six months, the United 
States authorities operated in German marks, French 
francs, Swiss francs, and Japanese yen. In marks, the 
Federal Reserve and Treasury purchased a total of 
$7,569.5 million equivalent in the market and from cor

Table 1
Federal Reserve Reciprocal Currency Arrangements
In m illions of dollars

Institution
Amount of facility 

January 1, 1980
Increase effective 

May 23, 1980
Amount of facility 
January 31, 1981

Austrian National B a n k ...................................................................................... 250 250
National Bank of B e lg iu m ............................................................................. .. 1 ,0 0 0 1 ,0 0 0

Bank of Canada ................................................................................................. 2 ,0 0 0 2 ,0 0 0

National Bank of D e n m a rk ............................................................................... 250 250
Bank of England .............................................................................................. 3.000 3.000
Bank of F ra n c e ..................................................................................................... 2 ,0 0 0 2 ,0 0 0

German Federal Bank ...................................................................................... 6 ,0 0 0 6 ,0 0 0

Bank of I ta ly .......................................................................................................... 3,000 3,000
Bank of Japan ..................................................................................................... 5,000 5,000
Bank of M e x ic o ................................................................................................... 700 700
Netherlands Bank .............................................................................................. 500 500
Bank of Norway ................................................................................................... 250 250
Bank of S w e d e n ................................................................................................... 300 2 0 0 500
Swiss National B a n k .......................................................................................... 4,000 4.000
Bank for International Settlements

Swiss francs-dollars ...................................................................................... 600 600
Other authorized European cu rrenc ie s -do lla rs ........................................ 1,250 1,250

T o ta l......................................................................................................................... 30,100 2 0 0 30.300
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respondents and sold $368.2 million in the market. In 
French francs, the Federal Reserve purchased $158.6 
million in the market and from correspondents to repay 
the swap debt. In Swiss francs, the Federal Reserve 
and the Treasury bought $192.2 million equivalent, 
which was added to balances. In yen, the Federal 
Reserve sold $50.0 million equivalent as part of a co
ordinated intervention operation early in January. 
Finally, in January the central bank of Sweden drew 
$200 million under its swap line with the Federal Re
serve. United States foreign currency reserves stood 
at $10.7 billion at the end of January, up from $5.4 
billion at the end of July.

During the six-month period, August-January, the 
Federal Reserve realized profits of $18.6 million on its 
foreign exchange operations. The United States Trea
sury’s Exchange Stabilization Fund realized losses of 
$3.7 million on its operations in the market. Also, 
the Treasury’s general account incurred losses of 
$170.2 million, reflecting annual renewals at current 
market rates of the agreement to warehouse with the 
Federal Reserve mark and Swiss franc proceeds of 
Treasury securities denominated in these currencies. 
These losses will be recovered by the Treasury’s gen
eral account when it reacquires these currencies for 
the redemption of the securities. As of the end of the 
period, with the dollar having risen sharply, the Fed
eral Reserve showed valuation losses of $150.6 million 
on its foreign exchange assets while the Exchange 
Stabilization Fund showed valuation losses of $826.3 
million on its foreign exchange assets. The Treasury’s 
general account showed valuation profits of $781.1 
million related to the outstanding issues of securities 
denominated in foreign currencies of $6,436.6 million 
equivalent.

During the period under review, the United States 
authorities changed certain provisions of swap agree
ments with foreign central banks. Since July 1973 the 
exchange risk on drawings by the Federal Reserve or 
the United States Treasury had been shared evenly 
with the foreign central bank on which the drawing 
was being made. This risk-sharing procedure did not 
apply to drawings by other central banks. In addition, 
since the inception of the swap agreements in 1962, 
the interest rates paid on any drawings, either by the 
Federal Reserve or the Treasury or by the foreign 
central banks, were based on the current rates for 
United States Treasury bills. Under procedures begin
ning this year, the Federal Reserve and the United 
States Treasury, like their counterparties in the swap 
arrangements, will take the full exchange risk on their 
swap drawings. They will also pay a rate of interest 
based on the creditor country’s Treasury bill rate or the 
nearest equivalent market rate.

German mark
By mid-1980 the German authorities were con
fronted with an emerging policy dilemma. Economic 
activity was contracting as recessionary trends abroad 
led to a sharp slowdown in export growth at the 
same time that domestic demand faltered. Unemploy
ment was rising. Inflation, after peaking at 6 percent, 
began to recede and the growth of central bank money 
had slowed to the lower end of the 5-8 percent annual 
target range. These developments had permitted the 
Bundesbank to begin cautiously to ease money market 
conditions by providing some liquidity on a temporary 
basis over the summer months. But the central bank 
resisted domestic pressures to reduce official interest 
rates out of concern that a relaxation of the overall 
restrictive stance of monetary policy before inflationary 
expectations were firmly laid to rest would undercut 
the progress already under way in bringing inflation 
under control. Moreover, the current account deficit, 
running in excess of DM 25 billion at an annual rate, 
was in deeper deficit than earlier projected. German 
interest rates, though high by domestic standards, re
mained low relative to interest rates elsewhere. As a 
result, the goal of financing the current account deficit

Chart 1
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Percentage change of w eekly average bid rates 
for dollars from the average rate for the week of 
January 2-4, 1980. Figures calcula ted from New York 
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with a combination of private and public inflows of 
capital, and thereby avoiding a drain on Germany’s 
foreign exchange reserves, had met with only limited 
success. Despite substantial foreign official placements 
with the Bundesbank and revaluation adjustments to 
its gold and foreign currency holdings with the Euro
pean Monetary Fund, Germany’s gross foreign ex
change reserves declined $1.6 billion in the first 
seven months of 1980 to stand at $45.7 billion at end- 
July.*

In the exchanges, the German mark had moved up 
from its lows of last April in the wake of declining 
United States interest rates. On occasion during Au
gust the mark still came into bursts of demand amid 
concerns about the outlook for inflation in the United 
States. As in preceding months, the authorities in the 
United States acted to settle these pressures. The Fed
eral Reserve and United States Treasury together sold 
$69.6 million equivalent of marks during the month. 
But the mark’s rebound had lost momentum as a re
newed upturn in United States interest rates began 
to provide support for the dollar. Also, tensions in 
Poland were generating uncertainties about Germany’s 
strategic and economic exposure to developments in

* Foreign exchange reserves for Germany and other members of the 
EMS, including the United Kingdom, incorporate adjustments for 
gold and foreign exchange swaps against European currency units 
(ECUs) done with the European Monetary Fund. Foreign exchange 
reserve numbers used in the report are drawn from International 
Monetary Fund data published in International Financial Statistics.

Eastern Europe. Consequently, the mark was from time 
to time vulnerable to renewed capital outflows and, on 
days when the spot rate weakened, the Federal Re
serve and the United States Treasury were able to 
acquire $481.1 million equivalent of marks and $312.8 
million equivalent of marks, respectively, in the mar
ket and from correspondents. These marks were used 
to rebuild balances and to reduce the Federal Re
serve’s swap debt with the Bundesbank from $879.7 
million at end-July to $437.9 million by end-August.

The stalling of the mark’s recovery during August 
contributed to the perception in the market that a 
deepening conflict between domestic and external ob
jectives had left the German authorities with little room 
to maneuver. Following up on their actions of the sum
mer, the Bundesbank acted to nudge money market 
rates lower while aiming to keep an overall, tight grip 
on liquidity. On September 1 the authorities cut mini
mum reserve requirements by 10 percent on domestic 
and foreign liabilities. To reduce the cost of funds 
to the banks further, the authorities acted on Sep
tember 19 to lower the Lombard rate from 
91/2 to 9 percent, while also supplying additional mark 
liquidity via repurchase agreements against govern
ment securities and via foreign exchange swaps of 
marks against dollars. In fact, however, German money 
market rates did not ease much since the commercial 
banks, expecting a further drop in official lending 
rates, bid aggressively for funds in the market rather 
than approach the central bank for longer term loans. 
Around the time of the International Monetary Fund 
(IMF)-World Bank meetings in late September-early 
October, expectations of a more meaningful relaxation 
of policy became widespread amid spirited public dis
cussion of the need for a cut in the discount rate.

Meanwhile, in contrast to the pattern of declining 
production and rising unemployment in Germany, eco
nomic activity in the United States was picking up. In 
the face of renewed demands for money and credit, 
the Federal Reserve had acted to constrain the growth 
of bank reserves in order to control the growth of the 
monetary aggregates. Market interest rates climbed 
sharply, and on September 26 the Federal Reserve 
raised the discount rate 1 percentage point to 11 per
cent. Strong demand for money and credit persisted, 
putting additional upward pressure on United States 
money market rates. With interest differentials adverse 
to the mark thus widening and with market participants 
looking for still larger differentials in the weeks ahead, 
capital began to flow heavily out of mark-denominated 
assets. As a result, the mark, already weighed down 
by the large current account deficit, came under in
creasing selling pressure in the foreign exchange 
market. The Trading Desk continued to buy marks
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in response to the emergence of one-way pressures, 
acquiring $395.9 million equivalent of marks on behalf 
of the Federal Reserve and $283.6 million equivalent 
of marks, including $36.9 million on a forward basis, 
on behalf of the United States Treasury through Octo
ber 15. These purchases in the market and from cor
respondents enabled the Federal Reserve to liquidate 
in full its remaining swap debt with the Bundesbank and 
the Treasury to continue covering its outstanding mark- 
denominated medium-term notes.

At its Council meeting on October 20 the Bundes
bank provided the banks with additional rediscount 
quotas at preferential rates and otherwise acted to 
increase bank liquidity but decided not to lower offi
cial interest rates. Demands that greater priority be 
given to restoring economic growth nevertheless con
tinued. Indeed, a report of the five leading German 
economic research institutes recommended that the 
Bundesbank expand the growth of the money supply,

reduce official lending rates, and accept a temporary 
depreciation of the mark if necessary to prevent the 
downturn of the economy from deepening further. In 
the foreign exchange market, sentiment toward the 
mark turned bearish. Interest-sensitive capital flowed 
even more heavily from Germany amid portfolio shifts 
into the dollar, sterling, and higher yielding EMS cur
rencies. Meanwhile, official and commercial borrow
ers with financing needs in other currencies bor
rowed marks and converted the proceeds in the 
exchanges. The pressure of these outflows triggered 
a fall in bond prices, prompting the Bundesbank to 
support the capital market through open market op
erations, while also pushing the mark to the floor of 
the joint float vis-a-vis the French franc and occa
sionally also vis-a-vis the Netherlands guilder. As spec
ulative selling pressures mounted, reports of a tempo
rary withdrawal of the mark from the joint float or of 
a widening in intervention limits began circulating 
through the market. But high-ranking German officials 
denied that such measures were under consideration 
and reaffirmed their commitment to maintain the 
mark’s strength and thereby its attractiveness to 
foreign investors. The Bundesbank, which had gradual
ly increased its intervention sales of dollars, was by 
late October operating heavily in French francs and 
on a smaller scale in Dutch guilders to preserve ex
change rate limits within the EMS. Even so, by early 
November the mark had declined 10 percent from 
levels prevailing around mid-September to a low of 
DM 1.96 against the dollar.

To support the mark further, the Bundesbank allowed 
the heavy intervention within the EMS to tighten the 
German money market. Moreover, the French authori
ties adopted measures on November 7 to ease their 
money market interest rates and to discourage capital 
inflows. These actions alleviated the pressures on the 
mark. As concerns over realignment of EMS parities 
began to fade, the immediate focus of market atten- 

-tion shifted to interest rate developments among the 
industrial countries. In this respect, traders were un
sure about the dollar’s prospects if United States 
interest rates should suddenly drop off once the near- 
term* run-up in rates topped out. Consequently, when 
signs that the growth of the United States monetary 
aggregates had begun to decelerate set off expecta
tions that United States interest rates might decline, 
the dollar came suddenly on offer. As funds flowed out 
of dollars back into mark-denominated assets, the spot 
rate soared about 4 percent against the dollar to a high 
of DM 1.8860 in less than two trading days between 
November 7-10. In response, the United States authori
ties intervened as a seller of marks, while the Bundes
bank also purchased dollars in Frankfurt.

C hart 3 
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Federal Reserve System Drawings and Repayments under Reciprocal Currency Arrangements
In m illions of dollars equivalent; drawings ( + )  or repayments ( — )

Table 2

Transactions with

System swap 
commitments 

January 1,1980
1980

I
1980

II
1980

III
1980

IV
1981

January

System swap 
commitments 

January 31, 
1981

Bank of F ra n c e ........................ ...........  -0- -0- + 100.2 ( +  60.6 
]  -  54.6 -1 1 0 .5 -0- -0-

German Federal B a n k ........... .................. 3,150.4 C +  316.0 
] -3 ,4 8 9 .2

996.1
132.4

( +  265.7 
} -8 7 6 .2 -2 6 0 .3 -0- -0-

Swiss National B a n k ............... ...........  -0- ( +  22.7 
22.7 -0- ( +  11.2 

11.2 -0- -0- -0-

T o ta l............................................ .................. 3,150.4 J +  338.7 
|-3 ,5 1 1 .9

f  + 1,096.2 
132.4

( +  337.5 
\  -9 42 .1 -3 7 0 .8 -0- -0-

Because of rounding, figures may not add to totals. Data are on a value-date basis.
Data on repayments of swap commitments with the Bank of France and the German Federal Bank include revaluation adjustments 
of $34.3 m illion for swap renewals during 1980.

Table 3

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, 1980

1980
I

1980
II

1980
III

1980
IV

1981
January

Outstanding 
January 31, 

1981

Bank of Sweden ...................................
Bank for International Settlements

-0- -0-

( +  192.0 
X ~  97.0

-0-

( +  50.0 
\ — 145.0

-0- -0- +  200.0 200.0

(against German m a rk s ) ...................... -0- -0- -0- -0- -0-

Total ......................................................... ( +  192.0 
97.0

( +  50.0 
|  — 145.0 -0- -0- +200.0 200.0

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 4
United States Treasury Securities, Foreign Currency Denominated
In m illions o f dollars equivalent; issues ( +  ) or redemptions ( — )

Issues

Amount of 
commitments 

January 1, 1980
1980

I
1980

II
1980

III
1980

IV
1981

January

Amount of 
commitments 

January 31, 
1981

Public series:
Germany ............................... ......................  4,065.7 +  1,168.0 -0- -0- -0- -0- 5,233.6
Switzerland .......................... ......................  1,203.0 -0- -0- -0- -0- -0- 1,203.0

T o ta l........................................ ......................  5,268.6 +  1,168.0 -0- -0- -0- -0- 6,436.6

Data are on a value-date basis.
Because of rounding, figures may not add to totals.

FRBNY Quarterly Review/Spring 1981 59Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Spring 1981



But, contrary to expectations, United States interest 
rates continued their advance in the weeks that fol
lowed. With the economy expanding, the growth of the 
monetary aggregates resumed and United States inter
est rates began to advance once again. The Federal 
Reserve followed by raising the discount rate suc
cessively by 1 percentage point each on November 17 
and December 5 to 13 percent and introduced a sur
charge on frequent use of the discount window by 
large borrowers. Short-term domestic and Eurodollar 
rates climbed sharply higher through mid-December, 
reaching new peaks of 22 percent and opening up in
terest differentials adverse to the mark of as much as 
121/2 percentage points.

Once again private capital flowed out of Germany as 
investors locked in high dollar interest yields at the 
expense of mark-denominated assets and as foreign 
governments, corporations, and individuals continued 
to borrow marks to take advantage of relatively low 
interest costs and prospective further declines of the 
spot rate in the exchanges. Such outflows were of 
major concern to the German authorities. They added 
to huge funding needs imposed by the current account 
de'icit as well as by the continuing deficit on long-term 
private direct investment. Increased foreign borrowings 
by German public authorities, mainly from Organization 
of Petroleum Exporting Countries (OPEC) members, 
were not proving sufficient to prevent the mark from 
weakening further or to stem the erosion of Germany’s 
foreign exchange reserves. Accordingly, the Bundes
bank acted to curtail further capital outflows and in 
December negotiated a “ gentleman’s agreement”  with 
large commercial banks which temporarily stopped new 
mark-denominated loans to foreigners. Nevertheless, 
selling pressure on the mark pushed the spot rate to 
as low as DM 2.0325 in European trading on December 
12 despite substantial purchases of marks by the Trad
ing Desk both in New York and through the agency 
of the Bundesbank in Frankfurt. In the weeks between 
mid-October and mid-December, the United States 
authorities intervened forcefully at times to counter 
one-way pressures on the mark. The Federal Reserve 
acquired $1,472.8 million equivalent of marks in the 
market and from correspondents, adding these to bal
ances. For its part the United States Treasury bought 
$3,101.7 million equivalent, including $196 million on 
a forward basis, enabling it to cover entirely its mark- 
denominated securities. On occasions when the mar
kets were particularly volatile, the authorities also 
intervened to sell $170.3 million equivalent of marks, 
financed out of balances.

After mid-December as United States interest rates 
slipped back from their highs, the mark began to re
cover. Even so, a sustained surge of buying did not

materialize. There was some evidence by this time 
that the decline in United States interest rates would 
be more gradual than had been originally thought. In 
particular, the United States economy, though generally 
expected to weaken in the first half of 1981, appeared 
fairly robust despite the depressed state of the auto 
and housing sectors. Moreover, further declines in 
German industrial production and rising unemployment 
were taken to suggest that the German authorities 
would follow by lowering their interest rates. But, in 
view of the considerable uncertainties surrounding 
the movement in interest differentials, few traders 
were willing to take on new positions, particularly 
ahead of the year-end.

Coming into the new year, market participants tried 
to assess the outlook for economic and financial de
velopments for 1981. Traders were impressed by the 
large swing in the United States current account from 
deficit in the first half of 1980 to surplus in the second 
half of the year. Indeed, the importance of the in
creasingly favorable United States current account 
position for the dollar-mark relationship was under
scored at the onset of trading in January when the 
mark, after initially rising to as high as DM 1.9280 on 
January 6, dropped back amid a stream of commer
cially based orders for dollars. By contrast, the outlook 
for Germany’s current account worsened. Most fore
casters were looking for nearly as large a deficit this 
year as the DM 28 billion shortfall recorded in 1980, 
despite projections of continued stagnation and even 
recession in the German economy. The prospect of a 
sizab'e and prolonged deficit partly reflected the ad
verse impact on Germany’s terms of trade of the sharp 
depreciation of the mark and of higher oil prices. But 
underlying the tenaciousness of the deficit were struc
tural problems as well, such as the challenge to man
ufactured exports by overseas competitors and Ger
many’s continued heavy dependence on foreign energy 
resources.

Within Germany the on-going policy debate inten
sified amid heightened disagreement over the appro
priate adjustment to the change in Germany’s external 
situation. In the exchange market, sentiment toward 
the mark turned exceedingly bearish during January 
as market participants focused on the ambivalence of 
German policy. While holding to a firm monetary 
stance in the face of internal pressures to stimulate the 
economy, the central bank had nonetheless withheld 
from overt steps toward tightening, and market partici
pants began to question the resolve of the authorities 
to support the mark. Moreover, the determined tone of 
the Reagan administration in seeking to strengthen 
the United States posture both at home and abroad 
contrasted sharply with the sense of policy frustration
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in Germany, adding to the market’s pessimism toward 
the mark.

In these circumstances, the selling of marks gath
ered force as concerns about a sharp drop in United 
States interest rates evaporated and as the Iranian 
hostage crisis and the unfreezing of blocked Iranian 
dollar assets were resolved without major incident, 
thereby removing uncertainties about the dollar. Down
ward pressures on the mark were also aggravated by 
the possibility of a Soviet military intervention in Po
land, in view of Germany’s strategic exposure and its 
extensive trade and investment relationships with 
Eastern Europe. By late January the mark was drop
ping more rapidly in the exchanges against the dollar 
than other EMS currencies and was again at the floor 
of the EMS vis-a-vis the French franc. In response, 
the Bundesbank intervened in dollars and, together 
with the Bank of France, in francs to preserve the EMS 
intervention limits. For their part, the United States 
authorities also acquired substantial amounts of marks. 
Even so, the mark plummeted 10 percent from its early- 
January highs to DM 2.1300 by January 31, for a net 
19 percent decline over the six months under review.

In view of the continuing volatility of the exchanges 
after mid-December, the United States authorities in
tervened frequently both to settle the market and 
toward end-January to counter the strong one-way 
pressures building up in favor of the dollar. From mid- 
December, purchases of marks by the Federal Reserve 
and the United States Treasury amounted to $719.0 
million equivalent and $802.6 million equivalent, re
spectively. Over that time, intervention sales by the 
United States authorities amounted to $128.4 million 
equivalent.

In summary, during the six-month period the Federal 
Reserve purchased $2,106.9 million equivalent of 
marks in the market and $961.8 million equivalent of 
marks from correspondents, while intervening to sell 
$215.9 million equivalent. At the same time, the United 
States Treasury acquired $3,865.2 million equivalent in 
the market and another $635.8 million equivalent from 
correspondents and sold $152.4 million equivalent 
of marks. Meanwhile, reflecting sizable intervention 
purchases of marks within the EMS and the repay
ment of swap debt by the Federal Reserve, Germany’s 
foreign exchange reserves declined $3.3 billion over 
the six-month period to stand at $42.4 billion on Jan
uary 31, 1981.

Swiss franc
The economy in Switzerland, in contrast to that in Ger
many, remained strong through the early summer of 
last year. Bolstered by consumer and investment de
mand, the Swiss gross national product was expanding

Chart 4
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at a 3 percent annual rate while employment advanced 
to its highest level in five years. But international de
velopments were impinging on this otherwise favorable 
economic performance. Even though the Swiss infla
tion rate was still the lowest in the industrialized world, 
domestic prices were being pulled up sharply by rising
oil prices and the higher prices of other imported 
goods.

The deterioration in the terms of trade, recessions 
in foreign markets, and the strength of the domestic 
economy had opened up a trade gap of around $6 
billion, about twice the 1979 deficit and sufficiently 
large to push the current account into deficit for the 
first time in fifteen years. Moreover, since the larger 
industrialized countries were relying heavily on restric
tive monetary policies to combat high inflation, interest 
rates abroad had risen, reaching historic highs in a 
number of countries and moving interest differentials 
sharply against Switzerland in early 1980. These dif
ferentials, especially against the United States, were 
widening agajn by early August.

The relatively low nominal interest rates in Switzer
land left the franc vulnerable to downward pressures 
which, if they intensified, threatened to increase infla
tionary pressures within Switzerland. In response, the 
Swiss authorities had begun to dismantle exchange 
controls limiting capital inflows, actions which helped
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the franc rebound strongly against the dollar in the 
late spring-early summer. But, in late July, when the 
dollar began to recover, the franc fell back from its 
highs to trade around SF 1.65 in early August. Later in 
the month as United States interest rates continued to 
advance, the franc eased further, slipping at times 
against the mark as well as the dollar. In response, the 
Swiss authorities hastened to complete the abolition of 
all remaining restrictions against capital inflows. In 
addition, regulations governing borrowings in Swiss 
francs were changed to make it easier for central 
banks and monetary authorities to invest in private 
Swiss franc placements. During this period the United 
States authorities supplemented their operations in 
marks by operating in Swiss francs as well. By end- 
August, they had bought $20 million equivalent of francs 
in the market and $15.2 million equivalent from cor
respondents, of which $22.6 million was for the Fed
eral Reserve and $12.6 million was for the Treasury.

Meanwhile, since the Swiss National Bank had in
tervened only occasionally to buy dollars in 1980, the 
authorities were relying on other operations to provide 
the liquidity banks needed on a short- and medium-term 
basis to maintain reserve requirements. These oper
ations included arranging foreign exchange swaps for 
short- and medium-term maturities and placing govern
ment deposits with commercial banks. Even so, the 
Swiss monetary base, which is used as a target by the 
authorities, was falling just below the desired 4 percent 
per annum growth rate. In part, this reflected reduced 
holdings of bank notes following the removal of ex
change controls. But, with recessions spreading across 
other European countries, especially Germany, the 
sluggishness of monetary growth suggested that the 
Swiss economy might also be slowing down. The mar
kets came to expect a decline in interest rates. Never
theless, the authorities remained determined to combat 
inflation, which at 4 percent per annum remained his
torically high for Switzerland. Therefore, the Swiss 
National Bank provided liquidity at now reiatively un
favorable interest rates, thereby signaling to the mar
ket its refusal to accommodate lower interest rates.

By mid-October, the steep rise in United States inter
est rates opened up a large gap between United States 
and Swiss rates. Funds flowed heavily out of the franc 
into the dollar and the rate fell sharply with other 
Continental currencies, dropping some 51/2 percent to 
SF 1.7425 in early November before leveling off with 
the mark around midmonth. Nevertheless, during this 
same period the somewhat tighter money market con
ditions had helped stabilize the franc vis-a-vis the 
mark. With the franc benefiting from the return of 
funds that had been invested earlier in the year in 
Germany, the franc did not fall as fast as the mark

and the Swiss National Bank did not have to intervene 
in the exchange market. Between early September and 
mid-November the Federal Reserve bought an addi
tional $5 million equivalent of francs in the market 
and $102.2 million equivalent from correspondents. For 
its part the Exchange Stabilization Fund bought $29.8 
million equivalent from correspondents.

In December, United States interest rates rose even 
higher and the differential between United States and 
Swiss interest rates widened to more than 14 percent. 
Investment portfolio managers reacted swiftly by mov
ing large amounts of funds out of the franc into higher 
yielding dollar assets. Moreover, seeing little possibility 
of a near-term recovery in the franc, many corporate 
entities, governments, and official agencies borrowed 
francs domestically or in the Euro-Swiss franc market 
where in many cases borrowers simply exercised op
tions to allow them to switch loan currency denomina
tions on rollover dates. As a result, the franc fell even 
more sharply against the dollar, while also relinquish
ing some of its gains against the mark. By mid- 
December, it dropped another 5Vi percent to SF 1.8365 
before recovering to SF 1.7800 at the month end in re
sponse to the decline in United States interest rates 
and a sharp year-end rise in Swiss interest rates.

Coming into 1981, participants remained wary over 
the outlook for the franc. Its steep decline against the 
dollar was seen as undercutting the fight against infla
tion in Switzerland. At the same time, the Swiss econ
omy was expanding more slowly in the face of deepen
ing recessions in Germany and elsewhere in Europe. 
In many financial centers around the world the con
cern over Germany’s economic outlook tended to 
include Switzerland, and as a result many investors 
viewed the Swiss franc as a less attractive medium 
for investment funds. Against this background, once it 
became clear in early January that United States in
terest rates were not giving up much ground, the 
franc came heavily on offer with the other Continental 
currencies, plummeting 8 percent against the dollar 
over the month. This further steep decline in the rate 
prompted the Swiss National Bank to sell modest 
amounts of dollars in the exchange market. Also, on 
January 29 the Federal Reserve and the Treasury each 
purchased $10 million equivalent of francs in the 
market to supplement intervention in marks. The franc 
closed on January 30 at a three-year low of SF 1.9270, 
to end the six-month period 161/4 percent lower against 
the dollar. Also, the franc eased back from its highs 
against the mark, having received much less interven
tion support. It therefore closed the six-month period 
little changed on balance against the mark.

Over the period, Federal Reserve market and corre
spondent purchases of francs totaled $30 million equiv-
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Net Profits (+ )  and Losses (—) on 
United States Treasury and Federal Reserve 
Current Foreign Exchange Operations
In m illions of dollars

Table 5

United States Treasury

Period
Federal
Reserve

Exchange
Stabilization

Fund
General
account

First quarter 1980 ........... +  14.1 -0- +  64.9

Second quarter 1980 . . . +  7.7 +  42.0 -0-

Third quarter 1980 ......... -  1.1 +  3.9 +  6.3

Fourth quarter 1980 ------ +  6.2 -  3.1 -  25.9

January 1981 .................. +  6.2 -  0.7 — 144.3

Valuation profits and 
losses on outstanding 
assets and liabilities 
as of January 31, 1981 . -1 5 0 .6 -8 2 6 .3 +  781.1

Data are on a value-date basis.

Japan
Movements in exchange rate and o ffic ia l 
foreign currency reserves

Chart 5

See exchange rate footnote on Chart 3.

alent and $109.8 million equivalent, respectively. Trea
sury Exchange Stabilization Fund acquisitions of francs 
totaled $15 million equivalent and $37.4 million equiva
lent, respectively.

During the six-month period, Switzerland’s foreign 
currency reserves fluctuated from month to month in 
response to foreign exchange swap operations under
taken for domestic monetary purposes. On balance, 
the reserves declined $200 million to $12.1 billion as 
of January 31.

Japanese yen
By the third quarter of 1980, Japan was experiencing 
a dramatic turnaround in its balance of payments. This 
shift occurred initially in the capital account, where 
heavy inflows first into the banking sector and later 
into stocks and bonds had provided more than ade
quate financing for a current account deficit still run
ning at a $20 billion annual rate through the first half 
of the year. By midsummer, however, the current ac
count was itself moving out of deficit at an unex
pectedly rapid pace. A major reason for this improve
ment was a large reduction of the volume of oil imports, 
reflecting energy conservation efforts and major invest
ments in energy-saving production processes by 
Japanese companies. In addition, following the adop
tion of more restrictive fiscal and monetary policies to 
stabilize the Japanese yen last March, private con
sumption flattened out and inventories were cut back

sharply. This reduction of domestic demand also con
tributed to lower import volume, while at the same time 
it encouraged Japanese companies to expand their 
overseas sales. As a result, the Japanese yen advanced 
from its early-April lows to ¥  227.28 by the opening of 
the period, while Japan’s foreign exchange reserves 
rose to $18.8 billion.

This sharp recovery in the yen, together with the im
proved balance-of-payments performance, touched off 
a debate within Japan on whether or not to lower do
mestic interest rates. Earlier in the summer, the Bank 
of Japan had resisted pressures for easing monetary 
policy in view of the continued strength of inflationary 
pressures and the size of the current account deficit. 
But, by mid-August, evidence emerged of the substan
tial improvement in the current account and of a low
ering in the inflation rate. Moreover, economic growth 
was slowing down both at home and abroad. As a re
sult, on August 20, the Bank of Japan lowered its 
discount rate by % percentage point to 8 1/4  percent. 
In addition, on September 5, the government an
nounced a modest fiscal stimulus, featuring a restora
tion of some programs cut earlier in the year.

In the exchange market, this slight relaxation in fis
cal and monetary policy had little impact on the per
formance of the yen. The market had become increas
ingly aware that, despite its heavy dependence on oil 
imports, Japan— by comparison with most other in
dustrialized countries—was achieving a rapid adjust
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ment to higher world oil prices. The yen was re
markably resilient in the face of a prospective short
fall in oil production resulting from the outbreak of 
hostilities between Iran and Iraq. This resiliency im
pressed the market and the yen continued to be 
buoyed by capital inflows, including funds from OPEC 
countries to purchase stocks of Japanese companies 
as well as government and corporate bonds. These 
inflows, together with the virtual elimination of the 
current account deficit by early autumn, propelled 
the yen 71A percent above early-August levels to 
¥  210.65 by September 19 and a further 2 percent to 
¥  206.20 on October 14. At this level the yen was at its 
highest in nearly two years before easing back against 
a strengthening dollar to ¥  211.05 at the month end. 
Meanwhile, with the yen in heavy demand in late 
September-early October, the Bank of Japan intervened 
in the exchange market to moderate its rise. These 
operations contributed to a $2.2 billion increase in 
foreign exchange reserves to $21.0 billion as of Oc
tober 31.

In early November the strength of the yen, further 
evidence of moderating inflation, and a moderation of 
monetary growth provided the Bank of Japan with an 
opportunity to cut its discount rate another 1 percent
age point to 7Va percent. In addition, the authorities 
lowered reserve requirement ratios for bank deposits. 
This move was largely anticipated in the exchange 
market, and the yen continued to fluctuate around 
¥  212. Around the month end, however, the Japanese 
yen dropped to as low as ¥  216.75 on expectations of 
higher interest rates in the United States coinciding 
with the implementation of a new exchange control 
law on December 1, liberalizing the movement of funds 
in and out of the country. But, effective the same day, 
the Ministry of Finance announced increases in the 
quotas available to Japanese and foreign banks for 
swapping dollar borrowing into yen, thereby providing 
more scope for capital inflows. The market soon came 
into better balance, and the yen recovered to fluctuate 
around ¥  210 through midmonth.

In late December, exchange market sentiment be
came more favorable for the yen. Continued strength 
of export and investment demand was expected to give 
the economy a boost in Japan that contrasted with the 
spreading slowdown in most other industrialized coun
tries. With United States interest rates also drifting 
lower at the time, market participants came to expect 
another wave of investment flows into Japan. As the 
market turned more bullish toward the yen, commercial 
leads and lags moved in its favor, pushing the rate up 
to as high as ¥  198.00 on January 5. This abrupt rise 
prompted the Bank of Japan to intervene in the ex
changes. At that time, the dollar was coming gener

ally on offer and, as part of a joint effort with the Bank 
of Japan to prevent the disorderly conditions in the 
yen market from spilling over into the other currency 
markets, the Federal Reserve sold $50 million equiva
lent of yen in New York, financed out of System bal
ances. This intervention helped bring the market into 
balance and, as concern over a possible sharp drop in 
United States interest rates faded, the yen rate settled 
back to around ¥  202.50 by midmonth. Thereafter, the 
yen traded quietly, declining somewhat against the dol
lar but rising against the continental European cur
rencies. Market sentiment remained generally positive 
for the yen, which closed on January 30 at ¥  206.10, 
up some 9Va percent over the six-month period. Mean
while, the Bank of Japan’s interventions during the last 
three months of the period contributed to a $1.7 billion 
rise in foreign exchange reserves to $22.7 billion as of 
January 31, for an overall rise of $3.9 billion higher for 
the six-month period.

Sterling
Coming into the period under review, sterling had been 
buoyant relative to other European currencies. Britain’s 
rising production of oil from the North Sea left its 
economy well protected against possible cutoffs in oil 
supplies and further increases in energy prices. A 
deepening recession at home was so dampening import 
demand as to help push the current account from defi
cit into substantial surplus. The British authorities re
mained determined to curb the entrenched inflationary 
pressures in the domestic economy. Toward that end, 
the Bank of England kept short-term British interest 
rates close to the recent record levels as long as the 
demand for credit appeared to remain strong. As a 
result, British interest rates stayed high by international 
standards and, in a world dominated by fears over the 
vulnerability of national economies to rising oil prices, 
sterling remained an attractive investment medium, es
pecially in view of the depth, diversity, and breadth of 
the London money and capital markets.

As a result, the pound had led the advance of the 
European currencies against the dollar during the 
spring and summer to trade by early August at $2.34 
against the dollar and around 74.5 on a trade-weighted 
basis as a percentage of Smithsonian parities. More
over, Britain’s reserve position had become so strong 
that the government had announced during July its 
decision to prepay during 1980 an official Eurodollar 
borrowing of $1.5 billion due to mature during 1985-88. 
Even after some of these repayments, Britain’s official 
foreign currency holdings at the end of July were 
close to an all-time high at $20.4 billion.

Sterling’s strength in the exchange market, while 
acting to slow domestic price increases, was creat
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ing a dilemma for British policymakers, since the 
pound’s steep and persistent rise against nearly all 
other currencies posed an ever-increasing threat to the 
competitiveness of British goods. As the pound ad
vanced, British industrialists complained bitterly over 
narrowing profit margins and declining product market 
shares. As Britain’s company sector came under in
creasing liquidity strains, unemployment rose to over 
2 million, stocks were run down, and investment was 
cut back. The corporate bond market remained inac
tive, and bank borrowing was the major source of fi
nance. The continued high level of borrowing by the 
private sector, as well as the large public-sector bor
rowing requirement, kept monetary growth well above 
target despite substantial sales of government stock. 
Thus, market participants eagerly awaited any evidence 
that might point to a deceleration in monetary growth 
sufficient to permit the authorities to lower interest rates 
or, alternatively, any development that might prompt 
the authorities once more to engage in heavy exchange 
market intervention to moderate the pound’s rise.

Instead, money market conditions in London re
mained tight almost continuously from August to Octo
ber. Statistics on the growth of the monetary and 
credit aggregates gave the market little hope that the 
time had come for the Bank of England to reduce its 
official minimum lending rate. As a result, sterling 
continued to be well bid during the late summer and 
fall. During August, both the exchange market and the 
money market were further influenced by efforts of the 
major oil companies to acquire sterling to make sizable

Chart 6
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See exchange rate footnote on Chart 3.

petroleum revenue tax payments. In late September 
the pound was bid up further in reaction to the out
break of hostilities between Iraq and Iran, rekindling 
concerns over the global availability of oil supplies. 
By mid-October, release of figures revealing a further 
gain in Britain’s trade surplus underscored the mag
nitude of the favorable shift in the country’s balance- 
of-payments position. Thus, sterling was ratcheted up 
against the dollar 3 percent in the two and a half 
months to mid-October to $2.4108, even as most other 
European currencies were fluctuating rather narrowiy, 
albeit somewhat lower, against the dollar.

Later that month, when a renewed rise in United 
States interest rates started to draw funds out of many 
continental European currencies, the still relatively 
high yields available in London shielded the pound 
from these pressures. Indeed, with sizable amounts of 
OPEC and other investment funds on the move, some 
funds went into sterling and this influx helped push 
the exchange rate up even higher. By late October the 
pound was advancing against virtually all currencies, 
hitting a six-year high of $2.4565 against the dollar. 
Against the continental EMS currencies, the pound 
rose 10 percent above early-August levels to four- 
year highs in early November. The Bank of England 
continued to intervene only to smooth out wide move
ments in the rate. Net official dollar purchases in 
the exchange market were more than offset by other 
operations, so that the United Kingdom’s currency 
reserves declined somewhat over the three months.

Meanwhile, however, credit demand, although still 
strong, was on the verge of slackening for several 
reasons. The government deficit, although running 
ahead of forecast levels, was expected to decline 
as a result of planned expenditure reductions, the ap
proach of the tax payment season, an anticipated re
bate from the European Community (EC), and sales of 
government-owned companies. Also, as the recession 
became more protracted and industry cut its employ* 
ment rolls while also pruning financial commitments, 
the demand for bank credit was expected to taper off. 
In the exchange market, expectations therefore 
hardened that the authorities would announce a re
duction of interest rates when a new Parliamentary 
session opened in mid-November. A sharp sell-off sud
denly developed, and the pound fell 43A percent from 
its highs to $2.3385 on November 24. On that day the 
Bank of England’s minimum lending rate was reduced 
by 2 percentage points to 14 percent. Chancellor Howe 
also announced a series of measures designed to 
lower the public-sector borrowing requirement, includ
ing a proposal for a supplementary tax on oil produc
tion at a rate of 20 percent of gross revenues and an 
increase in employee national insurance contributions
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(effective from April 1981). On balance, this package 
was well received in the exchange market and the 
pound steadied to trade around $2.34 through mid- 
December.

Coming into the new year, sterling was again buoyant 
in the exchange market. Underpinned by a further 
widening in the current account surplus, a rebate 
from the EC, and occasional large investment orders, 
the pound was bid up to as high as $2.4320 on Jan
uary 21. Nevertheless, with United States interest rates 
unexpectedly firm and with the dollar strong in the 
exchanges, the pace of capital flows into the pound 
began to slow. As a result, a diversification of invest
ment portfolios by British residents into other curren
cies that had proceeded ever since abolition of ex
change controls a year before now began to show 
through. Around the month end, sterling dropped back 
from its highs to close at $2.3630 on January 30. The 
pound was, however, still up 11/2 percent on balance 
against the dollar and nearly 21 percent higher against 
the mark since end-July. On a trade-weighted effective 
basis, the rate rose 7 percentage points to 81.2 percent 
of its Smithsonian parity over the six-month period.

Meanwhile, the Bank of England continued to inter
vene on both sides of the market to smooth fluctuations 
in the pound. These operations had little impact on 
external reserves, which were affected more by re
payments of foreign currency debts and periodic 
revaluations of Britain’s holdings in the European 
Monetary Fund. As a result of these considerations, 
the United Kingdom’s foreign currency reserves de
clined $1.7 billion over the six-month period to $18.7 
billion as of January 31.

French franc
For France the recent sharp oil price increase served 
to aggravate domestic inflationary pressures, lower 
real incomes, and impose a sharp reversal in the coun
try’s current account position, thereby eroding the 
benefits of years of stabilization policies. By mid-1980, 
the rate of consumer price inflation had jumped up to 
131/2 percent. The current account surplus of preced
ing years had given way to a deficit that was to amount 
to $7 billion for the full year. Moreover, the economy 
had lost its upward momentum in the face of weaken
ing consumer and investment demand and, with little 
opportunity to absorb a growing labor force, the rate of 
unemployment rose to over 6 percent. In response, the 
French government had already begun to provide lim
ited fiscal stimulus to the economy and followed up 
with some further modest measures when it announced 
its 1981 budget early in September. In particular, cer
tain social benefits were increased, more low-interest 
loans were made available to export firms and to fi

France
Movements in exchange rate and o ffic ia l 
foreign currency reserves
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nance housing, and some tax relief was provided to en
courage new investment. But the French authorities, 
remaining committed to the combined goal of curbing 
inflation and maintaining the strength of the French 
franc, resisted pressure to ease the Bank of France’s 
restrictive monetary policy as the economy weakened. 
Indeed, tight limits on banks’ credit ceilings were main
tained. The growth of money, which had run near the 
top of the target for M-2 of 11 percent at times during 
the summer, was back well within the targeted range 
by early fall. In addition, short-term rates had resumed 
a gradual rise after the summer, so that interest rates 
for most maturities were yielding a positive return 
even after taking account of inflation.

In the exchange market, the French franc was trad
ing firmly as the six-month period under review opened. 
It was benefiting then, as it had through much of the 
year, partly from the relatively high French interest 
rates that attracted investment flows into franc- 
denominated assets and partly from the domestic 
credit ceilings that provided an incentive to French 
banks and corporations to borrow in foreign currencies 
to meet local financing needs. In addition, the market’s 
attitude toward the franc remained more positive than 
for other European currencies. The current account 
deficit, while a source of concern, was considerably
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smaller than that for Germany, its principal trading 
partner. France’s traditionally good relations with Mid
dle Eastern countries were generally thought in the 
market to help cushion France from any shortfall of
oil supplies that might result from either the Iranian 
crisis or the outbreak of hostilities between Iran and 
Iraq. Moreover, some investors looking to diversify their 
holdings were attracted by the opportunities afforded in 
either the domestic or Eurofranc markets. Thus, capital 
inflows were more than sufficient to finance France’s 
current account deficit. The French franc had recov
ered from its spring lows to trade around FF 4.15 early 
in August. Bank of France intervention within the con
text of the EMS had contributed to a rise in France’s 
foreign currency reserves to $25.3 billion by end-July. 
Also, in view of the franc’s relative strength, the Fed
eral Reserve had included the French currency in its 
intervention operations earlier in the year, leaving a 
net $166.3 million of indebtedness outstanding under 
the System’s swap line with the Bank of France as of 
that same date.

Against this background, with the currency markets 
reasonably well balanced during August-September, 
the franc fluctuated narrowly against the dollar while 
remaining comfortably near the top of the EMS 21/4 
percent band. Although the Bank of France continued 
to buy modest amounts of EMS currencies, there was 
little further increase in French official foreign ex
change reserves. Later on, however, the French franc 
became caught up in the tug-of-war between a gen
erally rising dollar and a declining German mark. As 
the dollar strengthened after mid-October, the French 
franc started a decline which was to proceed almost 
without interruption to FF 4.4750 against the dollar by 
early November. Meanwhile, the Federal Reserve took 
advantage of the opportunity to begin to buy French 
francs both from correspondents and in the market 
and covered all its outstanding swap debt by end- 
October.

Within the EMS, by contrast, upward pressure on 
the French franc intensified after mid-October. The 
Bank of France had just, in effect, reaffirmed its com
mitment to a restrictive monetary policy stance at a 
time when the authorities of other European countries 
were becoming increasingly concerned about slower 
economic growth and the prospect of recession. The 
French central bank announced that its growth target 
for M-2 for 1981 wou.'d be reduced to 10 percent and 
intervened in the Paris money market to maintain in
terest rates at a fairly high level. With the German mark 
coming under increasing selling pressure, the still rela
tively high level of interest rates in France attracted 
funds from abroad and kept the French franc from de
clining as rapidly as the mark against the dollar. The

relationship between these two currencies within the 
EMS, therefore, became increasingly strained. On a 
number of occasions in late October and early Novem
ber, the franc was at its upper intervention limit against 
the mark. The central banks of both countries were 
obliged to intervene in the market to buy large amounts 
of marks against francs. At times the Bank of France 
supplemented these operations by buying small 
amounts of dollars as well. Despite these purchases, 
which were partially reflected in an $874 million in
crease in official foreign currency holdings for the 
month of October, the franc had risen to a high of 
FF 2.3002 against the mark by October 31.

On November 7, the Bank of France announced a 
number of measures to relieve the upward pressure on 
the franc within the EMS. The money market interven
tion point was reduced % percentage point to 10% 
percent, and a 5 percent reserve requirement was im
posed on nonresident deposits to discourage interest- 
sensitive short-term capital inflows from abroad. But, 
to offset the effects of the recent intervention activity 
on domestic liquidity, the Bank of France also in
creased reserve requirements on commercial bank 
sight and time deposits. After these measures, the 
pressures in the EMS substantially subsided. The franc 
eased from its limit against the German mark, although 
at times during November-December the Bank of 
France bought modest amounts of marks while also 
acquiring Belgian francs when that currency was low 
within the EMS. For a time the EMS also steadied 
against the dollar. When, however, the EMS as a group 
declined, the French franc dropped further against the 
dollar, easing as much as 4 percent below early- 
November levels before recovering some in advance 
of the year-end.

During January, as prospects of a resolution to the 
Iranian hostage issue improved, the market for French 
francs began to react to the possibility that any move 
to unfreeze Iranian assets would set off new and pos
sibly massive flows of funds. Those United States 
banks with liabilities vis-a-vis Iran were presumed to 
have to bid for funds in the Eurodollar market to meet 
these liabilities and, as Eurodollar rates were bid up, 
the European currencies generally weakened against 
the dollar? At the same time, market participants antic
ipated that Iran, once its assets were unfrozen, might 
try to switch a substantial amount of its funds into 
French francs. As a result, the franc declined less 
against the dollar than the other EMS currencies as 
the dollar continued to advance around midmonth. Al
though in fact no such flow of funds materialized, the 
relatively high interest rates in France continued to 
attract funds from abroad. By the end of January, the 
franc was again firmly against the upper EMS band
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even as it eased to FF 4.9000 against the dollar. The 
Bank of France was once more intervening with other 
central banks to support the German mark and Belgian 
franc. France’s official foreign currency reserves in
creased further to stand at $26.5 billion by end-January, 
up $1.2 billion over the six-month period. Over the six 
months under review, the French franc, frequently 
caught between the rising dollar and the weakening 
German mark, moved down by 181/2 percent on bal
ance against the dollar and up 1/2 percent on balance 
against the mark.

Italian lira
By mid-1980, the sharp increase in energy prices of the 
past two years, together with a rapid deterioration in 
Italy’s nonoil trade position, had swung Italy’s current 
account sharply into deficit, reversing the sizable sur
plus position of 1979. The Italian domestic economy 
continued to expand strongly into 1980, even at a ;time 
when a slackening of other economies was being re
flected in a slowing of foreign demand for Italian prod
ucts. Moreover, inflation in Italy remained relatively 
high, proceeding at a pace of more than 20 percent on 
a year-over-year basis. Since spring, fiscal policy had 
been at the center of an intense domestic debate that 
focused on the need to control inflation, to reduce the 
government debt, and to spur export growth. But, with 
no fiscal measures yet in place, the burden of fight
ing inflation fell entirely on monetary policy which 
remained restrictive.

In this context, the Italian lira had come under in
creasing pressure. In the exchanges, as the growing 
current account deficit weighed increasingly on the 
lira, the spot rate had not risen as the dollar declined 
and, consequently, had fallen from the top to the bot
tom of the EMS. At home, exporters had pressed 
strongly for devaluation to restore their competitive 
position. Government officials publicly denied that de
valuation was a viable alternative in Italy where prices 
and wages are highly indexed. Even so, commercial 
leads and lags moved sharply against the lira, and 
Italian residents sought increasingly to repay their 
foreign currency borrowings, thereby adding to pres
sure on the lira and keeping the devaluation rumors 
alive. By early summer the Bank of Italy had intervened 
heavily in the exchanges to steady the lira within the 
EMS band.

Early in July the government implemented a package 
of austerity measures aimed at controlling inflation, 
supporting the lira in the exchanges, spurring exports, 
and cutting the public-sector borrowing requirement 
as a share of gross domestic product. The measures, 
which became effective immediately but required 
Parliamentary ratification within sixty days, included

consolidation of value-added tax brackets, higher taxes 
on spirits, gasoline, and stamps, and a special tax on 
wages to be used in support of weak industries. At the 
same time, the Bank of Italy further tightened restric
tions on domestic credit expansion. The exchange 
markets responded favorably to these measures, ru
mors of lira devaluation subsided, and the lira firmed 
temporarily in the exchanges. As capital began to flow 
back into Italy and the normal tourist-related inflows 
began to gather pace, the Bank of Italy was able to 
rebuild its foreign currency reserves to $22.0 billion 
by end-July. Meanwhile, the lira stabilized within the 
EMS band about 2 V2 percent below the top and par
ticipated with other currencies’ rise against the United 
States dollar. By early August it was trading above 
its lows as LIT 838.80.

But downward pressures on the lira developed 
again by mid-August. Although by this time the domes
tic economy had itself begun to slow, Italy’s current 
account continued to deteriorate and there was little 
evidence of improvement on the inflation front. Market
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participants continued to question how long the lira 
could be held within its EMS band in view of the much 
lower inflation rates in most other EMS countries. Also, 
the time for ratifying the July package of economic 
measures was running out. In fact, when the coalition 
government of Sig. Cossiga lost a Parliamentary vote of 
confidence and resigned over the weekend of Sep
tember 27-28, the July government austerity measures 
were allowed to lapse.

At this juncture, the Bank of Italy stepped in to stem 
any buildup of speculative pressure against the lira. 
It immediately raised the discount rate 11/2 percentage 
points to 161/2 percent, required exporters to finance 
50 percent of their short-term credit needs in foreign 
currency borrowings, and tightened regulations deal
ing with leading and lagging of payments and receipts. 
The Bank of Italy also intervened forcefully in the ex
change markets. Meanwhile, a new government under 
Sig. Forlani was soon formed. New fiscal measures 
were put into place to control the budget and slow the 
growth of personal consumption. Though similar to 
those contained in the July policy package, the new 
measures provided for additional acceleration of per
sonal income tax payments and expanded support for 
ailing industries. These actions combined to reassure 
the exchange markets, and by mid-October the lira 
stabilized around LIT 865 and at a level of about 31/2 
percent below the top of the EMS band.

Over the next two months, the lira traded com
fortably within the EMS, while declining against the 
United States dollar no more rapidly than the other 
currencies involved in the joint float arrangement. In
terest rates in Italy remained higher than those abroad; 
and, though the climbing of United States rates nar
rowed some of the differentials favorable to the lira, 
the Italian currency was shielded more than most cur
rencies from the growing flows of funds into United 
States dollar assets. Indeed, interest rate considera
tions, as well as restrictions on domestic credit demand, 
still encouraged inflows of short-term capital, and 
commercial leads and lags turned in favor of the lira. 
Moreover, the Italian oil companies that normally enter 
the exchange markets to acquire foreign currency 
balances in early December for regular import pay
ments instead borrowed heavily in the Eurocurrency 
markets on the hope that the dollar would be cheaper 
in the future. With the lira thus holding steady within 
the EMS, the Bank of Italy took advantage of oppor
tunities to acquire foreign currencies through mid- 
December and relaxed somewhat the October regula
tion relating to short-term export financing abroad.

Meanwhile, Italy’s current account gap had widened 
to bring the deficit for 1980 as a whole to about $10 bil
lion—a figure that was much larger than anticipated

only a few months earlier and overshadowed news of a 
modest improvement in the trade account late in the 
year. Industrial production was beginning to show 
signs of a possible recovery, even before much prog
ress had been achieved in improving price or trade 
performance. Public expenditures and borrowing 
turned higher late in the year, and monetary growth 
accelerated, clouding the outlook for a near-term 
reduction of inflationary pressures all the more. The 
Bank of Italy continued its strong anti-inflationary 
stance, and Italian interest rates remained high. Fur
thermore, just as the period closed, the Bank of Italy 
sought to strengthen its grip on credit expansion by 
extending the application of its ceilings to all bank 
loans in lire and, for the first time, to most loans in 
foreign currencies, leaving only export loans exempt 
from the ceilings.

Nevertheless, funds had begun to flow out of Italy 
in late December, as export financings were repaid 
and those Italian oil companies that had previously 
borrowed abroad to finance their import deliveries 
took advantage of a brief softening of dollar rates to 
repay these loans. The pressures against the lira 
continued through January, prompting the Bank of 
Italy to intervene at times quite heavily to maintain 
the lira’s position within the EMS band. As the entire 
joint float declined sharply against the dollar through 
January, the lira fell to record lows, closing the six- 
month period at LIT 1,004.50 or down a net 19% per
cent. At the same time, Italian reserves stood at 
$20.5 billion, down $1.5 billion for the period.

European Monetary System
Last spring and early summer, the currencies linked 
together in the joint float arrangement within the EMS 
rebounded against the dollar, largely in response to 
the sharp decline in United States interest rates while 
interest rates in EMS member countries generally 
remained firm. This advance halted in July, and EMS 
currencies generally eased somewhat against the dol
lar in August and in early September as United States 
interest rates began to turn upward while interest rates 
in several EMS countries declined slightly.

For the most part, these broad movements took 
place without much strain on the EMS joint float 
mechanism itself. Member countries faced the common 
problem of having to adjust to the sharp run-up of oil 
prices of 1979 and early 1980, which had generated 
unusually large current account deficits for all of them 
and had aggravated domestic inflationary pressures. 
The authorities were seeking to develop a coordi
nated policy response in the monetary and fiscal areas 
as well as on energy questions. Monetary policy, in 
particular, had been tightened to combat inflation at
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home and to attract funds which could help finance 
the current account deficits, or at least to stem an out
flow of interest-sensitive funds that would complicate 
the effort. In general, interest rates were higher in 
countries with high rates of inflation, so that interest 
differentials roughly compensated for inflation differ
entials. By late summer it was clear that industrial 
production had dropped back from early in the year 
and, with unemployment rates rising, pressures were 
building up for an easing of earlier restrictive policies. 
But the central banks resisted pressures to ease, in 
view of the continuing high rates of inflation and the 
need to finance the current account deficits, with the 
result that any movement in the direction of ease was 
modest, if at all.

Within the band of currencies, the Dutch guilder was 
firm on the Netherlands’ relatively favorable external 
position and on the high interest rates prevailing in 
the Amsterdam money market. The guilder, after having 
traded in the upper half of the EMS band during the 
first seven months of the year, moved toward the top 
of the band in August and remained there over the 
rest of the year. The guilder’s relative strength en
abled the Dutch authorities to move cautiously to 
reduce interest rates, with four cuts in official rates 
totaling 2 percentage points between June and Oc
tober. The French franc was also strong within the 
EMS, alternating at the top with the guilder, as France 
attracted capital inflows in excess of its current ac
count deficit. In Ireland, foreign borrowings by the 
public sector were being used to finance the current 
account deficit. Conversions in the market of the pro
ceeds of these borrowings and some favorable leads 
and lags in sterling payments kept the Irish pound 
near the top of the band. At the same time, Denmark 
was financing its current account deficit by borrowing 
abroad, enabling the Danish krone to fluctuate around 
the middle of the joint float. The Italian lira, which is 
allowed a wider trading band than the other currencies 
in the arrangement, also moved widely but without 
need for intervention at the outer limits.

The Belgian franc traded near the bottom of the 21/4 
percent band. Belgium’s problems were viewed as 
particularly serious by the market, with a large current 
account deficit, a large fiscal deficit, and a stagnating 
economy. To finance the current account and fiscal 
deficits, the Belgian government borrowed heavily in 
international markets. Political wrangling hampered 
the taking of effective adjustment measures, and the 
Belgian franc remained under selling pressure, with 
the result that the National Bank was obliged to main
tain interest rates high enough to avoid funds moving 
out of the franc and to give support from time to time 
to keep the franc within the 21A percent EMS band.

The German mark was also near the bottom of the 
band. Germany had the largest current account deficit 
to finance among the EMS members. Although Ger
many’s inflation performance continued to be as good 
or better than the others, German interest rates were 
well below those in other EMS member countries. 
Moreover, Germany had no official restrictions on cap
ital outflows and still refrained from removing all con
trols on inflows. The result was that funds could readily 
move out of Germany into other EMS currencies, and 
official and private entities within other EMS countries 
could readily use marks in international borrowings.

By October, strains began to build up within the 
EMS. In part these came from outside, as heavy flows 
of funds moved into the United States dollar, the 
pound sterling, and the Japanese yen— currencies in 
which interest rates remained very high or, as in the 
United States case, were rising. But the interest rate 
disparities within the EMS and the relative freedom 
of funds to move also played a role. With the exchange 
markets turning generally bearish over the outlook for 
the German mark, funds moved out of the mark and 
into other EMS currencies. To the extent that these 
funds gravitated to the currencies at the top of the 
EMS band— the French franc and Dutch guilder—the 
EMS intervention mechanisms were soon triggered.

Intervention mounted quickly and talk began cir
culating of a possible widening in the intervention lim
its or of a temporary withdrawal of the mark from the 
joint float arrangement. Such approaches were openly 
rejected by the authorities of the respective EMS 
member countries. In early November, the French took 
measures to ease money market conditions, making 
explicit their intention to reduce the selling pressures 
on the German mark. Meanwhile, the Bundesbank 
was allowing the heavy intervention within the EMS 
to tighten its own money market. The market sensed 
the resolve of the authorities to maintain existing 
parities and the tension gradually eased. Even so, the 
EMS joint float continued to decline against the major 
currencies outside the group, including the dollar, the 
pound sterling, the Japanese yen, and to a small de
gree the Swiss franc. Apart from a rise in the Danish 
krone, reflecting a lower than expected 1980 current 
account deficit for Denmark and a downward move
ment in the Irish pound from its temporarily high posi
tion in the band, the configuration of currencies hardly 
changed within the EMS.

The currencies in the group at first recovered slightly 
against the dollar when United States interest rates 
were receding from their mid-December highs. But it 
soon became apparent that United States interest rates 
would not drop off as sharply as some market partici
pants had originally believed. Moreover, the market
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remained concerned about the prospects for EMS 
member countries in reversing their current account 
deficits and dealing with domestic policy dilemmas. 
As market sentiment toward the dollar became in
creasingly bullish, the dollar came into demand against 
the currencies in the EMS band. As before, the brunt 
of the immediate selling pressures fell on the German 
mark, and that currency touched its lower intervention 
limit. The Belgian franc also came under selling pres
sure, and both the mark and the franc required official 
support within the EMS.

Canadian dollar
In the summer of 1980, the Canadian dollar was under
pinned by a favorable shift in Canada’s trade and cur
rent account position, by a reversal of the previous 
adverse interest rate differentials vis-d-vis the United 
States, and by Canada’s status as a major oil and gas 
producer. The improvement in the trade account 
stemmed from a slowdown in the domestic economy, 
the ability of Canadian exporters to take advantage of 
the sharp depreciation of the Canadian dollar of pre
vious years, and the market’s perception of sustained 
efforts to curb cost and price pressures at home 
through monetary policy. As -a result, exports to mar
kets like Europe, where activity had not yet slackened 
so sharply as in North America, continued to increase. 
With the trade account heading to a surplus of $7 bil
lion for the year, the current account deficit was nar
rowing to a size that could comfortably be financed by 
private capital inflows. The reemergence of favorable 
interest differentials reflected the sharper drop of in
terest rates in the United States than in Canada. 
Restoration of the traditionally favorable interest rate 
gap for Canada had once again provided an incentive 
for investors to shift funds into higher yielding Cana
dian dollar assets, while also prompting Canadian 
borrowers to tap United States and other foreign cap
ital markets and to convert the proceeds in the ex
changes. Canada’s potential for increasing energy 
production in the future for both domestic and export 
use was underscored early in the year with reports of 
new oil discoveries. At a time of rapidly rising world 
energy prices and uncertainty over the adequacy of 
aggregate oil supplies, this factor added to the attrac
tiveness of the Canadian dollar as an investment 
medium. In this environment, the Canadian dollar had 
been bid up to its high for the year of Can.$1.1406 in 
early July and by the month end Canada’s foreign cur
rency reserves stood at $1.9 billion after repayment in 
May and June of $600 million borrowed early in the 
year under the revolving standby credit facility with 
Canadian banks.

During August and September the Canadian dollar

was beginning to lose some of its buoyancy. In part, 
this reflected a narrowing of the positive interest dif
ferential as Canadian interest rates continued to ease 
for a while even after interest rates in the United States 
resumed an upward trend. The exchange market had 
also become concerned about the continued debate 
over domestic energy pricing and development policy, 
which had important implications for the distribution 
of income as well as the outlook for containing infla
tionary pressures at home. The western provinces had 
called for a larger share of oil revenues to be returned 
to provincial governments and for a more rapid in
crease in domestic energy prices to world market 
levels. When these calls were resisted at the federal 
level, the market became concerned that a funda
mental constitutional conflict might emerge over the 
relationship between the federal and provincial govern
ments. Thus, the Canadian dollar settled back to trade 
around Can.$1.1575 during much of August and Sep
tember. It came on offer in early September around the 
time of a meeting between Prime Minister Trudeau and 
the provincial premiers and then again later in the 
month when no visible progress was made on the con
stitutional issue. By October 2, the rate declined to 
Can.$1.1734 with the Bank of Canada continuing to 
operate on both sides of the market to smooth short- 
run rate fluctuations.

The Canadian dollar firmed briefly after early Octo
ber as a number of developments, including the out
break of hostilities between Iran and Iraq, reinforced 
the market’s positive views about Canada’s basic 
strength in its natural resources. Late in the month, 
however, the Canadian dollar was again coming under 
some selling pressure as the market anticipated and 
then reacted to measures contained in the October 28 
federal budget. The budget called for cuts in the federal 
deficit and included a national energy policy which, in 
turn, provided for specific measures to increase do
mestic wellhead oil prices, impose a refinery levy to pay 
for oil import subsidies, and increase Canadian owner
ship of oil and gas production with an increase in the 
share of the national oil company. These measures were 
seen in the market as discouraging foreign investment 
and as possibly complicating constitutional issues. In
deed, a number of provinces objected to the proposed 
oil-pricing arrangements and Alberta announced its 
intention to cut its oil production by 15 percent. These 
developments contributed to a substantial sell-off of 
Canadian dollars in the exchange market and the 
rate declined to Can.$1.1899 on November 6. By mid- 
November the market came back into balance with 
the spot rate fluctuating around Can.$1.1860.

Meanwhile, the Canadian economy, spurred by 
strengthening retail sales and industrial production,
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had picked up in the third quarter and posted its first 
gain in real output for the year. At the same time, the 
inflation rate began to accelerate as increases in food 
and energy prices and higher labor costs worked their 
way through the economy. The money supply moved 
toward the upper end of its target range, and the 
Bank of Canada, operating within a system of estab
lishing its official bank rate in accordance with the 
weekly Treasury bill tender rate, entered the money 
market to push up short-term interest rates. The dis
count rate then climbed to nearly 14 percent in mid- 
November, compared with about 101/2 percent in mid- 
August. But an even more rapid interest rate surge was 
under way in the United States—one which the Cana
dian authorities were initially reluctant to match.

.As a result, interest rates in Canada increasingly fell 
behind those in the United States, and the adverse 
differentials that first had emerged at the end of August 
had widened sharply by November-December. Several 
announced bond issues planned by Canadian entities 
for the New York market were postponed in response 
to the rise in interest rates here, cutting off a potential 
source of demand for Canadian dollars in the ex
changes. Also, dealers and corporate treasurers be
came increasingly unsure about the willingness of the 
authorities to foster interest rate increases to match 
those in the United States. The Canadian dollar there
fore came heavily on offer, plunging through the 
Can.$1.20 bench mark by December 11 to a low of

Can.$1.2122 on December 16, 41/2 percent below early- 
August levels.

At the same time, the Bank of Canada continued to 
act forcefully in the money market, raising the official 
discount rate to 17.4 percent by December 19 as well 
as selling sizable amounts of dollars in the exchange 
market on a number of occasions. These actions were 
reinforced by Governor Bouey’s speech to provincial 
ministers of finance restating the commitment of the 
Bank of Canada to firm anti-inflation policy and a 
stable currency in the exchanges. As a result, the 
Canadian dollar steadied and began to recover, helped 
by an easing in United States interest rates. Dealers 
moved to cover their short positions, and corporations 
which had held off buying Canadian dollars in expec
tation of further rate declines entered the market 
to cover their needs. The rate thus rebounded to 
Can.$1.1885 by December 30.

A more positive tone prevailed in the market early 
in the new year, as market participants took note of 
the continuing improvement in Canada’s trade posi
tion. Also, some easing of United States interest rates 
early in January led to a narrowing of interest differen
tials vis-a-vis United States dollar assets, while wide 
favorable differentials for Canada remained against 
several major Continental currencies. As a result, the 
Canadian dollar generally kept pace with the rising 
United States dollar until late in the period, thereby 
strengthening considerably against the Continental

Chart 9
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Movements in exchange rate and o ffic ia l 
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Exchange rate
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See exchange rate footnote on Chart 3.

Chart 10
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*  W eekly averages of daily rates.
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currencies. Although announcement of decontrol of 
domestic oil prices in the United States by President 
Reagan on January 27 refocused market attention on 
the still unresolved Canadian energy policy contro
versy and sapped the Canadian dollar of some of its 
strength, the spot rate was trading some 11/2 percent 
above its December lows at Can.$1.1948 by the close 
of the six-month period. At this level, it had reduced 
its net decline against the United States dollar since 
July to some 3 percent. Against the European curren
cies, the Canadian dollar had gained on balance some 
15 percent.

As the Canadian dollar had firmed in the first weeks 
of January, the Bank of Canada purchased sizable 
amounts of United States dollars. Also, after drawing 
$900 million in December on standby credit facilities 
with Canadian and foreign banks, the Bank of Canada 
repaid in January the $600 million drawing on Cana
dian banks, leaving the $300 million drawing on foreign 
banks still outstanding. As a result, Canada’s foreign 
exchange reserves stood at $1.4 billion at the end of 
the period, down $558 million net over the six months.

Swedish krona
Last year, the Swedish authorities were confronted 
with several economic problems at once. The current 
account deficit deepened, to nearly $5 billion, as the 
latest rise in world oil prices added to Sweden’s oil- 
import bill and as export growth slackened. The infla
tion rate accelerated to nearly 14 percent for the year 
as a whole. A surge in state and local spending con
tributed to a continuing increase in the government 
budget deficit to about $10 billion, or over 10 percent 
of gross national product (GNP). Efforts to deal with 
these and other issues, such as the long-festering de
bate over nuclear policy, were hampered by the fact 
that Sweden was governed by a coalition of parties 
with only a slender majority in Parliament. Conse
quently, as major adjustment policies were being ham
mered out, the Sveriges Riksbank had little choice but 
to tighten monetary policy, both to absorb the excess 
liquidity generated by the fiscal deficit and to avoid 
outflows of interest-sensitive funds.

Meanwhile, the Riksbank intervened as necessary to 
keep the krona within a reasonable range against the 
index of a trade-weighted basket of currencies, and 
the government continued to arrange borrowings in the 
international capital markets to cover the current ac
count deficit and to avoid an excessive drain on 
reserves. On the possibility that some bridge financing 
might occasionally be needed as longer term loan 
packages were assembled, the Riksbank moved to 
reinforce its short-term credit lines. In this context, in 
May the Riksbank and the Federal Reserve agreed to

increase the swap arrangement by $200 million to $500 
million for one year, with the understanding that draw
ings could be made, if needed, in connection with 
bridge-financing operations.

Through the spring and early summer, the exchange 
market for the Swedish krona was rather well bal
anced, and takedowns on the government’s interna
tional borrowings ran well ahead of the Riksbank’s 
intervention sales of dollars. By August, however, as 
the government prepared a new package of measures, 
rumors of a possible devaluation generated heavy 
selling pressure on the krona, largely in the form of 
adverse commercial leads and lags. The krona de
clined 1/2 percent during the month, to as low as SK 
4.2005 against the dollar, but remained around 100.8 
in terms of the official index. For their part, the author
ities firmly rejected devaluation on the grounds that it 
would exacerbate domestic inflationary pressures and 
do little to solve Sweden’s structural problems. The 
Riksbank stepped up its exchange market intervention, 
and the government increased the pace of its external 
borrowings to replenish reserves.

Early in September the government convened an 
extraordinary session of Parliament and gained ap
proval of a package of fiscal measures, which included 
a sizable hike in the value-added tax and an increase 
in taxes on energy consumption. The government fol
lowed up by announcing cuts in planned expenditures 
to reduce the budget deficit. These actions were seen 
in the markets as positive first steps, and the krona 
improved somewhat over October and November. As 
some commercial leads and lags ran off, the krona 
gained V2 percentage point, in terms of its "official 
index, to 100.3, while declining some 5 percent against 
a strengthening United States dollar to SK 4.36. At the 
end of November, Sweden’s foreign currency reserves 
remained little changed from the levels of last summer.

Nevertheless, concerns over the outlook for Swe
den’s fiscal and current account deficits continued to 
weigh on the exchange market, and the krona’s rela
tive strengthening proved short-lived. Devaluation talk 
revived toward the year-end, and commercial leads 
and lags turned against the krona once more. On Jan
uary 12 the government announced its proposed bud
get for the next fiscal year, beginning in July 1981. 
The deficit was again projected to be large, but the 
message lacked significant new measures to close the 
gap. The exchange market atmosphere deteriorated 
further, leading to strong selling pressure on the krona. 
The Riksbank was obliged to intervene in size to 
avoid a sharp deterioration of the krona against the 
official index. On January 20, the Riksbank followed up 
by announcing a series of forceful measures, hiking 
its discount rate by 2 percentage points to 12 percent
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and its penalty lending rate by fully 4 percent to 17 
percent, raising long-term rates by about 1 percentage 
point, doubling the bank’s cash reserve requirements 
from 2 to 4 percent, and imposing a ceiling on com
mercial banks’ lending.

These actions led to a tightening of money market 
conditions and to a sharp rise in interest rates, but 
market participants continued to focus on the need for 
clear new measures on the fiscal side. Consequently, 
the krona remained under heavy selling pressure. The 
Riksbank’s sizable intervention continued, and the gov
ernment accelerated its pace of negotiating new bor
rowings, including a $1 billion loan in the Euromarkets. 
Even so, the intervention had become so heavy that 
reserves were being drawn down. Consequently, in 
late January the Riksbank drew $200 million under the 
swap agreement with the Federal Reserve to be used 
as bridge financing until new loans could be com
pleted. Against the dollar, the krona declined a fur

ther 514 percent from November levels to SK 4.5900, 
while against the official index it slipped to as low as 
101 before recovering to 100.3 on the last trading day 
of the month. On balance, Sweden’s reserves declined 
by $500 million in December-January to $2.5 billion as 
of January 31.

After the turn of the month, however, the immediate 
selling pressures on the krona lifted. On February 2, 
employers and trade unions reached an agreement on 
a wage package which scheduled much more modest 
percentage increases than in recent years and incor
porated cost-of-living provisions that would make de
valuation even more improbable. On February 3, the 
government announced a far-reaching package of 
fiscal measures, designed to scale back the size and 
cost of government and to stimulate private initiative. 
These developments were well received in the exchange 
market, and funds began to flow back into the krona, 
enabling the authorities to replenish external reserves.
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February-April 1981 Interim Report 
(This report was released to the Congress 
and to the press on June 3,1981.)

Treasury and Federal Reserve 
Foreign Exchange Operations

Coming into the three-month period under review, the 
United States dollar was in strong demand against 
most major currencies. The dollar was bolstered by the 
relatively favorable United States current account posi
tion, which has remained in surplus in contrast to the 
deficits of many other industrial countries, and by the 
wide interest differentials in favor of dollar placements. 
The bidding for dollars also reflected bullish sentiment 
on the part of market participants who responded posi
tively to the determination shown by the Reagan ad
ministration to deal with inflation and to revitalize the 
United States economy. At the same time, as traders 
focused on political and economic problems facing 
Western European countries, sentiment toward other 
currencies became increasingly bearish. The German 
mark was under particularly heavy selling pressures 
both against the dollar and against the other European 
currencies linked formally or informally to the mark. 
By early February, the markets for dollars had become 
increasingly one way, with the dollar rising virtually 
every day. Through mid-February, the dollar advanced 
by a further 4 percent against the German mark and 
the other continental European currencies, for a total 
rise on the order of 20 percent since the previous 
September. In addition, the dollar rose 3 percent 
against sterling, Vz percent against the Japanese yen,

A report by Scott E. Pardee. Mr. Pardee is Senior Vice President 
in charge of the Foreign Exchange Function of the Federal Reserve 
Bank of New York and Manager of Foreign Operations for the System 
Open Market Account.

and % percent against the Canadian dollar over the 
first half of February.

The United States authorities continued to intervene 
in the exchange markets, buying foreign currencies 
on days in which the dollar was rising sharply and, 
on occasion, placing simultaneous bids and offers to 
settle a volatile market. In all, the Trading Desk oper
ated in the market on nine of the fourteen trading days 
between February 2 and 23, as a net buyer of marks 
on each occasion. The total marks thus acquired 
amounted to $610.0 million equivalent, which was split 
evenly between the Federal Reserve and the Treasury. 
An additional $168.4 million equivalent of marks was 
bought from correspondents. The proceeds of these 
market and correspondent purchases were added to 
System and Treasury balances.

After mid-February, the demand for dollars lost 
steam. By that time, interest rates in the United States 
were easing somewhat, as the growth rates for the 
narrow monetary aggregates were coming in below 
the Federal Reserve’s target range. Moreover, the 
authorities of other countries were acting to raise 
interest rates or to tighten liquidity conditions in their 
markets. In particular, on February 19, the Bundesbank 
took action to defend the mark, suspending the usual 
Lombard facility to commercial banks and announcing 
that Lombard credits would be made available at its 
discretion and at rates that could vary on a day-to-day 
basis. Interest rates in Germany immediately shot up. 
As traders scrambled to cover short positions, the 
mark rebounded against the dollar and rose from the
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Table 1

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
February 1, 

through Outstanding
Bank drawing on January 31, April 30, April 30,
Federal Reserve System 1981 1981 1981

Bank of S w e d e n ........... 200.0 -2 0 0 .0 -0-

Data are on a value-date basis.

Table 2

Net Profits (+ )  and Losses (—) on 
United States Treasury and Federal Reserve 
Current Foreign Exchange Operations
In millions of dollars

United States Treasury
Exchange 

Federal Stabilization General 
Period Reserve Fund account

February 1 through
April 30, 1981 .................... — 1.4 -  3.8 -0-
Valuation profits and 
losses on outstanding 
assets and liab ilities
as of April 30, 1981 .........  — 271.1 -1 ,1 0 6 .9  +95 8 .5

Data are on a value-date basis.

bottom to the top of the European Monetary System 
(EMS) band. Over late February and early March, 
dollar rates fell back with wide day-to-day movements. 
On balance, from late February through mid-March, the 
dollar dropped off some 8 percent against the German 
mark and other EMS currencies, while holding fairly 
steady against the pound sterling and the Japanese 
yen and declining less than 2 percent against the 
Canadian dollar.

From late February to late March, the United States 
authorities did not intervene in the exchange market. 
On March 30, when the dollar fell sharply following the 
assassination attempt on President Reagan, the Desk 
stepped in to settle the market, selling $74.4 million 
equivalent of marks out of balances, split evenly be
tween the Federal Reserve and the Treasury. Dollar 
rates quickly rebounded the following day.

In April, the dollar again came into heavy demand.

Favorable sentiment toward the Reagan administration 
remained a generally positive psychological factor. 
Market participants expressed some concern that the 
Administration’s tax cut proposals might swell rather 
than reduce the budget deficit, but this concern rein
forced expectations that United States interest rates 
would remain high and that the dollar would stay 
strong. By early April, indicators were showing that the 
United States economy was stronger than expected. 
The expansion in the underlying economy also began 
to show through more clearly in the demand for money 
and credit, and even the narrow measures of the mon
etary aggregates began to grow rapidly. With the Fed
eral Reserve restraining the growth of reserves, the 
strong demand for money prompted a renewed rise in 
United States interest rates. Although some central 
banks abroad continued to raise their own interest 
rates, or to take other measures to keep a tight rein on 
liquidity, foreign interest rates did not rise as sharply 
as rates in the United States so that large interest dif
ferentials in favor of dollar placements widened.

In mid-April the Treasury announced that, after study 
and consultation with officials of the Federal Reserve, 
the United States authorities had adopted a minimal 
intervention approach and would now intervene only 
when necessary to counter conditions of disorder in 
the exchange market. In the prevailing market atmo
sphere, many participants interpreted this change in 
approach as removing a constraint on the dollar’s rise. 
On May 4, in testimony before the Joint Economic 
Committee of the Congress, Treasury Under Secretary 
Sprinkel set forth the rationale for this more limited 
intervention approach.

With the dollar again in demand, dollar rates were 
bid up sharply, frequently in one-way markets, through 
the end of April. From the mid-March lows, the dollar 
rose by a net 8-9 percent against the German mark and 
other currencies linked directly or indirectly to the 
mark, 7 percent against the pound sterling, 5 percent 
against the Japanese yen, and 11/2 percent against 
the Canadian dollar.

The United States authorities did not intervene in the 
markets in April, although the Desk continued to op
erate in the market as agent for other central banks. 
By the month end, several foreign central banks were 
intervening fairly heavily in support of their currencies 
either against the dollar or, within the EMS, against 
the German mark which remained firm among Euro
pean currencies.

In April, following a heavy reflux of funds into the 
Swedish krona, the Sveriges Riksbank repaid, prior to 
maturity, the $200 million drawn in January under the 
swap arrangement with the Federal Reserve.

In operations during the three-month period, the
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Federal Reserve had losses of $1.4 million on its ex
change market operations, while the Exchange Stabili
zation Fund (ESF) lost $3.8 million. As of April 30, valu
ation losses on outstanding balances were $271.1

million for the System and $1,106.9 million for the ESF. 
The Treasury’s general account had valuation gains of 
$958.5 million, reflecting its foreign currency borrow
ings.
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THE BASICS OF FOREIGN TRADE AND EXCHANGE

This 16-page booklet explores some of the basic 
principles underlying current international economic 
trends. It explains in layman’s language why interna
tional trade and investment take place and how foreign 
exchange trading facilitates these markets.

The booklet is intended for beginning economics 
students at the college or high school level and inter
ested adults.
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February-July 1981 Semiannual Report 
(This report was issued to the Congress, and 
to the press on Thursday, September 3, 1981.)

Treasury and Federal Reserve 
Foreign Exchange Operations

The United States dollar advanced strongly against 
all currencies during the period under review in re
sponse to a variety of economic and political factors 
in the United States and abroad. In the United States, 
the current account remained in surplus. The domestic 
economy showed considerable resilience. The demand 
for money and credit continued strong, and United 
States interest rates remained high. Also, price indexes 
published during the period pointed to a significant 
decline in the inflation rate. Moreover, the already fa
vorable market sentiment toward the Reagan adminis
tration was strengthened by its apparent resolve and 
effectiveness in translating from plan to action its 
major fiscal program designed to deal with inflation 
while revitalizing the United States economy.

The performance of major industrial countries 
abroad was less favorable. The current accounts of 
several countries, notably Germany, were in substan
tial deficit. Inflation was accelerating in most countries 
other than Japan. Economic activity abroad was gen
erally sluggish. In many countries, the weakness of 
domestic demand was seen in the markets as con
straining the authorities from raising interest rates 
sufficiently to attract capital inflows for financing cur
rent account deficits at prevailing exchange rates or

A report by Sam Y. Cross. Mr. Cross is Senior Vice President in 
charge of the Foreign Group of the Federal Reserve Bank of New 
York and Manager of Foreign Operations for the System Open 
Market Account.

to curb inflation. Market participants focused on the 
policy challenges facing many governments abroad 
and were concerned that policies would not be 
adopted to deal with these problems effectively. More
over, political developments in Eastern Europe and in 
the Middle East added to uncertainties for the outlook, 
especially for Europe, and left traders and investors 
with the view that the United States was a relatively 
attractive outlet for investment.

In this environment, the market perceived little 
downside risk for the dollar in the exchange markets. 
Consequently, the dollar fluctuated higher over most 
of the period under review. Early in February, the sell
ing pressures against other currencies focused mostly 
on the German mark, which not only declined against 
the dollar but also was weak within the joint float 
arrangement of the European Monetary System 
(EMS). After midmonth, the Bundesbank took strong 
action to defend the mark, and before long increases 
in short-term interest rates in Germany were followed 
by rising interest rates in many other financial mar
kets on the Continent. At the same time, interest rates 
in the United States eased somewhat. As market par
ticipants moved to cover short currency positions, the 
mark rebounded and other currencies also strength
ened by mid-March.

From April to mid-May, there was renewed up
ward pressure on short-term United States interest 
rates and the dollar resumed its advance. By mid
spring this tendency was reinforced, as the markets 
attempted to assess the implications of renewed
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unrest in Poland, the change of government in France, 
and political developments in several other European 
countries. Moreover, United States statistics for the 
first quarter highlighted the unexpected strength of 
the domestic economy. As market participants began 
to adjust their expectations concerning the near-term 
outlook for the economy and for interest rates, the 
dollar advanced strongly.

Coming into the summer, market participants took 
an increasingly bearish view of the outlook for Europe. 
A debate over monetary and exchange rate policies 
had emerged in the press, intensifying with the ap
proach of the July 19-20 Ottawa summit. Market par
ticipants focused on complaints by foreign govern
ments that the high level of United States interest 
rates was complicating their efforts to encourage 
economic recovery and to avoid further depreciations 
of their currencies. At the same time, evidence sug
gested that the United States economy had lost 
its upward momentum. Inflation figures continued to 
show improvement, while the growth of the narrow 
monetary aggregates had moderated. Expectations 
developed that United States interest rates might ease 
from their near-record highs. In these circumstances, 
the dollar remained in demand but fluctuated more 
irregularly than before.

After mid-July the demand for credit in the United 
States was stubbornly strong in the face of high inter
est rates and the broader monetary aggregates con
tinued to be buoyant. The market was impressed by 
Chairman Volcker’s reaffirmation of the Federal Re
serve’s commitment to restrain monetary expansion. In 
addition, the market was becoming concerned about 
the impact of the United States government’s near- 
term financing requirements on United States financial 
markets. In this environment, interest rates remained 
high, disappointing expectations of near-term de
clines. Moreover, as the Administration’s economic 
proposals gained Congressional approval, market par
ticipants compared the breadth of support for the new 
policy directions in the United States with the con
tinuing debates on a full range of policies in many 
countries abroad. As a result, market sentiment toward 
the dollar became bullish. The dollar closed the period, 
advancing strongly across the board. The extent to 
which the exchange rates for individual currencies 
moved against the dollar depended in large part on 
economic and political factors in their respective 
countries. But, overall, the dollar ended the period up 
221/4 percent against sterling, up I 6V2 percent against 
the Japanese yen, and up 161/4 percent against the 
German mark.

In their operations in the exchange market, the 
United States authorities intervened to settle a vola

tile market on nine trading days in February, when the 
dollar was rising sharply. The equivalent of $610.0 
million net of marks was purchased in the market and 
an additional $168.4 million of marks was bought from 
correspondents. The proceeds of these market and 
correspondent purchases were split evenly between 
the Federal Reserve and the Treasury and were added 
to their respective balances.

On March 30, when trading in the exchange markets 
faltered amidst the uncertainties following the assas
sination attempt on President Reagan, the Trading 
Desk intervened to reassure the markets. A total of 
$74.4 million equivalent in marks was sold from bal
ances, again split evenly between the Federal Reserve 
and the Treasury. On the following day, exchange 
markets quickly returned to more orderly conditions.

The Treasury indicated in April that, after study 
and consultation with officials of the Federal Reserve, 
the United States had adopted a minimal interven
tion approach to intervene only when necessary to 
counter conditions of disorder in the exchange mar
ket. On May 4, Treasury Under Secretary Sprinkel set 
forth the rationale for this approach in testimony 
before the Joint Economic Committee of the Congress.

The United States did not intervene on its own 
account through the remainder of the period under 
review. The Trading Desk continued to cooperate with 
other central banks by intervening as their agent from 
time to time in the New York market. Over the six- 
month period, such operations were conducted in 
German marks, French francs, Japanese yen, and the 
Canadian dollar. In their own markets, central banks 
of other countries continued to intervene, operating 
heavily at times, mostly to limit the decline of their 
currencies against the dollar.

In April, the Swedish Riksbank repaid, prior to 
maturity, the $200 million drawn in January under the 
swap arrangement with the Federal Reserve, following 
a heavy reflow of funds into the Swedish krona. In 
May a $200 million increase in the arrangement that 
had been agreed upon for one year lapsed and the 
swap line reverted to the earlier $300 million amount.

On July 27 the United States Treasury paid off the 
first maturing tranche equivalent to $744.5 million of 
its Swiss franc-denominated securities. These securi
ties were issued with the cooperation of the Swiss 
authorities in connection with the dollar-support pro
gram of November 1978. After this redemption the 
Treasury had outstanding $5,692.1 million equivalent 
of foreign currency notes, public series, of which 
$5,233.6 million is denominated in German marks and 
$458.5 million is denominated in Swiss francs. These 
securities mature between September 1, 1981 and 
July 26,1983.
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Table 1

Federal Reserve Reciprocal Currency Arrangements
In millions of dollars

Institution
Amount of facility 

January 1, 1981
Decrease effective 

May 23, 1981
Amount of facility 

July 31, 1981

Austrian National B a n k ................................................................................. 250 250
National Bank of Belgium ........................................................................... 1,000 1,000
Bank of Canada ............................................................................................ 2,000 2,000
National Bank of Denm ark........................................................................... 250 250
Bank of England ......................................................................................... 3,000 3,000
Bank of F rance............................................................................................... 2,000 2,000
German Federal Bank ................................................................................. 6,000 6,000
Bank of I ta ly .................................................................................................... 3,000 3,000

5,000 5,000
Bank of M ex ico .............................................................................................. 700 700
Netherlands Bank ......................................................................................... 500 500
Bank of Norway.............................................................................................. 250 250
Bank of Sweden............................................................................................. 500 200 300
Swiss National B a n k ..................................................................................... 4,000 4,000
Bank for International Settlements:

Swiss francs-dollars ................................................................................. 600 600
Other authorized European currencies-dollars...................................... 1,250 1,250

T ota l.................................................................................................................. 30,300 200 30,100

Chart 1

The Dollar Against Selected 
Foreign Currencies

Percent

Percentage change of weekly averages of bid rates 
for dollars from the average rate for the week of 
June 30-July 6, 1980. Figures calculated from 
New York noon quotations.

Chart 2

Selected Interest Rates
Three-month maturities 

Percent

1980 1981

Weekly averages of daily rates.
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In the seven months through July 1981, the Federal 
Reserve had gains of $4.9 million on its exchange 
market operations, while the Exchange Stabilization 
Fund lost $4.5 million. The Treasury’s general account 
lost $82.7 million, reflecting losses of $144.3 million as 
a result of annual renewals at current market rates of 
the agreement to warehouse with the Federal Reserve 
Swiss franc proceeds of Treasury securities and gains 
of $61.6 million on the reacquisition of Swiss francs in 
connection with the redemption at maturity of Swiss 
franc-denominated securities. As of July 31, valuation 
losses on outstanding balances were $571.1 million for 
the Federal Reserve and $1,807.2 million for the Ex
change Stabilization Fund. The Treasury’s general 
account had valuation gains of $1,313.5 million related 
to outstanding issues of securities denominated in 
foreign currencies.

German mark
Early in 1981 Germany’s current account deficit 
showed no signs of contracting despite continued 
stagnation of the domestic economy. Though import 
demand had weakened and export orders had picked 
up from earlier depressed levels, these initial improve
ments were more than offset by the adverse impact 
on Germany’s terms of trade of the sharp deprecia
tion of the mark. At the same time, growing tourism, 
interest, and dividend payments led to a further deteri
oration in services. The authorities had hoped to cor
rect the current account deficit gradually by a shift 
of resources toward investment and exports and, in 
the interim, to finance the deficit by a combination 
of private and official capital inflows. But the pro
tracted nature of the deficit exerted a negative im
pact on sentiment toward the mark, and private capital 
flowed heavily out of Germany instead. Meanwhile, 
domestic demand remained exceptionally weak. Cen
tral bank money was growing in the upper half of the 
4-7 percent annual growth range, and short-term 
domestic interest rates at 9 percent were the subject 
of domestic debate— criticized for being too high to 
permit a recovery of domestic economic activity but 
too low to defend the mark from downward pressures 
in the exchange market.

By February the outflow of funds from Germany 
accelerated sharply. Market participants were deeply 
concerned about the lack of resolution within Ger
many over the appropriate role for monetary policy in 
dealing with the weakness of the external sector and 
about security issues raised by persistent tensions in 
Poland. At the same time, there was growing confi
dence in the policies and leadership of the new United 
States administration under President Reagan, which 
had already established a clear direction for the United

Chart 3 
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currency units (ECUs) done with the European 
Monetary Fund.
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States in economic and military matters. With interest 
rates in Germany relatively low compared with those in 
the United States and some other industrial countries, 
funds flowed heavily out of marks, principally into dol
lar assets but also into sterling and higher yield
ing currencies of the EMS. By midmonth the mark 
had plummeted to DM 2.25 against the dollar for a 
decline of 51/2 percent from end-January levels and 
some 20 percent from the previous September. Within 
the EMS the mark was trading at or near the floor 
of the jo in t float vis-a-vis the French franc. The 
Bundesbank intervened in dollars and, together with 
the Bank of France, also in French francs to preserve 
the limits of the EMS. Largely reflecting these opera
tions, Germany’s foreign exchange reserves declined 
to $42.7 billion at end-February, down $1.7 billion from 
the level outstanding on January 31. Meanwhile, dur
ing February the United States authorities intervened 
to settle trading conditions which were frequently 
one way. The authorities bought $610.0 million equiv
alent of marks net in the market and $168.4 million
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equivalent from correspondents which were added to 
balances of the Federal Reserve and the United States 
Treasury.

The sharp and prolonged decline of the mark posed 
serious problems for the German authorities. The 
depreciating mark boosted domestic currency prices 
of oil and other dollar-invoiced imports relative to 
export prices, thus magnifying the current account 
deficit. The rising cost of imports fed directly into 
domestic producer and consumer prices ahead of 
important spring wage negotiations and thereby 
threatened to provoke new domestic cost pressures. 
The mark’s decline also complicated efforts to finance 
the external deficit and generated some uneasiness on 
the part of official mark holders. On February 19 the 
Bundesbank temporarily closed the Lombard window, 
suspended the traditional fixed-rate facility, and an
nounced that Lombard credits would henceforth be 
made available at its discretion and at rates deter
mined on a day-to-day basis. Bundesbank President 
Poehl stated that the immediate aim of these measures 
was to tighten German monetary policy in order to 
safeguard the stability of the mark. Thereafter, German 
short-term interest rates shot up and call money tem
porarily reached 20-30 percent before settling back to 
trade around 12-13 percent.

Exchange market participants reacted positively to 
the tightening of German monetary policy. As interest 
differentials adverse to the mark either narrowed 
sharply or disappeared completely, previously adverse 
commercial leads and lags were unwound and non
residents repaid earlier mark-denominated borrowings. 
This reflow of short-term funds into marks, principally 
out of French and Belgian francs, strengthened the 
mark dramatically within the EMS, and the mark 
traded after mid-February at the top of the joint float 
arrangement. The Bundesbank was therefore able to 
begin purchasing EMS currencies in the market to 
repay debt to the FECOM (European Fund for Mone
tary Cooperation), incurred earlier while the mark was 
at the botto|n of the EMS. Meanwhile, with United 
States interest rates also coming off near record highs, 
the mark rebounded against the dollar to trade around 
DM 2.09-2.12 through early April. For their part the 
United States authorities limited their intervention to 
one occasion, on March 30, following the assassina
tion attempt on President Reagan, when they sold $74.4 
million equivalent of marks out of balances.

During the spring the Bundesbank maintained its 
essentially restrictive monetary policy stance. Officials 
stated that there was no basic conflict between in
ternal and external policy considerations. Short-term 
stimulus to the economy, whatever the temporary 
benefits to growth, would be counterproductive since

it would increase domestic consumption and inflation 
at the expense of longer term needs such as capital 
formation, efficient economic decision making, and 
productivity gains. The authorities therefore kept a 
tight rein on liquidity mainly through open market 
operations and foreign currency swaps. These opera
tions convinced exchange market participants that the 
Bundesbank would not allow interest rates to ease. 
But the occasionally highly charged domestic debate 
over monetary policy also suggested that the authori
ties would not be in a position to increase short-term 
interest rates in the face of continued recession and 
substantial unemployment.

Meanwhile, in the United States, demands for money 
and credit pressed against a restrained supply of bank 
reserves and exerted upward pressure on short-term 
United States interest rates from April through mid- 
June. The rise in United States interest rates was not 
matched by increases in German money market rates, 
so that interest differentials adverse to the mark 
widened from 2 percent in March to 6 percent by 
early June. In the credit markets, however, yields on 
German bonds increased by more than yields in the 
United States. These pressures on the German bond 
market spilled over into the exchanges, as for
eigners liquidated some of their mark-denominated 
assets to limit capital losses. In these circumstances, 
the mark was again under downward pressure and 
had dropped to DM 2.25 before May 10, when Fran
cois Mitterrand was elected President of France. Then 
a wave of French franc selling pulled the mark and 
other EMS currencies even lower in the exchanges. 
To maintain the intervention limits of the joint float, 
the Bundesbank along with the Bank of France sold 
large amounts of marks against French francs through 
end-May before tough French exchange controls 
helped bring the market into better balance. The 
Bundesbank also sold large amounts of dollars in the 
market to absorb part of the mark liquidity created by 
the EMS intervention and to moderate the steep fall 
of the mark against the dollar, which declined further 
to nearly DM 2.33 by the month end. Part of these 
dollar sales occurred through the agency of the Trad
ing Desk at the Federal Reserve Bank of New York 
operating on behalf of the Bundesbank. However, the 
Desk did not intervene in the exchanges on behalf of 
the Federal Reserve or the United States Treasury.

In mid-June, selling pressures on the mark abated. 
By this time, United States economic activity had 
turned sluggish, inflation figures had improved, and 
growth of the monetary aggregates moderated. In 
these circumstances, United States interest rates 
had begun to soften and were widely expected to 
register sustained declines, thereby narrowing interest
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differentials adverse to the mark. But the market had 
become increasingly pessimistic over the outlook for 
Europe. Major political and security issues were of 
concern, as underlined by persistent tensions in 
Poland and by new questions about the framework of 
Western European relations raised by changes in sev
eral governments. With respect to Germany, there 
were open disputes in Germany’s governing coalition 
over a broad range of issues. Germany’s trade figures 
had not yet shown much evidence of improved com
petitiveness resulting from the substantial real depre
ciation of the mark. Consumer price inflation was also 
accelerating, and there was little prospect for a near- 
term reduction of price pressures, given the rise in 
labor compensation negotiated in the spring.

With these various concerns depressing sentiment 
toward the mark, the German currency weakened 
still further against the dollar in late June and July, 
when United States interest rates firmed up rather 
than declining as expected. Continued bearish senti
ment toward the mark also hampered progress in 
financing the current account. For several months,

long-term private capital had remained in deficit, 
although the pace of net outflows had slowed. By 
June the previous inflow of short-term capital was 
being reversed. Partly for this reason the Bundesbank 
announced that German interest rates would remain 
high and that the growth of central bank money would 
be held in the lower half of the annual target range. 
At the same time, the federal government continued 
to borrow heavily abroad in order to finance the siz
able current account deficit, amounting to DM 29 
billion at an annual rate in the first six months of the 
year. Between January and June the public authorities 
raised about DM 14 billion in foreign credits, with a 
large share coming directly from Saudi Arabia.

During July, as the exchange market focused on 
fiscal policy developments in Germany relative to 
those in the United States, the mark came more 
heavily on offer. In Germany, increasing government 
expenditures threatened to raise the public-sector 
deficit in 1981 to 4.5 percent of gross national product 
(GNP) from under 3 percent of GNP only two years 
earlier. Although containing the upward trend in

Table 2

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 1981 
Federal Reserve System January 1, 1981 I

1981
II

1981
July

Outstanding 
July 31, 1981

Bank of Sweden ..................................................................  -0- +200.0 -200 .0 -0- -0-

Data are on a value-date basis.

Table 3

United States Treasury Securities, Foreign Currency Denominated
In millions of dollars equivalent; issues ( +  ) or redemptions (— )

Amount of 
commitments 1981

Issues January 1, 1981 I
1981

II
1981 
July ,

Amount of 
commitments 
July 31, 1981

Public series:

Germany ................................................................................. 5,233.6 -0-

Switzerland............................................................................. 1,203.0 -0-

-0-

-0-

-0-

— 744.5

5,233.6

458.5

Total .......................................................................................  6,436.6 -0- -0- -744 .5 5,692.1

Data are on a value-date basis.
Because of rounding, figures may not add to totals.
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spending had become a priority, measures to reduce 
expenditures in the 1982 budget were drafted in the 
midst of heated public debate, raising some questions 
whether the final budget proposal would be approved 
by the Parliament. Meanwhile, the Reagan administra
tion gained Congressional support for major expendi
ture cuts and tax reductions, marking an important 
shift in fiscal policy that was aimed at reducing infla
tion and providing greater incentives to the private 
sector. The exchange market assessed the new direc
tion of United States fiscal policy favorably. There 
were still concerns that defense outlays and tax cuts 
might in combination swell rather than reduce the 
budget deficit. But growing confidence that the Fed
eral Reserve would keep the growth of bank reserves 
and the monetary aggregates under firm control 
helped alleviate inflationary fears and also reinforced 
expectations that United States interest rates would 
remain high. The market’s generally positive reaction 
to the Reagan administration’s economic program, 
coupled with the attraction of high yields on dollar 
placements, led to a surge of dollar bidding during 
July. In these circumstances, the mark dropped 
sharply lower in frequently heavy trading to DM 2.4770 
by the month end for a net 161/2 percent decline over 
the six months under review. Meanwhile, Germany’s 
foreign exchange reserves increased $647 million from 
February levels to stand at $43.4 billion on July 31, 
1981. The rise in reserves mainly reflected sizable in
tervention purchases of currencies within the EMS 
after March, mostly French francs but also Belgian 
francs, which offset intervention sales of dollars in the 
final months of the period.

Swiss franc
Coming into 1981 the Swiss economy was continuing 
to show greater momentum than those of most other 
industrialized countries. At the same time, the pace of 
consumer price increases had accelerated sharply in 
response to resilient consumption demand and to the 
progressive decline in the Swiss franc during much of 
1980. The Swiss authorities were anxious to combat 
these emerging inflationary pressures while mindful of 
the risks of precipitating a downturn for Switzerland in 
view of the sluggishness of the international economy. 
As a result, the Swiss National Bank announced it 
would leave its monetary base growth target for 1981 
unchanged from that of 1980 at 4 percent.

At that time, interest rates in Switzerland were well 
below those in all other major industrial countries, and 
the differential vis-a-vis the United States had again 
widened to 10 percentage points. In response, many 
corporate entities, governments, and other official 
agencies borrowed francs domestically or in the Euro-

Chart 4
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Swiss franc market, where many borrowers had 
options allowing them to switch loan currency de
nominations on rollover dates. In addition, with devel
opments in Eastern Europe seen in the market as 
casting a cloud over all the Continent, the Swiss franc 
had lost some of its traditional attraction as a refuge 
for capital. As a result, inflows of funds were insuf
ficient to offset the buildup of interest-sensitive capi
tal outflows, and during January the Swiss franc con
tinued to weaken both against the dollar and other 
European currencies. By the beginning of the period, 
the Swiss franc had declined about 16 percent from 
its 1980 highs to a three-year low of SF 1.9270 against 
the dollar and was trading at SF 0.90 against the Ger
man mark. Swiss foreign exchange reserves stood at 
$12.1 billion.

On February 3 the National Bank of Switzerland 
raised its discount and Lombard rates Vz percentage 
point to 31/2 percent and 41/2 percent, respectively, the 
first change in these rates in nearly a year. The actions 
were taken to support the franc in the exchanges and 
to adjust official rates to tightening domestic money 
market conditions. But interest rate differentials un
favorable to the Swiss franc remained wide, and the 
franc continued to decline against a generally 
strengthening dollar. As the franc eased, the National 
Bank sold dollars to support the rate but operated 
in more modest amounts than many other central 
banks.
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Following a change in the administration of Ger
many’s Lombard facility, which precipitated a sharp 
rise in German money market interest rates, the Swiss 
National Bank announced a second round of interest 
rate increases. On February 20 the discount and Lom
bard rates were raised to 4 percent and 51/2 percent, 
respectively, and the National Bank also conducted 
foreign currency swap operations— its major tool for 
monetary control— so as to tighten further money 
market conditions. By mid-March, money market rates 
had risen to about 9 percent, levels not seen since 
the mid-1970s. Also, dollar interest rates eased some
what and the adverse interest differentials narrowed 
sharply, helping the franc strengthen in the exchanges 
to a level of SF 1.8530 on March 18.

By this time it had become clear that the Swiss 
economy, rather than weakening as expected, con
tinued to expand in the first quarter of 1981, in sharp 
contrast to the sluggishness in Germany and else
where. Increases in employment, though slowing from 
the strong 1980 pace, remained sufficient to enable 
Switzerland to avoid the rising unemployment so trou
blesome to many industrial nations. Domestic con
sumption and construction activity had remained buoy
ant even in the face of mortgage rates which soared 
to levels not seen since 1975. These pressures had 
contributed to an acceleration of the inflation rate to 
about 6 percent which, though high by historical stan
dards for Switzerland, was nevertheless still among the 
lowest rates in the world. In the United States the 
unexpected strength of the economy renewed mone
tary growth and put considerable upward pressure on 
dollar interest rates, which was sustained over the 
remainder of the period. As the dollar again came into 
demand, the franc fell in the exchanges.

With the economy robust, the Swiss authorities had 
leeway to pursue policies intended to push the inflation 
rate back down. Beginning in late April and continuing 
through May, the Swiss National Bank fostered tighter 
money market conditions by allowing liquidity- 
providing foreign currency swaps to run off. On 
May 11, the National Bank again raised the discount 
and Lombard rates, this time to 5 percent and 6V2 
percent, respectively, and shortly thereafter announced 
a willingness to see the monetary base fall below its 
annual target range. In response, Swiss interest rates 
moved even higher, including the politically sensitive 
mortgage interest rate and other long-term interest 
rates.

These developments coincided with the presidential 
elections in France and, as all European currencies 
initially dropped against the dollar, the Swiss franc 
fell further to a low of SF 2.0790, down 12 percent from 
its March highs. Thereafter, however, Switzerland came

to be seen as a politically stable and economically 
sound investment outlet and the Swiss franc began to 
regain some of the status of a “ safe haven” currency. 
In the context of this improving exchange market psy
chology, speculative and investment flows turned in 
favor of the franc. Funds also flowed in from Germany 
to repay franc borrowings, which had become nearly 
as expensive as mark credit. Through the end of June 
the franc firmed slightly against the dollar and climbed 
against the mark to SF 0.85, thus breaking out of the 
narrow range around SF 0.90 which had held for about 
two years.

Through July the franc declined against the dollar 
in line with other currencies and against the mark, 
mainly in response to growing market expectations of 
an EMS realignment that was thought likely to benefit 
the mark. By the end of the month the franc had de
clined to SF 2.15 against the dollar and to SF 0.87 
against the mark, down about 1 1 % percent against 
the dollar and up 4 percent against the mark for the 
six-month interval. For the period overall, Swiss foreign 
currency reserves fluctuated modestly, largely in re
sponse to foreign currency swap operations conducted 
to influence growth of the Swiss monetary base. At 
the close of the period, Swiss reserves stood at $9.9 
billion, down $2.2 billion from the end of January.

On July 27 the United Stated Treasury redeemed the 
first maturing tranche of its Swiss franc-denominated 
securities in the amount of SF 1.2 billion issued in 
July 1979, with the cooperation of Swiss authorities 
in connection with the dollar-support program of No
vember 1978. To neutralize the liquidity effects of the 
note transactions, the Swiss National Bank allowed a 
portion of maturing foreign currency swaps to run off, 
thereby absorbing liquidity injected by the retirement 
of the notes. As a result, the money markets remained 
generally steady over the month end.

Japanese yen
Early in 1981 the yen continued to benefit in the 
exchanges from the rapid adjustment of Japan’s econ
omy to the second oil shock. Restrictive monetary 
and fiscal policies had successfully curtailed domestic 
demand, limited the buildup of inflationary expecta
tions and, together with moderate wage settlements, 
contained the impact of oil price increases on do
mestic costs. At the same time, changes in production 
processes under way since the mid-1970s had made 
industry less dependent on imported raw materials, 
particularly oil. These developments, together with the 
impact of the 1979-80 depreciation of the yen, led to a 
marked improvement in the current account, which 
swung from deep deficit to virtual balance. They also 
impressed international investors sufficiently to attract

52 FRBNY Quarterly Review/Autumn 1981Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Autumn 1981



Chart 5

Japan
Movements in exchange rate and official 
foreign currency reserves

Yen per dollar 
190-----------------

2 0 0 -
.Exchange rate. 

------ Scale

Billions of dollars 
------------------------2.0

210 -

240-

2 2 0 ^ \  —  t

230-

250L

Foreign currency 
reserves____

Scale----- ►

U . . .  I I

— -0.5

J A S O N D J  F M A M J J  A 
1980 1981

See exchange rate footnote on Chart 3.

- 1.0

massive inflows of funds, particularly from Organization 
of Petroleum Exporting Countries (OPEC) investors 
eager to increase the share of yen-denominated assets 
in their portfolios. As a result, the yen rebounded in 
the exchanges to ¥  206.10 in New York on January 31, 
up 21 percent against the dollar and 27 percent against 
the German mark from its lows of April 1980. The gov
ernment proceeded to liberalize substantially exchange 
controls on international capital transactions. Also, 
Japan’s foreign exchange reserves rose to $22.7 billion 
by end-January.

Meanwhile, however, domestic demand had stalled 
and, with the improvement in Japan’s external posi
tion, the authorities had begun to relax the tight stance 
of policy after mid-1980. Yet, by early 1981, consump
tion and residential construction continued to falter and 
business fixed investment, previously the only domestic 
source of strength, was also decelerating rapidly. The 
growth of the monetary aggregates had slowed, and 
yen money market rates softened. Inflationary pres
sures had eased, partly reflecting the dampening im
pact on import prices of the yen’s appreciation, so 
that wholesale price inflation had dropped from a year- 
on-year rate of 24 percent in the spring of 1980 to 
about 5 percent in early 1981. Meanwhile, in the ex
change market the rising dollar had eroded the yen’s 
earlier buoyancy, but the rate nonetheless remained 
relatively stable around ¥  208 through mid-March. 
Against the currencies on the Continent, the yen held 
up relatively well even while those currencies bene
fited from a sharp rise in their interest rates. In these 
circumstances, domestic pressures on the authorities

intensified during February and March to adopt refla- 
tionary measures including a reduction of interest 
rates.

On March 17 the government introduced a fiscal 
package which accelerated budgeted public-works ex
penditures and provided low-cost financing to promote 
housing construction, to aid small companies, and to 
boost exports of industrial plants. These measures 
were generally thought to be modest so as not to 
compromise materially the goals of reducing the 
budget deficit in the fiscal year ending March 1982 
and of easing the burden on the markets of financing 
the central government’s large requirement. At the 
same time, the Bank of Japan lowered its discount rate 
1 percentage point to 61/4 percent for the third cut in 
less than a year, reduced banks’ reserve requirements, 
and then followed up by substantially relaxing window- 
guidance ceilings on the growth of bank lending.

But the authorities were also concerned that the 
large interest differentials adverse to the yen might 
trigger volatile capital outflows. Japan’s interest rates 
were the lowest among the major industrial countries. 
The liberalization of Japanese exchange controls also 
provided greater opportunities for capital outflows. 
Among other things, the Bank of Japan introduced 
a new lending arrangement similar to the special 
Lombard facility in Germany, enabling the central bank 
to charge more than the official discount rate on its 
lending to commercial banks whenever necessary to 
counter potentially excessive capital outflows or down
ward pressures on the yen.

In the event, sentiment toward the yen in the ex
changes turned more cautious during the spring. 
Though market participants were still confident in the 
thrust of Japan’s economic policies and the overall 
performance of the economy, there were reasons to 
question whether the rapid improvement in the current 
account would continue. The likelihood of trade re
strictions against Japan’s automobile exports dimmed 
prospects for future export earnings, as did self- 
imposed export restraints by Japanese manufacturers 
in industries faced with growing protectionist sentiment 
abroad. Spreading recession in major overseas mar
kets clouded export prospects even further. Conse
quently, the trade surplus was thought unlikely to widen 
sufficiently to cover rising interest payments on non
resident yen deposits and tourism outflows which 
were significantly boosting Japan’s traditional services 
deficit.

In these circumstances, large interest differentials 
adverse to yen-denominated assets began to show 
through. Japanese resident institutions and individuals 
— already in the process of adjusting to newly liberal
ized foreign exchange controls— stepped up their ex
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port of capital as interest differentials favoring the dollar 
widened from about 7 percentage points in March to 
over 11 percentage points in May and early June. In 
particular, life insurance companies, pension funds, 
and bank trusts took advantage of access to overseas 
investments by establishing a presence in the United 
States capital markets at yields more attractive than 
those available in Japan. As a result, the yen declined 
along with other major foreign currencies against the 
dollar, dropping 73A percent from mid-March levels to 
¥  224 by early June.

These developments put pressure on Japan’s capi
tal markets, complicating the authorities’ efforts to 
bolster domestic growth and to finance the large 
government deficit at current yields. The authorities 
were concerned that raising the national bond coupon, 
a key indicator of overall long-term interest rates in 
Japan, would lead to higher lending rates throughout 
the economy. Reluctant therefore to increase new issue 
rates as rates in the secondary market rose, the govern
ment had difficulty arranging the June issue of ten-year 
bonds and had to withdraw the July issue altogether. 
In the exchange market, concern developed that these 
strains in the capital market would spill over into the 
currency markets, as foreign investors decelerated 
their purchases of Japanese assets or even began 
selling off some of their holdings. Moreover, the grow
ing perception that the authorities would find it d iffi
cult to support the yen by raising Japanese interest 
rates contributed to a further decline in the yen to 
¥  228 by end-June.

These pressures against the yen intensified con
siderably during July, as the long-awaited decline in 
United States interest rates failed to materialize. With 
little prospect that large interest differentials adverse 
to the yen would narrow and that the currency would 
soon rebound against the dollar, a broad range of 
participants accelerated their sales of yen in an effort 
to limit losses. At the same time, foreign corporations 
stepped up short-term yen borrowings to meet financ
ing needs in other currencies, while commercial leads 
and lags also shifted against the yen. As the flow of 
funds gathered force, the decline of the yen began to 
outpace the fall of the European currencies against 
the rapidly strengthening dollar.

To cushion the yen’s decline, the Bank of Japan 
intervened in Tokyo substantially on occasion and 
in New York through this Bank as agent. However, 
Bank of Japan Governor Mayekawa explained that, 
while intervening to smooth erratic rate movements, 
the Bank of Japan did not consider it necessary to 
adopt exceptional measures to stop the yen’s slide. 
The authorities asserted in numerous public statements 
that the yen had depreciated by more than was justi
fied in terms of economic fundamentals and was there
fore likely to move back up over time. Consumer price 
inflation was abating rapidly and, given the moderate 
outcome of the wage round negotiated in the spring, 
could be expected to remain the lowest among the 
major industrial countries. Meanwhile, exports were 
proving stronger than earlier anticipated, despite ne
gotiated export restrictions and were contributing to a 
modest surplus on the current account. The authorities 
also noted that short-term bank flows were still posi
tive, even while Japan’s long-term capital account had 
moved into deficit. This result largely reflected the fact 
that the covered cost of borrowing dollars was often 
less than local yen financing, creating incentives for 
both Japanese banks and nonbanks to borrow abroad.

But, in the exchange market, the yen continued drop
ping sharply to close at ¥  240.35 on July 31, down 16% 
percent against the dollar over the six-month period 
under review but unchanged against the German mark 
on balance. Exchange market intervention by the 
authorities contributed to a $278 million decline in 
Japan’s foreign exchange reserves during July. None
theless, at end-July Japan’s reserves stood at $23.9 
billion, up $1.2 billion on balance, mostly reflecting 
interest receipts on Japan’s reserve holdings.

Sterling
By early 1981 the British economy had shown substan
tial improvements in both price and current account 
performance. Inflation had fallen back for several 
months to single-digit rates from the 20 percent or

Table 4

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 1981 ............ +  6.2 -  0.7 -144 .3

Second quarter 1 981___ -  1.4 -  3.8 -0-
July 1981 ........................... +  0.1 -0- +  61.6
Valuation profits and 
losses on outstanding 
assets and liabilities 
as of July 31, 1981 ........

.t '•........................-

-571.1 -1,807.2 +1,313.5

Data are on a value-date basis.
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more level of a year earlier. The current account 
moved into a surplus of $6.6 billion for 1980, making 
the year-on-year improvement of $10 billion the largest 
of any industrial country and in sharp contrast to the 
general experience. These considerable achievements 
reflected a continued expansion of North Sea oil ex
ports and an improvement in the nonoil terms of trade. 
They also reflected a sharp slashing of inventories 
which was but one feature of the severe recession that 
had gripped the economy for more than a year. Indeed, 
with corporate profits squeezed by persistently high 
interest rates, wages, energy prices, and a strong 
pound, British companies had also been forced to re
duce fixed investment and to lay off workers in order 
to restore their liquid asset positions. Even so, the 
growth of sterling M-3 remained well above its target 
range, reflecting the continuing demand for bank 
credit, the unexpectedly large public-sector borrow
ing, and the ending of the supplementary special 
deposit scheme in June 1980. The Bank of England, 
therefore, kept monetary policy restrictive, and British 
interest rates had been slow to decline.

Britain’s improving external position and relatively 
high interest rates had combined to push sterling up 
to a six-year high against the dollar and to rise even 
further against the Continental currencies. By end- 
January, however, the pound eased back to trade around

$2.3630 against the dollar and was at 104.4, according 
to a new trade-weighted index adopted by the Bank 
of England on February 2. Meanwhile, the British au
thorities had taken advantage of the strength of ster
ling to repay prior to maturity a number of international 
loans taken up in the mid-1970s. As a result, British 
foreign exchange reserves were down from their 1980 
highs but still stood at $18.7 billion.

By early February, the pace of capital outflows had 
accelerated, as United States interest rates had be
come unexpectedly firm and the dollar was strong 
generally in the exchanges. Although nonresidents 
continued to add to their sterling balances, there was 
increasing evidence that British residents were taking 
advantage of the elimination of exchange controls to 
diversify their investment portfolios into other curren
cies. Moreover, the protracted recession in the United 
Kingdom was weighing more heavily on market psy
chology. The persistent strength of sterling had gen
erated bitter complaints from British industrialists over 
narrowing profit margins and declining product mar
ket shares. The rate of unemployment was rising more 
quickly and headed toward 10 percent. Also, a govern
ment decision to modify its plans for closing uneco
nomic coal mines, following an outburst of strikes by 
the nation’s coal miners, was interpreted in the press 
as indicating the government’s willingness to ease 
stringent policies aimed at making the economy work 
more efficiently. As a result, expectations developed 
in the market that the United Kingdom authorities 
might take advantage of the improvements both in 
inflation and in the current account to soften the 
restrictive policy stance and to provide some stimulus 
to the domestic economy.

Therefore, as the market awaited the March 10 bud
get, talk circulated that the authorities would cut the 
minimum lending rate by perhaps as much as 3 to 4 
percentage points and allow a downward adjustment 
in the exchange rate as a means of stimulating eco
nomic activity. In this environment, the pound eased 
back against the dollar in line with other European 
currencies. But after mid-February, when interest rates 
in a number of other European currencies were sharply 
increased, commercial leads and lags moved heavily 
against sterling and some OPEC members shifted 
funds out of the pound. As a result, by early March 
the pound broke stride with the currencies of the 
Continent and fell against the dollar some 8 percent 
to as low as $2.1750.

For their part the authorities remained concerned 
over the possibility of a resurgence in monetary growth 
and inflation and over the persistence of a large public- 
sector borrowing requirement. In his March 10 budget 
speech, Chancellor Howe reiterated the government’s
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determination to maintain a restrictive policy stance 
until inflation came under control and called for in
creases in indirect taxes to reduce the projected 
public-sector borrowing requirement by £3 billion to 
£101/2 billion. This tightening of fiscal policy was 
coupled with a 2 percentage point reduction of the cen
tral bank’s minimum lending rate to 12  percent per an
num as well as with a lowering of the target for sterling 
M-3 growth to a 6-10 percent annual range. The low
ering of the minimum lending rate had already been 
discounted in the money and exchange markets. 
After the uncertainties about the budget had been 
cleared away, sterling moved up along with other 
European currencies as United States interest rates 
eased back from earlier highs. Thus, the pound re
covered to $2.2960 around mid-March on a reflow of 
capital and a reversal of previously adverse commer
cial leads and lags. Against the dollar, sterling was a 
net 3 percent lower from end-January levels. Against 
other European currencies, it was also lower by about 
7 percent, so that in effective terms the pound was 
trading about 100.2, a decline of 4 percent.

By April, British interest rates had settled around 
levels similar to those in Germany. Anecdotal infor
mation suggested that the economy was leveling off. 
But actual economic and financial trends were unusu
ally difficult to monitor. A civil servants’ strike had the 
effect both of delaying tax payments to the Exchequer 
and of impeding the collection of key trade and finan
cial statistics. The Bank of England was proceeding 
with its plans to change operating techniques for mone
tary control so as to increase the role of market forces 
in determining short-term interest rates. And, as each 
step of the process was announced, the markets were 
somewhat unsure of the near-term implications. The 
pound eased along with other currencies against the 
dollar throughout the spring. By late May, it was about
10 percent lower at around $2.07. In effective terms, it 
was trading at 98.8.

During June the focus of market attention shifted 
to sterling. For some time, the energy situation had 
shielded the pound from a number of adverse factors. 
These included Britain’s loss of competitiveness aris
ing from earlier high rates of inflation and a strong ex
change rate, a seriously deteriorating economy, and 
a weakening of political support for the government’s 
continuing restrictive policies. Thus, when an increas
ing oversupply of oil internationally prompted a sig
nificant cut in the price of North Sea crude, an impor
tant element of favorable market psychology was shat
tered and the vulnerability of sterling began to show 
through.

The pound, therefore, came under heavy selling 
pressure during June and July, dropping through the

psychologically important level of $2.00. Market par
ticipants were doubtful that the government would 
support the rate through a large increase in interest 
rates in view of the continuing recession. Talk circu
lated in the markets that exchange controls might be 
reimposed, prompting even further selling of sterling.

Thereafter, sterling stabilized, as British interest 
rates rose after the Bank of England began provid
ing funds to the money market above rather than at 
the minimum lending rate. Also, following the resolu
tion of the civil servants’ strike, a pickup in tax col
lections was expected to tighten liquidity even more. 
The abatement of civil disturbances gave an addi
tional lift, while Prime Minister Thatcher’s proposal 
of a modest spending program to encourage private- 
sector hiring of young people was not viewed as a 
significant departure from past restrictive policies and 
thus tended to reassure the exchange markets. As a 
result, sterling traded around $1.84 on July 31 for 
an overall decline of 221/4 percent against the dollar 
for the six-month period. In effective terms, the pound 
declined 1 1 1/4 percent to 92.5 at the end of July.

Meanwhile, over the six-month period the §anJ< of 
England maintained its policy of intervening lightly on 
both sides of the market to smooth out sharp fluctua
tions in the rate. Accordingly, during the period under 
review, the United Kingdom external reserves were 
affected mainly by the repayment and prepayment of 
loans. Britain’s foreign exchange reserves declined 
$5.1 billion over the six-month period to $13.6 bil
lion on July 31.

French franc
By the beginning of the period under review, the French 
economy had moved into a recession that was to prove 
deeper and more protracted than many of the slow
downs then taking place elsewhere on the Continent. 
Industrial production was down 10 percent from the. 
level of the previous year, and unemployment had 
risen in line with the growth of the Jabor force tcf 7.3 
percent. At the same time, the sharp increase in oil 
prices of recent years and lagging productivity growth 
had contributed to a weakening of France’s external 
position and a worrisome deterioration in its price per
formance. France's current account had swung back 
into a deficit of $7 billion, and inflation had acceler
ated above the two-digit level once more to a rate of 
13 percent.

Faced with these setbacks to the five-year program 
of economic stabilization, the French authorities re
mained committed tb the priorities of curbing inflation 
and maintaining the strength of the French franc. 
Whatever stimulus that had been provided to the econ
omy in 1980 and again in late February 1981 was
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modest in size and was intended to contribute even
tually to export competitiveness. Monetary policy re
mained restrictive. The Bank of France had reduced its 
growth target for M-2 for 1981 to 10 percent, and the 
already tight limits on banks’ credit growth were low
ered 1 percentage point on average. Interest rates in 
France remained high relative to interest rates in 
most other countries on the Continent. In addition, the 
government continued to encourage large enterprises 
in France to take advantage of capital markets abroad 
to finance on a long-term basis large investment proj
ects at home.

In the exchange markets, the current account deficit 
continued to be more than offset by capital inflows, 
reflecting the attraction of interest-sensitive funds from 
abroad and efforts of domestic residents to meet local 
financing needs in foreign currencies. In addition, the 
market’s attitude toward the French franc was gen
erally more positive than for other European curren
cies. France’s current account deficit, though a source 
of concern, was considerably smaller than for Ger
many, its principal trading partner. The government’s 
fiscal deficit, though greater than the preceding year, 
was only V /2  percent of overall GNP, so that financing 
the deficit was not as much of a burden as in many 
other countries. France’s traditionally good relations 
with Middle Eastern countries were generally thought 
in the market to make it easier for France to attract 
funds from investors seeking an alternative to the 
dollar. These long-standing ties were also thought to 
help protect the nation from short-run disruptions in 
oil supplies, while France’s commitment to the devel
opment of nuclear energy was seen as providing a 
more secure energy source in the longer run. More
over, with the approach of presidential elections later 
in the spring, market participants believed that the 
government would take extraordinary steps if neces
sary to bolster the franc should it come under selling 
pressure. Meanwhile, France’s foreign exchange re
serves had swelled to an impressive $26.5 billion by 
January 31.

In this positive psychological climate, the franc had 
traded at or near the top of the EMS for almost two 
years, even as it declined against the generally 
rising dollar to FF 4.90 by end-January. Early in Feb
ruary, the franc continued to decline more slowly 
against the dollar than did the other EMS currencies, 
falling some 41/2 percent to FF 5.1150 by midmonth. 
Within the EMS, it remained at its upper intervention 
limit and the French, German, and Belgian central 
banks intervened to keep the franc within its 21A 
percent band. In late February, however, the French 
franc fell below the German mark in the EMS follow
ing action by the Bundesbank to raise interest rates
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in Germany. With French interest rates increasing not 
as rapidly as elsewhere, funds shifted out of francs 
and commercial leads and lags swung from francs to 
marks. Thus, by early March the franc had settled about 
1/4 percent below the mark in the EMS. Against the 
dollar, it fluctuated in line with other European cur
rencies, recovering by the end of March to early- 
February levels. Nevertheless, France’s foreign ex
change reserves continued to strengthen, rising $1.3 
billion over February-March to $27.8 billion reflecting 
in part intervention within the EMS.

Within France, the performance of the economy was 
becoming a matter of increasing public debate. Output 
had stabilized, but there was little evidence of an upturn. 
Unemployment was rising even more rapidly than be
fore. Inflation remained high. And the current account 
deficit showed no sign of narrowing. In the exchange 
markets the franc continued to be bolstered by rela
tively high nominal interest rates through mid-April. 
Thereafter, as the electoral contest went through the 
first round of a two-stage voting procedure and fore
casters indicated that the outcome would be close, 
some international investors began moving funds out 
of the franc. But, with the Bank of France now inter
vening to keep the franc from slipping within the 
EMS, the rate continued to hold steady against the 
mark. In this manner, the franc declined 81/4 percent 
against the dollar to FF 5.3950 by May 8, just prior 
to the second round of voting.
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Mitterrand’s election came as a surprise to the ex
change markets. With the Paris stock market plummet
ing, massive amounts of funds began to be moved out 
of the franc. These flows largely took the form of com
mercial leads and lags but also represented withdrawals 
of deposits and liquidations of investments. These sell
ing pressures quickly pushed the franc from the middle 
to the floor of the joint float and to FF 5.5875 against the 
dollar late in May.

The authorities responded quickly to contain these 
selling pressures. The Bank of France intervened heavi
ly to keep the franc within its 2Vk percent band against 
the mark. Effective May 14, the central bank raised 
reserve requirements on sight deposits and eliminated 
the special reserve requirement on nonresident depos
its that had been imposed to curtail capital inflows 
late in 1980. Also, it raised the discount rate on seven- 
day Treasury bills by 41/2 percentage points to 18 per
cent, while day-to-day rates in the money market 
jumped from 131/2 percent to 16 percent. At the same 
time, leading economic advisers to the new president 
reaffirmed France’s commitment to the EMS arrange
ments.

Once in office the new government took further ac
tion to stabilize the franc by tightening exchange con
trols. With respect to trade financing, it reduced the 
scope for leading and lagging commercial payments 
and receipts to one calendar month (retroactive to 
May 1). Regarding portfolio investment in foreign cur
rencies, residents were required as of May 22 to pur
chase the exchange from other residents, thereby 
establishing a separate market for these transactions 
and removing them as a source of pressure on the 
exchange rate. For its part, the Bank of France hiked 
its discount rate on seven-day Treasury bills another 
4V2 percentage points to 22 percent and day-to-day 
interest rates moved up as high as 20 percent.

In response to these stringent moves, the franc came 
into demand as exporters scrambled to convert foreign- 
currency receipts ahead of the month end. By end- 
May, therefore, the franc was off its lows against both 
the mark and the dollar. Thereafter, the new exchange 
control measures were expected to generate a con
tinuing reversal of leads and lags well into the summer. 
Also, the tightening of credit conditions and the sharp 
rise in Euro-French franc interest rates to around 
25 percent helped discourage nonresident outflows. 
Thus, the franc soon settled in around the middle of 
the EMS, a position it was generally to maintain through 
end-July.

As a result, the franc traded comfortably within the 
EMS during the June 21 Parliamentary elections that 
provided a sufficient majority to the new government 
to implement its economic program. By July, the au

thorities were proceeding with their program to re
duce unemployment by expanding the economy and 
increasing its productive potential, while also carry
ing through a long-standing plan to nationalize key 
sectors of the economy. In particular, they announced 
plans to increase social benefit expenditures, raised 
the minimum wage, and announced plans for new 
education, housing, and industrial retraining programs. 
Even with tax increases to generate more revenue, 
the fiscal deficit was expected to double for 1981. 
The government also moved forward with plans to 
nationalize eleven industrial groups. Commercial bank 
lending ceilings were raised and minimum reserve 
requirements lowered to allow greater expansion of 
bank lending.

With the exchange markets now more settled, the 
Bank of France was also able to permit short-term 
interest rates to decline gradually, so that by end-July 
the central bank’s discount rate on seven-day Treasury 
bills was down to 181/2 percent and day-to-day rates 
had eased to 17% percent. Even so, the market re
mained pessimistic over the outlook for the franc, since 
France had adopted strongly stimulative policies while 
other countries were still emphasizing restraint. With 
the dollar rising across the board, the franc eased by 
the month end to FF 5.8775, down 20 percent on bal
ance for the six-month period. Even within the EMS 
the market found reason to contrast the recent refla- 
tionary measures of the French government with the 
budget-cutting efforts taking place in Germany, espe
cially after the Ottawa summit. Even so, the franc held 
its own around the middle of the joint band to close 
the period trading at FF 2.3728 against the German 
mark, down 31A percent on balance over the six- 
month period. Meanwhile, France’s foreign exchange 
reserves, which had dropped $4.5 billion during May- 
June, declined only another $558 million to $22.6 bil
lion, to register a net decline of $3.8 billion over the 
February-July period.

Italian lira
The Italian lira was under considerable downward 
pressure coming into the period as the market re
sponded to a swing in Italy’s current account back into 
heavy deficit, the persistence of relatively high infla
tion at home, and the lack of progress in containing 
government expenditures and curbing the public- 
sector deficit. The $15 billion deterioration in Italy’s 
current account over 1980 to a $10 billion deficit had 
reflected in part an adverse turn in Italy’s terms of 
trade resulting from the sharp increase in dollar 
prices for energy and other imported products. It 
reflected as well the weakening demand in Italy’s 
principal export markets. In addition, the rapid pace
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of inflation, at 20 percent by late 1980, had brought 
into question the competitiveness of Italy’s export 
sector, especially in those countries participating in 
the fixed exchange rate arrangements of the EMS. 
Moreover, the large and growing public-sector deficit 
that amounted to 11 percent of gross domestic product 
(GDP) further clouded the prospect for reducing in
flationary pressures in the near term. That deficit 
reflected a number of deep-seated problems includ
ing the high level of wage settlements, the pervasive
ness of a wage indexation system, and the lagging 
productivity growth and weakening capital structure 
of Italy’s large government-enterprise sector.

These problems had come into focus early in 1981 
in the absence of progress in improving price or 
trade performance at a time when industrial output 
had rebounded from earlier depressed levels. The 
government had proposed a medium-term program in
tended to cut current spending, to stimulate invest
ment, and to finance the increased investment spend
ing abroad. But the pace of public spending had 
quickened and monetary growth had accelerated. In 
this environment, the lira had fallen against the dollar 
to a record low in New York trading of LIT 1,004.50 
by the end of January. Within the EMS, the lira had 
required steady intervention support by the Bank of 
Italy to hold its position. Even so, Italy’s foreign cur
rency reserves stood at a relatively high $20.5 billion.

Meanwhile, the task of controlling inflation and 
supporting the lira in the exchanges had fallen on the 
Bank of Italy, which acted on January 31 to tighten 
control over expansion of money and credit. Ceilings 
on bank lending were extended to include loans under 
LIT 130 million and foreign currency loans, both pre
viously excluded from limitation. The new ceilings 
were made effective March 31, at which time loans 
coming under the new controls were to be reduced to 
end-December levels and then subject to a new and 
lower set of growth limits for the remainder of the 
year. Credit extensions above the limits were made 
subject to a 50 percent deposit requirement in non- 
interest-bearing accounts at the central bank. As be
fore, foreign currency loans to exporters were 
excluded. These actions improved exchange market 
sentiment toward the lira early in February. Though the 
lira eased against the dollar, which was strengthening 
at the time, it kept generally in line with other curren
cies in the EMS.

During February, however, the most recent informa
tion suggested a further widening of the trade and 
current account deficits and intensification of domestic 
inflationary pressures. As a result, the lira failed to 
recover late in the month by as much as the currencies 
of other Continental countries, which were being bid

up in response to sharp increases in short-term inter
est rates in their domestic markets. By mid-March the 
lira had slipped nearly 4 percent against the German 
mark and was thus requiring intervention support to 
hold its position within the EMS. As the March 31 
deadline approached for cutting back on foreign cur
rency loans under the new credit ceilings, importers 
and other residents came into the market as buyers of 
foreign currency. These transactions added to the 
pressure against the lira, which fell through Italy’s 
divergence threshold within the EMS even as the Bank 
of Italy stepped up its intervention support. These 
operations contributed to a $4 billion decline in Italy’s 
foreign currency reserves during February-March.

In response to these exchange market pressures, 
a series of actions were taken to support the lira over 
the weekend of March 21-22. They included a 6 per
cent downward adjustment of the lira ’s central rate 
within the EMS, which was reflected in the market by 
a 21/2 percent depreciation against the dollar. Also, to 
absorb liquidity the Bank of Italy hiked reserve re
quirements from 15% percent to 20 percent above end- 
February levels on both resident and nonresident lira- 
denominated bank deposits. It also raised the discount 
rate by 21/2 percentage points to 19 percent, the first 
change in this rate since September 29, 1980. In ad
dition, the government announced its intention to pro
pose measures to Parliament to offset the potential 
effect on the government deficit of several budgetary 
amendments passed by Parliament in preceding 
weeks. The proposals focused on cuts in current
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spending in line with those announced during the 
winter which, when approved by Parliament, would 
be sufficient to bring the projected 1981 government 
deficit back to the LIT 37.5 trillion level originally 
envisaged.

After these measures and as a result of its new EMS 
parity, the lira moved from the bottom to near the top 
among the EMS currencies. Also, the expansion of 
money and credit began to slow in response to the 
tightening of monetary policy. Skepticism remained, 
however, over the fiscal situation. As a result, the lira 
soon began to ease toward the middle of the EMS 
and the Bank of Italy intervened on occasion to limit 
any slippage.

During April and May, as United States interest rates 
had again turned higher, short-term funds were drawn 
increasingly from Italy. Thus, the lira became more 
vulnerable to downward pressure. Moreover, at home 
Italy’s inflation problem had again become a major 
focus of public debate. Exchange market participants 
took note that the Parliament had not yet acted on 
either the short-term austerity measures proposed by 
the government in March or the three-year program 
under discussion for months. In addition, a major 
political controversy diverted attention away from 
economic matters. When it reached a crisis in late 
May that brought down the Forlani government, any 
chance of near-term action on policy initiatives evap
orated. Moreover, by end-May, Italy’s foreign exchange 
reserves had dropped a further $2 billion to $14.5 
billion.

To address the immediate pressures in the exchange 
and financial markets, the Forlani government— acting 
in a caretaker capacity— imposed an austerity pro
gram by decree that included increases in certain 
public charges and cuts of 5 to 10 percent in some 
categories of government spending. These actions 
were intended to reduce the government deficit by 
about 7Vz percent in 1981 if approved by Parliament 
within sixty days. The government simultaneously im
posed an import deposit scheme, also by decree, 
which required that all purchasers of foreign exchange 
place with the Bank of Italy a ninety-day, noninterest- 
bearing deposit equal to 30 percent of the exchange 
transaction. These deposits had the effect of increasing 
the cost of payments in foreign currency as well 
as cutting into credit available for domestic purposes.

After these actions, the lira traded more comfortably 
within the EMS, enabling the Bank of Italy progres
sively to scale back its intervention support of the 
currency. Against the dollar, the lira continued to de
cline but, in contrast to preceding months, no more 
rapidly than other Continental currencies. During July 
the formation of a new government under the Republi

can Giovanni Spadolini and the onset of seasonal 
inflows from tourism gave additional support to the lira. 
The Bank of Italy then became a sizable net buyer of 
dollars for the first time during the period under re
view. By the end of July, the lira was trading at 
LIT 1,227.50, down on balance 221A percent against 
the dollar and down 5 percent against the German 
mark. Meanwhile, Italy’s foreign currency reserves 
rose $2.0 billion after end-May to $16.5 billion at end- 
July for a $4.0 billion decline over the six-month 
period under review.

Other currencies within the European Monetary System
In early 1981 the countries whose currencies are 
members of the EMS joint floating arrangement faced 
similar problems. Most were dependent on capital in
flows to finance current account deficits. Fiscal deficits 
had grown and were exerting increasing strains on do
mestic capital markets, and inflationary pressures 
appeared to be accelerating even as the domestic econ
omies were weakening. Although monetary policies 
were generally restrictive, slowdowns in the domestic 
economies and rising unemployment were seen in the 
market as constraining the authorities from increasing 
interest rates further to maintain the currencies’ 
attractiveness to international investors and port
folio managers. Some countries had been able to 
attract substantial amounts of private funds, and 
others looked to government-arranged loans from 
abroad as a means of achieving external balance and 
stabilizing their currencies within the joint float. But, 
in either case, the EMS currencies were vulnerable 
to capital outflows attracted by relatively high inter
est rates in other countries and to an increasingly 
bullish sentiment toward the dollar. As a result, these 
currencies were continuing to decline as the six-month 
period under review opened.

Within the EMS, there were also considerable 
strains and the 2!4 percent band for all but the Italian 
lira was fully stretched. Requiring persistent support 
at the bottom of the band was the Belgian franc, along 
with the German mark. The Belgian franc was weighed 
down by concern over a domestic economy that was 
undergoing difficult structural adjustment, experiencing 
rising unemployment, and suffering from a fiscal deficit 
that had mounted to more than 10 percent of GNP. 
The current account deficit also was large, and both 
deficits were being financed to a large extent through 
government-arranged loans denominated mostly in dol
lars and other Eurocurrencies. Close behind the French 
franc at the top of the band was the Dutch guilder. It 
was helped by the relatively favorable current account 
position of the Netherlands and interest rates that were 
high enough to continue to attract nonresident invest
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ment in long-term guilder-denominated bonds. The 
Danish krone and Irish pound fluctuated around the 
middle of the band, and the Danish and Irish authori
ties relied heavily on conversions of foreign borrow
ings to keep their currencies trading comfortably within 
the joint float.

This configuration of currencies changed abruptly 
in mid-February, when the German authorities reacted 
to intensifying selling pressure against their currency 
by tightening monetary policy. German interest rates 
rose considerably, especially rates on call money, and 
the mark snapped up within the EMS, rising from the 
bottom to the top of the joint float. As the mark 
advanced within the EMS, the French franc and Dutch 
guilder came under modest selling pressure against 
the mark. But these pressures were soon contained, 
and the currencies stayed in the upper half of the 
European Community (EC) band after the Bank of 
France and the Netherlands Bank, following quickly on 
the Bundesbank’s measures, raised their own interest 
rates by 1 to V/2 percentage points. The Danish krone 
and the Irish pound eased into the lower half of the 
joint float but were kept from falling further by modest 
intervention.

This changing configuration of currencies within the 
EMS left the Belgian franc all the more exposed at the 
bottom of the joint float. Belgium’s fiscal and current 
account deficits continued to deteriorate. The authori
ties were reluctant to raise domestic interest rates 
because the economy was still weak and labor un
rest was already festering in some of the most de
pressed industries. The coalition government was hav
ing difficulty agreeing on a program of expenditure 
cuts and other measures to reduce the fiscal deficit. 
And the prolonged negotiations on economic policy 
were casting doubt in the exchange markets about 
the government’s ability to deal with the country’s 
economic problems.

Against this background, the Belgian franc remained 
pinned to its lower intervention point as the EMS group 
of currencies gained against the dollar late in Febru
ary. In March, following a downward adjustment of the 
Italian lira which put it in the upper half of its new 
band, the franc was exposed to even greater selling 
pressure. Heavy support had to be provided for the 
Belgian franc mainly by sales of German marks and 
French francs. The Belgian National Bank increased 
its official lending rates in stages over the month. By 
March 26, its discount rate was up 1 percentage point 
to 13 percent and its Lombard rate was up 3 percent
age points to 15 percent. Also during the month, the 
government announced parts of its program to cut the 
fiscal deficit by BF 30 billion. However, the pressures 
against the Belgian franc remained intense as con

tinuing shifts in commercial leads and lags aggravated 
the exchange market impact of the large current 
account deficit. On March 30 the government re
signed, and immediately thereafter the National Bank 
hiked its discount and Lombard rates another 3 per
centage points. It also imposed measures to ensure 
that financial institutions would not restore their liquid
ity by unloading government debt and would not add 
to outflows of capital by extending credits to the private 
sector. To restore confidence in the franc, a one-month 
freeze on wholesale and retail prices was imposed 
effective April 2. These new initiatives helped ease 
the immediate pressures against the Belgian franc.

During April and early May, trading became more com
fortable within the EMS, which nevertheless declined 
progressively against a generally strengthening dollar. 
The mark remained at the top of the band, providing 
the Bundesbank an opportunity to improve its position 
within FECOM by acquiring small amounts of other EMS 
currencies in the market and by having its currency 
used in intervention to support other EMS curren
cies. The Belgian franc gradually came into better 
balance, moving off the floor of the EMS in a favor
able reaction to the recent tightening of monetary 
policy. The Dutch guilder, by contrast, declined into 
the middle of the band as the market reacted to the 
failure of Dutch interest rates to keep pace with 
those abroad and to uncertainties ahead of Parlia
mentary elections. The Danish krone also eased 
slightly within the joint float, while the Irish pound 
stayed near the bottom of the band. Intervention by the 
central banks of Belgium, the Netherlands, Denmark, 
and Ireland was modest and conducted mostly in dol
lars to stabilize the position of their currencies in the 
EMS. As the French presidential elections moved 
through the first round of balloting, by contrast, official 
purchases of francs against both marks and dollars 
became heavy as the Bank of France acted to steady 
the franc in the middle of the joint float.

Later in May, the announcement of Mitterrand’s 
victory in the French presidential elections brought 
the French franc under immediate pressure in the EMS 
and generated skepticism in the market over the 
commitment of a new French government to the EMS 
institutions. The French authorities soon acted to sup
port their currency by tightening exchange controls 
and by raising interest rates sufficiently to trigger some 
reversal of leads and lags. In addition, to reassure the 
markets, both President Mitterrand and Chancellor 
Schmidt publicly reaffirmed their intention to cooperate 
in upholding the EMS arrangements. Meanwhile, the 
Dutch guilder, aided by fairly moderate but persistent 
intervention by the Netherlands Bank, managed to 
maintain its position in the upper half of the joint float.
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Also, the Danish krone and the Irish pound remained 
stable within the EMS.

During June and July the Belgian franc came under 
renewed selling pressure as the market reacted to a 
progressive lowering of domestic interest rates and to 
the new government’s lack of progress in reducing the 
fiscal deficit. The central banks met this pressure with 
forceful intervention, however, and by late July the 
franc had stabilized within its EMS band. Never
theless, the market remained concerned about the 
prospects for EMS countries, individually and collec
tively. With sentiment toward the dollar becoming 
increasingly bullish during the summer, the EMS 
currencies as a group weakened further. By the end 
of July, the EMS currencies had declined against the 
dollar by 161/4 percent to 221A percent on balance 
over the six-month period.

Canadian dollar
The Canadian government sought to harness Canada’s 
rich natural resources to generate higher economic 
growth and to curb the deeply entrenched inflationary 
pressures. Its plans for achieving these objectives 
were embodied in proposals submitted late last year 
to Parliament for the 1981 budget and for a national 
energy program. According to the budget, the federal 
deficit would be substantially reduced over several 
years with cuts, among other things, in transfers to 
the provinces in the context of the next federal- 
provincial review of financial arrangements in 1982. 
The largest contribution to cuts in the fiscal deficit, 
however, came from changes in taxation and subsidies 
proposed in the energy program. According to the 
proposed energy program, the federal government 
would unilaterally establish a single price for crude
oil at levels, though higher than before, still well 
below international levels. Unification of domestic and 
imported crude oil prices would be achieved through 
new levies and a gradual elimination of the direct 
government subsidy on imported oil. Incentives for 
exploration and development would be provided in 
amounts varying largely with the degree of Canadian 
ownership and control of the enterprises concerned. 
A federal tax on oil and gas revenues, together with 
the increased levies, would considerably increase 
federal revenues.

In the exchanges, market participants questioned 
whether adequate incentives would remain to main
tain the momentum of exploration and development 
and to continue to attract the sizable inflow of invest
ment from abroad that had buoyed the currency over 
previous years. In addition, the pricing and revenue 
provisions, together with other elements of the budget, 
raised complex issues about the relationship between

the federal and provincial governments. Late in the 
year, the Canadian dollar had come under selling 
pressure in the exchange markets, dropping to its low
est levels since the 1930s. The Bank of Canada had 
responded forcefully to these selling pressures by in
tervening heavily to cushion the Canadian dollar’s 
decline and by raising short-term interest rates. As a 
result, the market had come into better balance and 
the spot rate had recovered somewhat. It was still 
trading, however, not far above its recent lows at 
Can.$1.1948 by the end of January. Meanwhile, Can
ada’s foreign currency reserves stood at $1.4 billion, 
and the government of Canada's outstanding borrow
ings under its $3.0 billion credit line with foreign 
banks amounted to $300 million. Its $2.5 billion credit 
line with Canadian chartered banks remained fully 
available. (The latter credit line was increased to 
$3.5 billion in June 1981.)

By February a more positive attitude developed for 
the Canadian dollar. Canada’s trade position had bene
fited from earlier shifts in the terms of trade and an 
improved competitive position. The trade surplus had 
climbed to an annual rate of $10 billion in the last 
quarter of 1980, swinging the current account into an 
uncharacteristic surplus at a time when most indus
trialized countries were in deep current account deficit. 
Also, the Canadian economy was particularly buoyant 
late in 1980, led by expanding exports. This pickup 
in activity contrasted with the developing slowdown in 
much of Europe and Japan.

The unexpected pickup in economic activity and 
ensuing resurgence in M-1 provided the basis for the 
monetary authorities to put upward pressure on short
term interest rates. In addition, the persistently high 
level of interest rates in the United States and the 
potential for interest-sensitive outflows to put renewed 
selling pressure on the Canadian dollar, and thereby 
to exacerbate the inflationary situation, suggested the 
desirability of allowing Canadian interest rates to 
move gradually higher. Thus, Canadian interest rates 
continued to increase in early March, even as United 
States interest rates subsequently edged lower, so 
that the usual pattern of interest rate differentials fa
vorable to Canada was reestablished. Also, on Febru
ary 13, the Bank of Canada, in announcing its mone
tary growth targets for the new year, cut the 1981 
range for M-1 expansion 1 percentage point to 4-8 
percent.

In response to these various factors, the Canadian 
dollar strengthened in the exchanges by about 1 1/2 per
cent to around Can.$1.1783 by mid-March. The Bank 
of Canada, continuing to intervene to moderate short- 
run fluctuations in the currency, was a net purchaser 
of dollars in the exchanges, as is reflected in the
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$378 million increase in foreign exchange reserves 
during February-March.

During the second quarter, however, the outlook for 
the Canadian dollar became more guarded. Negotia
tions to resolve disagreements over pricing of oil and

gas were dragging on without clear results. Pending 
resolution of these issues, the principal energy- 
producing province of Alberta had started to cut 
back oil production and these cutbacks were leading 
to a previously unexpected increase in Canada’s oil- 
import bill as well as clouding prospects for the an
ticipated increase in federal government revenues. 
Also, in the context of a federal government proposal 
to repatriate the Canadian constitution, a number of 
issues relating to the relationship between the federal 
and provincial governments were being reviewed by 
the courts. Meanwhile, a first-quarter slackening of 
export demand, particularly to the United States, had 
cut into Canada’s trade surplus, and the current ac
count appeared to be returning to deficit. Moreover, 
domestic inflation had accelerated, spurred partly by 
increases in energy prices, and the consumer price 
index was now rising at an annual rate in excess of
12 percent. Also, wage settlements had failed to mod
erate, a number of industries were being hit by labor 
strikes, and difficult wage negotiations were approach
ing. Partly for domestic reasons and partly in response 
to a renewed rise in United States interest rates, the 
Bank of Canada allowed Canadian rates to move up 
further. Initially, however, Canadian interest rates did 
not keep pace with those in the United States so that 
by mid-April the previously favorable interest differen
tials had eroded. Thus, the Canadian dollar eased 
against the rapidly rising United States dollar through 
the spring. But it continued to move higher against the 
other currencies which were weakening more rapidly 
against the United States currency.

Nevertheless, Canada had headed back toward its 
traditional pattern of current account deficit financed 
by capital inflows. Canadian entities had significantly 
stepped up their borrowing activities in the United 
States. With the Canadian dollar still close to its his
toric lows against the United States dollar and with the 
monetary authorities having demonstrated determina
tion to defend the rate, many borrowers took advantage 
of the relatively firm United States currency to borrow 
abroad and convert the proceeds to finance domestic 
needs. At the same time, however, Canadian residents 
sought to make direct and portfolio investments 
abroad, both in the energy sector to take advantage 
of more rapid price increases than permitted at home 
and in other natural resource industries. Canadian 
investors were also purchasing foreign-owned assets 
in Canada. In this connection, a few foreign-owned 
companies in Canada became targets of unsolicited 
takeover bids, and widely publicized fights for control 
drew attention to the impact of the new pricing and 
tax provisions favoring Canadian ownership in the 
energy sector. As market participants considered the
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implications for capital flows and debt servicing require
ments of shifting ownership of the natural resource in
dustries to Canadian ownership, the Canadian dollar 
became increasingly vulnerable in the exchanges.

Indeed, in July the Canadian dollar came under 
extreme downward pressure in a selling wave that 
was precipitated by a few large commercial orders. 
Once the decline began, market participants focused 
their attention on other factors that were also adverse 
for the Canadian dollar. With the United States dollar 
rising sharply against other currencies at the same 
time, the Canadian dollar fell further. To steady the 
market, the Bank of Canada bought Canadian dollars 
heavily in the market. It financed its intervention, in 
part, by drawing $700 million under its $3.0 billion 
facility with foreign banks, leaving its $3.5 billion

standby facility with the Canadian chartered banks 
fully in place. Also, to support the exchange rate, the 
Bank of Canada moved to push interest rates sharply 
higher, and by the close of the period the rate on 
three-month Treasury bills had climbed to slightly over 
20 percent, the highest in years. On July 29 the Min
istry of Finance announced that it had obtained agree
ment from the major Canadian banks to curb loans to 
finance takeovers of foreign companies. This action 
helped bring the Canadian dollar market into better 
balance after the period under review. But in the interim 
the Canadian dollar dropped lower to Can.$1.2344, 
registering a decline of 31A percent for the six months 
between end-January and end-July. Also, at end-July, 
Canadian reserves stood at $748 million, down $600 
million on balance.
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THE ARITHMETIC OF INTEREST RATES

The Federal Reserve Bank of New York’s new, 32-page 
booklet, “ The Arithmetic of Interest Rates” , seeks to 
explain how to calculate interest rates. It begins with 
the elements of simple interest and builds on these to 
explain, in lay terms, the concept and mathematics of 
compound interest. The booklet also attempts to un
ravel some of the problems consumers might have in 
calculating interest yields on Treasury securities, as 
well as figuring monthly mortgage and consumer in
stalment loan payments.

It is available free of charge from:

Public Information Department 
Federal Reserve Bank of New York 
33 Liberty Street 
New York, N.Y. 10045

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 third- 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.
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August-October 1981 Interim Report 
(This report was released to the Congress 
and to the press on December 3, 1981.)

Treasury and Federal Reserve 
Foreign Exchange Operations

In early August the year-long advance of the dollar 
in the exchange markets reached its peak. Until then, 
the dollar was in persistently strong demand against 
most major currencies, bolstered by an improving out
look for United States inflation, positive worldwide 
sentiment toward the Reagan administration’s eco
nomic program, a favorable United States current 
account performance, and large interest differentials 
favoring dollar investments. At the same time, many 
industrial countries abroad experienced economic and 
political difficulties which depressed market sentiment 
toward their currencies. By August 10 the dollar had 
risen some 45 percent from its level a year earlier to 
reach a five-year high of DM 2.5773 against the Ger
man mark, while registering sizable increases against 
other currencies as well.

Subsequently, some of the factors that had spurred 
bidding for the dollar began to appear less compelling 
than before. The international enthusiasm which fol
lowed Congressional passage of the Administration’s 
tax and expenditure program started to wane. Market 
participants remained impressed by the Administra
tion’s goals of stimulating private savings and in
vestment and reducing the government’s role in the 
economy. But participants in the exchanges, as in the

A report by Sam Y. Cross. Mr. Cross is Senior Vice President in 
charge of the Foreign Group of the Federal Reserve Bank of New 
York and M anager of Foreign Operations for the System Open 
Market Account.

United States domestic financial markets, expressed 
skepticism that the fiscal package approved by the 
Congress would in fact succeed adequately in re
ducing the Federal budget deficit. The prospect of 
continuing sizable Treasury financing requirements 
raised serious concerns.

By late summer, also, there was growing evidence 
of sluggish United States economic activity and market 
participants expressed concern that the Federal Re
serve might be forced to relax its policy of monetary 
restraint under the weight of growing political criticism 
of high interest rates at a time of little or no United 
States economic growth. United States short-term in
terest rates did in fact begin to ease, even though 
monetary policy continued tight. Between August and 
early October the Federal funds rate dropped about 
500 basis points, the rate on three-month Eurodollar 
deposits declined about 300 basis points, and the 
Federal Reserve progressively reduced its surcharge 
on large banks that frequently borrow at the discount 
window from 4 percent to 2 percent.

Abroad, the domestic economies of major industrial 
countries were also generally stagnant. Nonetheless, 
most countries were experiencing accelerating infla
tion, partly owing to the prolonged weakness of their 
currencies in the exchanges. The authorities in some 
nations— notably France, Switzerland, and the United 
Kingdom— raised their interest rates while others, feel
ing they had little room to ease monetary policy so as 
to provide some stimulus to their flagging economies,
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Tab le  1

United States Treasury Securities 
Foreign Currency Denominated
In m illion s  of do lla rs  equ iva len t; 
issues ( + )  o r redem ptions ( — )

A m ount o f A m ount of 
co m m it- A ugust co m m it

ment th rough  m ent 
Ju ly  31, O ctobe r 31, O ctober 31,

Issues 1981 1981 1981 

Public series
G e rm a n y ...............................  5,233.6 — 680.3 4,553.3

S w itz e r la n d ........................... 458.5 -0- 458.5

Total ....................................... 5,692.1 - 6 8 0 .3  5,011.8

Data are on a va lue -da te  basis.

Tab le  2

Net Profits (+ ) and Losses ( - )  on 
United States Treasury and Federal Reserve 
Current Foreign Exchange Operations
In m illio n s  of do lla rs

United States Treasury
Exchange 

Federal S ta b iliza tion  General 
Period Reserve Fund accoun t

A ugust 1 th rough
O ctobe r 31, 1981 .................  -0- -0- +  24.3
V a lua tion  p ro fits  and 
losses on outstand ing  
assets and lia b ilitie s
as of O ctober 31, 1981 . . .  - 3 1 6 .5  -1 ,2 0 0 .4  + 8 5 6 .0

Data are on a va lue -date  basis.

opted to hold monetary conditions firm. As a result, 
short-term interest differentials favoring the dollar 
narrowed sharply.

Moreover, a number of balance-of-payments devel
opments here and abroad were interpreted in the 
market as signaling a reversal in current account 
positions that in recent years had been favorable 
to the United States. This country’s trade account 
posted a wide deficit in August, and the current ac
count was expected to move from surplus to deficit 
sometime during 1982 in view of the sharp apprecia
tion of the dollar and the sluggishness of most foreign 
economies. At the same time, Japan’s current account 
moved strongly into surplus. Germany’s net exports 
had expanded to the point of bringing monthly current

account figures close to balance, and German officials 
as well as private forecasters began to talk of a sharp 
turnaround in Germany’s external position.

Throughout the summer, expectations intensified 
that divergent policies and economic trends among 
European Monetary System (EMS) countries, particu
larly Germany and France, would force a realignment 
of the jo in t float. These expectations generated large 
speculative flows which imposed major strains on the 
jo in t float. To keep their currencies within the agreed 
limits, EMS central banks intervened by selling large 
amounts of dollars in addition to EMS currencies dur
ing August and September. Then on October 4 the 
EMS currencies were realigned, with the German mark 
and Dutch guilder each revalued 51/z percent and the 
French franc and Italian lira each devalued 3 percent 
in relation to the other participating currencies whose 
central rates remained unchanged. After the realign
ment the German mark traded near the bottom of the 
jo in t float while the French franc rose toward the top, 
and for a time substantial reflows of capital occurred.

From mid-August through early October these 
various considerations led to widespread and occa
sionally substantial selling pressure on the dollar and 
produced a major decline in dollar rates. From its 
peak levels the dollar declined by as much as 17 
percent against the Swiss franc, 151/2 percent against 
the German mark, 7% percent against sterling, 5% 
percent against the Japanese yen, and 4 percent 
against the Canadian dollar.

After reaching a low point on October 9, however, 
the dollar came into renewed demand. Commercial 
buy orders emerged in large amounts in a number of 
centers to take advantage of what were regarded as 
favorable dollar rates both for investments and current 
payments. From time to time there were also substan
tial purchases of dollars by non-Group of Ten central 
banks. In addition, recurrent episodes of geopolitical 
tension, especially in Poland and the Middle East, gen
erated sharp demands for dollars essentially because 
political and security concerns were seen in the ex
changes as potentially less destabilizing to the United 
States than to most countries abroad. Thus, market 
participants remained relatively optim istic about the 
United States overall prospects and continued to re
gard the United States as an attractive outlet for capital 
investment.

Also during October, developments suggested that 
interest rate differentials favorable to the dollar would 
not erode as rapidly as had been expected. In the 
United States, short-term interest rates declined further 
toward the month end as evidence mounted of a softer 
than expected economy. On October 30 the Federal 
Reserve responded to the lower level of market interest
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rates by reducing the discount rate 1 percentage point 
to 13 percent. But, by this time, recessionary tendencies 
in many European countries had deepened and market 
participants came to expect that foreign monetary au
thorities would take advantage of further declines in 
United States interest rates to ease their own domestic 
monetary conditions. Moreover, as analysts took ac
count of shifting economic growth prospects here and 
abroad, many began revising their current account 
forecasts, predicting less deterioration than previously 
in the 1982 current account for the United States and 
less improvement in the current accounts of other 
countries. Adding to this sense of caution were the 
widening deficits on invisibles in Germany and Japan, 
partly reflecting the influence of mounting interest pay
ments on foreign borrowings.

In these circumstances, despite the renewed decline 
in short-term United States interest rates during the 
last days of the month, the dollar proved resilient in 
the exchanges and ended the period up from its lows. 
On balance, over the three months the dollar declined 
nearly 16 percent against the Swiss franc, 101/2 per
cent against the German mark, and about 31A percent 
against the Japanese yen. With respect to the Canadian 
dollar and pound sterling, the dollar ended the period 
down 2% percent and 2Va percent, respectively.

During the August-October period there were occa
sions when the market experienced unusually sudden 
and sharp exchange rate movements mainly related to

political events. These episodes occurred largely dur
ing the European trading session and were quickly re
versed. The United States authorities did not intervene 
in the market for their own account during the period.

Foreign central banks did intervene during the 
period in dollars and in sizable amounts. In this con
nection, the Trading Desk at the New York Federal 
Reserve intervened on occasion as agent for other 
central banks in the New York market.

On September 1 the United States Treasury paid 
off $680.3 million equivalent of its German mark- 
denominated securities. After this redemption the 
Treasury had outstanding $5,011.8 million equivalent 
of foreign currency notes (public series)—$4,553.3 mil
lion equivalent denominated in German marks and 
$458.5 million equivalent denominated in Swiss francs.

In the three-month period from August through 
October, the Federal Reserve and the Exchange Stabi
lization Fund realized no profits or losses from ex
change transactions, while the Treasury’s general ac
count gained $24.3 million, reflecting the profit which 
occurred upon the redemption of the German mark- 
denominated securities. As of October 31, valuation 
losses on outstanding foreign currency balances were 
$316.5 million for the Federal Reserve and $1,200.4 
million for the Exchange Stabilization Fund. The Trea
sury’s general account had valuation gains of $856 
million related to outstanding issues of securities de
nominated in foreign currencies.
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NEW BOOK ON FEDERAL RESERVE RELEASES

The Federal Reserve Bank of New York has published 
an 80-page book providing detailed explanations 
of terms used in six of the most important weekly 
Federal Reserve statistical releases. Called “ Statfacts: 
Understanding Federal Reserve Statistical Reports” , 
the book gives easy-to-understand definitions of each 
line in the releases which deal with condition state
ments, reserve factors, and aggregate measures. In 
many cases “ Statfacts”  also provides a brief discus
sion of factors influencing movements within each item.

The book, by Arthur W. Samansky, special assistant, 
is designed to meet requests for explanations often re
ceived by the Bank from professors and students, 
bankers and business leaders, financial analysts, and 
journalists. Single copies are available free upon re
quest by phone or in writing. Requests for multiple 
copies must be made in writing to:

Statfacts
Public Information Department 
Federal Reserve Bank of New York 
33 Liberty Street 
New York, N.Y. 10045

Multiple copies are sent free only to college and univer
sity addresses. Two dollars per copy if charges apply.

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.

Quarterly Review articles may be reproduced for educational or training purposes 
only, providing they are reprinted in full, distributed at no profit, and include credit 
to the author, the publication, and the Bank.

Library of Congress Catalog Card Number: 77-646559
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August 1981-January 1982 Semiannual Report 
(This report was released to the Congress 
and to the press on March 4,1982.)

Treasury and Federal Reserve 
Foreign Exchange Operations

There were two key turning points for the dollar in the 
exchange market during the August-through-January 
period under review. In early August, the year-long 
advance of the dollar against major foreign currencies 
came to an end. Then, after a four-month decline, dollar 
rates started to firm at the beginning of December, a 
trend which continued through the remainder of the 
period.

Several factors supported the long advance of the 
dollar through early August. U.S. inflation had begun to 
moderate even as the economy withstood recessionary 
tendencies longer than most forecasters had expected. 
The Reagan administration’s leadership in translating its 
economic policy into action was greeted positively in the 
exchange markets, particularly as the program gained 
support in the Congress. At the same time, the U.S. cur
rent account continued to post a surplus. Meanwhile, 
the demand for credit in the United States remained 
strong and, with the Federal Reserve continuing to re
strain monetary expansion, interest rates stayed high. 
Thus, although differentials favoring the dollar were well 
below their peaks of late 1980, they were widening again 
during the summer, attracting interest-sensitive funds 
into dollar-denominated assets once again.

Most other industrial countries, by contrast, con
tinued to show disappointingly slow progress in pulling 
out of the difficulties associated with the prolonged ad-

A report by Sam Y. Cross. Mr. Cross is Senior Vice President in 
charge of the Foreign Group of the Federal Reserve Bank of New 
York and Manager of Foreign Operations for the System Open 
Market Account.

justment to the 1979-80 oil price increases. In many 
countries there was public debate over the appropriate 
course of fiscal and monetary policy in the face of 
unacceptably high inflation and mounting unemploy
ment. In this context, foreign governments expressed 
open concern over the high level of U.S. interest rates 
and the inflationary consequences of the depreciation 
of their currencies against the dollar. Furthermore, po
litical developments in Eastern Europe and the Middle 
East clouded the outlook for many countries abroad, 
leaving traders and investors with the view that the 
United States was a relatively attractive outlet for 
investment.

As the dollar continued its advance in early August, 
however, sentiment became more cautious. Market par
ticipants were aware that major European central banks 
had stepped up their dollar sales and, in view of the 
rapid run-up of the dollar in late July-early August, be
gan to expect a correction. Consequently, once the up
ward momentum broke, dollar rates fell back sharply in 
mid-August and then declined irregularly through late 
November.

The August turnaround in the exchange markets coin
cided with a shift in focus in the U.S. financial com
munity from the immediate issues surrounding the 
passage of the Administration’s program to its implica
tions for the fiscal deficit and U.S. capital markets. As 
market attention turned to estimates of the fiscal gap, 
skepticism deepened that the Administration’s program 
could proceed without having the government’s bur
geoning financing needs exert renewed strains on the 
credit markets. In this environment, there was growing
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concern over the potential for conflict between fiscal 
and monetary policy, leading market participants to 
question whether the Federal Reserve might back away 
from its anti-inflation stance.

At the same time, the economy began to show signs 
of weakening. U.S. short-term interest rates were there
fore easing, even though the Federal Reserve contin
ued its policy of restraining monetary expansion. Re
flecting the slow growth of the narrowly defined money 
supply, the Federal funds rate dropped about 600 basis 
points over the four months to end-November. The 
Federal Reserve progressively eliminated its 4 percent 
surcharge on large banks that frequently borrowed at 
the discount window, and by early December it reduced 
its basic discount rate 2 percentage points to 12 per
cent. Already by November evidence was mounting that 
the U.S. economy was in a sharp recession, leading to 
expectations that private-sector credit demands would 
decline substantially. These expectations contributed 
to a rally in the bond market which brought long-term 
rates down more than 200 basis points by the end of 
the month.

The four-month decline of short-term interest rates 
in the United States was reflected in a narrowing of 
interest differentials favorable to the dollar vis-a-vis most 
other currencies. At least initially, monetary authorities

abroad fe lt they had little  room to respond to the lower 
U.S. interest rates by easing their own money market 
rates. They were concerned about entrenched inflation
ary pressures at home, and in some countries, notably 
France, Switzerland, and the United Kingdom, the cen
tral banks acted to raise interest rates. In addition, 
some countries felt constrained by the pressures 
against their currencies within the European Monetary 
System (EMS).

Beginning in October, however, as U.S. interest rates 
continued to decline, monetary authorities in some 
countries began to allow an easing of their own short
term interest rates. Their economies were making 
little  headway in recovering from recession, and unem
ployment was rising rapidly. Government deficits were 
already large relative to historical standards and in 
many cases were placing strains on the domestic finan
cial markets. Consequently, the authorities in several 
countries felt there was only limited scope for further 
fiscal stimulus. The current account deficits of a number 
of countries were beginning to decline so that the au
thorities fe lt they no longer needed such high interest 
rates to attract capital from abroad. There were wide
spread forecasts of a U.S. move from current account 
surplus to deficit in 1982; Japan’s current account 
had already swung from a deep deficit into surplus;

Table 1
Federal Reserve Reciprocal Currency Arrangements
In millions of dollars

Amount of facility Decrease effective Amount of facility
Institution January 1, 1981 May 23, 1981 January 31,1982

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 I ta ly ........................................................................... 3,000
Bank of Japan ................................................................................. 5,000
Bank of M ex ico ............................................................................... 700
Netherlands Bank ........................................................................... 500
Bank of N orway............................................................................... 250
Bank of Sweden............................................................................... 200 300
Swiss National B a n k ....................................................................... 4,000
Bank for International Settlements:

Swiss francs-dollars ................................................................... 600
Other authorized European currencies-dollars....................... 1,250

200 30,100
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and a German export surge had led officials and pri
vate forecasters alike to predict an elimination of 
that country’s current account deficit in 1982. More
over, strains in the EMS were relieved by a multilateral 
realignment of parities on October 5. As a result, fo r
eign monetary authorities felt they had greater scope 
for easing their domestic interest rates. Even so, with 
the drop in short-term U.S. rates accelerating, par
ticu larly in November, interest differentials favoring the 
dollar continued to narrow.

Meanwhile, other factors lent support to the dollar. 
Orders to buy dollars emerged repeatedly whenever 
the dollar moved substantially lower, as commercial 
interest in a number of centers sought to take advan
tage of what they considered favorable rates for cur
rent payments or investments. From time to time there 
were also substantial purchases of dollars by the 
monetary authorities in Organization of Petroleum Ex
porting Countries (OPEC) and other countries outside 
the Group of Ten. In addition, there was a continuing 
inflow of funds into dollars from Japan, where residents 
were taking advantage of a recent relaxation of ex
change controls or were for other reasons seeking to d i
versify their portfolios internationally. Furthermore, the 
November rally in the U.S. bond market reportedly at
tracted capital from abroad, as investors sought to lock 
in high yields and position themselves for capital 
appreciation. Moreover, the increasingly fragile situa
tion in the Middle East and Poland depressed sentiment 
toward those countries seen as more vulnerable than 
the United States to heightened geopolitical tensions. 
The recession in the U.S. economy led forecasters to 
expect less deterioration in this country’s current ac
count than previously. Even so, by end-November the 
dollar dropped from end-July levels by 61/4 percent 
against sterling, about 11 percent against the Japanese 
yen and the German mark, and as much as 18 percent 
against the Swiss franc.

Early in December the dollar turned around once 
more and began an advance that carried through end- 
January. This second turning point was triggered by 
a reappraisal of the view that a continuing drop in 
economic activity in the United States would lead to 
further substantial declines in U.S. interest rates and, 
therefore, to further movements adverse to the dollar in 
interest rate differentials.

That reappraisal was based on a number of devel
opments. In the United States, the Federal Reserve 
was perceived as moving cautiously to reduce its dis
count rate and to supply bank liquidity. Although output 
was falling and unemployment was climbing, credit 
demands were not fading. In fact, commercial financing 
needs were heavy, with corporate issues flooding the 
bond market in December and commercial demand for

bank credit remaining strong. Also, estimates of the 
Federal deficit fo r current and future fiscal years had 
undergone repeated and large upward revisions, and
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the prospective borrowing requirement for the first quar
ter of 1982 was seen as likely to be greater than previ
ously had been estimated. Moreover, the release of 
figures showing no letup in a series of large weekly 
increases in the monetary aggregates began to generate 
expectations of a substantial tightening of money market 
conditions. Under these circumstances, U.S. money 
market rates rose in December and even more rapidly 
in January.

Abroad, by contrast, persistent weakness of do
mestic economies had led to near-record levels of 
unemployment, and in some countries official financial 
policies were coming under domestic criticism. As 
pressures for measures to boost employment intensi
fied, expectations strengthened that some countries 
in Europe might ease their restrictive monetary pos
tures even if U.S. interest rates did not decline further. 
In fact, during January, the central banks of many 
major industrialized countries either reduced their offi
cial lending rates or facilitated some easing of local 
money market rates.

As interest rate differentials once more moved 
strongly in favor of the dollar, they began to attract 
funds into dollar-denominated assets. The dollar was 
bid up across the board during the final two months 
of the period. By end-January it was about 6 percent 
higher against the European currencies and 8 percent 
higher against the yen from the levels of end-November. 
As a result, the dollar closed the six-month period 
down on balance about 1 percent against sterling, 4 
percent against the yen, 51/2 percent against the 
German mark, and 13 percent against the Swiss franc. 
The trade-weighted value of the dollar in terms of ten 
major currencies declined 31/2 percent during the 
period.

During the six-month period, there were occasions 
when the market experienced unusually sudden and 
sharp exchange rate movements during a single day. 
Some of these episodes were associated with major 
political events, such as the assassination of Egypt’s 
President Anwar Sadat on October 6 and the imposi
tion of martial law in Poland over the December 12-13 
weekend. Other episodes were less dramatic and were 
not associated with such identifiable events. The 
U.S. authorities were prepared to intervene on some 
occasions had the market disturbances persisted or 
cumulated during the U.S. trading session; as it turned 
out, the Federal Reserve undertook no intervention 
operations on behalf of the U.S. authorities. The Trad
ing Desk continued its long-standing practice of coop
erating with other central banks by intervening as their 
agent from time to time in the New York market.

On September 1 and December 15 the U.S. Treasury 
paid off the two maturing tranches equivalent to

$1,611.4 million of its German mark-denominated se
curities. After those redemptions, the Treasury had 
outstanding $4,080.8 million equivalent of the foreign 
currency notes, public series, which had been issued 
with the cooperation of the German and Swiss authori
ties in connection with the dollar-support program of 
November 1978. Of the notes outstanding as of Janu
ary 31, 1982, a total of $3,622.3 million is denominated 
in German marks and $458.5 million is denominated in 
Swiss francs. The maturity dates for the remaining se
curities range between May 12, 1982 and July 26, 1983.

In the seven months through January 1982, the 
Federal Reserve had gains of $0.1 million on its for
eign currency transactions. The Exchange Stabilization 
Fund (ESF) gained $15.2 million in connection with sales 
of foreign currencies to the Treasury general account 
to finance interest and principal payments on foreign 
currency-denominated securities. The Treasury’s gen
eral account gained $42.5 million net. This gain re
flected $94.8 million of profits on the redemption at 
maturity of Swiss franc- and German mark-denominated 
securities, partly offset by $52.3 million of losses as a 
result of annual renewals at current market rates of 
the agreement to warehouse with the Federal Reserve 
Swiss franc and German mark proceeds of Treasury 
securities. As of January 31, 1982, valuation losses on 
outstanding balances were $374.8 million for the Fed
eral Reserve and $1,102.1 million for the ESF. The 
Treasury’s general account had valuation gains of 
$826.4 million related to outstanding issues of securi
ties denominated in foreign currencies.

German mark
In early August the German mark was subject to di
vergent tendencies—weak against the dollar but strong 
against European currencies.

With respect to the dollar, market sentiment toward 
the mark remained bearish. Domestically, the German 
economy was relatively weak, unemployment was ris
ing, and inflation was high by historical standards. 
Moreover, the government deficit remained large, cap
ital markets continued under strain, and fiscal policy 
was under heated discussion publicly and within 
Germany’s coalition government. Internationally, Ger
many had experienced substantial deterioration in its 
terms of trade because of the increase in oil prices 
and the depreciation of the mark. The current account 
was in heavy deficit, and there were wide interest rate 
differentials favoring investment in the United States. 
On top of these economic considerations, the mark 
was seen in the exchanges as more exposed than the 
dollar to international political tensions. This vulnera
bility reflected Germany’s strategic position, its ties to 
Eastern Europe, and its greater reliance on the Middle
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Drawings and Repayments by Foreign Central Banks and the Bank for International Settlements 
under Reciprocal Currency Arrangements
In millions of dollars; drawings ( + )  or repayments ( —)

Table 2

Bank drawing on Outstanding 
Federal Reserve System January 1, 1981

1981
I

1981
II

1981
III

1981
IV

1982
January

Outstanding 
January 31,1982

Bank of Sweden .............................  -0- +  200.0 - 200.0 -0- -0- -0- -0-

Data are on a value-date basis.

Table 3

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

Amount of 
commitments

Issues January 1, 1981
1981

I
1981

II
1981

III
1981

IV
1982

January

Amount of 
commitments 

January 31,1982

Public series:
G erm any ................................................  5,233.6 -0- -0- -  680.3 -931.1 -0- 3,622.3
Switzerland ........................................... 1,203.0 -0- -0- -  744.5 -0- -0- 458.5

Total ..................................................  6,436.6 -0- -0- -1,424.8 -931.1 -0- 4,080.8

Data are on a value-date basis.
Because of rounding, figures may not add to totals.

Table 4

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 1981 ...................................................................... + 6.2 -  0.7 -144 .3

Second quarter 1981 ...................................................... .. - 1.4 -  3.8 -0-

Third quarter 1981 ............................................. ...................... + 0.1 -0 - +  85.9

Fourth quarter 1981 ............................................................... .. -0 - -0 - -  39.2

January 1982 ........................................................................... -0 - +  15.2 -  4.2
Valuation profits and losses on outstanding assets and 
liabilities as of January 3 1, 1982 ........................................... -374 .8 - 1 , 1 0 2 . 1 +826.4

Data are on a value-date basis.
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East for energy resources and export markets. In con
sequence, the mark was subject to capital outflows, 
all the more as market sentiment toward the dollar 
became increasingly bullish. On August 10 the rate 
plunged to a five-year low of DM 2.5773, a decline 
of some 45 percent since mid-1980.

Against other EMS currencies, however, the mark 
remained strong. It benefited from the market’s view 
that the authorities in Germany were still placing pri
ority on correcting the external imbalance and on fi
nancing the current account deficit in the interim by 
inflows of private and official capital. The federal gov
ernment continued the practice, unusual for Germany, 
of placing Deutsche mark-denominated debt instru
ments directly with foreign official institutions. Follow
ing the move in February 1981 to introduce a special 
Lombard facility, German interest rates increased so 
that adverse interest rate differentials vis-a-vis other 
EMS currencies were either narrowed or eliminated. 
The Bundesbank had announced its intention that be
cause of the inflation problem it would aim at the 
lower part of the 4 to 7 percent target range for the 
growth of central bank money. Thus, with the market 
apprehensive about prospects for other EMS curren
cies, the mark had moved toward the top of the EMS, 
at times hitting its upper intervention limit.

As a result of these crosscurrents in the exchanges, 
the Bundesbank had frequently bought French and 
Belgian francs to ease pressures within the EMS while 
selling dollars, at times heavily, to support the mark 
against the dollar. Through end-July, Germany’s for
eign currency reserves had increased to stand at 
$43.4 billion. During August, however, as the Bun
desbank stepped up its dollar sales to support the 
mark, German foreign currency reserves fell by $1.5 
billion.

Once the mark came close to its lows, market par
ticipants became wary of a shift in market direction 
and professionals moved quickly to cover their short 
positions. The mark bounced back sharply and, as the 
dollar fell lower in the exchanges, market sentiment 
toward the German currency became more favorable. 
In part, the turnaround reflected developments in the 
United States, where the initial euphoria surrounding 
the adoption of the U.S. Adm inistration’s economic 
program gave way to skepticism that the program 
would achieve all its goals. At the same time in 
Germany, trade and current account figures for July 
were released, pointing to a dramatic improvement in 
export sales and providing the first concrete evidence 
that the earlier surge in export orders was finally show
ing through. Official commentary about this improve
ment gave rise to expectations that Germany’s current 
account deficit would continue to narrow in subsequent

Chart 3
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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.

*  Foreign exchange reserves for Germany and other 
members of the European Monetary System 
include adjustments for gold deposited with the 
EMS and for foreign exchange swaps.

months— a time when most forecasters were expecting 
the U.S. current account to deteriorate. Furthermore, 
the government finalized a 1982 budget proposal ac
cording to which nominal expenditure growth would 
be slowed to 4 percent and the net financing require
ment of the federal government would be cut to DM 27 
billion or 1.6 percent of gross national product (GNP), 
down from a revised estimate for 1981 of DM 34.3 
b illion or 2.2 percent of GNP. As the dollar eased, 
therefore, the German mark moved up to trade around 
DM 2.3195 by end-September.

Meanwhile, the strengthening of the mark added to 
strains within the EMS. The markets became vulner
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able, especially prior to weekends, to repeated rumors 
of an imminent realignment of the participating cur
rencies. Speculative bidding for marks against the 
French and Belgian francs frequently stretched the 
EMS to its limits, generating sizable intervention in 
several centers and pushing the mark up against the 
dollar as well. The Bundesbank responded to these 
pressures by purchasing both dollars and EMS cur
rencies in the exchanges so that, by the end of Sep
tember, German foreign exchange reserves increased 
by $1.1 billion.

Over the weekend of October 3 and 4, the EMS 
finance ministers announced a realignment of parities 
to take effect October 5. The mark, as well as the 
Dutch guilder, was revalued by 51/2 percent against 
those currencies whose parities remained unchanged 
and in effect by 8 V2 percent against the French franc 
and the Italian lira. Immediately thereafter, the mark 
traded in the lower portion of the new band, reflecting 
reflows of speculative investments as well as a re
versal of commercial leads and lags. Accordingly, 
other central banks began purchasing marks in the 
exchanges so as to cover the liabilities within the EMS 
that had built up over preceding months. Against the 
dollar, however, the realignment was seen as freeing 
the mark to strengthen further, and in subsequent 
days the mark moved up to DM 2.1815, 151/2 percent 
above its August low.

Following the realignment of the EMS, the Bundes
bank confirmed the easing of interest rates that had 
already begun in Germany’s money and capital mar
kets by cutting the special Lombard facility rate from 
12 percent to 11 percent effective October 9. The 
Bundesbank felt able to take action to support the 
domestic economy because of the overall strength of 
the mark, the improving outlook for the balance 
of payments, and the achievement of a compromise 
on fiscal policy. Even so, the Bundesbank was careful 
not to signal more forceful action, since at home in
flation continued to accelerate to an annual rate of 
7 percent year on year and in the United States interest 
rates remained high so that interest rate differentials ad
verse to the mark remained large. Later the same day 
the Federal Reserve lowered its surcharge on discount 
window borrowing by large banks from 3 percent to
2 percent, the second 1 percentage point cut in this 
rate in three weeks. Thus, the Bundesbank’s action 
did not contribute to any further widening of interest 
rate differentials versus dollar assets.

After mid-October a number of developments within 
Germany weighed on the mark. Unemployment was 
increasing as declining corporate profits forced many 
firms to move aggressively to economize on labor. As 
a result, market participants came to expect that the

Bundesbank would take advantage of whatever oppor
tunity developed to allow German interest rates to fol
low U.S. rates down. In addition, the earlier optimism 
over a quick and sustained improvement in Germany’s 
balance of payments faded, as first August and then 
September monthly trade figures disappointed market 
expectations. Late in October the government revised 
its budget estimates for 1982 to take account of climb
ing unemployment and lower than expected revenues, 
thereby eliminating virtually all the planned drop in 
the borrowing requirement. Although this new budget 
gap was later covered, largely by an expected increase 
in Bundesbank profits available to be transferred to 
the government, the episode underscored the differ
ences that still existed within the government coali
tion on major issues of economic policy. Also, political 
tensions abroad adversely affected sentiment toward the 
mark. The assassination of Egyptian President Anwar 
Sadat pointed out the potential for instability in the Mid
dle East and Germany’s reliance on that region for oil 
supplies. Repeated reports of military maneuvers 
around Poland were also an unsettling reminder of 
Germany’s vulnerability to potential Soviet interference 
in Eastern Europe.

Under these circumstances, the mark did not 
strengthen even though interest differentials adverse 
to the mark were narrowing sharply. Also, the Bundes
bank moved cautiously to provide some short-term 
liquidity to the banking system through swaps and re
purchase agreements and did not change official inter
est rates again until December 4, when it cut its spe
cial Lombard rate V2 percentage point to 10.5 percent. 
By contrast, in the two months to early December, the 
Federal Reserve had twice lowered its discount rate 
by 1 percentage point to 12 percent and also elimi
nated the remaining 2 percentage point surcharge 
on frequent borrowers. Short-term interest rates in 
the United States had fallen sufficiently to cut in half 
—from about 5 percentage points to 2 V2 percentage 
points—the short-term differentials vis-it-vis the mark.

During the six weeks to end-November, the mark 
occasionally came into demand, especially at times 
when U.S. interest rates were declining. But the mark 
did not keep pace with currencies outside the EMS 
that were continuing to strengthen against the dollar. 
Instead, movements of the rate above the DM 2.20 
level regularly prompted commercial and investor sell
ing of marks against dollars. On occasion, the mark 
came sharply on offer, especially in the wake of politi
cal developments in Eastern Europe or the Middle 
East. At these times, the Bundesbank intervened 
promptly and forcefully to sell dollars while EMS central 
banks were also buying marks. These operations 
contributed to better market balance.
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In December and January the mark was adversely 
affected by developments abroad. On December 14, 
martial law was declared in Poland, triggering a 
brief scramble for dollars against marks and sending 
the rate as low as DM 2.3650 for a few hours. Prompt 
intervention by the Bundesbank and other central 
banks, together with commercial activity and profes
sional profit taking, quickly restored balance to the 
market, and the rate almost fully recovered in just a 
matter of hours. Yet the Polish situation remained a 
matter of market concern. In the United States, interest 
rates stopped declining, disappointing market expecta
tions that the deepening U.S. recession would continue 
to ease credit demands. Indeed, U.S. money market 
rates moved strongly higher, casting doubt that the 
strengthening of Germany’s external position would 
show through in the mark exchange rate.

This development focused attention anew on the 
dilemma facing the German authorities. With the level 
of unemployment heading to a record two million per
sons, political pressures mounted, not only from labor 
unions but also within parties in the governing coali
tion, for more action to deal with the deteriorating 
unemployment situation. But the government was 
concerned about actions that either would increase 
taxes and thereby hamper a recovery or would in
crease government borrowing and thereby add to 
inflation. There were also pressures to ease monetary 
conditions. But the Bundesbank remained concerned 
that a renewed easing in interest rates would ex
acerbate the decline in the mark which would exert 
a further upward push on costs and prices.

In the event, the government presented to Parlia
ment a compromise program, approved shortly after 
the close of the period, that was designed to stimulate 
jobs through investment subsidies, lending programs 
for small companies, and modest direct government 
spending on energy-saving projects—financed mainly 
by a 1 percentage point increase in the value-added 
tax in 1983. Meanwhile, new figures showed that an 
export surge late in the year had boosted Germany’s 
trade account and helped pull its current account 
deficit for 1981 as a whole down to DM 17.5 billion, 
significantly lower than had been forecast. The im
proving external position gave the Bundesbank scope 
to lower its special Lombard rate a further Vz per
centage point to 10 percent on January 21 and ensure 
a similarly modest easing in money market rates.

At the end of January the mark was trading at 
DM 2.3420, down about 61A percent from the late- 
November levels while up about 9 percent from its 
lows of early August. The Bundesbank was at times 
active in the markets during December and January, 
selling dollars in support of the mark, while other

central banks within the EMS continued to acquire 
marks. Reflecting Bundesbank dollar sales during the 
two months, German foreign currency reserves fell 
$3.0 billion to close the period at $37.5 billion, down 
$5.9 billion for the period as a whole.

Swiss franc
In mid-1981, Switzerland was faced with a resurgence 
of inflationary pressures. Part of the inflationary im
pulse stemmed from the buoyancy of the domestic 
economy— in contrast to the stagnation in other Euro
pean countries— led by strong consumption and con
struction activity. Shortages developed, in the housing 
market, and domestic house prices and rents exhibited 
sharp increases, contributing to a strong rise in con
sumer prices. In addition, the decline of the Swiss 
franc in the exchanges substantially boosted the cost 
of imports, particularly by raising the domestic price of 
oil and other dollar-denominated raw materials.

Though Swiss interest rates had risen progressively, 
they were still well below those in other industrial coun
tries. At midyear, interest differentials adverse to the 
franc were about 9-10 percentage points vis-it-vis the 
dollar and more than 3 percentage points vis-k-vis the 
German mark. Consequently, foreign official and corpo
rate borrowers continued to place heavy demands on 
the Swiss franc money and capital markets. The Swiss 
authorities did not seek to restrain these outflows. 
They hope.d to avoid the development of sizable 
external markets in Swiss franc-denominated assets, 
particularly for longer maturities, and in any event the 
current account had moved into surplus, estimated to 
be $2.0-2.5 billion for 1981. Nonetheless, the pressure 
of outflows of capital pushed the Swiss franc down in 
the exchanges. At end-July the franc was trading 
at SF 2.15 against the dollar and SF 0.87 against the 
German mark. Along with other major currencies, it 
declined further against the rising dollar to a four- 
year low of SF 2.2095 on August 10, a decline of some 
39 percent since its peak of 1980. On July 31, Switzer
land’s foreign exchange reserves stood at $9.9 billion.

The Swiss authorities continued to pursue a policy 
of monetary restraint to combat inflationary pressures. 
Increasingly, however, the authorities had reason to 
question whether policy was as restrictive as develop
ments in the monetary aggregates would suggest or, 
in view of the inflationary situation, whether policy 
was as tight as circumstances warranted. For some 
time the monetary base was below the 4 percent annual 
growth target for 1981. However, as in many other coun
tries, continuing financial innovations in Switzerland, 
coupled with unusually high interest rates by historical 
standards, had altered the behavior of banks and the 
public, making the monetary base as well as the broader
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monetary aggregates less reliable than in the past as 
a guide to policy. Questions about the adequacy of 
monetary restraint were highlighted by the release of 
consumer price numbers for August, showing inflation 
rising 11.3 percent at an annual rate in the most recent 
quarter and 7.4 percent year on year.

Early in September the authorities began taking ag
gressive action to tighten monetary policy and thereby 
underscore the primacy of the anti-inflation struggle. 
Effective September 2 the Swiss National Bank boosted 
its discount rate to 6 percent from 5 percent and its 
Lombard rate to 7.5 percent from 6.5 percent, the fourth 
rise in 1981 in those official lending rates. The authori
ties also made the refinancing of credit through foreign 
exchange swaps with the central bank more expensive. 
Following these actions, Swiss franc interest rates 
shot up temporarily before settling down around 11 
percent.

The rise in Swiss interest rates during September 
and October, which occurred at a time when in
terest rates in other centers were easing, meant 
that differentials adverse to the franc either narrowed 
dramatically, as in the case of the dollar, or were 
reversed, as in the case of the German mark. 
Nonresidents therefore found incentives to begin re
paying their Swiss franc-denominated debt, while in

vestors sought out higher yielding franc investments, 
and these actions helped propel the franc sharply 
higher in the exchanges. As the franc strengthened, 
the view developed in the market that the Swiss author
ities might allow the franc to appreciate beyond SF 0.80 
against the mark— a level considered an upper bound 
in the market since September 1978 when the Swiss 
National Bank had intervened forcefully at that rate. In 
addition, many European countries were regarded as 
more vulnerable than Switzerland to political tensions 
in Eastern Europe and the Middle East, and this con
cern over the prospects for other currencies continued 
to benefit the Swiss franc. In these circumstances, the 
franc became exceptionally well bid. By mid-November 
the rate advanced 18 percent from early-September 
levels to a high of SF 1.7475 against the dollar and 
some 10 percent to SF 0.7935 against the German 
mark.

The strong appreciation of the franc, while welcome 
as a contribution in the fight against inflation, was 
nevertheless a matter of concern to the authorities. 
Of special worry was the rapid rise against the Ger
man mark, the currency of Switzerland’s main foreign 
trade partner and major competitor in third markets, 
since it threatened to put Swiss exporting and tourist 
industries in a difficult position. Still, the authorities 
made clear in public statements that large-scale in
tervention similar to that undertaken in 1978 would be 
inappropriate. Sizable sales of Swiss francs would lead 
to an expansion in Switzerland’s money supply, and 
large purchases of dollars would push the dollar higher 
in the exchanges— both developments that would 
exacerbate inflationary pressures.

In the event, by November the economy showed 
clear signs of flattening out and some private fore
casters began to express fears that economic activity 
would weaken to the point where unemployment 
might rise. In addition, the need to avoid liquidity 
strains from developing with the approach of the year- 
end argued for some relaxation in monetary restraint. 
Accordingly, the Swiss National Bank progressively 
reduced the rate charged to domestic banks for Swiss 
franc swap credit against dollars and provided some
what more liquid ity than it absorbed via maturing 
swaps. On December 4 the authorities reduced the 
Lombard rate from 7.5 percent to 7.0 percent— an 
action taken in coordination with interest rate reduc
tions in other industrial countries and designed to bring 
the Lombard rate more closely in line with prevailing 
Swiss money market rates. But at the same time the 
Swiss National Bank was anxious to avoid the impres
sion of a fundamental shift in policy course and 
consequently left the discount rate unchanged at 6 
percent. In the exchange market the franc lost its

Chart 4
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See exchange rate footnote on Chart 3.
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upward momentum as domestic and Euro-Swiss money 
market rates eased downward. Against the dollar the 
franc slipped back to trade around SF 1.80 by end- 
December. Against the mark, however, the franc 
remained well bid around SF 0.7985, principally in re
sponse to market concerns over the foreign and do
mestic implications for Germany of the declaration of 
martial law in Poland.

By January the need for such a tight monetary policy 
in Switzerland appeared to have passed, particularly 
with the release of inflation figures showing a marked 
deceleration in consumer prices to around 6 percent. 
The 3 percent monetary growth target announced by the 
authorities for 1982 was generally viewed as consistent 
with the policy of fighting inflation, while also pro
viding sufficient liquidity so as not to exacerbate the 
developing weakness of the economy. Even so, the 
Swiss authorities were thought to be under less pres
sure than others in Europe to ease credit conditions, 
given Switzerland’s low unemployment rate and the 
still relatively favorable performance of the economy. 
In fact, the Swiss National Bank did not lower its 
official lending rates following the reduction by the 
Bundesbank on January 21 of its special Lombard 
rate. In these circumstances the franc, though fluctu
ating widely at times, remained firm against the Ger
man mark. But vis-a-vis the dollar, the franc con
tinued to ease as money and capital market rates in 
the United States firmed substantially and were gen
erally expected to remain high despite the weakness 
of the U.S. economy.

By the end of January the franc was trading at 
SF 1.8680 against the dollar and at SF 0.7976 against 
the German mark. At these levels the franc was up 
151/2 percent against the dollar since its August low. 
Over the six months under review the franc gained 131/2 
percent against the dollar and 8 percent against the 
German mark. Between end-July and end-January, 
Switzerland’s foreign exchange reserves rose $600 mil
lion to $10.5 billion in response to foreign currency swap 
operations, the net purchase of dollars in intervention 
operations, and interest earnings on outstanding re
serves.

Japanese yen
By mid-1981 the Japanese economy had made im
pressive adjustments to the second round of oil price 
increases of 1979-80. Changes in production processes 
in many of Japan’s largest enterprises had substan
tially reduced Japan’s dependence on oil imports. 
These developments, together with a continuing im
pact of the 1979-80 depreciation of the yen, had led 
to a sharp improvement in Japan’s current account, 
which swung from deep deficit to moderate surplus in

just one and a half years. The rate of inflation at the 
wholesale level, which at one point in 1980 had 
reached 24 percent, had slowed to just about 1 per
cent. Meanwhile, restrictive monetary and fiscal poli
cies had helped limit the extent to which rising 
material prices were passed on in the economy so that 
inflation at the consumer level, which had never ex
ceeded 9 percent, was around 5 percent per annum.

The process of adjustment had been uneven, how
ever, and domestic demand remained weak. Impor
tant sectors of the economy remained severely de
pressed. Moreover, consumer expenditures were slow 
to recover from the deflationary impact of rising energy 
prices, despite the moderation of inflation. The slug
gishness of domestic demand cast doubt that a firm 
basis for sustained recovery had been established, 
and domestic pressures on the authorities intensified 
to adopt reflationary measures. Moreover, it height
ened anxieties that the weakness of demand at home, 
in combination with the legacy of the yen’s earlier* 
depreciation, would provoke another surge of exports 
and exacerbate protectionist reactions in Japan’s ma
jor markets overseas.

As a result, the authorities had already begun to 
provide stimulus to the economy. The government 
had announced measures to aid small companies and 
to speed up expenditures for public works. But the 
scope for further expansionary fiscal policies was 
limited by virtue of the fact that the levels of the 
government’s overall deficit and borrowing require
ment continued to be considered excessive by many 
Japanese and were already exerting pressures in the 
local capital markets. Thus, the larger source of stimu
lus came from an easing of monetary policy. During the 
spring, the Bank of Japan lowered its discount rate, 
eased banks’ reserve requirements, and substantially 
relaxed “ window guidance” ceilings on the growth of 
bank lending.

In the exchange markets, the yen had benefited from 
Japan’s improving economic performance to recover 
from its 1980 lows against most European currencies. 
Relative to the German mark, it had risen nearly 40 
percent to trade at 97 yen to the mark by early August. 
Against the dollar, however, a tentative recovery late 
in 1980 had given way to a renewed and protracted 
decline. With interest rates in Japan lower than in 
any other industrialized country, Japanese residents 
had taken advantage of newly liberalized foreign ex
change controls to make long-term investments 
abroad. Then during midsummer, when a long-awaited 
decline in U.S. interest rates failed to materialize, 
market participants lost hope that the large interest 
differentials adverse to the yen would soon narrow so 
as to permit Japan’s improving competitiveness to
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See exchange rate footnote on Chart 3.

show through in the yen-dollar exchange rate. Thus, as 
Japanese importers sought to lim it their losses dur
ing the August vacation period, they accelerated their 
yen sales to hedge remaining future dollar needs. 
In addition, foreign corporations continued short-term 
yen borrowings to meet financing needs in other cur
rencies. As the selling of yen gathered force, it pushed 
the spot rate down to ¥  246.10 by the first business 
day in August— a level only about 6 percent above its 
1980 low.

At this point, many market participants felt that the 
yen’s decline had been overdone in view of Japan’s 
steadily improving current account position. With 
banks generally in an oversold position, the market 
was ripe for a reversal of sentiment toward the yen 
when the dollar began its general decline during 
August. Reports that some Middle Eastern investors 
had been attracted in size by the rally in Japan’s 
securities markets and purchases on the International 
Monetary Market helped spur the turnaround in de
mand for the currency in early August. The yen’s rise 
initia lly outpaced that of other currencies against the 
dollar, bringing the exchange rate to ¥  228.20 against 
the dollar and to a high of ¥  91.64 against the German 
markon August 18.

A sense of caution soon overcame the yen market,

however. Participants recalled the disappointment 
earlier in the year when the yen’s appreciation had 
not gone as far as expected. They worried about the 
possibility that new protectionist barriers might be 
erected in markets where Japan’s exports were pen
etrating rapidly. Moreover, pressures built up over the 
summer and autumn for the government to introduce 
further monetary and fiscal stimulus to the still flagging 
domestic economy. In this atmosphere, the yen’s rise 
seemed to stall after mid-August at around the ¥  230 
level against the dollar even as the European cur
rencies continued rising.

In September, the monetary authorities announced 
that window guidance ceilings on commercial banks’ 
lending would be further increased for the fourth quar
ter, even though monetary growth, running close to 10 
percent at an annual rate, was just within the Bank of 
Japan’s projections. Further, the government an
nounced on October 2 a four-point program of fiscal 
and other measures intended to stimulate domestic 
demand and imports while assisting Japanese indus
tries and regions that were experiencing particularly 
severe structural difficulties. The Ministry of Finance 
also set wider limits on Japanese banks’ foreign lend
ing for the half year beginning in October, in keeping 
with the projected financing needs accompanying the 
growing surplus on the current account and reflecting 
the continuing policy of allowing the country’s banks 
to maintain their overall share of lending in the Euro
markets.

Long-term capital outflows from Japan remained 
large even though interest differentials favoring dollar 
investments narrowed during the late summer and 
autumn. Using their new freedom under the 1980 
Foreign Exchange Law, Japanese institutional in
vestors continued programs begun earlier in the year 
to diversify internationally. Also, some Japanese 
firms with large import requirements had experienced 
significant losses earlier in the year on their uncovered 
future dollar commitments and were now adopting 
more conservative policies regarding the hedging of 
forward obligations in foreign currency. In the case 
of firms in some structurally depressed industries, such 
as oil refining, the need to protect weak financial posi
tions by hedging more of their future import require
ments was encouraged as part of the government’s ef
forts to support long-term adjustment. Under these in
fluences, the yen-dollar rate wavered around the ¥  230 
level through September and October. Against the 
German mark, whose continuing rise against the dollar 
was partly influenced by the pressures building for 
realignment within the EMS, the yen declined steadily 
to reach a low point of nearly ¥  105 per mark on 
October 30.
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During November the yen became well bid again, as 
U.S. interest rates declined further and hopes became 
widespread that this trend would continue. Market 
participants felt that, despite renewed arguments be
ing heard in Japan for a further easing of monetary 
policy, Japan’s already low interest rates offered less 
scope for the monetary authorities in Japan as com
pared with those in Europe to match U.S. interest rate 
reductions. Therefore, further drops in U.S. rates were 
expected to be reflected in a significant narrowing of 
the differentials adverse to yen investments. Foreign 
transactions in Japan’s securities markets, including 
purchases of bonds under short-term repurchase ar
rangements, reversed direction in November to become 
sizable net purchases. Market participants were also im
pressed by trade figures released for September and 
October that showed a further strong improvement in 
the current account surplus, even though the October 
figures on export letters of credit already gave some 
warning that the growth of exports might be slowing 
in subsequent months. Under these positive influences, 
the yen rose some 8 percent against the dollar during 
November, reaching its high for the six-month period 
of ¥  213.40 on November 30 while recovering to 
¥  96.80 against the German mark.

Toward the end of the year there still was no clear 
evidence of recovery in the domestic economy and 
predictions of a very large current account surplus 
in 1982 became widely accepted. Statistics on con
sumer and wholesale prices continued to show the 
lowest rate of inflation among industrial countries. 
Information released about the real economy indicated 
that growth of the third quarter had been heavily 
concentrated in the foreign sector. Public-sector 
spending and domestic consumption were virtually flat, 
while private investment actually declined slightly for 
the third quarter in a row. Investment by small- and 
medium-sized firms showed an especially large drop, 
continuing the trend which had been a concern to 
policymakers for sometime. After the third quarter, 
monthly trade statistics revealed that even export 
growth had slowed at least temporarily in November 
under the influence of government-imposed restraints 
as well as sluggish demand in major export markets. 
While welcome from the point of view of mitigating 
trade frictions, this development lent further emphasis 
to the need for recovery in the domestic economy.

The new budget, announced in December for the 
fiscal year beginning in April 1982, retained the rela
tively restrictive stance that had been adopted for fis
cal year 1981 in keeping with the long-range objective of 
containing and eventually reducing the size of the gov
ernment's deficit and borrowing requirement. In these 
circumstances and with the yen exhibiting more

strength than it had in the earlier part of the year, the 
monetary authorities took further action to help spur 
the faltering recovery. On December 11, the Bank of 
Japan reduced its discount rate for lending to com
mercial banks by % percentage point to 51/2 percent 
following similar actions in the United States and 
other industrial countries. This step was supplemented 
later in the month by the announcement that overall 
credit ceilings limiting loans extended by Japan’s 
leading commercial banks, already progressively eased 
in previous quarters, would be lifted entirely for the 
calendar quarter beginning in January 1982.

In announcing the cut in the official lending rate, 
the authorities made it clear that they had confined the 
reduction to less than 1 percentage point so as not to 
interfere with the recent rising tendency of the yen 
and that they were prepared to counter any short-term 
effect on the yen-dollar rate by intervening in the ex
change markets. Nonetheless, when the U.S. and Euro
dollar interest rates began to rise during December, 
the relative unattractiveness of yields on yen- 
denominated assets showed through in the exchanges 
once again and the yen began moving down. When the 
upward movement of U.S. interest rates continued into 
January, rather than reversing with the new year as 
many had hoped, the depreciation of the yen con
tinued. Potential yen holders became increasingly im
pressed with the discrepancy between the pressures 
building for sustained high interest rates in the United 
States, as new statistics were released showing higher 
than expected growth of the U.S. monetary aggregates, 
and the situation of Japan’s monetary authorities, who 
faced a continuing need to ease credit policy to stim
ulate the flagging domestic economy. Hope that wide 
interest differentials might soon be reversed thus 
faded in the first weeks of the new year. Pressure 
against the yen intensified, bringing the exchange rate 
against the dollar to ¥  230.00 by the close of Janu
ary, down 8 percent from the November 30 high but up 
61/2 percent above the low of August 1981. The 
yen’s cross rate in terms of the German mark had 
changed even less on balance, to ¥  98.21 by end- 
January as compared with ¥  97.00 six months earlier.

The Bank of Japan continued its policy of inter
vening in the exchange markets to smooth erratic 
fluctuations in the exchange rate, intervening to sup
port the yen at various times when the rate moved 
down rapidly. Such dollar sales contributed to net 
declines recorded in Japan’s foreign exchange re
serves for December and January. For the six months 
as a whole, however, Japan’s foreign exchange re
serves rose $600 million to $24.6 billion by end- 
January, mainly reflecting interest earnings on Japan’s 
outstanding holdings.
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Sterling
In mid-1981, deep-seated concerns over the prospects 
for the economy of the United Kingdom continued to 
weigh on market sentiment toward the pound. While 
the worst of the 21/2-year-old recession appeared over, 
evidence of an economic upturn had not yet mate
rialized and, with United Kingdom interest rates lower 
than earlier in the year, there was concern that the 
government might be easing its stringent financial poli
cies prematurely. It appeared likely that the United 
Kingdom share in world export markets was falling—  
inasmuch as persistently high rates of inflation and the 
earlier appreciation of the exchange rate had severely 
eroded the competitiveness of British industry. The 
trade and current accounts remained in surplus. How
ever, softening world oil prices prompted worries that 
the substantial benefits Brita in ’s oil self-sufficiency had 
provided to the balance of payments might diminish. 
Moreover, in other major industrial countries interest 
rates had increased, particularly over the summer. But 
in the United Kingdom the pressures of high and rising 
unemployment were seen in the exchange market as 
lim iting the rationale, as well as the scope, for the 
authorities to raise domestic interest rates, and inter
est differentials in fact moved adversely to sterling- 
denominated assets. By end-July the pound had 
dropped 24 percent from the highs registered in 
January of last year to $1.84 against the dollar. It also 
declined 101/2 percent to DM 4.55 against the German 
mark and 10 percent in effective terms to 92.5 
on a trade-weighted basis. The Bank of England, 
acting to smooth fluctuations in the exchange rate, 
had maintained its policy of intervening modestly on 
both sides of the market. Nonetheless, mainly due 
to the repayment of outstanding loans, Britain’s foreign 
exchange reserves had declined to $13.6 billion by 
end-July.

The pronounced drop of the dollar in August was 
reflected in only a temporary rebound of sterling in the 
exchanges. Indeed, bearish sentiment toward the 
pound deepened in September and October so that, 
while other European currencies were advancing 
against the dollar, the pound declined in the ex
changes. In part, renewed downward pressure on 
sterling stemmed from fears that the monetary authori
ties had relaxed the restrictive stance of monetary pol
icy before inflationary expectations had been firmly 
laid to rest, thereby threatening the progress already 
under way in bringing inflation under control. In the 
view of many, the growth of the targeted aggregate 
sterling M-3 substantially above its 6-10 percent annual 
range could not be fu lly explained by temporary dis
tortions, such as the delay of tax payments caused by 
a civil servants’ strike or by technical factors, such

as a shift in housing finance from the building soci
eties to the banks. A fter allowing for these considera
tions, the “ underlying”  rate of sterling M-3 growth re
mained high. The banking data released for August 
were particularly discouraging in this respect, reflect
ing a rapid expansion of bank lending to finance 
personal consumption and to satisfy growing needs of 
the corporate sector.

The downward pressure on sterling also resulted 
from nervousness ahead of the publication of trade 
figures for September and October— the first fu ll fig
ures since February 1981 when the civil service pay 
dispute interrupted the compilation of data. In the 
interval, expectations for a reduction of the trade 
surplus had developed. Weakened competitiveness 
was thought likely to restrict the volume of exports, 
while import volume was expected to rebound as the 
previous sharp rundown of domestic stocks abated 
and was gradually reversed. The decline of sterling 
during 1981 was also presumed to have weakened the 
terms of trade. In the event, the actual trade figures 
confirmed a fall in the trade surplus from the excep
tional level of the winter of 1980-81, though gaps in the 
data posed greater than usual problems of interpreta
tion. Looking ahead, crude oil price reductions, which 
had taken place on a selective basis follow ing the 
breakdown of OPEC price discussions in late summer,
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added to the unfavorable outlook for Britain’s balance- 
of-payments trends.

As broad-based selling pushed the pound precipi
tously lower, the rate dropped in September to $1.7695 
against the dollar and to DM 4.10 against the mark. 
In effective terms it traded as low as 86, repre
senting a trade-weighted drop in sterling to the lowest 
levels since March 1979. At this point British policy
makers faced a choice. On the one hand, the depre
ciation of the exchange rate improved competitive
ness and brightened the outlook for a recovery of 
depressed profit margins and of investment activity. 
But, on the other hand, the fall in the exchange rate 
following the decline that had already taken place 
earlier in 1981 threatened anti-inflationary goals at a 
time when wage and price inflation was showing 
improvement. Inflation had already fallen to around
10 percent, close to rates prevailing among Britain’s 
major trading partners. Moreover, a sharp drop in 
average wage settlements had occurred which, coupled 
with productivity gains, had stabilized unit labor costs 
for the first time in a decade. A failure by the authori
ties to respond forcefully to the rapid buildup of selling 
pressures might risk accelerating sterling’s fail given 
the development of a severely adverse market psy
chology. Furthermore, domestic monetary develop
ments, particularly the expansion of bank lending, 
suggested that policy action was appropriate to avoid 
a further buildup of domestic liquidity. Thus, on bal
ance, both external and internal considerations pointed 
to the desirability of increasing United Kingdom money 
market rates.

Accordingly, in mid-September the authorities raised 
short-term interest rates sharply, under new monetary 
control arrangements that came into effect the previous 
month, first through the discount window and then by 
their operations in the bill market. In addition, the au
thorities began operating more actively in the exchange 
market as a seller of dollars. Meanwhile, interest rates 
moved lower in the United States and, as a result, Brit
ish interest rates stood above comparable U.S. in
terest rates for the first time since November 1980. 
Then, immediately following the realignment within the 
EMS, interest rates softened in a number of continental 
European countries as well so that interest differentials 
moved generally more favorably for sterling. These 
developments prompted widespread demand for ster
ling, which gathered momentum in November when the 
rally in the U.S. bond market carried over to the gilt- 
edged market and attracted foreign investors seeking 
to benefit from capital gains in addition to exchange 
rate returns. By late November the pound had recov
ered 11 percent from its lows to trade around $1.98 
against the dollar and 91.9 on an effective basis.

During December, domestic debate over the state of 
the economy intensified against the background of in
creased labor unrest. On December 2, Chancellor Howe 
announced a £5 billion increase in projected public 
spending for the 1982-83 fiscal year (April-March), mainly 
for the local authorities and for spending on employ
ment and training programs. But these measures were 
generally seen as no more than a passive adjustment 
by the government to rising unemployment and con
tinued low levels of economic activity since they did 
not imply a significant shift in the already restrictive 
stance of fiscal policy. Most private forecasters re
mained relatively pessimistic concerning the strength 
of any recovery given the lackluster prospects for gov
ernment expenditure, consumer spending, and exports. 
The rebuilding of inventories was thought to compensate 
only partly for the weakness in other areas of eco
nomic activity. In these circumstances, exchange mar
ket participants remained concerned that the govern
ment would have to relax its restrictive policies after 
all and the pound again came under selling pressure, 
with the rate slipping back 6 percent from its late- 
November highs to $1.8690 by mid-December before 
steadying around the year-end.

Sentiment toward sterling turned more optimistic 
during January. The labor situation improved, particu
larly following the unexpected decision of the miners 
not to strike and instead to accept the management 
pay offer— a development which seemed to validate 
the perseverance of the government in its overall strat
egy. The miners’ decision brightened the outlook for 
inflation to abate, and in the exchange market this 
boosted sentiment for sterling. Domestically, this 
prospect gave a lift to the capital markets and gen
erated hopes that conditions in the money markets 
would ease. In fact, a softening in short-term interest 
rates materialized and was not resisted by the authori
ties. Even so, the decline in short-term United Kingdom 
interest rates was less than reductions on the Conti
nent where the monetary authorities were taking 
advantage of some improvement in their external posi
tions to allow interest rates to decline and thus support 
their economies. As a result, interest rate differentials 
favoring sterling investments over those denominated 
in Continental currencies widened. At the same time, 
trade figures released for December were better than 
expected and the pound also benefited from oil com
pany demand. As a result, sterling held generally 
firm against the rising dollar and advanced strongly 
against the Continental currencies. By end-January the 
pound was trading at $1.8670 for a net rise of 11/2 
percent against the dollar since end-July. On an effec
tive basis, sterling stood at 91.8 for a % percent de
cline over the six-month period under review.
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Between end-July 1981 and end-January 1982 the 
foreign exchange reserves of the United Kingdom de
clined by $1.0 billion to $12.6 billion. The authorities’ 
intervention operations in the exchange market had a 
small impact on reserves as compared with other influ
ences, such as the repayments and accruals of ex
ternal public-sector borrowings and the revaluation 
losses of gold and dollar swaps against European 
currency units (ECUs) done with the European Fund 
for Monetary Cooperation (FECOM).

French franc
During late summer 1981, major elements of the eco
nomic strategy adopted by Francels new government 
were under exchange market scrutiny. The government 
had moved aggressively to reduce burgeoning unem
ployment through monetary and fiscal measures to 
stimulate consumption and investment, and it was 
pledged to a program to redistribute income and to 
nationalize major banks and industrial groups. In other 
European countries the case for a shift toward policy 
stimulus was under intense political debate, but most 
governments opted for continued monetary and fiscal 
restraint. Consequently, pessimism deepened in the 
exchange markets over the outlook for the French 
franc, since the divergence in policies was expected 
to produce a deterioration in inflation and the current 
account deficit in France while improvements were 
anticipated in some other European countries. The 
franc fell in these circumstances more rapidly than 
other European currencies against the rising dollar. 
From FF 5.8775 at end-July it plummeted to a record 
low of FF 6.1870 on August 10, while also dropping 
to the floor of the EMS. Moreover, in subsequent 
weeks as the dollar declined in the exchanges, the 
franc had difficulty keeping pace with the advance 
of the German mark and other EMS currencies against 
the U.S. currency.

The French government sought to contain the selling 
pressures on the franc during August and September 
so as not to jeopardize its domestic program. The 
Bank of France intervened heavily in the exchange 
markets, selling mainly dollars as well as European 
currencies, to keep the franc within the mandatory 
21/4 percent trading lim it against the German mark 
and occasionally also against other currencies which 
traded at the top of the join t float. The government 
also tightened exchange controls to lim it further the 
scope for leading and lagging of commercial payments 
by temporarily suspending the facility for importers to 
purchase foreign currency forward. Previously, one- 
month forward cover had been permitted except for 
importers of raw materials who were allowed up to three 
months to purchase forward exchange ahead of de-
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livery. In addition, the Bank of France raised on 
September 21 its money market intervention rates by
1 percentage point— to 191/2 percent fo r seven-day 
maturities— thereby reversing the previously easier 
tendency in domestic interest rates. However, the 
authorities did not wish to undercut the basic policy aim 
of reducing the high interest rate burden on French 
industry, and thus the government requested that the 
increase in banks’ costs be financed out of profits and 
not by raising base lending rates.

Otherwise, with respect to domestic policy, the 
government continued to address the problems of an 
economy showing only limited signs of recovery from 
more than sixteen-eighteen months of recession. Late 
in September the government presented its 1982 bud
get proposals, aimed foremost at increasing employ
ment by supporting economic activity. The budget 
provided for the creation of 70,000 new public-sector 
jobs, increased spending on private and public invest
ment, raised aid and financial incentives to industry, 
and hiked outlays on education and various social 
welfare programs. On the revenue side the imposition 
of new taxes, higher tax rates, and steps to reduce 
tax evasion fell short of the nearly 27 percent increase 
in expenditures, leaving the government with a pro
jected fiscal deficit of FF 95 billion, roughly equivalent
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to 3 percent of GNP, compared with about FF 70 bil
lion in 1981 or about 2.4 percent of GNP. The govern
ment also approved a bill nationalizing five industrial 
groups and a large segment of the private banking 
sector, with the takeover shifting approximately 750,000 
workers from private industry to the government sector.

In the exchange market, participants continued to 
be concerned about the direction of economic policy. 
They feared an adverse impact on already depressed 
business spending plans of the government’s efforts 
to nationalize and restructure industry. They were 
troubled by the prospect of a sharp rise in the fiscal 
deficit, which seemed likely if an economic recovery 
did not materialize. They worried that an expansion 
in the deficit in a short period could compromise the 
government’s growth target for the monetary aggre
gates and, thereby, risk substantially increasing infla
tionary pressures. These concerns prompted large 
flows of funds to move out of France amid growing 
speculation that the franc would be devalued within 
the EMS. The outflows of funds were reflected in a 
$3 billion decline in French foreign exchange reserves 
from $22.6 billion at end-July to $19.6 billion by end- 
September.

On October 5 the central EMS parity of the French 
franc, along with the Italian lira, was adjusted down
ward 3 percent against the Danish krone, Irish pound, 
and the Belgian franc—whose central rates remained 
unchanged— and in effect by 8V2 percent against the 
German mark and the Netherlands guilder, currencies 
whose central rates were moved upward within the 
joint float. Immediately after the EMS realignment, 
the franc traded at the top of the new band amid a 
reflow of funds that took the form of a reversal of 
commercial leads and lags and also represented a 
reflux of speculative and investment capital. As a 
result, the franc rose in tandem with the mark against 
the dollar to trade around FF 5.56 by mid-October.

In the weeks that followed, French government 
officials stated that henceforth the government would 
give the same priority to fighting inflation as to unem
ployment to ensure maximum positive effects from 
the currency realignment. The authorities acted on 
several fronts to blunt the inflationary impact of the 
devaluation of the franc. The government imposed 
temporary price controls or freezes on a wide range 
of services and food items, where prices had shown 
marked acceleration, and introduced an 8 percent 
guideline on annual increases for industrial products. 
Regarding wages, the government began discussions 
with the country’s main unions to alter cost-of-living 
provisions in future wage negotiations so as to stabi
lize real earnings. In addition, the government froze 
FF 15 billion in budgeted 1982 expenditures, while

also raising employer and worker contributions to the 
social security fund. These various measures helped 
improve the atmosphere in the domestic bond market, 
and the government, for sometime previously unable 
to issue new bonds, began to borrow successfully on 
a large scale. The government’s access to the bond 
market in financing its deficit made it possible for 
'monetary growth to decelerate and enhanced pros
pects for the monetary aggregates to stay within the
1982 range.

With the realignment in place and with policies in 
France appearing to move toward greater balance 
between the goals of combating unemployment and 
curbing inflation, the franc remained firm within the 
EMS. The impact of stimulative policies on France’s 
inflation and trade performance remained a source of 
concern. However, these issues became somewhat 
less acute, as other countries moved cautiously to 
provide stimulus to their flagging economies through 
an easing in monetary conditions and as they came 
under growing pressure to adopt programs of fiscal 
stimulus. With the divergence in policies somewhat 
less pronounced, some forecasters began to look for 
a smaller deterioration than previously expected in 
the 1982 French current account.

Moreover, nominal French interest rates remained 
relatively high— commanding a 6-7 percentage point 
premium over German interest rates— even though the 
authorities had renewed their efforts to reduce French 
money market rates in the aftermath of the EMS 
realignment. French firms sought foreign currency 
loans to finance domestic expenditures, while foreign 
official and private investors maintained and even 
increased their holdings of franc-denominated assets. 
In these circumstances, the French authorities were 
able to ease the ban on forward purchases of foreign 
currencies, allowing importers of selected basic com
modities to purchase foreign exchange up to three 
months ahead of delivery. Otherwise, exchange con
trols remained intact, limiting the scope for resident 
outflows. Moreover, France continued to be seen in 
the exchanges as less vulnerable than other Con
tinental countries to political disruptions in the Middle 
East and in Eastern Europe, a perception that helped 
bolster the franc particularly following the declaration 
of martial law in Poland in December.

For all these reasons, the franc remained firm at 
the top of the joint float even as EMS currencies as 
a group weakened against the dollar during December 
and January. By end-January the franc was trading at 
FF 5.96 against the dollar, a net decline of about VA 
percent over the six-month period under review but a 
rise of more than 3 V2 percent from its August lows. The 
relative strength of the franc enabled the Bank of France
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to acquire sufficient marks in the market to reimburse in 
advance the main part of its very short-term obligations 
to FECOM stemming from earlier exchange market in
tervention in 1981. The outstanding amount was fully 
repaid by early January in ECUs, foreign currency, and 
special drawing rights. By end-January, France's for
eign exchange reserves stood at $18.3 billion. At this 
level, France’s foreign exchange reserves were $4.3 
billion lower over the six-month period under review, 
in part reflecting these repayments as well as the re
valuation losses of gold and dollar swaps against ECUs 
done with FECOM.

Italian lira
At the beginning of August the Italian lira had fallen 
against the strongly rising dollar to stand at LIT 1,227.50. 
However, it was trading comfortably near the top of the 
EMS, holding its position firmly in relation to other Euro
pean currencies following its earlier downward adjust
ment within the joint float. The Bank of Italy had recently 
taken advantage of the lira’s position within the EMS 
to rebuild foreign currency reserves to a level of $16.5 
billion.

The relatively firm performance of the lira at that 
time reflected sizable tourist inflows which offset the 
adverse impact of Italy’s deteriorating terms of trade 
following the sharp increase in dollar prices for energy 
and other products as well as a weakening of demand 
in Italy’s principal export markets. In addition, a tight 
control on liquidity and credit at home helped shield 
the lira from high interest rates abroad. The Bank of 
Italy, as part of its continuing struggle against inflation, 
had tightened monetary policy progressively by widen
ing the scope of its ceilings on bank lending, raising 
reserve requirements, and hiking its discount rate to 
19 percent. In addition, the monetary authorities were 
changing their procedures for issuing Treasury bills 
so that the Bank of Italy could vary its purchases of 
bills according to its assessment of domestic liquidity 
needs rather than buy all unsold Treasury bills at auc
tion. Moreover, a deposit scheme had been imposed 
in May for a four-month period on purchases of foreign 
exchange for imports. This scheme, which required 
the placement with the Bank of Italy for ninety days of 
a noninterest-bearing lira deposit equal to 30 percent 
of the exchange transaction, had the effect of increas
ing the cost of payments in foreign currency as well 
as cutting into credit available for domestic purposes.

Nevertheless, there were continuing problems. In
flation was still running at a rate of 18 percent, con
siderably higher than most of Italy’s trading partners. 
The public-sector debt had continued to exceed ex
pectations despite persistent attempts at expenditure 
control. A collapse in the stock market had seriously

threatened the authorities’ long-standing efforts to 
rebuild the financial structure of Italy’s industrial 
sector. Evidence then available indicated that the 
domestic economy was weak, with industrial produc
tion still declining. The terms of trade were falling, 
as the U.S. dollar continued to climb in the exchanges 
and the traditional surplus on service income was con
tracting because of growing international debt service.

To deal with these problems, a new coalition gov
ernment led by Republican Giovanni Spadolini an
nounced that it would not rely on any further sharp 
contraction of economic activity to curb inflation. 
Instead, it would seek to contain inflationary pressures 
through a series of negotiations with business, labor, 
and various political interests aimed foremost at ad
justing Italy’s wage indexation system, the scala mo
bile. For the first time, two of the three major labor 
unions indicated a willingness to negotiate limited 
adjustments to the system. Furthermore, proposals 
were put forth for “ receding targets”  and “ norms”  for 
prices, wages, and public utility rates. At the same 
time, the government decided to extend the four- 
month-old import deposit scheme until end-February
1982. In an agreement with the European Community, 
however, it announced a phased reduction of the pro
portion of foreign exchange purchases held in 
noninterest-bearing deposits and increased somewhat 
the products exempted from the deposit requirement.

During August-September, the lira remained firm 
within the joint float even as seasonal tourist inflows 
tapered off. Italy’s trade balance was beginning to 
improve, as export volumes picked up in response to 
the earlier devaluation and as softness in the domestic 
economy held import volumes down. Although the 
weakness of the EMS bloc had pushed the lira to a 
new record low of LIT 1,268.50 against the dollar on 
August 10, the Bank of Italy was able to purchase 
sizable amounts of dollars to rebuild its reserve posi
tion through early September. These purchases were 
reflected in the $1.0 billion increase in foreign cur
rency reserves over the two months.

Late in September the lira dropped from the middle 
to the bottom of the joint float. Rumors began to cir
culate in the market that an EMS realignment would 
be broad enough to include the lira, whereas pre
viously only a limited adjustment focusing on other 
currencies was thought likely. New estimates, putting 
the public-sector borrowing requirement as large as 
12.5 percent of gross domestic product, also generated 
concern that the escalating deficit would undermine 
the efforts to curb inflation. As Italian importers moved 
to accelerate foreign currency purchases, sizable in
tervention by the Bank of Italy was required to steady 
the rate.
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On October 5 the lira was, in fact, devalued along 
with the French franc by 3 percent against the cur
rencies whose official parities remained unchanged 
and, in effect, by 8 V2 percent against the German 
mark and Dutch guilder. In public statements after the 
realignment, the Italian government stressed that it had 
not taken the initiative for the change and that the 
effect of the revaluation of the mark versus the lira, 
while insufficient to reestablish the competitive posi
tion of Italian exports to West Germany, would make 
German exports to Italy more* expensive and thereby 
add to Italian inflation in the short run.

After the EMS realignment and through end- 
November the lira, although generally trading around 
the middle of the EMS band, firmed against the dollar. 
Italian interest rates remained high while those in other 
centers were generally declining so that favorable 
interest rate differentials for the lira widened against 
most currencies. Concern remained, however, that the 
new government would not win quick agreement from 
unions and business on approaches to reduce price 
and wage pressures. Similarly, in November a record 
rise in the sca/a mobile underscored the risk that the 
gains in international competitiveness resulting from

the two devaluations would be quickly eroded by 
inflation. Thus, at times the lira came on offer and the 
Bank of Italy promptly intervened to resist declines in 
the rate, as reflected in the two-month drop of $469 
m illion in foreign currency reserves.

Beginning in late December and continuing through 
the end of January, the lira firmed to trade at or near 
the top of the EMS, even though it fell back in relation 
to the U.S. dollar along with other currencies in the 
jo in t float. The Italian trade and current accounts had 
made considerable and sustained improvement. Export 
and import volumes, as well as service income, were 
responding favorably to the depreciation of̂  the lira, 
declining real incomes in Italy, and inventory liquida
tion. Moreover, long-term capital continued to flow 
into Italy, mainly in the form of Eurodollar borrowings, 
as credit availa ility  at home remained tight. To rein
force the slowt jwn in inflation under way, the Bank 
of Italy extende J in late December the 1981 ceilings on 
growth of ban lending until the end of 1982. These 
ceilings were < ctremely restrictive in that they required 
a reduction c lending in real terms. Nevertheless, the 
lira came on >ffer on occasion, for example, when a 
bunching of )reign currency purchases entered the 
market follov ig  reductions in the proportion of trans
actions cove d by the import deposit scheme. But in
tervention b} the Bank of Italy helped the lira remain 
near the top 1 the EMS. By end-January the lira was 
trading at LI" 1,250.00 against the dollar, up 11/2 percent 
from its Aug st lows. However, over the six-month pe
riod under ri iew, the lira declined 1% percent against 
the dollar ar I 71/4 percent against the mark, in part re
flecting the esults of the October EMS realignment. 
Meanwhile, a ly’s foreign exchange reserves advanced 
$1.3 billion >ver the period to stand at $17.8 billion at 
end-Januar

European f Dnetary System
The persis nee of serious recession and high inflation 
provoked i a jor policy debates in most countries in 
the EMS o ir  the summer of 1981. Complaints intensi
fied that f gh U.S. interest rates were exacerbating 
the alread d ifficult process of adjustment by forcing 
a choice etween accepting the inflationary conse
quences c depreciation of their currencies against 
the rising < ollar or by raising interest rates in defense 
of home c rrencies and accepting a loss in economic 
output. Do lestically, pressures built up for a relaxation 
in monetar policy, for fiscal expansion— through some 
combinatk 1 of increased expenditures and tax cuts—  
or otherwi e for a change in policy emphasis. In some 
countries, such as Germany, the commitment to re
strictive p ilicies already in place remained firm. In 
other nati< ns, including Belgium and the Netherlands,
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the debate made it difficult for newly elected legisla
tures to reach agreement on a ruling government or 
on a common program. In France there was an explicit 
shift in strategy, under new leadership elected in the 
spring, in favor of reducing unemployment through 
domestic stimulus and specific job-creating measures.

In the exchange markets, expectations intensified 
during the summer and early autumn that divergent 
policies and economic trends among participating 
EMS countries— particularly Germany and France—  
would force a realignment of the joint float. These 
expectations gained strength, particularly after the 
turnaround of the dollar in August, since market par
ticipants felt that tensions within the joint float would 
more readily show through once there was greater 
scope for the mark to rise in the exchanges. In the 
event, large speculative flows emerged, imposing major 
strains on the joint float arrangement. To contain the 
selling pressures, the monetary authorities in many 
countries raised domestic interest rates. Moreover, 
EMS central banks intervened heavily during August 
and September to keep their currencies within agreed 
limits. In contrast to the spring, the intervention 
largely took the form of sales of dollars rather than 
EMS currencies. Then, on October 5 the EMS cur
rencies were realigned with the German mark and 
Dutch guilder each revalued 51/2 percent and the 
French franc and the Italian lira each devalued 3 per
cent in relation to the Belgian franc, Danish krone, and 
the Irish pound whose bilateral central rates against 
each other remained unchanged.

The new exchange rate structure and the lessening 
of strains within the EMS provided more countries than 
previously with the scope to begin lowering interest 
rates and thereby provide some monetary stimulus to 
their economies. France and Denmark permitted money 
market rates to ease, while Germany and the Nether
lands lowered official lending rates in the October- 
December period. However, the reduction of European 
interest rates lagged behind the decline of rates in 
the United States and partly for this reason EMS cur
rencies advanced against the dollar by as much as
11 to 16 percent from their August lows. In December 
when U.S. interest rates moved higher, the currencies 
of the EMS started to decline against the rising dollar 
in the exchanges. Although there were rather wide 
exchange rate fluctuations against the dollar, the con
figuration of currencies within the EMS remained com
paratively stable.

The French franc, which moved to the top of the 
band immediately after the realignment, was soon 
joined by the Dutch guilder in the upper part of the 
EMS. The guilder was supported by a current account 
surplus and improving inflation prospects in the Neth

erlands. From a deficit in 1980, the current account 
moved to a surplus of about NG 7 billion last year, 
with further improvement expected this year. The turn
around in the current account reflected delayed in
creases in the price of natural gas exports and the 
effect on imports of weak domestic investment and 
consumer demand. In addition, direct incomes policies 
pursued by the authorities in 1980 and 1981 improved 
competitiveness, with labor costs per unit of output 
lagging behind those of most other countries. Also 
contributing to the guilder’s strength in the EMS was 
the formation of a government in the autumn after 
many false starts since the general elections in May. 
The government was pledged to a program of reducing 
the fiscal deficit as a proportion of GNP, while also 
directing part of the country’s substantial gas rev
enues to specific employment-creating projects.

Even though Denmark in contrast to the Netherlands 
was running a current account deficit, the Danish 
krone also traded firmly in the upper portion of the 
joint float. Gains in export market shares and the 
depressed level of imports supported the krone by 
narrowing Denmark’s current account deficit over the 
course of 1981. The central bank also made sizable 
foreign currency payments on behalf of the govern
ment from official reserves, thereby helping maintain 
balance in the exchange market.

Trading around the middle of the EMS band was the 
Italian lira, bolstered by a contraction in Italy’s cur
rent account deficit and a tight monetary policy which 
induced long-term capital to flow in from abroad. 
Meanwhile, the Irish pound tended to fluctuate some
what below the middle of the joint float even as Irish 
domestic interest rates rose significantly. Although 
conversions of private- and public-sector foreign bor
rowings helped underpin the pound, the inflows of 
capital had difficulty keeping pace with the widening 
of the current account deficit, as a recovery in stock 
building and fixed investment from earlier depressed 
levels began to draw in imports.

The German mark, after having initially moved to 
the floor of the EMS following the October realign
ment, remained near the bottom of the joint float 
through end-1981. Accordingly, EMS central banks 
were able to purchase marks in the exchanges to cover 
liabilities incurred earlier in the year to FECOM. 
Together with the mark at the bottom of the EMS was 
the Belgian franc, pushed lower by concerns over 
Belgium’s large and protracted budget and current 
account deficits. After elections in November, expec
tations built up that a downward adjustment of the 
franc within the EMS would occur. As selling pres
sures intensified in late November-early December, 
the Belgian National Bank supported the franc at the
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floor of the 2!4 percent band through increasingly 
heavy sales of foreign currency. The authorities also 
raised the discount rate and the Lombard rate each by
2 percentage points to 15 percent and 17 percent, 
respectively, effective December 11 and enforced other 
measures making it prohibitively expensive for non
residents to speculate against the franc. Then, over 
the December 13-14 weekend, a new government was 
formed, pledged to restrain wage increases under the 
wage indexation system and to curtail the budget defi
cit. With the new government providing grounds for a 
more effective approach than previously to reducing 
government expenditures and lowering the costs of 
industry, market sentiment toward the Belgian franc 
improved.

After the new year, as the currency bloc declined 
against the dollar, the configuration of currencies 
within the EMS shifted somewhat, but without imposing 
new strains on the joint-flbat mechanism itself. As 
before, the Dutch guilder and the French franc re
mained strong within the joint float, and the authorities 
in both countries were able to lower interest rates in 
line with reductions in Germany. The Italian lira also 
traded at the top of the band as the authorities kept 
interest rates high. The Danish krone slipped lower in 
the middle of the band in response to projections of a 
widening in Denmark’s current account deficit in 1982, 
and the authorities, unable to take advantage of the 
tendency for major European interest rates to come 
down, tightened money market conditions instead.

The German mark moved higher in the joint float 
even as the Bundesbank, acting to stimulate domestic 
demand, lowered on January 21 the special Lombard 
rate for the third time in six months. As the mark 
moved higher and as debate within Ireland over eco
nomic policy intensified, the Irish pound came under 
modest pressure and moved into the lower half of the 
EMS band. For its part, the Belgian franc traded 
steadily at the bottom of the EMS and the authorities 
cut the discount rate effective January 7 by 1 percent
age point to 14 percent and the Lombard rate by 2 per
centage points to 15 percent. The authorities did not, 
however, further reduce lending rates when the 
Bundesbank acted on January 21 to cut its official 
lending rate. By the end of January the EMS currencies 
had relinquished much of the gains recorded against 
the dollar in the autumn months to end the six-month 
period about 11/2 percent to 101/4 percent higher against 
the U.S. currency from their August lows.

Canadian dollar
The Canadian dollar was heavily on offer in mid-1981, 
dropping on August 4 to a fifty-year low of Can.$1.2445 
(U.S.$0.8035). The decline reflected market concerns

over the balance-of-payments implications of Canadian 
energy policy, constitutional issues, and persistent in
flation.

The main focus of exchange market attention was 
Canadian energy policy announced in autumn 1980, 
especially the establishment of incentives for explora
tion and development of domestic energy which favor 
Canadian ownership, and an ensuing dispute between 
the federal government and Alberta over energy pricing 
and taxation. By mid-1981, the “ Canadianization”  pol
icy had stimulated sales of foreign-owned energy com
panies and outflows of capital. Moreover, the policy 
was seen as threatening the inflows of investment capi
tal needed to offset the traditional current account 
deficit and to provide capital required to develop Ca
nadian energy reserves and other economic resources. 
Also, to press their position in the dispute with the 
federal gr ^eminent, the provincial authorities in Al
berta ha i cut oil production temporarily within the 
provincr, increasing Canada’s short-term dependence 
on impeded crude oil.

Other factors beyond the energy problems weighed 
on marl et sentiment in early August. Strong upward 
pressure on Canadian prices and wage costs had con
tinued through the first half of 1981 in contrast to the 
United States where improvement on the inflation front 
had begun to appear. The move to “ patriate”  the Ca
nadian constitution by the federal government led to 
legal challenges by provincial governments at a time 
when relations were already strained by the energy 
issues. Earlier in the summer, the traditional interest 
rate differentials in favor of the Canadian currency 
nearly disappeared at times when short-term U.S. rates 
climbed sharply.

Against this background, the Canadian dollar had 
become increasingly vulnerable, dropping sharply at 
the end of July and the first week of August. The 
authorities took several actions in response. The Bank 
of Canada intervened heavily to support the rate and, 
by end-July, Canadian foreign currency reserves had 
declined to $748 million. It also drew $700 million in 
July and $500 million in August under the $3.5 billion 
standby facility with domestic chartered banks to re
plenish reserves. At the end of August total borrowings 
under the facility stood at $1.5 billion. Beginning in late 
July, the Bank of Canada aggressively pushed up in
terest rates. In roughly three weeks, short-term rates 
jumped by about 3 percentage points, restoring sub
stantial interest rate differentials in favor of Canadian 
assets by early August. In addition, the Canadian Min
istry of Finance asked commercial banks to reduce 
their lending to corporations for purposes of financing 
buyouts involving foreign currency conversions.

In the wake of these actions, the Canadian dollar re-
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bounded in the exchanges. Also during August, expec
tations developed that a compromise would soon be 
reached between the federal and provincial govern
ments on the troublesome issues of pricing, taxation, 
and revenue sharing in the energy field. On Septem
ber 1, an agreement was in fact announced which pro
vided for the rapid move of domestic oil prices toward 
world market levels, helping alleviate exchange mar
ket concern that the government’s policy would lim it 
future energy development. With agreement now 
reached, chances increased that several major oil 
exploration projects that had been suspended in earlier 
months would be resumed. Also, Alberta moved to re
store oil production cutbacks, easing Canadian needs 
for imported crude. A compromise on revenue sharing 
was also achieved, providing for increases in federal 
revenues. Under these circumstances, and with the 
U.S. dollar generally in decline, the Canadian dollar re
covered substantially after mid-August to Can. $1.1929 
by September 3. The Bank of Canada was a net pur
chaser of U.S. dollars during August-September and 
repaid $700 million of the $1.5 billion in credits drawn 
during the summer.

The Canadian dollar then steadied to trade in a 
fa irly narrow range, easing back slightly on balance 
through the remainder of September and October. 
The Bank of Canada, stressing its view that reduction 
of inflation was crucial to a return to healthy economic 
growth and external balance, resisted declines in Ca

nadian interest rates as large as those then developing 
in the United States. Nevertheless, a sudden increase 
in unemployment in September and other signs of de
veloping economic slack led to questions in the market 
as to how much longer the authorities could maintain 
their policies of restraint even though there was no 
evidence of a slowing of inflation. Moreover, the Cana
dian trade surplus had weakened through the summer, 
pushing the current account more deeply into deficit. 
The Bank of Canada was a net purchaser of U.S. dol
lars during these two months. It paid down $200 million 
in borrowings from domestic banks, and by the end of 
October foreign currency reserves stood at $1,270 
million.

During November, the Canadian dollar climbed 
about 2 percent as the U.S. dollar declined against 
most major currencies and as several factors shifted 
in favor of the Canadian dollar. The Bank of Canada 
responded to the continued decline in U.S. interest 
rates by lim iting the fall in Canadian interest rates. 
As a result, interest rate differentials favorable to the 
Canadian dollar widened, spurring borrowings abroad 
especially by public authorities. As the exchange rate 
rose, borrowers moved to accelerate conversions of 
foreign currency. The government also introduced a 
generally restrictive 1982 federal budget to Parlia
ment. The exchange market was impressed that mone
tary and fiscal policy in Canada continued to be 
directed toward control of entrenched inflationary pres
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sures. At about the same time, new oil and gas 
finds in the Beaufort Sea seemed to improve the 
chances of achieving the Canadian goal of energy 
self-sufficiency by 1990. Also, Prime Minister Trudeau 
announced in early November a compromise agree
ment, with all provinces except Quebec approving 
“ patriation” of the Canadian constitution.

By November 30, the Canadian dollar had reached 
Can.$1.1761 (U.S.$0.8503), its highest level in over a 
year. With the Canadian dollar strengthening sharply, 
the Bank of Canada bought U.S. dollars in the ex
change markets. During November, the government 
finalized a $300 million medium-term loan from the Saudi 
Arabian Monetary Agency. In total, Canadian foreign 
currency reserves rose $1.75 billion during the month 
and stood at $3.0 billion at the month end. In November 
and December the Bank of Canada repaid the final 
amounts borrowed to finance intervention during the 
summer.

In December and January, with U.S. interest rates 
rising, concern developed that Canadian interest rates 
would not increase sufficiently to maintain interest rate 
differentials. Successive monthly figures on unemploy
ment confirmed the weakness of the Canadian econ

omy and triggered a debate over fiscal and monetary 
policy. The restrictive tone of the 1982 budget had 
generated substantial domestic criticism, and many 
analysts were predicting that the Canadian economy 
had by then entered its worst recession of the postwar 
period. Yet inflation had not decelerated and wage 
settlements continued above 12 percent at a time when 
the United States was showing progress in both of 
these areas. In the event, Canadian interest rates 
drifted slightly lower, and favorable differentials, which 
at their peak had been over 5 percentage points, nearly 
evaporated by the end of January. Capital inflows ta
pered off and the Canadian dollar dropped back to 
Can.$1.1988.

Thus, by the end of January, the Canadian dollar 
was trading about 2 percent below its end-November 
highs but still nearly 3 percent above its lows reached 
just after the opening of the period. The Bank of 
Canada was a net seller of U.S. dollars, so that 
Canadian foreign currency reserves declined in Janu
ary to stand at $2.9 billion. Even so, over the six- 
month period, Canadian foreign currency reserves in
creased $2.2 billion and all drawings on the standby 
facility with domestic chartered banks were repaid.
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February-April 1982 Interim Report 
(This report was released to the Congress 
and to the press on June 4,1982.)

Treasury and Federal Reserve 
Foreign Exchange Operations

A combination of wide interest rate differentials favor
able to dollar-denominated assets and a relatively more 
positive attitude toward economic and political pros
pects for the United States than for other countries 
moved the dollar higher in the exchange markets 
through mid-April. Thereafter, though the dollar weak
ened substantially, it nonetheless ended the February- 
April period under review higher on balance against all 
major currencies except the German mark, which bene
fited from a positive shift in market sentiment and 
strengthened across the board.

The dollar’s advance through mid-April partly re
flected a reassessment of the U.S. interest rate out
look. With the drop in economic activity in the United 
States, market participants had expected some decline 
In U.S. short-term interest rates and an erosion of 
the impressive interest rate advantage on dollar- 
denominated assets. Instead, money growth surged 
early in 1982 while economic activity was contracting. 
Although part of the bulge in money growth was 
thought to be short term and reversible in nature, part 
also reflected less technical factors such as increased 
precautionary demands by individuals. With the Federal 
Reserve restraining the supply of bank reserves to pre-

A report by Sam Y. Cross, Senior Vice President in charge of the 
Foreign Group of the Federal Reserve Bank of New York and Manager 
of Foreign Operations for the System Open Market Account.

vent the narrow monetary aggregate (M-1) from staying 
persistently above the 2 V2SV2 percent 1982 annual 
growth target, short-term interest rates moved higher. 
The rise was interrupted in late February when the de
mand for money and credit declined. But then, in 
March, expectations of another spurt in money growth 
during April exerted renewed upward pressures on 
short-term rates. Meanwhile, long-term interest rates 
did not move lower in the face of declining economic 
activity essentially because of concerns that Federal 
Government deficits would burgeon in the years ahead 
to the point of exerting major strains on the financial 
markets, particularly once the economy begins to ex
pand again.

Abroad, interest rates in most countries did not show 
increases and in many cases even declined. Monetary 
authorities faced persistent stagnation in their domestic 
economies and record unemployment. The widespread 
lowering of European interest rates in January left 
market participants with the impression that economic 
policy priorities were shifting somewhat in favor of 
providing economic stimulus as opposed to concentrat
ing as heavily as before on the anti-inflation fight. Talk 
spread in the market that some foreign authorities 
might even impose capital or foreign exchange con
trols so as to permit a cut in their interest rates without 
incurring depreciations of their currencies against the 
dollar. Such measures were not undertaken but, during 
March, many foreign central banks did reduce their
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official lending rates or otherwise facilitated an easing 
in domestic monetary conditions. As a result, interest 
differentials in favor of the dollar remained large, con
tinuing to attract funds into dollar-denominated assets.

Meanwhile, exchange market sentiment toward the 
dollar was bolstered by the rapid ebbing of U.S. infla
tion. As measured by the consumer price index, the 
inflation rate dropped several percentage points in 
the early months of 1982 to about 3 percent at an 
annual rate, while inflation abroad either declined by 
less or in some cases even accelerated. To be sure, 
part of the improvement reflected recession-induced 
(and therefore more readily reversible) price declines 
in food, in energy, and in other raw materials, while 
the dollar’s appreciation in the exchange market also 
played a role by tempering import costs. But a de
cided moderation in wage settlements was also taking 
place in the United States, and many in the exchange 
market saw reason to hope for more lasting changes 
in attitudes and in behavior on the part of both busi
ness and labor, with the prospect of further progress 
on inflation ahead.

Further supporting the dollar was the perception that 
the worldwide recession was harming the U.S. trade 
balance and investment activity less than that of many 
other countries. While the weakness in the U.S. econ
omy had previously led analysts to scale back the fore
cast deterioration in the U.S. current account, a swing 
into deficit was nonetheless widely expected. How
ever, the current account remained in surplus early 
in 1982, as sharply lower oil prices, a fall in import 
volumes, and large net services earnings more than 
offset the deterioration in manufactured exports.

At the same time, international investors felt that 
political stability and the long-term business climate 
in the United States provided a strong inducement to 
continue investing in U.S. assets despite the higher 
level of the dollar in the exchanges. Already in 1981, 
reversing a long-standing pattern, foreign direct in
vestment in this country actually exceeded U.S. direct 
investment abroad by some $12 billion. Tax incentives, 
regulatory reforms, and the prospect of policy con
tinuity in support of market mechanisms continued to 
underpin foreign direct investment while also encourag
ing sizable flows into U.S. stocks and bonds. Moreover, 
geopolitical tensions from time to time brought the 
dollar into demand as a “ safe haven” for more liquid 
forms of capital as well.

The downturn in world economic activity seemed to 
weigh especially heavily on economies abroad and 
served to heighten competitive tensions. To be sure, 
the sharp decline of the Organization of Petroleum 
Exporting Countries (OPEC) surplus had its counter
part in lower current account deficits among the in-

Tab le  1
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Reciprocal Currency Arrangements
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dustrial countries, but the distribution of the benefits 
was proving highly uneven. Moreover, even those 
countries with improving balance-of-payments trends, 
such as Germany and Japan, were not expected to 
sustain a rapid growth of their exports. Constraints on 
expanded trade with Eastern Europe developed in the 
wake of the Polish payments crisis, while previously 
rapid growth markets in Asia had slowed. The growth 
of import demand by OPEC dwindled as oil-producing 
countries grappled with lower oil revenues. In addition, 
the threat of major protectionist measures clouded 
industrial country relations, particularly those affect
ing Japan. At the same time, however, in nearly all 
countries overseas (more dependent on trade than 
the United States for a large portion of gross national

-0 - + 0 .7  -0 -

- 4 1 0 .8  — 1,159.3 + 8 4 0 .3
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product), the anemic state of domestic demand trig
gered greater efforts by domestic enterprise to sell in 
external markets and consequently competitive pres
sures were strong.

In these circumstances the realignment of the Euro
pean Monetary System (EMS) in February raised ques
tions in private and official circles about the relative 
competitiveness of member economies, about the du
rability of the new parities, and about the cohesion 
of participating states in the joint float arrangement. 
Indeed, almost immediately after the February 20-21 
weekend when the central rates of the Belgian franc 
and Danish krone were adjusted downward by 8V2 and 
3 percent, respectively, speculation developed that the 
EMS would again be realigned. Selling pressures fo
cused on currencies of countries where the policy 
design or the economic-social setting was thought by 
the market to impede the fight against inflation and 
the efforts to regain equilibrium in the balance of pay
ments or to put public-sector finances on a sounder 
basis. The speculative selling pressures— most in
tense against the French franc, the Belgian franc, and 
the Italian lira—tended to moderate by early April 
following official actions to raise interest rates and 
restrict capital outflows. In addition, foreign monetary 
authorities intervened heavily as sellers of dollars and, 
to a lesser extent, of currencies that traded at the 
top of the joint float. Even so, the EMS currencies 
declined substantially against the dollar.

In response to these various factors, therefore, from 
end-January to mid-April the dollar gained as much as 
8 percent against the Japanese yen, 6% percent 
against sterling and the Swiss franc, about 3 V2 percent 
against the German mark, and nearly 3 percent against 
the Canadian dollar to approach levels close to the 
peaks registered in August 1981.

In the latter half of April, however, traders and in
vestors began to assess the dollar’s prospects less 
favorably and dollar exchange rates declined. The 
latest economic statistics gave virtually no sign of an 
end to recession, eroding hopes that a perceptible re
covery in U.S. business activity was likely in the near 
term. With production, employment, and incomes prov
ing weaker than once anticipated, grounds developed 
for expecting the April bulge in M-1 to unwind quickly, 
thereby lessening the need in the view of market par
ticipants for an immediate squeezing of the availability 
of bank reserves under the Federal Reserve’s mone
tary policy approach. For a brief period, also, optimism 
developed in the exchange markets of an early com
promise on measures to bring projected Federal defi
cits in fiscal year 1983 and beyond under better con
trol. Consequently, though market participants re
mained sensitive to the many forces underpinning the

high level of U.S. interest rates, the balance of ex
change market opinion swung toward the view that 
interest rates in this country could drop, perhaps sub
stantially, in the ensuing months. And, in fact, U.S. 
interest rates did decline toward the month end.

At the same time, market participants were dis
appointed that U.S. mediation efforts were unable to 
avert a military conflict between Argentina and the 
United Kingdom and expressed concern that U.S. re
lations with Latin America might deteriorate in view of 
the U.S. alliance with Britain. Paralleling the sense of 
disappointment over U.S. leadership in the foreign 
arena was a lessening of confidence in U.S. economic 
management on the domestic front, as hope for an 
early and satisfactory solution to the budget deficit 
faded amid drawn-out and inconclusive discussion and 
negotiations.

The market’s more cautious assessment of the dollar 
coincided with a favorable shift in sentiment toward 
the German mark. In Germany, progress toward curbing 
inflation was underscored by moderate wage settle
ments negotiated with the pace-setting metalworkers 
union. Publication of a record postwar monthly trade 
surplus for March appeared to confirm the consider
able improvement under way in Germany’s balance-of- 
payments position both in relation to earlier trends 
and in relation to other industrial countries. Within the 
EMS the mark had already been strong for more than 
a year, and with these developments the German cur
rency strengthened against the dollar as well.

In these circumstances the dollar fell back against 
all major currencies in late April. It closed the three- 
month period under review, down about V2 percent 
against the German mark. In relation to other curren
cies, however, the dollar remained more resilient and 
ended the period higher, on balance, by about 2 per
cent against the Canadian dollar, 2 V2 percent against 
the Japanese yen, 3 percent against sterling, and 41/2 
percent against the Swiss franc.

During the period, the Trading Desk did not inter
vene for the account of the U.S. Treasury or the Fed
eral Reserve. The Desk continued its long-standing 
practice of intervening as agent for other central banks 
from time to time in the New York market.

In other developments, the Mexican government de
valued the peso in February and for a time the peso 
benefited in the exchanges from a reflux of funds. 
However, selling pressures again built up, and in late 
April the government announced a stabilization pro
gram to improve the policy framework for dealing with 
the country’s inflation and balance-of-payments prob
lems. Mexico’s international reserve position was under 
strain during the period and, to help meet a temporary 
reserve need, the Bank of Mexico requested and was
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granted a $600 million drawing on its $700 million 
swap line with the Federal Reserve. The funds were 
drawn on April 30 and repaid shortly after the close of 
the period under review.

In the three-month period from February through 
April, the Federal Reserve and the Treasury general 
account realized no profits or losses from exchange 
transactions. The Exchange Stabilization Fund gained 
$0.7 million in connection with the sale of foreign

currency to the Treasury general account to finance 
interest payments on foreign currency-denominated 
securities. As of April 30, valuation losses on outstand
ing foreign currency balances were $410.8 million for 
the Federal Reserve and $1,159.3 million for the Ex
change Stabilization Fund. The Treasury general ac
count had valuation gains of $840.3 million related to 
outstanding issues of securities denominated in for
eign currencies.
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A PRIMER ON INFLATION

This 12-page booklet is intended to provide an outline 
of the inflationary process by defining it, identifying its 
root causes, examining how it is transmitted, and dis
cussing some alternatives for dealing with it.

A Primer on Inflation is written primarily for high 
school seniors and college students studying introduc
tory economics, and nonprofessional observers of 
economic affairs.

It is available free of charge from:

Public Information Department 
Federal Reserve Bank of New York 
33 Liberty Street 
New York, N.Y. 10045

--------------------------------  _
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February-July 1982 Semiannual Report 
(This report was released to the Congress 
and to the press on September 15, 1982.)

Treasury and Federal Reserve 
Foreign Exchange Operations

The dollar was generally strong during the February 
through July period of this review. It climbed irregu
larly through the first half of the year, reaching by 
early July levels against several currencies not seen 
in many years. Although the dollar eased back from its 
highs during the last weeks of July, it closed on bal
ance between 4 and 16 percent higher against major 
foreign currencies.

For much of the period, market participants focused 
on monetary policy developments here and abroad, 
though the movement of interest rate differentials had 
less impact on dollar exchange rates than in many ear
lier periods. In the United States, money growth was 
strong even as the economy contracted and an unex
pectedly large bulge in the monetary aggregates in Jan
uary pushed M-1 growth above its targeted range. Mar
ket participants anticipated that the Federal Reserve 
would tighten up on the availability of banks’ reserves, 
thereby restraining the growth of money and credit even 
though concern was mounting over recession in the 
United States. Also, the prospect of continued large 
U.S. fiscal deficits, even after the economy was pro
jected to emerge from recession, put pressures on the 
financial markets. Abroad, monetary authorities faced 
even more prolonged weakness of their domestic econ
omies than experienced in the United States as well

A report by Sam Y. Cross. Mr. Cross is Executive Vice President in 
charge of the Foreign Group of the Federal Reserve Bank of New 
York and Manager of Foreign Operations for the System Open 
Market Account.

as persistent inflationary pressures and structurally 
large fiscal deficits. Pressures to stimulate demand 
and to lower record or near-record rates of unemploy
ment were intense. Expectations developed in the mar
ket that foreign authorities not only would be reluctant 
to raise their interest rates but would also take advan
tage of opportunities to relax their financial policies, at 
least in some measure.

In general, interest rate developments tended to 
confirm these expectations through the first half of 
the year. With the Federal Reserve restraining the 
growth of bank reserves, short-term U.S. interest rates 
were bid up sharply in March and again in June in 
anticipation of a renewed expansion in the monetary 
aggregates. When dollar interest rates rose, interest 
rates for assets denominated in other currencies barely 
increased. On those occasions when the demand 
for money and credit subsided and U.S. interest 
rates eased, such as in late February and late April- 
early May, interest rates abroad also tended to soften 
and some foreign central banks reduced official lend
ing rates. Moreover, in view of improvements in infla
tion and balance-of-payments performances, some 
countries, notably Germany and the Netherlands, were 
prepared at times to see a lowering in their domestic 
interest rates even without comparable declines in 
U.S. interest rates. As a result, there was a tendency 
through June for actual and expected interest rate 
differentials favoring the dollar to widen when U.S. 
interest rates moved higher by more than the differ
entials narrowed when U.S. rates moved lower.
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Table 1

Federal Reserve Reciprocal Currency Arrangements
In m illions of dollars

Institution Amount of facility  July 31, 1982

Austrian National B a n k ......... 250

National Bank of Belgium . . . 1,000

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

National Bank of Denmark . . 250

Bank of E n g la n d ...................... 3,000

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

German Federal B a n k ........... 6,000

Bank of I t a ly ............................. 3,000

Bank of J a p a n .......................... 5,000

Bank of M e x ic o ........................ 700

Netherlands B a n k .................... 500

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

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

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

Bank for International Settlements:

4,000

Swiss fra n c s -d o lla rs ........... 600

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

Total ............................................ 30,100

Chart 1

The Dollar Against Selected 
Foreign Currencies

Percent

1981 1982

Percentage change of weekly average bid rates 
for dollars from the average rate for the week of 
June 29-July 3, 1981. Figures calculated from 
New York noon quotations.

Meanwhile, several other factors supported the de
mand for dollars. Underpinning the dollar was growing 
evidence that inflation was receding in the United 
States. To be sure, market participants had concerns 
about the stance of fiscal policy, including fears that 
pressures would arise on the Federal Reserve to relax 
monetary policy prematurely and thereby dissipate the 
hard-won gains in the anti-inflation fight. But, for the 
time being, market participants were generally im
pressed by the commitment to reduce the role of govern
ment in the private sector, by the steadfastness of the 
U.S. monetary authorities in sticking with restrictive pol
icies, and by the results achieved so far. Wage settle
ments proved surprisingly moderate, with some unions 
accepting pay cuts to prevent or cushion declines in 
employment, and many union settlements actually sus
pended or otherwise modified even the principle of 
cost-of-living increases. Forecasters anticipated that, 
even if food and energy prices were to increase again, 
the overall U.S. inflation rate would decelerate substan
tially for the year as a whole. Inflation in this country 
was therefore moving well below that of most U.S. 
trading partners and was rapidly converging toward 
the performance of traditionally “ low inflation”  coun
tries, such as Germany, Japan, and Switzerland.

Also, the deepening international recession, an 
abrupt stagnation in the volume of world trade, and 
a buildup of pressures for protectionist measures af
fected the United States less adversely than many 
other countries. Confounding expectations of a swing 
into deficit, this country’s current account remained 
in surplus. Import volumes, particularly of crude oil, 
declined sharply in response to the recession in the 
economy and continued reaction to previous oil price 
increases, while agricultural exports and the per
formance of services, most notably net investment in
come earnings, remained strong. Also, a softening of 
most commodities prices and the strengthening of the 
dollar led to an improvement in the terms of trade 
which helped hold down the total cost of imports. At 
the same time, further improvements in the current 
accounts of Germany and Japan were stalled by the 
weakening global demand for manufactured goods, as 
well as the slowdown of previously buoyant markets 
in Asia and in Organization of Petroleum Exporting 
Countries (OPEC) member states. Indeed, the more 
pessimistic outlook for growth of world trade height
ened competitive pressures particularly for those 
countries in which trade is a major component of 
gross national product (GNP).

In addition, the United States continued to prove 
attractive to foreign investors. For one thing, economic 
policies of the United States embodied a clear anti- 
regulatory posture and a strong commitment to private
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enterprise which, combined with a relatively flexible 
structure of management-worker relations, served as 
an inducement to foreign direct investment in the 
United States. The domestic political and economic 
climate in many other parts of the world, including 
continental Europe and Canada, was often more un
certain for business and financial investment. In the 
first six months of 1982, foreign direct investment in 
the United States continued to exceed U.S. direct 
investment abroad. For another, the United States in
creasingly came to be viewed as a safe haven for 
investors seeking outlets for funds at a time of mount
ing international insecurity. Instability in Eastern Eu
rope and open hostilities in the Middle East were 
thought to have more serious economic and political 
implications for many countries abroad than for the 
United States. These international tensions posed dif
ficult policy issues for authorities already grappling 
with divisive domestic problems, underlining in the 
market’s view the difficulties foreign leaders confronted 
in dealing with the numerous challenges before them. 
These uncertainties therefore prompted sizable net 
flows of long-term portfolio capital into the United 
States that, to some extent, had their counterpart in 
outflows from Germany and Japan.

Several of the factors underpinning the dollar co
alesced in early June. Hostilities in Lebanon ^inten
sified, other developments in the Middle East were 
temporarily unsettling, the financial markets in the 
United States were wary of a renewed bulge in the 
monetary aggregates, and market speculation built up 
that competitive pressures would soon force a realign
ment of the European Monetary System (EMS). In the 
event, the EMS was realigned over the June 12-13 week
end, following an earlier adjustment of parities in Feb
ruary. This time-intense bidding pushed the dollar up, 
not only against the currencies that had been devalued 
German mark which had just been revalued and against 
in the joint float, but also and unexpectedly against the 
non-EMS currencies as well. With the dollar rising 
sharply in unsettled markets, the U.S. authorities inter
vened on June 14 in an effort to restore orderly trading 
conditions. Operating through the Trading Desk, they 
bought $21 million equivalent of German marks and $9 
million equivalent of Japanese yen. This operation pro
vided resistance to the rapid run-up in dollar rates and 
helped restore more orderly trading conditions.

In July dollar interest rates dropped sharply. The 
domestic economy was proving far weaker than ex
pected, with worrisome declines in production and 
increases in unemployment. Though corporate balance 
sheets remained generally strained by the burden of 
short-term debt, overall credit demands slackened in 
response to the continuing stagnation in demand and

output. Moreover, the growth of the monetary aggre
gates, for the first time in 1982, slowed sufficiently to 
bring M-1 into target range and, with short-term interest 
rates softening, the Federal Reserve twice announced 
cuts in its discount rate of V2 percentage point from 12 
to 11 percent by end-July. Abroad, interest rates did 
not decline by nearly as much. The process of winding 
down inflationary pressures had stalled. Although eco
nomic conditions generally had deteriorated further as 
the recession deepened, only in a few countries such 
as Great Britain and France did the authorities con
tinue the earlier trend toward an easing of monetary 
policy, and short-term interest rates in most foreign in
dustrial countries were either unchanged or moved 
somewhat higher. Thus, interest rate differentials nar
rowed dramatically, for example, from W 2 to 4 per
centage points vis-a-vis the German mark and from 91/2 
to 5% percentage points against the Japanese yen.

The dollar weakened only slightly, however. Market 
participants recognized that there continued to be im
portant reasons other than interest rates for buying and 
holding dollars. In addition, by this time market par
ticipants were shoring up their liquidity positions in 
dollars as a precaution against any funding difficulties 
that might arise in the wake of the deteriorating finan
cial positions of major private and public-sector bor
rowers. Some problems had arisen affecting U.S. banks 
and other financial concerns, as in the cases of Drys- 
dale Securities and Penn Square Bank, as well as pri
vate institutions abroad. Still other difficulties re

London in te rb a n k ^ -*  
sterling '

Chart 2

Selected Interest Rates
Three-month m aturities*

Percent 
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*W e e k ly  averages of daily rates.
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lated to the sovereign debts of various countries in
cluding major borrowers in Eastern Europe and Latin 
America. Among market participants the feeling pre
vailed that, while individual U.S. institutions were vul
nerable to serious financial strains, they were as a 
group in a better position to cope with international 
financial pressures than nondollar-based institutions.

By end-July the dollar was off the highest levels of 
the period. Compared with end-January levels, it was 
still about 41/2 percent higher on balance against the 
Canadian dollar and the German mark, nearly 7 per
cent higher against pound sterling, and about 11 per
cent higher against the Japanese yen and the Swiss 
franc. Against the currencies within the EMS that had 
been devalued, the dollar rose on balance between 9 
percent and 16 percent. On a trade-weighted basis the 
dollar rose nearly 10 percent.

During the period, the Bank of Mexico requested 
and was granted three drawings on its swap line under 
the Federal Reserve’s reciprocal currency arrange
ments. The drawings were made at end-April, end- 
June, and end-July, each for one-day maturity.

On May 12 and July 26 the U.S. Treasury redeemed 
further maturing German mark-denominated securities 
equivalent to $1,011.6 million. After these redemp
tions, the Treasury had outstanding $3,069.1 million 
equivalent of the foreign currency notes, public series, 
which had been issued in the German and Swiss mar
kets with the cooperation of the respective authorities 
in connection with the dollar-support program of No
vember 1978. Of the notes outstanding as of July 31, 
1982, a total of $2,610.6 million was denominated in 
German marks and $458.5 million was denominated in 
Swiss francs. The maturity dates for those securities 
range between September 1, 1982 and July 26, 1983.

In the seven months through July 1982, the Federal 
Reserve had no gains or losses on its foreign currency 
transactions. The Exchange Stabilization Fund (ESF) 
gained $15.7 million net in connection with sales of 
foreign currencies to the Treasury general account 
which the Treasury used to finance interest and prin
cipal payments on foreign currency-denominated se
curities. The Treasury general account gained $133.1 
million net, reflecting $137.3 million of profits on the 
redemption of German mark-denominated securities 
partially offset by $4.2 million of losses as a result of 
annual renewals at current market rates of the agree
ment to warehouse with the Federal Reserve Swiss- 
franc proceeds of Treasury securities. As of July 31, 
1982, valuation losses on outstanding balances were 
$617.4 million for the Federal Reserve and $1,382.2 
million for the ESF. The Treasury general account had 
valuation gains of $722.2 million related to outstanding 
issues of securities denominated in foreign currencies.

German mark
By late 1981-early 1982 Germany’s economic situation 
had improved in major respects. Germany’s export sec
tor was enjoying boom conditions aided by improved 
competitiveness, which partly reflected the mark’s pro
longed depreciation against the dollar, and by excep
tional buoyancy in OPEC markets. Meanwhile, import 
demand was sluggish, reflecting stagnation in the do
mestic economy. This combination generated a surplus 
in the current account in the fourth quarter of 1981 and, 
for the year as a whole, produced a dramatic narrowing 
of the deficit from DM 30 billion to DM 17 billion. Infla
tion, after peaking at an annual rate of 6.7 percent in 
October 1981, slowed markedly in response to softer 
international commodities prices, a flattening-out of 
unit labor costs, and the impact of economic slack on 
wage-price behavior. Greater progress by Germany 
than by most other countries in gaining balance-of- 
payments equilibrium and in the fight against inflation 
had for some time kept the mark strong within the 
EMS. Therefore, even as the German currency de
clined against the dollar to trade around DM 2.3420 
at end-January, it tended to stabilize in effective terms. 
The authorities felt able to begin a cautious easing of 
monetary policy without incurring highly adverse ex
change rate consequences and, beginning October
1981, lowered the Lombard rate three times from 12 
percent to 10 percent by late January. Looking ahead, 
many exchange market participants expected the 
authorities would gain more room for maneuver, par
ticularly once U.S. interest rates dropped from their 
high levels and large interest differentials adverse to 
the mark began to narrow.

Despite these achievements, however, major eco
nomic problems persisted and were reflected to a large 
extent in the weak performance of the capital account. 
Domestically, nonwage labor costs remained high and 
the role of the government in the economy expanded 
despite efforts to consolidate the fiscal deficit. These 
trends were thought to imply a loss of private initiative 
and decision making. They also generated worries in 
the private sector about Germany’s medium-term 
growth prospects in view of the potential need for future 
increases in taxes and the growing burden of social 
benefit programs. Internationally, there were height
ened tensions in Poland, especially following the im
position of martial law, a general deterioration in East- 
West relations, and renewed hostilities in the Middle 
East as well as in some of the world’s other trouble 
spots. Many of these developments generated impor
tant disagreements at the policy level and drew atten
tion to divisions within the ruling coalition government. 
In an environment of political and economic uncer
tainty, large net flows of private direct investment and
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long-term portfolio capital moved from Germany to 
other countries, particularly the United States. The 
pressure of long-term capital outflows intensified 
when, contrary to expectations, U.S. money growth 
accelerated early in the year even as the U.S. do
mestic economy was contracting. As short-term U.S. 
interest rates moved higher, opening up interest dif
ferentials adverse to the mark to about 6V2 percentage 
points by mid-February, capital flowed out of Germany 
more heavily than before.

Meanwhile, Germany’s current account performance 
in January and February suffered a serious setback. 
The services balance reverted to sizable deficit, partly 
as the result of growing investment income outflows 
and mounting interest payments on public-sector bor
rowings. Also, the trade surplus narrowed substan
tially, underscoring the many risks to sustained, rapid 
export growth which had begun to develop. There 
were constraints presented by the financing problems 
of Eastern European countries, the decline of the 
OPEC surplus and oil revenues placed limits on pre
viously expanding markets, and many large industrial 
economies were becoming locked into a pattern of do
mestic stagnation. By comparison, in the United 
States, recession-induced declines in import demand 
kept the current account in surplus when a deficit was 
expected, and forecasters began to assess the outlook 
for U.S. balance-of-payments performance more favor
ably. In view of the unexpected deterioration relative 
to the United States in both Germany’s current and 
long-term private capital accounts, the mark declined 
against the dollar, moving lower almost without inter
ruption through mid-April.

Within the EMS, however, the mark remained firm. 
In fact, following the realignment of the joint float on 
February 21, in which the central rates of the Belgian 
franc and the Danish krone were adjusted downward 
by 8V2 and 3 percent, respectively, the mark was quick 
to move to the top of the newly aligned band. Ger
many’s superior inflation performance in relation to 
other EMS member states and the authorities’ estab
lished policy record of combating inflationary pres
sures brought the mark into renewed demand, as 
traders and investors accelerated the shift of short
term funds into the mark at the expense of other EMS 
currencies whose prospects were less promising. The 
renewed strength of the mark within the EMS served 
to mitigate conflicting pressures on domestic mone
tary and exchange rate policies. To be sure, out
flows of long-term capital from Germany to the 
United States showed no signs of abating and the 
mark continued to weaken against the dollar. But, with 
the German currency firm within the EMS, the effective 
exchange rate held steady, thereby tempering the rise

in Germany’s import prices. In addition, oil and other 
dollar-denominated commodities that loomed large 
in Germany’s import bill and that had contributed pre
viously to the phenomenon of imported inflation were 
declining in price. Furthermore, the outlook for domes
tically generated price rises improved when, early in 
the wage round, the pacesetting metals industry 
agreed on annual wage increases of only 4.2 percent, 
compared with about 5 percent a year earlier.

Altogether, these considerations provided greater 
insulation than before between developments in U.S. 
and German markets. The authorities were concerned, 
however, about the magnitude of the long-term out
flows of funds. While resisting calls for the imposition 
of capital controls, the Bundesbank reached a new 
gentleman’s agreement late in February, with large 
commercial banks limiting the size of individual foreign 
mark-denominated bond and note issues. On March 19

Chart 3 
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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 ( — )

Bank drawing on Outstanding 1982 1982 1982 Outstanding
Federal Reserve System January 1,1982 I II July July 31,1982

Bank of M e x ic o .................................  -0- -0

Data are on a value-date basis.

Table 3

United States Treasury Securities, Foreign Currency Denominated
In millions of dollars equivalent; issues ( +  ) or redemptions ( — )

Issues

Amount of 
commitments 

January 1,1982
1982

I
1982

II
1982
July

Amount of 
commitments 
July 31,1982

Public series:

Germany ............................... .............. 3,622.3 -0- -4 5 1 .0 -5 6 0 .6 2,610.6

S w itze rla n d ........................... -0- -0- -0- 458.5

Total ...................................... -0- -4 5 1 .0 -5 6 0 .6 3,069.1

Data are on a value-date basis.

Because of rounding, figures may not add to totals.

Table 4

Net Profits (+ ) or Losses (— ) on United States Treasury and 
Federal Reserve Current Foreign Exchange Operations
In millions of dollars

United States Treasury
Exchange

Federal Stabilization General
Period Reserve Fund account

First quarter 1982 ........... .......................................................... -0- +  15.9 -  4.2

Second quarter 1982 ................................................................ -0- +  1.5 +  78.5

July 1982 ...................................................................................... -0- -  1.7 +  58.8

Valuation profits and losses on outstanding assets and 
liabilities as of July 31, 1982 ................................................. -6 1 7 .4 — 1,382.2 +  722.2

f +80 0 .0  
} - 6 0 0 .0

(+ 7 0 0 .0
| - 200.0 700.0

Data are on a value-date basis.
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the central bank lowered the special Lombard rate 
Vz percentage point to 91/2 percent. The Bundesbank 
also provided additional liquidity to the domestic mar
kets but proceeded with considerable caution. The 
authorities feared that too abrupt or rapid an easing 
of monetary restrictiveness would undermine the prog
ress achieved in reducing inflation and inflationary 
expectations. They also wished to avoid pushing the 
growth of central bank money beyond the top of the 
4-7 percent annual growth target.

The reduction of German interest rates was followed 
immediately by interest rate cuts in several other 
European centers, so that interest rate relationships 
within Europe were largely unchanged. By this time, 
interest differentials among EMS states were widely 
seen as inadequate compensation for divergent infla
tion prospects and performance, so that the pressure 
of large money flows into Germany persisted and kept 
the mark pinned to the top of a fully stretched EMS 
band. The Bundesbank and other EMS central banks 
absorbed part of the pressure through purchases of 
EMS currencies against the sale of marks. Meanwhile, 
unlike interest rates in Europe, those in the United 
States had begun to rise again, ahead of the antici
pated bulge in money growth in April and against the 
background of large U.S. budget deficits overhanging 
the credit markets. In these circumstances, the mark 
continued to decline against the dollar, falling to 
DM 2.4225 by April 15, a drop of 31/2 percent from late- 
January levels. The Bundesbank provided little inter
vention resistance to the mark’s descent, partly not to 
aggravate strains within the EMS and partly because 
the authorities felt unable to provide through the 
mechanism of intervention a lasting and effective 
counterweight to the pressure of long-term capital 
outflows. Between end-January and end-March, Ger
many’s foreign currency reserves declined only mod
erately from $37.5 billion to $37.1 billion.

After mid-April, market sentiment shifted for a time 
in favor of the mark, as traders reacted to Germany’s 
record monthly trade surplus announced for March 
and to evidence of continued moderate pay settle
ments in the 1982 wage round. Moreover, U.S. interest 
rates turned suddenly downward as prolonged weak
ness of the U.S. economy encouraged expectations 
of a rapid unwinding of the April money bulge. Thus, 
the mark rose against the dollar in the exchanges. 
The Bundesbank, while welcoming the advance of the 
mark particularly for its favorable implications for in
flation, remained concerned about the weakness of the 
domestic economy. Hopes for an improvement in 
domestic demand were disappointed by the continued 
slump in capital investment, the lack of consumer 
confidence, and the persistent rise in unemployment.

In these circumstances, the authorities acted further 
to lower domestic interest rates. On May 6 the Bund
esbank closed the special Lombard facility and rein
troduced regular Lombard credit at 9 percent, Vz per
centage point lower than the special lending rate. 
Bundesbank President Poehl stated that the abolition 
of the special Lombard had symbolic meaning: it 
signified success in decoupling monetary policy in 
Germany from that of other countries and signaled 
generally easier credit conditions that would foster 
economic recovery. Following the reduction of the 
Lombard rate, German money market rates moved 
lower, but comparable U.S. rates declined even more, 
so that the adverse interest differential against the 
mark narrowed to 51/2 pecentage points. The mark 
thus continued to rise against the dollar and reached 
DM 2.2770 by mid-May, up 6 percent from the lows 
touched a month before.

However, the mark was unable to consolidate these 
gains, since again U.S. interest rates rebounded and 
market participants found reason to question the 
strength of the underlying fundamentals of the German 
economy. For example, Germany’s trade surplus de
clined in April while the U.S. trade account registered 
impressive gains, raising new questions about the 
extent to which current account trends would benefit 
the mark. In addition, Germany’s governing coalition 
was seen increasingly as threatened by protracted diffi
culties in reaching agreement on proposed spending 
cuts to reduce the 1983 federal budget deficit and 
financing requirement. Unsettling geopolitical develop
ments, such as the Israeli invasion of Lebanon and the 
conflict between Iran and Iraq, were also thought to 
have more serious adverse consequences for Germany 
than for the United States and to a lesser extent the 
United Kingdom, considered less vulnerable to a 
disruption of internationally traded oil.

The mark’s weakening tendency against the dollar 
contrasted with continued strength within the EMS, 
where speculation of another realignment kept the 
German currency in heavy demand throughout the 
spring against weaker currencies, particularly the 
French and the Belgian francs. In the event, shortly 
after the Versailles economic summit the EMS was 
again realigned. Over the June 12-13 weekend the 
mark and the Dutch guilder parities were adjusted 
upward by some 7 percent and 10 percent against the 
Italian lira and French franc, respectively, and 41A 
percent against other participating currencies. That 
same weekend, international concerns, which for some 
time had supported the dollar in the exchanges, intensi
fied with the death of King Khaled of Saudi Arabia and 
the extension of fighting in Lebanon among Israel, 
Syria, and the Palestine Liberation Organization.
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When trading resumed after the realignment on 
Monday, June 14, the mark emerged at the bottom of 
the newly aligned band and funds flowed as anticipated 
from the revalued EMS currencies into the currencies 
of the Joint float that had been devalued. But a portion 
of the unwinding of long EMS currency positions was 
reflected in heavy bidding for dollars in unsettled 
trading conditions. The mark declined sharply and 
unexpectedly against the dollar first in Europe and 
then in New York. At this time the U.S. authorities inter
vened to purchase modest amounts of German marks, 
as well as Japanese yen. Operating on behalf of the 
Federal Reserve and the U.S. Treasury, the Desk ac
quired $21 million equivalent of marks. It was publicly 
announced that the U.S. authorities had conducted 
some intervention, the first since March 1981, in accor
dance with stated U.S. policy of intervening to counter 
disorderly conditions. In subsequent days and weeks, 
talk spread in the market that concerted action was 
likely by the U.S., European, and Japanese authorities 
to halt the continuing run-up in dollar rates. While the 
European authorities did on occasion operate in a 
concerted fashion to restrain the decline of their cur
rencies against the dollar, the intervention operations 
were relatively modest in amount. For their part the 
U.S. authorities did not again intervene during the 
period under review.

Between mid-June and mid-July the mark was 
pushed downward against the dollar, as exchange mar
ket participants grappled with several sources of con
cern that worked in the direction of further under
mining confidence in the German currency. One such 
concern centered on the budget. Within the govern
ing coalition, public disagreement over the persistence 
of large budgetary deficits was often intense and each 
party suffered heavy losses in local elections early in 
the summer. A compromise on the 1983 budget was 
finally reached in July, reducing the federal govern
ment’s projected net borrowing by DM 6 billion to 
DM 28.5 billion. But, partly because the budget rested 
on economic growth assumptions which private analysts 
generally regarded as highly optimistic, many ques
tioned whether the actual budget outcome would 
conform to the compromise.

Financial concerns, too, worked against the German 
currency. West German banks, of all Western banks, 
were the most heavily committed in Eastern Europe 
and therefore had the most to lose if Polish debt- 
rescheduling negotiations, which had already dragged 
on for months, failed to reach a successful conclusion. 
Unease about the risks to the German economy of its 
deep international involvement was also underscored 
by the U.S. decision to ban the sale of U.S. goods 
and technology, even if produced abroad under li

cense, to the Soviet Union’s gas pipeline project. Fur
thermore, the combination of restrictive monetary 
policy and slack demand generated in Germany, as 
in several other countries, liquidity strains in the pri
vate sector.

These various problems dragged the mark sharply 
lower, particularly as demands for dollar liquidity ac
celerated in late June-early July. At that time, banks 
bid aggressively in the money markets to lock in their 
funding to finance the heavy rollover of six-month 
credit coming due in the Euromarkets and to meet 
precautionary demands on the part of financial market 
participants laboring under the awareness of increased 
risk in international lending. On July 7 the mark 
dropped to as low as DM 2.52 in European trading, a 
decline of about 10V2 percent from the high reached 
in May.

Subsequently, U.S. interest rates began to decline 
rapidly, narrowing the dollar’s interest rate advantage 
over the mark. The growth of the U.S. monetary aggre
gates had slowed sufficiently to bring M-1 back into 
target range (for the first time in 1982) and, with short
term interest rates softening, the Federal Reserve twice 
announced cuts in its discount rate of V2 percentage 
point, thereby reducing the rate from 12 to 11 percent 
by end-July. But, even as interest differentials adverse 
to the mark narrowed to 4 percentage points, demand 
for the mark in the exchanges was muted. In part, this 
lack of enthusiasm reflected uncertainty in the ex
change markets that the downtrend in U.S. interest 
rates would be sustained. Participants were mindful of 
frequent reversals in the past and focused on the 
threat of significantly higher interest rates posed by 
uncommonly large U.S. Government deficits projected 
for fiscal year 1983 and beyond. In addition, sentiment 
toward the mark remained adversely affected by the 
numerous challenges to German policy and leaders 
presented by financial, trade, and political problems 
and by worries that policies might not be adopted to 
deal with these problems effectively.

By midsummer the weakness of the mark against 
the dollar had become more of a constraint on the 
German authorities’ policy options, even though on a 
trade-weighted effective basis the German currency re
mained steady. German policymakers hoped to lower 
domestic interest rates further to support the economy, 
which was stagnating far longer than expected. With 
foreign orders trending sharply downward and com
pounding persistently slack domestic demand, indus
trial production dropped sharply and unemployment 
climbed over 7 percent. But the authorities were reluc
tant to take action that would risk further undermining 
the mark in the exchanges. The nation’s inflation rate, 
after decelerating to 5 percent year on year in March,
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was headed higher, in part owing to the continuing 
weakness of the mark against the dollar and to ad
ministrative price increases. Moreover, the outflows 
of capital in the long-term sector— which reached 
nearly DM 13 billion in the first five months of the 
year— were being augmented by short-term outflows, 
as previous speculative inflows were for the most part 
unwound following the EMS realignment. There was 
concern lest these outflows gain momentum, particu
larly since the mark was trading at or near the bottom 
of the joint float and, following up on the February 
agreement with the commercial banks to limit the 
volume of individual mark Eurobond issues, the Bund
esbank asked to be notified of any direct foreign credits 
of DM 50 million or more. At the same time, the au
thorities pointed to an erosion of confidence in the 
domestic bond markets where large financial re
quirements of the public sector appeared to hamper 
further reductions of long-term rates. For these reasons 
the Bundesbank did not further relax domestic mone
tary conditions as U.S. interest rates declined but 
rather left its credit policies unchanged at its Council 
meeting late in July.

At the end of July the mark was trading at 
DM 2.4430, up about 3 percent from its lows but down 
about 41/4 percent from end-January levels. Between 
April and July, Germany’s foreign currency reserves 
were subject to diverse tendencies. At times, particu
larly in June, the Bundesbank was active in the market 
as a seller of dollars in support of the mark. The 
German authorities, along with others in the EMS, 
acted as sellers of marks to alleviate strains within the 
joint float. After the June realignment of the EMS, 
some of these mark sales were reversed. On balance, 
therefore, Germany’s reserves showed little further 
change to stand at $36.5 billion at end-July, down 
about $1 billion over the six months under review. 
During the period, the U.S. Treasury paid off $1,011.6 
million equivalent of its German mark-denominated 
securities. These redemptions, which occurred on 
May 12 and July 26, left the Treasury with $2,610.6 
million equivalent of mark-denominated notes (public 
series) outstanding.

Swiss franc
Early in 1982 the Swiss economy, while lagging be
hind the downturn in demand and output in most 
industrialized countries, was showing clear signs of 
weakness. Domestic consumption was declining, while 
previously buoyant investment in plant and equipment 
leveled off and construction activity slackened in re
sponse to the higher cost of credit. The stagnation in 
the economy was cushioned to some extent by resil
iency in the export sector despite the strong apprecia
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tion of the franc, as export contracts received last year 
when foreign demand was stronger were filled. But the 
sluggishness of demand on the part of Switzerland’s 
major customers, Germany in particular, coupled with 
the lagged effect of the rise in the franc, was expected 
to cause export volumes to stagnate in the months 
ahead. At the same time, inflation decelerated to about 
6 percent at an annual rate from peaks of some 11 per
cent in the autumn. The improved price performance 
stemmed from the slowdown in domestic economic 
activity, a substantially tighter stance of monetary 
policy in 1981, and lower import costs— reflecting both 
the weakness of international commodities prices and 
the sharp rise of the franc on the exchanges.

Switzerland’s encouraging progress on the inflation 
front, combined with its climate of political and social 
stability, made the franc an attractive asset, especially 
at a time when serious economic problems and polit
ical uncertainties undermined investor confidence in 
several other European currencies. Indeed, short-term 
funds flowed into the Swiss franc, keeping it relatively 
firm against other European currencies even as it 
weakened against the dollar. By end-January the franc 
was trading at SF 0.80 against the German mark, not 
far below its historical peaks, even as it had fallen 
back to SF 1.8680 against the dollar. In the weeks sur
rounding the late-February realignment of the EMS
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joint float, these inflows intensified. The inflows, to
gether with the demand for the franc arising from 
Switzerland’s current account surplus, more than offset 
the impact of longer term, interest-sensitive capital out
flows, as international borrowers took advantage of 
relatively lower interest rates in Switzerland than in 
most other industrial countries. As a result, the franc 
declined less rapidly than other currencies against the 
dollar in late February-early March to trade around 
SF 1.88 against the U.S. currency and as high as 
SF 0.7855 against the German mark.

With inflation moderating, the authorities hoped to 
maintain a relatively neutral monetary policy, pursuing 
the anti-inflation fight while at the same time providing 
sufficient liquidity to avoid exacerbating the developing 
weakness of the economy. Accordingly, the Swiss 
National Bank aimed to keep central bank money on 
its 3 percent targeted average growth for 1982. The 
authorities made use of foreign currency swaps to 
provide the domestic market with temporary liquidity, 
while also working in various ways to add liquidity on 
a permanent basis. Foreign currency swaps would nec
essarily remain the principal means of regulating li
quidity in the short run. But, over the longer run, the 
authorities planned to expand open market operations 
in domestic assets. As the markets in Switzerland 
responded to the increase in liquidity, domestic in
terest rates in both the money and capital markets 
moved progressively lower, falling more rapidly than 
interest rates in other European centers. The Swiss 
National Bank confirmed this trend on March 19 by 
reducing the discount rate by V2 percentage point to 
51/2 percent. Almost immediately thereafter, four major 
Swiss banks cut their interest rates further on large 
time deposits.

The drop in Swiss interest rates was considerable, 
shifting out three-month interest differentials adverse 
to franc-denominated assets to 31/2 percentage points 
against the German mark and 91/2 percentage points 
against the dollar. Consequently, foreign official and 
corporate borrowers placed heavier demands on Swit
zerland’s capital market and converted the proceeds of 
their Swiss franc-denominated borrowings in the ex
changes. At the same time, market participants report
edly unwound speculative positions assumed earlier 
against weaker currencies within the EMS. The buildup 
of capital outflows was such that new foreign Swiss- 
franc bond issues in the first quarter of 1982 increased 
by 50 percent over the corresponding months of 1981. 
The pressure of these and other capital outflows offset 
demand for the franc arising from the current account 
surplus, which itself was proving unexpectedly large. 
Tourism receipts and investment income remained 
strong. Moreover, the traditional deficit on trade actu

ally narrowed, principally reflecting the impact on im
ports of declining world oil prices and weakening 
domestic demand. But, in addition, exports slackened 
only moderately because exporters accepted declining 
profit margins to maintain market shares and because 
less price-sensitive, high-technology goods, which fig
ure large in Switzerland’s export basket, continued 
to find outlets in major foreign markets. Even so, 
exporters were thought to be facing the limits of their 
ability to compensate through decreasing profitability 
for the recent strong appreciation of the franc, and 
there were concerns that any further erosion in com
petitiveness would begin to cause problems.

In the event, however, declining Swiss interest rates 
induced large and rising net capital outflows which 
brought the franc under selling pressure in the ex
change markets during the spring. Market participants 
sensed that the Swiss authorities were not intervening 
or otherwise taking measures to support the exchange 
rate and were not uncomfortable with a gradual de
cline of the currency. As the Swiss central bank con
tinued, as planned, supplying generous amounts of li
quidity to the domestic markets, Swiss interest rates 
and the exchange rate fell rapidly lower. On May 6, 
however, the Swiss authorities did not join other 
European authorities in reducing official interest rates. 
At that time, the Bundesbank suspended its special 
Lombard loan facility while the Netherlands Bank low
ered its rate on discount borrowings and the rate on 
special advances. The Swiss authorities stated that, in 
leaving the discount and Lombard rates unchanged, 
they wished to discourage the view from developing 
in the domestic markets that monetary policy was di
rected toward interest rates rather than toward the 
monetary aggregates. The authorities also found it 
desirable to keep official lending rates at relatively 
high levels, compared with market interest rates, to 
discourage excessive commercial bank borrowing from 
the central bank, particularly at the month end. But, 
even as official rates held steady, market rates con
tinued to ease so that by late May three-month interest 
differentials adverse to Swiss franc-denominated assets 
widened to about 10 1/2 percentage points vis-k-vis the 
dollar and nearly 5 percentage points Ws-d-ws the 
mark. In the exchange markets, the franc declined to 
around SF 1.9960 against the dollar and SF 0.8501 
against the German mark at end-May.

By June, market participants sensed that the Swiss 
authorities might have less leeway than before to 
continue as forcefully with the comparatively easier 
monetary policy approach adopted early in the year. 
The rate of inflation had begun to move back up, 
largely owing to the rapid depreciation of the franc 
in the spring. There was concern that, if the increase
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in prices went too far, it might reignite inflationary 
expectations, while also becoming embedded in do
mestic costs through the process of wage indexation. 
Moreover, the growth of central bank money, which 
in May grew at 2.4 percent year over year, began to 
approach the authorities’ target. Thus, when the li
quidity provided through foreign exchange swaps was 
not fully replaced, expectations developed that con
ditions in the domestic money market would be less 
liquid than before.

At the same time, broader concerns weighed on 
many other European currencies and worked to the 
advantage of the Swiss franc. The Swiss government 
continued to exercise tight control over federal fi
nances, particularly on the expenditure side, and the 
budget deficit was expected to remain under 1 percent 
of GNP in 1982 even as economic activity stalled. 
Equilibrium in Swiss public finances stood in con
trast to developments in other countries, most of which 
were experiencing serious difficulties in trying to hold 
their deficits to levels which, relative to GNP, already 
far exceeded that in Switzerland. Growing worries 
internationally about the risks of sovereign lending and 
concerns over developing liquidity strains posed less 
of a threat to the financial health of major institutions 
in Switzerland than to institutions elsewhere. In addi
tion, political tensions, particularly the dangers of ex
panding warfare in the Middle East, underscored the 
role of the Swiss franc as a safe haven for interna
tional investors attracted by Switzerland’s political 
stability.

For all these reasons, the franc became increasingly 
attractive to traders and investors during June and 
July. The spot rate steadied against the German mark, 
rather than weakening as before, and the franc moved 
in line with stronger EMS currencies against the dollar. 
At end-July the franc was trading at SF 2.08 against 
the dollar for a decline of about 11 percent since end- 
January and at SF 0.85 against the German mark, for 
a decline of about 6V2 percent over the six months 
under review. Between end-January and end-July, 
Switzerland’s foreign exchange reserves rose from 
$10.5 billion to $11.8 billion, principally in response 
to foreign currency swap operations and interest earn
ings on outstanding reserves. Intervention operations 
in the exchanges were both infrequent and limited in 
scale.

Japanese yen
By early 1982, Japan had succeeded in reducing its 
inflation rate to the lowest among the major industrial 
countries and had recorded a huge swing in its cur
rent account back into solid surplus. Economic growth, 
however, was falling short of the targeted 4 percent

rate for the year ended March 1982, and there were 
but limited choices available to the authorities to gen
erate economic recovery. Though stimulative measures 
had been taken in 1981, domestic demand remained 
stagnant and gains in output were almost entirely con
centrated in the foreign sector. Looking ahead, the 
contribution of exports to further growth appeared 
problematic. Further increases in Japan’s penetra
tion of foreign markets in a recessionary environment 
threatened to exacerbate tensions between Japan and 
its trading partners. Also, with slackening demand 
abroad, it began to appear that export growth might 
well be much weaker than expected in 1982 even if 
heightened trade tensions were avoided. On the do
mestic front, a relatively restrictive government budget 
had been announced in December for the fiscal year 
to start in April 1982, in pursuit not of short-run ex
pansion but of the medium-term goal of further reduc
ing the government’s deficit as a proportion of GNP. 
As a result, monetary policy was left with the burden 
of providing stimulus to the economy— a decision that 
had taken account of Japan’s success in curbing in
flation and of its strong current account position. The 
Bank of Japan had reduced its discount rate and re
laxed its “window guidance” for commercial bank 
lending in order to spur demand and announced that 
first-quarter growth of its main monetary aggregate 
(M-2 plus certificates of deposit) was expected to con
tinue at the relatively expansive rate of about 11 
percent.

Following this shift in Japan’s economic policy, 
interest rates in Japan eased when yields on dollar 
investments were rising once more. The further widen
ing of rate differentials already unfavorable to the yen 
prompted Japanese investors to step up the flow of 
long-term capital abroad and encouraged foreigners 
to float Samurai bonds. The yen was thus under down
ward pressure in the exchange markets in December, 
and even more so after the new year. Despite the 
authorities’ expressed determination to limit the easing 
of Japanese interest rates in order to protect the yen, 
market participants saw little scope for action to 
counter a sharp upward trend in foreign interest rates 
given the weakness of the Japanese economy and the 
policies then in force. Although the Bank of Japan sold 
dollars in the exchange markets to moderate the yen’s 
decline, the exchange rate by the end of January 1982 
had fallen to ¥  230.00, 8 percent below the high 
reached at the end of November. In relation to the 
German mark the yen’s decline was smaller, at about 
V/2 percent, bringing the cross rate on January 29 to 
¥  98.21. At that point, Japanese foreign exchange re
serves stood at $24.6 billion, down about $400 million 
from end-November levels.
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The yen declined further during the first half of 
February, as interest rate differentials favoring dollar 
over yen investments widened more than 2 percentage 
points to over 10 percentage points. Long-term invest
ment overseas by Japanese residents continued large 
while short-term capital inflows tapered off. Japanese 
individuals purchased nearly $1 billion of the innovative 
“ zero-coupon” bonds being offered in the Euromarkets 
during January and February, reflecting the attraction of 
these issues partly due to a proposed tightening in Japan 
of tax reporting of interest income on domestic bank de
posits. Under these conditions the yen fell below ¥  242 
per dollar by February 15. Then, from mid-February to 
early March the yen gyrated widely with some net 
upward trend largely in response to reports that the 
Japanese authorities had intervened aggressively in 
the Tokyo market and were considering actions to 
limit the export of capital overseas. By early March the 
Bank of Japan permitted a slight rise in interest rates 
for call money to defend the exchange rate. The au
thorities asked Japanese securities companies to re
frain temporarily from selling zero-coupon bonds (as of 
March 4), while the Ministry of Finance made public its 
intention to establish reporting requirements for hold
ers of these securities to limit Japanese income tax 
avoidance. These developments lent support to the yen

in the exchanges and by March 8 the yen had re
covered to ¥  232.25 in the Far East, almost 4 percent 
above the level of three weeks earlier.

From that time through the middle of April the yen 
drifted lower in the exchanges. Foreign interest rates, 
especially those in the United States, failed to decline 
as expected and at home new indications of weak
ness appeared in the domestic economy. Publication of 
Japan’s fourth-quarter GNP figures made a particu
larly strong impression, since they showed a sharp 
decline in net exports and resulted in the first quar
terly decline in Japanese real GNP in nearly seven 
years. Prices began to drop sharply on the Tokyo 
stock exchange, partly in response to foreign sales 
of Japanese securities, reportedly including sales by 
important OPEC investors. These events in combina
tion served to focus market attention once again on 
the difficult choices facing the Japanese authorities. 
In this climate, debate intensified over ways through 
which the government might help the domestic econ
omy. With inflation running about 3 percent and the 
annual spring wage settlements promising to come 
out at a relatively moderate 7 percent average in
crease, it seemed that domestic considerations argued 
in favor of reductions of Japanese interest rates. Also 
depressing sentiment toward the yen were trade dis
putes with both the United States and European Com
munity countries, as the latter announced their intention 
to file a formal General Agreement on Tariffs and 
Trade complaint against Japan’s export practices. 
Trade figures for February showed that exports had 
declined by enough to turn that month’s current account 
back into deficit.

In early April, some fiscal measures were taken 
to boost the domestic economy but they were milder 
than had been anticipated. While not increasing the 
government’s overall net expenditures planned for the 
fiscal year just beginning, the government announced 
that it would accelerate the schedule of public works 
expenditures and housing loan approvals as it had 
done in the previous fiscal year. A shortfall of about
10 percent in the previous year’s government tax rev
enues was also announced, adding to the govern
ment’s borrowing requirement for the 1982-83 fiscal 
year. At the same time, the monetary authorities an
nounced that yields on the government’s current issue 
of long-term bonds would be lowered about 1A per
centage point— less than had been anticipated. They 
also acted to keep money market rates firm and to 
dispel expectations of a seasonal easing of rates, in 
part through a program of large-scale sales of Treasury 
bills, with a view toward preventing any further widen
ing of the adverse interest rate differentials and con
taining the effects on domestic prices of the recent
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decline of the yen. Furthermore, the Bank of Japan 
approved a scaling-back of second-quarter lending 
plans of commercial banks to an overall increase of
17.6 percent, and later announced its expectation that 
this would support a somewhat slower monetary 
growth rate of 10 percent. These announcements alle
viated concern in the exchange markets that Japanese 
interest rates might ease, and trading in the yen came 
into better balance in the exchanges. In the two weeks 
after these measures the yen declined only slightly, 
reaching a low on April 15 of ¥  248.15 against the dollar 
and ¥  102.44 in terms of the German mark. The Bank of 
Japan, as in earlier months, sold substantial amounts 
of dollars at times when the yen was dropping most 
rapidly in the exchange markets. These sales were 
reflected in a $900 million decline in foreign exchange 
reserves during March. When, in addition, U.S. and 
Eurodollar interest rates eased in mid-April, the yen 
briefly recovered. Also at this time, actions were taken 
to postpone foreigners’ access to the Japanese cap
ital market and to tighten approval procedures for 
yen-syndicated loans to foreign borrowers. The author
ities regarded these actions as temporary departures 
from their longer term policy of liberalizing capital flows.

By mid-May the yen had moved back up to about 
midwinter levels. Several times thereafter, Bank of 
Japan Governor Mayekawa reaffirmed the authorities’ 
determination to keep interest rates high in order to 
support the yen, and the central bank backed that an
nouncement with large-scale Treasury bill sales. Yet 
market participants still worried that long-term interest 
rates would have to be held down to assist the govern
ment’s coming bond flotation. Speculation also arose 
that the Japanese authorities might be moving to facili
tate, rather than contain, capital outflows following the 
announcement in May of long-term liberalization mea
sures affecting the purposes for which Japanese banks 
could grant syndicated loans in yen to foreigners. In 
addition, U.S. interest rates were firming once more 
and interest differentials favoring dollar investments 
widened. In this atmosphere, the yen declined steadily 
after mid-May. Expectations of an agreement at the Ver
sailles summit to lower dollar interest rates were wide
spread in the Tokyo market, and the yen came under 
renewed selling pressure after that meeting ended 
in early June without any such announcement. The 
outbreak of fighting in Lebanon also made the dollar 
seem more attractive as an investment medium, com
pared with the yen and other currencies. Then, when 
the U.S. dollar rose strongly against all currencies 
following the EMS realignment during the June 12-13 
weekend, the yen once again came on offer. The 
rate dropped rapidly during the New York trading ses
sion on Monday, June 14, falling below ¥  250 before the

New York Desk entered the market to buy $9 million 
equivalent of Japanese yen in order to restore more 
orderly conditions. Nevertheless, the currency re
sumed its fall, despite support from the Bank of Japan. 
By June 28, the rate had reached a 27-month low of 
more than ¥  259 per dollar and ¥  104 in terms of the 
German mark, and Japanese reserves had declined 
by more than $1 billion since the end of May to stand 
at $21.7 billion.

In early July, the yen began to rise in response to 
declining U.S. interest rates. The yen climbed above 
¥  250 on July 23, just before the Federal Reserve cut 
its official discount rate by Vi percentage point, but 
its tenuous recovery soon faded. Abroad, the better 
than expected current account performance of the 
United States and the deceleration of inflation globally 
tended to erode some of the benefits of Japan’s 
earlier and superior economic performance. Within 
Japan, public criticism of the government’s economic 
policies focused on the failure to reduce the govern
ment deficit as quickly as planned and interest rates 
rose on the government’s long-term bonds trading in 
the secondary market. In these circumstances difficul
ties in setting an attractive enough yield for the gov
ernment’s own flotation of long-term bonds resulted in 
cancellation of the issue scheduled for July. The yen’s 
decline, once started, received an additional push 
when participants on the International Monetary Market 
(IMM) rushed to liquidate very large long yen positions, 
producing some of the busiest trading ever of yen fu
tures contracts and bringing large offers of yen into the 
forward interbank market. The yen thus fell back 
nearly to the ¥  259 level before recovering some of its 
lost ground following the announcement of a second 
Federal Reserve discount rate reduction on the last 
day of the period.

The yen closed on July 30 at ¥  255.60, down 10 per
cent from six months earlier and % percent below the 
low point reached nearly a year earlier. The yen also 
declined against the German mark to close at ¥  104.63, 
nearly equal to the lowest level reached in the previ
ous year although still far above the cross rates pre
vailing before 1981. The Bank of Japan’s periodic sales 
of dollars while the currency was declining reduced 
foreign exchange reserves by a total of $2.8 billion for 
the six-month period, so that reserves stood at $21.8 
billion at the end of July.

Sterling
Early in 1982 sterling held steady in the exchange 
markets, trading on January 29 at $1.8670 and 91.8 on 
the trade-weighted, effective index. The authorities in 
the United Kingdom were generally seen as adhering 
to policies of monetary and fiscal restraint, despite the
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pressures of large-scale unemployment. Public-sector 
borrowing had gone down as a percentage of GNP 
both through increased taxes and the containment 
of expenditures, as the public-sector wage bill was 
brought under control. While the actual growth of ster
ling M-3 exceeded the 7-11 percent annual growth 
range, innovations in financial institutions and behavior 
appeared to have diminished the usefulness of the 
targeted aggregate as a guide to monetary conditions. 
Other indicators such as short-term interest rates, as 
well as the substantial decline in inflation itself, sug
gested continued monetary stringency.

Meanwhile, however, developments in the United 
Kingdom economy generated discussion about the de
sirability of some easing in the restrictiveness of 
policy. To be sure, the economy showed signs of re
covery from the prolonged recession, as the previously 
rapid reduction of inventories slowed and as some 
types of investment began to revive. But unemployment 
continued rising, and there was reason to question 
whether the upturn in investment was sustainable with
out some policy stimulus to demand, a reduction of 
taxes, or other action to improve company profitability. 
At the same time, rapid gains in productivity, moderate 
wage settlements, and the earlier depreciation of ster
ling in 1981 improved the ability of British industry to 
compete internationally. The gains in competitiveness, 
however, only partially reversed the severe losses of 
the previous two years, so that the level of costs re
mained high in relation to Britain’s major trading 
partners. Consequently, the surpluses on the trade and 
current accounts were expected to be eroded, even 
without a pickup in the economy.

Within the United Kingdom, several types of stimuli 
came under scrutiny. Lower interest rates, for example, 
would be expected to boost investment, particularly 
stockbuilding and construction. A depreciation of the 
exchange rate would improve competitiveness and en
hance exporters’ profit margins. Public works measures 
would provide the greatest number of jobs. A cut in 
indirect taxes would reduce costs. Among exchange 
market participants it was feared that, whatever the 
specific measures, any significant policy change aimed 
at restoring economic growth would jeopardize the 
hard-won progress already made in controlling inflation 
and inflationary expectations. As a result, sterling came 
under downward pressure during February amid market 
nervousness ahead of the government’s statement of 
policy in the forthcoming 1982-83 budget. At this time, 
also, United Kingdom short-term interest rates eased 
lower, extending the softening trend established in 
autumn 1981, and major clearing banks lowered their 
base lending rates Vz percentage point to 131/2 per
cent. These cuts coincided with a softening of interest
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rates in the United States but were not matched, as in 
previous months, by lower interest rates elsewhere 
in Europe, so that selected interest differentials moved 
against sterling-denominated assets. Moreover, against 
the background of weakening world oil prices the 
British National Oil Corporation cut its price for North 
Sea oil, thereby reducing projected domestic govern
ment revenues as well as the contribution of oil earn
ings to the balance of payments. Sterling therefore 
eased back to $1.83 and 90.4 in effective terms in 
early March.

On March 9 the government presented its 1982-83 
budget, addressing the two principal elements of its 
medium-term financial strategy: the public-sector bor
rowing requirement and the growth of money. Personal 
tax allowances and excise taxes were increased about 
in line with inflation, while the national insurance sur
charge paid by employers was reduced 1 percentage 
point to 2Vz percent. On the expenditure side the share 
of resources claimed by the public sector was cut back. 
Altogether, the public-sector borrowing requirement 
was projected to decline from £ 101/2 billion to £ 91/2 
billion, or from about 41/2 percent to 31/2 percent of 
GNP. With respect to the broad monetary aggregates, 
the government noted several factors boosting the 
growth of sterling M-3 above target. The civil service
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dispute had postponed tax payments; the public had 
increased its demand for liquid assets as a medium 
for saving; other structural changes, such as a shift in 
housing finance away from the building societies, had 
enhanced the role of the banks in financial transac
tions. Taking account of these developments in the 
budget, the authorities raised the target range for 
sterling M-3 growth to 8-12 percent and also applied 
this growth range both to the narrow money supply 
(M-1) and to broad private-sector liquidity. In restating 
its financial strategy, the government recognized ex
plicitly the usefulness of the exchange rate as an 
indicator of financial ease or stringency.

The budget was well received and was seen by the 
markets as compatible with a slowing of inflation to 
below 10 percent per annum and with a continued 
easing in short-term interest rates. On March 11, in 
fact, the clearing banks announced another Vz per
centage point reduction of their base lending rates to 
13 percent. Meanwhile, heavy official sales of public- 
sector debt to the nonbank public continued to be 
larger than needed to fund the public-sector borrow
ing requirement. The program of debt sales, begun in 
the winter, aimed at reducing the banks’ cash holdings 
and thereby restraining the growth of broadly defined 
money. In effect, the authorities sought to reverse a 
part of the increased intermediation through the bank
ing system that had swollen the growth of sterling M-3. 
The combination of heavy sales of debt and massive 
tax payments— reflecting the normal tax-gathering 
season as well as the ongoing reflux of revenue de
layed earlier by the civil service dispute— put pres
sure on the domestic market’s cash position. To re
lieve the shortages, the authorities acquired sizable 
amounts of commercial bills mainly through outright 
purchases. Even so, Britain’s money markets remained 
comparatively tight at a time when many interest rates 
on the Continent were falling. With market sentiment 
also encouraged by the government’s steadfast policy 
stance, sterling traded firmly in the exchange markets. 
Thus, the strong rise in the dollar at this time was 
reflected less in movements of sterling than in other 
currencies so that, even as the pound fell to as low as 
$1.7780 in late March, it remained quite stable around 
91.0-91.4 in effective terms.

On April 2, Argentina invaded the Falkland Islands, 
initiating a crisis that in varying degrees kept the 
sterling money and exchange markets off balance 
through mid-June. At first, the pound came under 
severe selling pressure, dropping to as low as $1.7465 
and in effective terms to 89.5 amid fears that the crisis 
could force the resignation of the Thatcher govern
ment and end its conservative economic policies. But 
the Bank of England reacted quickly, supporting ster

ling in the exchanges to prevent sharp, disorderly 
movements from cumulating and acting to stabilize 
the gilt-edge market as well. Thereafter, the authori
ties continued to stabilize the markets which alter
nated between fears of prolonged fighting and hopes 
of an early peaceful settlement. Sterling traded mostly 
within an effective range between 89 and 91, and 
for the most part between 90 and 91, despite the mar
kets’ vulnerability to news and rumors concerning the 
Falklands. Against the dollar, the pound fluctuated 
more widely, rising to as high as $1.8360 in early May 
when U.S. interest rates dropped back sharply but 
falling again to around $1.77 by mid-June.

Meanwhile, during the Falkland crisis, underlying 
sentiment toward the pound improved. There was evi
dence of subdued monetary growth, with recent statis
tics showing that the monetary aggregates, including 
sterling M-3, were growing within the government’s 
8-12 percent target range. Inflation decelerated both 
on the wholesale and on the retail levels. Manufactur
ing pay settlements averaged some 7 percent in the 
current wage round, compared with more than 20 per
cent only two years previously, improving prospects 
for inflation to remain below double-digit rates. More
over, public-sector borrowing in 1981-82 unexpectedly 
turned out to be nearly £ 2 billion less than the official 
target, and preliminary indications suggested that the 
public-sector borrowing requirement would fall short 
of the £ 91/2 billion projection for fiscal 1982-83. In 
addition, data on the balance of payments showed 
that, while the current account surplus was shrinking, 
the deterioration was less rapid than anticipated. To 
be sure, imports, particularly of semimanufactured 
goods, posted large increases but the volume of 
United Kingdom nonoil exports registered sizable 
growth as well.

After mid-June, when the United Kingdom regained 
military control of the Falkland Islands and the pres
sures of the crisis passed, favorable developments 
within the United Kingdom economy showed through 
decisively and benefited sterling in several respects. 
Domestically, optimism that progress on inflation would 
endure helped short-term interest rates resume their 
decline and lent support to the rally that had earlier 
developed in common stocks and gilt-edge instru
ments. In the exchange markets, participants ex
pressed confidence in the resolve of the authorities 
to maintain steady and stringent financial policies over 
an extended period. Moreover, the perceived ability 
of British policy to meet stated goals stood in con
trast to market doubts about policy coherence and 
credibility in many other industrial countries. At the 
same time, other aspects of the international environ
ment favored the pound. There were growing worries
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over potential disruptions to the flow of oil from the 
Middle East as the result of fighting in Lebanon and 
between Iran and Iraq. In an environment where large 
banks and nonfinancial institutions in other countries 
were experiencing severe liquidity problems, traders 
and investors became increasingly concerned about 
the creditworthiness of counterparties and the safety 
of their assets. In these circumstances, both Britain’s 
oil self-sufficiency and the favorable reputation of 
London’s financial system made sterling a relatively 
attractive and secure asset. As funds flowed into the 
United Kingdom, sterling held up better than most 
other major currencies against the surge of the dollar 
in the exchanges. Although the pound declined to as 
low as $1.7065 early in July, it nonetheless remained 
steady on an effective basis, trading around 91.2.

During July, attention turned decisively to the state 
of the economy. Growing evidence confirmed that after 
bottoming-out in mid-1981 the economy had shown 
little growth. In key areas of British industry the out
look for a sustained recovery deteriorated badly. Pri
vate forecasters and major international organizations, 
such as the Organization for Economic Cooperation and 
Development, revised downward their growth forecasts 
for 1983. Deep disappointment about the prospects for 
expansion in the economy and the continued rise in 
unemployment prompted renewed calls for some easing 
in government policies. By this time, however, the feel
ing had developed in the exchange markets that declines 
in inflation, in the public-sector borrowing requirement, 
and in the growth of the monetary aggregates were all 
consistent with some easing in interest rate policy and 
should not damage confidence in the pound. In the 
event, the Bank of England steadily lowered its money 
market intervention rates, and United Kingdom interest 
rates fell more rapidly than those in the United States. 
By end-July, United Kingdom bank rates reached the 
lowest level since November 1978 and interest rate 
differentials moved against sterling-denominated assets. 
Even so, the pound gave up comparatively little ground 
in the exchange markets.

At the month end the pound traded at $1.7475 
against the dollar for a 7 percent decline over the six 
months under review. On an effective basis, the pound 
closed the period at 91.5, down about Va percent. 
Between end-January and end-July the foreign ex
change reserves of the United Kingdom declined from 
$12.6 billion to $10.9 billion. The loss of reserves re
flected only in small part the authorities’ intervention 
operations in the exchange market, particularly in the 
wake of the Falkland Islands crisis. For the most part, 
the decline in reserves reflected the revaluation losses 
of gold and dollar swaps against European currency 
units (ECUs) done with the European Fund for Mone

tary Cooperation (FECOM) and other factors, such as 
the repayments and accruals of external public-sector 
borrowings.

French franc
Early in 1982 the French franc traded comfortably in 
the exchanges even as market sentiment remained 
skeptical about the currency’s longer term outlook. 
Supporting the franc was a combination of foreign 
exchange controls, conversions of public-sector for
eign borrowings, and short-term capital inflows by 
investors taking advantage of higher nominal interest 
rates in France than in many other EMS countries. The 
franc therefore remained in the upper portion of the 
joint float in the early weeks of 1982, while trading 
against the dollar at FF 5.9600 at end-January. In the 
background, however, market participants expressed 
worry that French policies had placed insufficient 
emphasis on curbing inflation since the October 1981 
realignment, thereby allowing the benefits of the 
franc’s depreciation to erode. The government ap
peared committed to its original strategy of economic 
expansion aimed at boosting jobs and absorbing the 
rapidly growing labor force. However, the stimulus 
provided to consumption had not been accompanied by 
a pickup in domestic investment and employment. 
Rather, the boost to demand was reflected primarily 
in higher domestic prices, burgeoning imports, and a 
worrisome increase in the government’s budget deficit. 
At the same time, export growth was hampered by 
depressed economic conditions in most foreign mar
kets. As a result, France’s trade and inflation perfor
mance deteriorated in relation both to earlier trends 
and to several other industrial countries, particularly 
those like Germany that had chosen to follow eco
nomic policies of greater restraint.

These concerns found little reflection in exchange 
rate movements so long as official parities within the 
EMS could be expected to hold. But, unexpectedly, on 
February 21 the Belgian franc and the Danish krone 
were devalued by 8V2 percent and 3 percent, respec
tively, vis-k-vis the French franc and all other EMS 
currencies. Almost immediately, market participants 
began to question the durability of the new parities in 
view of concern, in private as well as official circles, 
that the exchange rate relationships for the franc did 
not accurately reflect the relative competitiveness of 
the French economy and the divergence of French 
economic policy from that of other EMS countries. 
Speculation thus developed that the French currency 
would soon be devalued in the context of another and 
more extensive realignment of the EMS and, amid 
heavy outflows of capital, the franc dropped to the 
bottom of the joint float arrangement by end-February.
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The French authorities were concerned about the 
weakness of the French franc, but the top priority re
mained providing stimulus to the domestic economy—  
particularly to avert heavy social and political costs of 
growing unemployment. Consequently, the authorities 
sought to stem the selling pressures on the franc 
without major revisions in domestic economic pro
grams. They also urged other countries to begin 
relaxing their policies of restraint, believing that pol
icy stimulus elsewhere, particularly in the monetary 
sphere, was important to promote a general decline 
in international interest rates, a recovery of the sagging 
world economy, and some improvement in the overall 
employment situation. Meanwhile, to defend the franc 
the Bank of France during March raised domestic in
terest rates, moving call money rates for example to 
some 18 percent from about 14 percent. These actions 
reversed the previously easier tendency in domestic 
interest rates, while also moving counter to the down
trend in interest rates in most other European centers. 
The central bank also intervened heavily in the ex
changes as a seller of foreign currencies to keep the 
franc trading within the required 21/4 percent band 
against the German mark and Dutch guilder. Moreover, 
the government tightened exchange controls. Hence
forth, exporters were required to repatriate the pro
ceeds of sales abroad within two weeks rather than 
one month as previously. French investments abroad
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in excess of FF 1 million were to be financed totally 
abroad rather than up to 75 percent from foreign 
sources as before. Approval from the Bank of France 
was required in more cases than before for financial 
transfers of funds abroad. At the same time, Finance 
Minister Delors spoke out strongly against a devalua
tion of the franc.

These actions were seen in the market as strong 
signals of the government’s determination to avoid a 
devaluation of the franc and prompted nonresidents to 
begin covering their short currency positions. The 
purchases of franc balances coincided with a tapering- 
off of special factors that had also weighed on the franc, 
such as compensation payments to nonresidents for 
their ownership share in nationalized industries. Selling 
pressures on the franc therefore abated, particularly 
once the long Easter weekend passed without a re
alignment of the EMS. As a result, the French currency 
moved from the bottom to the middle of the joint float 
even as it weakened further against the dollar, de
clining to FF 6.2950 around mid-April.

But, otherwise, with respect to objectives for the 
domestic economy, the French government experi
enced difficulties. Heavier spending in the public sec
tor, enlarged by the nationalization of twelve industrial 
groups, did not lead as expected to an improvement 
in business conditions. In fact, investment activity 
remained weak, particularly in the private sector where 
industry faced increased payments for imported ma
terials and had to shoulder the growing costs of do
mestic reforms. The introduction of a shorter working 
week and in some sectors a longer vacation period, 
with no accompanying decrease in compensation, to
gether with higher taxes to finance additional social 
benefits, exerted a considerable squeeze on corporate 
profit margins. Meanwhile, consumer demand— the 
main factor sustaining the economy in the latter part 
of 1981— began to falter, further removing incentives 
to capital expenditure. Consequently, in the first 
quarter of 1982, industrial production and real GNP 
declined, and unemployment rose further, approach
ing the two million level.

Disappointment over the economy’s performance 
prompted the French authorities to introduce several 
measures in the spring. For selected investments, the 
government provided loans at below-market interest 
rates. It also reduced employers’ social security con
tributions in hard-hit industries as well as in those 
pledged to maintain a certain level of investment or 
employment. In May the government proposed a sup
plementary 1982 budget, authorizing FF 5 billion in 
expenditures for the purpose of supporting nationalized 
companies, reducing selected business taxes, and ex
tending tax incentives to the agricultural sector. To
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contain the rise in the budget deficit, the government 
reduced certain expenditures and raised taxes. Spe
cifically, expenditures by the Social and Economic 
Development Fund were cut back. With respect to 
revenues, the authorities boosted the value-added tax, 
effective July 1, by 1 percentage point to 18.6 percent, 
increased taxes on banks and other financial and 
public-sector institutions, and requested banks to pro
vide equity financing and participation loans of about 
FF 6 billion to nationalized firms to strengthen their 
capital base. Meanwhile, to minimize the monetary 
impact of these measures and to help keep the mone
tary aggregates from growing beyond the targeted 
121/2-131/2 percent annual range, the government began 
selling floating-rate Treasury bills. The new bills were 
designed to attract institutional investors, such as in
surance companies and pension funds, previously 
reluctant to invest in fixed interest rate paper.

Exchange market participants welcomed the author
ities’ move toward some tax relief for business but 
worried that, unless basic elements of the overall 
strategy were changed, France would move increas
ingly out of step with its competitors regarding infla
tion, balance of payments, and budgetary develop
ments. They noted that France’s inflation rate had 
accelerated to 14 percent, compared with only 5 
percent in Germany. The cumulative trade deficit 
widened to FF 81 billion at an annual rate in the first 
four months of the year, compared with a FF 50.8 
billion deficit for all of 1981 and FF 62.4 billion in 1980. 
And the budget deficit, officially projected to rise to 
FF 95 billion, about 3 percent of GNP, was privately 
forecast to exceed FF 100 billion. Moreover, differing 
views among industrial countries about the appropriate 
policy approach to deal with stagflation in the world 
economy persisted, and thus few market participants 
counted on policy convergence at the international 
level to bring France into closer alignment with its 
competitors.

Speculation therefore mounted that the franc would 
be devalued as part of an EMS realignment or would 
be withdrawn from the joint float altogether— perhaps 
even before the seven-nation economic summit in 
Versailles. Between late April and early June the franc 
came under repeated bouts of selling pressure par
ticularly before weekends. The Bank of France again 
raised domestic interest rates and intervened heavily 
in the exchanges. But market participants, sensing 
the magnitude of the support operations, viewed the 
authorities as having only limited resources to main
tain the franc within the mandatory EMS limits and so 
the selling pressures remained intense.

Over the June 12-13 weekend the French franc was 
devalued within the EMS. Against the German mark

and Dutch guilder, which were revalued against all 
other currencies within the EMS, the franc was in 
effect devalued by some 10 percent. Against curren
cies whose official parities were unchanged, the franc 
was adjusted downward by 5% percent. Against the 
Italian lira, itself adjusted downward by 2% percent 
against all participating currencies, the franc was in 
effect depreciated by some 3 percent. To support the 
devaluation and to help promote a convergence of 
inflation rates between France and other EMS coun
tries, the government introduced a four-month wage- 
price freeze to be followed by a system of guidelines 
designed to slow inflation to 10 percent in 1982 and 
to 8 percent in 1983. The government also pledged to 
restrain the growth of the government budget deficit 
to no more than 3 percent of GNP this year and next, 
largely through cutbacks in current expenditure.

In the exchange markets the French stabilization 
plan was seen as a compromise between the desired 
policy of stimulus to respond to the unemployment 
problem and the pressures for restraint to deal with 
mounting inflation and the weakness of the franc. 
Participants adopted a cautious attitude, wondering 
whether the government would gain acceptance for 
its program which in some respects, e.g., stiff wage 
controls, appeared tougher than anti-inflation mea
sures imposed by its more conservative predecessors. 
Initially, at least, French unions— a major source of 
political support for the Socialist government— ob
jected to the loss of purchasing power implicit in the 
wage freeze and were reluctant to give up the nearly 
automatic system of wage indexing that for years had 
helped wages keep pace with inflation. Industry, for 
its part, objected to the price freeze. For, despite the 
government’s move after the devaluation to lower do
mestic interest rates, the rebuilding of profit margins 
was thought still to be difficult, all the more so without 
improvements in productivity.

As a result of the wait-and-see attitude in the ex
change markets, international investors were hesitant 
to reconstitute franc-denominated assets, and the re
flux of funds that developed immediately after the 
realignment soon tapered off. Nonetheless, in the six 
weeks to end-July the franc traded comfortably in the 
upper part of the EMS and the Bank of France was 
able to enter the market as a purchaser of currencies 
in order to begin repaying debt and rebuilding re
serves. Against the dollar the franc weakened along 
with other major currencies, falling to FF 7.00 on 
July 8 before recovering somewhat to trade at 
FF 6.8025 in the New York market at end-July. At this 
level, the franc was about 14 percent lower on balance 
over the six-month period under review. France’s 
foreign exchange reserves declined from $18.3 billion
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at end-January to $13.3 billion at end-July. In part, the 
decline reflected intervention support for the franc by 
the Bank of France, financed through reserve holdings 
and very short-term borrowings within the EMS. The 
drop in reserves also reflected revaluation losses on 
gold and dollar swaps against ECUs done with 
FECOM.

Italian lira
The Italian lira was trading firmly at the top of the 
EMS early in 1982, although it had fallen back to 
Lit 1,250 against the rising U.S. dollar. The lira’s 
strength in the EMS partly reflected its two devalua
tions within that currency arrangement during 1981. 
Also, there had been some recent improvement in the 
Italian external balance and domestic inflation rate, 
and substantial inflows of capital had been attracted 
by high Italian interest rates. The Bank of Italy had 
taken advantage of the lira’s relative strength to re
build its foreign currency reserves to a level of $17.8 
billion at the end of January 1982.

The Italian inflation rate had begun to slow in 1981 
and moderated further in January 1982. In part, this 
progress reflected falling world prices of oil and other 
raw materials, those price movements stemming from 
deepening recession in most industrial economies. 
Moreover, price increases were slowing in Italy as the 
restrictive monetary policy of the Bank of Italy began 
to dampen domestic inflationary pressures. The lira 
was also supported at this point by improvement in 
the Italian current account deficit, which had con
tracted from a $10 billion annual rate early in 1981 
to a $3 billion rate by the year-end. The improvement 
derived from both strong growth of export volume and 
declines in imports. The gains in exports reflected the
1981 devaluations of the lira within the EMS and a 
surge in orders from those OPEC nations that de
veloped large current account surpluses after the 
1979-80 oil price increases. At the same time, Italian 
imports had declined due to the weak domestic econ
omy and the import deposit scheme which had been 
adopted in May 1981. (The deposit scheme required 
that a percentage of the foreign exchange value of 
imports be placed in a noninterest-bearing account 
with the Italian central bank. Initially the deposit was 
set at 30 percent, but the ratio had been gradually 
reduced to 15 percent by end-January 1982.)

The markets remained concerned that the recent 
Italian gains on inflation and external account would be 
difficult to sustain. OPEC current account surpluses had 
begun to contract, threatening to limit further expan
sion of Italian exports, while failure to make additional 
gains on domestic inflation and wage increases 
was thought likely to result in declining competitive-
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ness of Italian exports to industrial economies. More
over, any upturn in domestic incomes would be likely 
to spur imports. In contrast to the favorable perfor
mance of the trade balance, the surplus on the in
visibles account deteriorated during 1981, as increased 
borrowing abroad and the high level of international 
interest rates sharply pushed up the cost of servicing 
Italy’s external debt— a drain on the current account 
not likely to be relieved substantially in 1982.

The inflation outlook was also clouded by the long
standing problems of the huge government deficit and 
steeply rising wage costs. The government had pro
posed an official ceiling of Lit 50 trillion for the 1982 
public-sector borrowing requirement, slightly below 
last year’s actual result. But, in 1981, the outcome had 
exceeded the original ceiling of Lit 37.5 trillion by 
some Lit 17 trillion. Thus, market participants were 
skeptical that such an ambitious goal for 1982 was 
feasible and worried that fiscal stimulus would con
tribute to renewed inflationary pressures. On the 
wage front, the government had begun negotiations 
with business and labor in the middle of 1981 to 
modify Italy’s scala mobile, which provides for auto
matic quarterly adjustments in pay to offset inflation. 
Into 1982, however, no significant progress had been 
made in these negotiations.

Finally, the Italian economy had weakened in the last 
half of 1981, with real GNP declining for the year as a 
whole for only the second time since World War II. 
The softening of the domestic economy had contrib
uted to slower price increases in the short run but
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had led to calls for an easing of the strong anti
inflation stance of monetary policy, which had held 
nominal Italian interest rates well above those of 
Italy’s major trading partners into 1982. Many market 
participants remained concerned that any easing of 
monetary policy would quickly release new inflationary 
pressures in the domestic economy and also tend to 
reduce capital inflows.

Despite these concerns about the future, the lira 
remained firm within the EMS into February 1982. The 
Italian authorities took advantage of the lira’s strength 
to suspend the import deposit scheme in early Febru
ary, about a month ahead of its scheduled termination. 
This action was taken to minimize speculative pres
sures in the exchange market that otherwise were 
expected to result from the market’s anticipation of 
the change at the end of the month. Although some 
selling pressure emerged on the day of the announce
ment, the Bank of Italy was quick to intervene and the 
lira soon steadied.

In the EMS realignment on February 21, the lira, 
like the French franc, was left unchanged. The realign
ment focused the market’s attention on the question 
of the future competitiveness of Italian exports and 
domestic economic problems. In addition, Italian mar
ket interest rates were easing, fostering rumors that 
the Bank of Italy would lower its discount rate either 
independently or in cooperation with the monetary 
authorities in Germany and France. In these circum
stances, the lira became caught up in speculation over 
another EMS realignment, and residents scrambled to 
purchase foreign currencies and to repay mark- 
denominated debt. As a result, the lira, which had 
traded around the middle of the new EMS band 
immediately after the realignment, declined faster 
than other Continental currencies against the dollar 
during March. At times, it traded at or near the bottom 
of the joint float despite heavy intervention by the 
Bank of Italy, including its first sales of marks in six 
months. Italian foreign currency reserves declined 
$4.5 million during February and March.

During April and the first part of May, the lira gen
erally remained under downward pressure in the ex
changes. The latest balance-of-payments data, includ
ing the report of a record February trade deficit of 
Lit 2.9 trillion, confirmed the market’s worry that export 
growth might stagnate, mainly as a result of the dwin
dling OPEC surplus and the increased financing diffi
culties of certain less developed countries which limited 
the scale of their imports. Also, Italian imports had 
surged in the wake of the elimination of the import 
deposit scheme, mostly to rebuild domestic inven
tories. At home, inflation remained considerably higher 
than that of Italy’s major trading partners, despite hav

ing slowed somewhat further, while market concern 
increased over the deepening crisis within the govern
ment. Sharp divisions over economic policy, par
ticularly between the Christian Democrats and the 
Socialists, threatened to impede Parliamentary adop
tion of a proposed austerity budget and to bring down 
the Spadolini coalition government.

The market thus came to view the lira as a candidate 
for devaluation within the EMS, generating adverse 
movements in leads and lags and prompting Italian 
residents to repay foreign currency loans and to bor
row lire. In order to curb the leading and lagging of 
payments, the Foreign Trade Ministry moved to tighten 
foreign exchange controls. In addition, residents were 
no longer permitted to repay foreign currency loans 
borrowed from Italian banks prior to maturity. Subse
quently, the Bank of Italy announced it would increase 
its progressive penalties on lira credit extensions in 
excess of its established ceilings to counteract the 
widespread substitution by Italian borrowers of home 
currency for foreign currency financing. In addition, 
the Bank of Italy intervened frequently in the exchanges 
to resist the decline in the rate, and it kept Italian in
terest rates high and steady even though rates abroad 
tended to ease. Nonetheless, the selling pressures on 
the lira persisted, and late in April it slipped below the 
2Vk percent limit required for its partner currencies in 
the EMS, even though it remained well within the 
broader 6 percent band applying to the lira.

By late May, however, foreign currency inflows from 
the start of the tourist season, together with the earlier 
exchange control measures, helped bring trading into 
better balance. In these circumstances the view de
veloped in the market that a devaluation of the lira 
might be put off at least until after the Versailles sum
mit in June and perhaps through the summer. The 
Bank of Italy was able to scale back its support opera
tions considerably and, on occasion, even purchase 
dollars to rebuild reserves. Nonetheless, foreign cur
rency reserves fell another $1.8 billion during the two 
months.

Over the June 12-13 weekend the lira’s central rate 
within the EMS was adjusted downward 2% percent 
against those currencies in the system whose central 
rates remained unchanged, as part of a realignment 
involving the French franc. In effect, the lira was de
valued by about 7 percent against the German mark 
and Dutch guilder, each of which was revalued 4Va 

percent. In public statements following the realign
ment, Prime Minister Spadolini asserted that the lira 
was devalued solely to protect the competitiveness of 
Italian exports in the face of the devaluation of the 
French franc and not because the move was necessary 
in the short run. At that point, Italy expected an influx
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of funds during the tourist season by then well under 
way. The government also announced the devaluation 
would be followed up with a package of austerity 
measures.

Following the realignment, the lira traded above the 
2V4 percent limit required for other participating curren
cies. The Bank of Italy took advantage of the lira’s com
fortable position within the EMS to rebuild reserves 
and to ease short-term domestic interest rates. None
theless, Italian rates remained high in relation to inter
est rates abroad and continued to attract capital 
inflows, particularly with a lira devaluation no longer 
a near-term prospect. The relative strength of the lira 
also enabled the Italian authorities to relax foreign 
exchange controls on export-related credit. Against the 
strong dollar, however, the lira fell back to a record 
low of Lit 1,401.50 in European trading.

Despite the firmness of the lira within the EMS, the 
market remained concerned over several issues. Im
patience over the lack of progress in negotiating ways 
to modify the scala mobile had prompted first the 
private- and then the public-sector employers’ associa
tions to announce they would withdraw from the 1975 
agreement with labor unions on wage indexation when 
it expires in February 1983. Employers were seeking 
a number of reforms to the system, including the 
exclusion of indirect taxes and externally generated 
cost increases from the calculation of wage in
creases, a more flexible escalator which would allow 
firms to differentiate among various wage and salary 
categories, and adjustments in wages every four or six 
months rather than every three months. Although many 
labor leaders accepted the need for some modification 
of the agreement, the unions were sharply divided 
over the nature and extent of any changes. The break
down of negotiations to change the wage indexation 
system was a serious setback to the government’s 
efforts to forge a social pact and to limit wage in
creases in 1982 to 16 percent, and it raised the possi
bility of protracted strikes by the unions. Also, the 
outcome of the three-year wage contract negotiations, 
which had not yet begun in earnest even though some 
of the contracts had expired the previous December, 
had been thrown into greater doubt.

Meanwhile, after months of fractious debate, the 
Italian cabinet finally approved a major stabilization 
program designed to hold the increase in the state 
borrowing requirements in 1982 to a level well beyond 
the original proposed ceiling of Lit 50 trillion but 
lower than the estimated Lit 70 trillion that would re
sult if no action were taken. However, even after this 
action, the state borrowing requirement would exceed 
that of most other industrial countries and pose a 
threat to the progress already made on the inflation

front. Furthermore, the program still awaited final 
Parliamentary approval.

By end-July the lira was trading at Lit 1,367.00 
against the dollar, down 91/4 percent over the six- 
month period under review and down 5 percent 
against the German mark. Meanwhile, Italy’s foreign 
exchange reserves stood at $13.9 billion, an increase 
of $3.9 billion over the period.

European Monetary System
In early 1982 most countries participating in the EMS 
joint float arrangement had been pursuing generally 
restrictive macroeconomic policies for about two years 
to counter inflationary pressures arising from the sec
ond round of international oil price increases. Some 
had made considerable progress in reducing inflation 
and in limiting the impact of higher oil prices and 
depreciating exchange rates on domestic wages and 
costs. Meanwhile, the dramatic softening of previously 
tight conditions in the world oil market and the weak
ening of economic activity in the EMS (and among 
industrial countries more generally) helped erode 
many of the larger payments imbalances that had 
emerged in the aftermath of the oil shock. But there 
were major problems as well. Rigidities in economic 
and social structures— which in varying degrees char
acterize all industrial countries— hampered the imple
mentation of restrictive policies in individual EMS 
member states or meant that success in the battle 
against inflation was achieved only at considerable 
cost. Restrictive policies proved costly in terms of 
output losses and unemployment, and the prospects 
for growth appeared more pessimistic than expected 
earlier, even for countries that had chosen to adopt 
policies of greater stimulus. Also, while the progress 
on inflation was achieved through tight monetary poli
cies and high interest rates, the outlook for main
taining a durable reduction of inflation was being 
undermined by the persistence of unacceptably high 
government deficits. Within individual countries the 
listless state of domestic demand generated efforts 
by domestic firms to sell in external markets, com
petitive pressures among member states were strong, 
and protectionist tendencies were growing. Moreover, 
underlying the more balanced pattern of payments 
positions were substantial disparities in competitive
ness.

Within the joint float arrangement, the Netherlands 
guilder, French franc, and Italian lira traded at the top 
while the German mark, the Belgian franc, Danish 
krone, and Irish pound traded in the middle and lower 
portions of the band. The upper group contained cur
rencies which were vulnerable on fundamental eco
nomic grounds but nonetheless remained firm, benefit
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ing from a combination of relatively high interest rates, 
exchange controls, and expectations in the market 
that official parities established in October 1981 would 
hold at least in the near term. At the bottom, requiring 
persistent intervention support, was the Belgian franc. 
Structural problems in the Belgian economy were re
flected in mounting public-sector fiscal deficits, in 
excess of 15 percent of GNP, and current account 
deficits which for some years had been financed 
through government-arranged loans in dollars and in 
other currencies. The external public debt which was 
practically nil in 1977 had risen by end-1981 to more 
than 10 percent of GNP.

Like governments in other small, open economies, 
the government of Belgium had for some time rejected 
devaluation of its currency, arguing that the benefits 
of such action would be quickly eroded in view of 
the large role of international trade in total GNP and 
the high degree of domestic wage indexation. But, 
because of the mounting gravity of the situation, the 
new government that came to office after the Novem
ber 1981 election had been granted special powers 
by Parliament, including authority to constrain the 
growth of wage increases. Consequently, a change in 
the official parity of the Belgian franc seemed more 
likely than before. Meanwhile, Denmark and Ireland, 
which had also relied heavily on foreign borrowings 
to finance large fiscal and current account deficits, 
found the inflows of private capital had slowed. To 
maintain balance in the foreign exchange market, Ire
land continued to place reliance on foreign exchange 
controls. In Denmark, concern developed that the ex
change rate for the krone did not reflect the deteriora
tion that had occurred in the economy’s external 
competitive position.

On February 21, the Belgian franc was devalued by 
81/2 percent and the Danish krone by 3 percent against 
all other participating currencies. In connection with 
the realignment, the Belgian authorities introduced 
measures aimed at stimulating private investment while 
reducing the government borrowing requirement. They 
included a limited price freeze, the temporary suspen
sion of wage indexation, and selected tax reductions 
for business and industry. Immediately after the re
alignment, the Belgian franc and Danish krone rose 
to the top of the newly aligned band, the Netherlands 
guilder traded around the middle, and the German 
mark, French franc, Italian lira, and Irish pound moved 
to the lower portion of the EMS band.

Exchange market participants were skeptical that 
the new parities would stick, citing concerns about 
relative competitiveness, unresolved structural prob
lems, and continued policy divergences. It was known 
in the market that the governments of Belgium and

Denmark had requested larger depreciations of their 
currencies than had been agreed to by other member 
states, and participants therefore questioned whether 
the realignment was sufficient to rectify the various 
imbalances that had already emerged. At the same 
time, the realignment appeared too narrow in scope. 
It was seen in the market as failing to address differ
ences between currencies of countries benefiting from 
improving current account and inflation performances, 
such as the German mark and the Netherlands guilder, 
and currencies of countries where the outlook was 
decidedly less favorable, such as the French franc 
and the Italian lira. With respect to structural issues, 
Belgium and Denmark were not alone in facing prob
lems of large and growing budget deficits and rigid 
wage bargaining systems. In general, market partici
pants felt that there was additional need in those and 
other countries— France and Italy in particular— to 
contain wage demands, to reduce government expendi
tures, and to alleviate the pressures of deficit financing 
on the financial markets and ultimately on the growth 
of money. Looking ahead, participants expressed worry 
that divergences in economic policy would compound 
existing differences in economic performance. They 
noted that not all countries maintained equal vigilance 
in the fight against inflation. In the case of France, 
emphasis continued to be placed on expansionary 
programs to curtail unemployment.

These concerns generated renewed tension within 
the joint float and, as speculation mounted that an
other realignment was inevitable, the German mark 
and the Dutch guilder moved to the top of the system, 
while the Danish krone weakened, falling for a time to 
the middle of the band. Meanwhile, the Belgian franc 
dropped to the bottom of the joint float where it alter
nated with the French franc. The Irish pound traded 
in the lower portion of the band. The Italian lira, trad
ing in its wider 6 percent margin, fell below the 
currencies in the narrow 21/4 percent band. On March 
19 and again on May 6— with the EMS fully stretched 
— the central banks of Germany and the Netherlands, 
reduced their official lending rates. The authorities in 
the Netherlands had room to provide some stimulus to 
stagnant domestic demand, owing to the favorable 
external position of the Netherlands. Indeed, with do
mestic demand weaker than in most other EMS coun
tries, competitiveness improving, and natural gas ex
port revenues boosted by earlier price hikes, the 
Dutch current account posted a surplus estimated 
around 41/2 percent of GNP.

The reduction of interest rates in Germany and the 
Netherlands provided only temporary relief to the 
weaker currencies. The psychology of the market 
grew increasingly pessimistic, as skepticism intensi
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fied about the willingness and ability of the authorities 
in the weaker currency countries to correct imbalances 
in their economies. Adverse social reaction within 
Belgium provoked by the post-February devaluation 
program and by specific problems in the steel sector 
(including demonstrations and strikes) cast doubt on 
the durability of the government’s austerity measures. 
Elsewhere, institutional arrangements, coupled with 
the pressures of high and rising unemployment, ap
peared to make a tightening of financial policies very 
nearly untenable, particularly in Denmark and Ireland 
where domestic budget deficits widened sharply. To 
defend existing parities, the authorities of Belgium, 
Ireland, and France raised official interest rates while 
money market rates in Denmark moved higher. France 
and Italy also tightened exchange controls. And, in all 
cases, intervention sales of dollars and of stronger 
EMS currencies became heavier and more frequent.

Over the weekend of June 12-13, the EMS was 
again realigned. The central parities of the German 
mark and Dutch guilder were revalued by 41A percent, 
while those of the French franc and Italian lira were 
devalued by 5% percent and 2% percent, respec
tively, against the other participating currencies. The 
bilateral central rates of the Belgian franc, Irish pound, 
and Danish krone were otherwise left unchanged. In 
subsequent days and weeks, the Italian lira and 
French franc traded at the top of the newly aligned 
band, the Irish pound and Danish krone moved near 
the top, while the Belgian franc traded in the middle 
of the band. The German mark and Netherlands guil
der traded at the bottom of the new alignment. The 
new exchange rate structure and the relaxation of 
tensions enabled several EMS countries previously 
constrained from easing monetary conditions to re
duce domestic interest rates. France, Denmark, and 
Ireland permitted money market rates to ease, while 
Belgium lowered official lending rates. The tendency 
of interest rates to ease occurred largely during July, 
when U.S. interest rates were registering sharp de
clines from the high levels that prevailed in previous 
months.

However, the reduction of European interest rates 
lagged behind the cuts in the United States. The weak
ness of the EMS currency bloc as a whole against the 
rising dollar made the authorities reluctant to take 
actions that could contribute to a further depreciation 
of their currencies. In addition, within the EMS the re
flux of funds from revalued currencies into those that 
were devalued was comparatively modest both in 
scale and in duration, owing to the cautious reaction 
of the market to the newly established parities. To be 
sure, participants appreciated that greater efforts than 
earlier in the year were being made to harmonize

economic policies, particularly in view of restrictive 
policy measures in France and Italy that accompanied 
the realignment. Nonetheless, participants awaited the 
evolution within various EMS countries of the pro
posed austerity and budget-tightening programs, sens
ing that political and institutional difficulties would 
make it hard for many governments to carry out in
tended remedial measures. In these circumstances, 
part of the unwinding of speculative positions oc
curred not within the EMS between revalued and de
valued currencies but vis-it-vis the dollar instead. This 
meant that, while the EMS mechanism operated free 
of strains during the balance of June and July, in
dividual member states had less leeway than after 
previous realignments to relax monetary policy or to 
enter the exchange market as buyers of currency in 
order to repay debt or to rebuild international reserve 
positions.

Canadian dollar
The Canadian dollar was declining against the U.S. 
currency at end-January 1982, having fallen nearly 2 
percent since November to U.S.$0.8342 (Can.$1.1988), 
a level about 3 percent above its fifty-year low of 
August 1981. The Canadian economy was in a deepen
ing slump in early 1982, but little apparent progress 
had yet been made on Canada’s persistent double-digit 
inflation rate or the high rate of new wage settlements. 
Because of the inflation problem and the risk it would 
be worsened by further declines in the exchange 
rate, Canadian monetary and fiscal policy remained 
anti-inflationary. But the policy had been widely criti
cized in Canada in a debate which appeared to in
tensify each time new evidence appeared of declining 
productive activity and worsening unemployment. The 
Canadian dollar tended to weaken in the exchanges 
at such points, mainly reflecting concern that interest 
rates would be lowered to stimulate the economy and 
would trigger additional capital outflows. In fact, 
Canadian interest rates had lagged behind the rapid 
rise of U.S. rates during December and January, and 
by the end of the month the favorable differential had 
narrowed by as much as 5 percentage points and had 
been reversed for some maturities.

Downward pressure on the Canadian dollar also 
reflected the earlier worsening of Canada’s external 
position and the closely related controversy over energy 
policy. Despite the weakening domestic economy, 
Canada’s balance-of-payments position had deterio
rated progressively through the first three quarters of
1981, mainly because of climbing external debt-service 
costs but also because declining demand abroad cut 
into Canadian exports. The deficit on current account 
widened just as massive net investment outflows de
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veloped in connection with the “ Canadianization” of 
ownership in energy-related industries. If anything, 
Canadian energy policy became even more controver
sial because of the deteriorating financial position of 
Canadian energy companies. Falling world energy 
prices and declining demand stretched the cash flows 
of those companies at the same time that debt-service 
costs were climbing as a result of buyouts of foreign 
equity interests. Moreover, the ownership goals of the 
national energy program had not been reached, rais
ing the specter of further large capital outflows even 
though the Canadian government was thought prepared 
to accept a further slowing of the rate of buyout 
because of financing difficulties and pressure on the 
exchange rate.

Reflecting this background, sentiment toward the 
Canadian dollar was decidedly bearish as the period 
opened. Large sales on Chicago’s IMM pushed the rate 
through the psychologically important U.S.$0.83 level 
(equivalent to Can.$1.2057 in the interbank market) on 
the first day of February, and the rate declined through 
most of the month as interest rate differentials adverse 
to the Canadian currency opened up. Highly publicized 
criticism of the government’s anti-inflation policies 
during a conference of the ten provincial premiers 
contributed to nervousness in the exchanges, despite 
Prime Minister Trudeau’s strong reaffirmation of the 
government’s policy stance. Then, three major private 
participants withdrew from the Alsands development

project in Alberta, drawing attention to the problems 
being encountered in the government’s long-term pro
gram for Canada’s energy development. In all, the 
Canadian dollar fell another 2!/2 percent during Feb
ruary to U.S.$0.81 (Can.$1.2346). Official operations 
moderated pressures in the exchanges and Canadian 
foreign currency reserves declined nearly $800 million 
during the month.

From late February through early May, the Canadian 
dollar fluctuated between about U.S.$0.81 (Can.$ 
1.2346) and U.S.$0.825 (Can.$1.2121). During early 
March the Canadian dollar firmed in the exchanges, 
following actions by the Bank of Canada to push 
interest rates sharply higher and reestablish an in
terest rate differential favorable to the Canadian dollar. 
Market participants were reassured by these actions 
and the accompanying statement by the Bank of 
Canada which reaffirmed the policy of maintaining a 
positive interest rate spread relative to the United 
States sufficient to attract needed capital inflows. Also, 
Canada’s trade surplus had increased significantly 
in late 1981 and had jumped to a U.S.$1.3 billion sur
plus in January, the largest in a year. In fact, the 
Canadian trade surplus remained large, subsequently 
underpinning the currency for the remainder of the 
period under review.

This recovery for the Canadian dollar proved brief, 
as selling pressure against the Canadian dollar re- 
emerged by the middle of March. U.S. interest rate 
increases outpaced those in Canada, partly eroding 
the positive interest differentials which had opened 
up, while evidence of the Canadian economy’s weak
ness continued to cumulate. The Canadian currency 
thus declined during the rest of March but met resis
tance when it approached the technically important 
U.S.$0.81 (Can.$1.2346) level. Through early May, the 
exchange rate fluctuated just above this level, respond
ing mainly to modest variations in Canadian-U.S. inter
est rate differentials and participating only slightly in 
the general rise and then fall of foreign currencies 
against the U.S. dollar which took place.

Market participants remained preoccupied with the 
state of Canadian economic policy. Their concerns 
gained new emphasis from the news that unemploy
ment had risen to 9 percent in March, while consumer 
prices had registered their second consecutive monthly 
increase of more than 1 percent. Rumors developed 
in the market, and were confirmed by an announce
ment on May 1, that the Alberta oil sands development 
project would be abandoned following withdrawal by 
all its private participants. The Bank of Canada was a 
net seller of U.S. dollars during March, recording a 
drop of approximately $500 million in reserves, but 
during April its net reserve position remained about
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unchanged as the central bank drew $500 million on its 
credit lines with U.S. commercial banks to bolster 
reserves.

The Canadian currency’s relative steadiness since 
late February ended abruptly in early May, and a sus
tained slide began which took the Canadian dollar to 
record levels below $0.77 (Can.$1.30) by the third 
week of June. In a sudden wave of selling, the ex
change rate plummeted through the U.S.$0.81 level 
on May 12 for the first time since August 1981. While 
market participants were encouraged by another large 
trade surplus in March, this good news was swamped 
by an April jump in the unemployment rate to 9.6 per
cent and by an article published in a leading Toronto 
newspaper which suggested that the Canadian authori
ties might be considering a shift in policy toward stimu
lating the economy and allowing the currency to de
preciate. Government officials were quick to refute this 
suggestion. Still, the Canadian dollar dropped nearly 
1 percent that day to close at U.S.$0.8059 (Can.$ 
1.2408). The Bank of Canada provided exchange mar
ket support and acted to tighten cash reserves of the 
banking system. Following a 1A percentage point rise 
in the central bank’s discount rate and the Prime 
Minister’s statement assuring Parliament that there 
would be no devaluation or imposition of exchange 
controls, market participants were reassured that, for 
the moment, policy would not be changed. Announce
ment of modification to the export licensing criteria for 
natural gas also helped the currency.

Market sentiment deteriorated further in June, how
ever, on news of another decline in industrial produc
tion and a record 10.2 percent unemployment rate in 
May, prompting more public calls for lower interest 
rates. In addition, greater concern developed about the 
financial strains affecting Canadian corporations and 
even some large Canadian banks. In this environment, 
news which otherwise might have been favorable to the 
exchange rate, such as better trade figures and a higher 
Bank of Canada discount rate, only served to confirm 
the likelihood of further weakening of the economy 
and thereby deepened the mood of pessimism about 
prospects for the Canadian currency. Then, following 
the close of the Versailles summit meeting, Prime Min
ister Trudeau indicated that Canada might take inde
pendent action if U.S. interest rates did not fall by 
mid-July, suggesting to the market the possibility of 
a change of heart by the authorities about accepting 
the consequences of currency depreciation. Heavy 
speculative sales occurred in an increasingly bearish 
atmosphere, particularly after the announcements of 
a further acceleration of consumer price inflation dur
ing May and an 8 percent decline at an annual rate 
in real GNP for the first three months of the year.
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The exchange rate thus fell to a historic low of 
U.S.$0.7683 (Can.$1.3016) on June 22.

At these levels, the Canadian dollar met resistance 
to further declines, steadied through early July, and 
began a recovery which coincided with the rapid de
clines in U.S. interest rates and a softening of the 
U.S. dollar through the end of the period. Corporations 
took advantage of the historic low rates to meet their 
needs for Canadian currency, while professionals be
gan taking profits on their very large short positions. 
A new budget was announced on June 28 and the 
main feature was a proposal for a two-year national 
effort to brake inflation. The program included a cap 
on salary increases of government employees, limits on 
price increases in federally regulated sectors of the 
economy, some temporary deindexation of personal 
income taxes and social security payments, and new 
measures to assist those most severely affected by 
the recession. Market reaction to the budget announce
ment was primarily negative, focusing on the Can.$9 
billion increase to nearly Can.$20 billion in the gov
ernment’s estimated total deficit for the current fiscal 
year, a change which resulted from the low level of 
actual economic activity, compared with what had 
been assumed in the previous budget. On the positive 
side, market participants were relieved that govern
ment policy remained firmly anti-inflationary. Thus, the 
exchange rate fluctuated without significant gains.
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Canadian gross foreign exchange holdings declined 
some $500 million through May and June, even after 
additional drawings on the credit lines with Canadian 
and foreign banks amounting to $300 million in May 
and $1.4 billion in June.

The Canadian dollar firmed in the exchanges in 
July, initially supported by technical factors, as some 
widely used statistical models gave strong “ buy” 
signals and participants on the IMM began turning 
their large short positions. U.S. interest rates also 
began a decline which was not immediately matched 
by equivalent cuts in Canadian rates, and there was 
speculation in the market that the authorities planned 
to tap foreign credit markets again to bolster official 
reserves. These supporting factors were reinforced 
by a continued strong trade performance, seasonal 
inflows from tourism, and an unusually heavy sched
ule of foreign borrowing conversions, which in com
bination appeared to swamp any negative impact 
on sentiment from the report of yet another increase 
in June unemployment to 10.9 percent and the down
grading of some major Canadian borrowers’ debt is
sues by an American bond-rating service. Some selling 
emerged later in the month when wage talks between 
Prime Minister Trudeau and the Canadian Labor Con
gress ended in disagreement, but this pressure soon 
abated and the Canadian currency continued to firm 
despite a temporary rise in U.S. interest rates toward 
the end of the month. The Canadian dollar thus closed 
the period at U.S.$0.7987 (Can.$1.2520) on July 30, 
41/2 percent lower than six months earlier but still 
nearly 4 percent higher than its lowest level reached 
in June. As the Canadian dollar reversed strongly 
during July, the Bank of Canada made substantial net 
purchases of U.S. dollars and repaid $750 million of 
its drawings on commercial banks, while adding about 
$400 million to official foreign exchange reserves. Dur
ing the six months as a whole, Canada’s official foreign 
exchange reserves fell some $800 million to $2.1 
billion and $1.65 billion of the borrowings on com
mercial bank credit lines remained outstanding as of 
the end of July.

Mexican peso
By early 1982, the Mexican peso was widely seen by 
market participants as significantly overvalued in the 
exchange markets, reflecting the accumulated effects 
of a high and accelerating domestic inflation rate, a 
nearly fixed exchange rate against the U.S. dollar over 
a period of several years, and to an extent the appre
ciation of the U.S. dollar after the middle of 1980. 
Dating from early 1977 and increasingly after 1979, 
the Mexican authorities had followed an aggressive 
policy of industrialization and expansion of domestic

employment, based on rapidly expanding oil produc
tion and exports, and a program of borrowing abroad 
in order to finance the import of industrial capital 
goods. These policies succeeded in their major ob
jectives, with real output expanding in Mexico at an 
annual rate of over 8 percent in the four years through 
1981 and with commensurate effects on employment.

At the same time, however, signs of strain appeared 
on both the domestic and international fronts. Do
mestically, fiscal deficits climbed to approximately 
15 percent of gross domestic product by 1981, money 
supply expansion held steady at about 33 percent 
per annum for four consecutive years, wage increases 
climbed, and in consequence the rate of inflation ac
celerated in 1980 and 1981 to nearly 30 percent. On the 
international front^the relatively stable peso exchange 
rate and rising domestic prices combined to spur im
ports of consumer goods and to depress Mexican nonoil 
exports, and worsened a trade deficit already deepened 
by expanding capital goods imports and recession in the 
industrial world. Meanwhile, the rapid growth of ex
ternal indebtedness and historically high international 
interest rates led to rapidly climbing debt-service 
costs. Indeed, by the end of 1981, Mexican public and 
private foreign currency debt reached an estimated 
$75 billion, with debt-service costs virtually absorbing 
total oil revenues in that year. The oil price jump of 
1979-80 had worked initially to increase Mexican for
eign currency earnings sharply, but the high prices by
1981 produced an opposite effect, cutting deeply into 
world oil demand and thereby halting the rapid rise in 
Mexican oil production as well as lowering export 
earnings below what had been expected. Moreover, 
late in 1981, the Mexican authorities announced a
1982 public-sector budget clearly intended to continue 
the rapid expansion of the economy— a policy which 
intensified fears of even more inflation and a peso 
devaluation, particularly in view of the deterioration 
in the external account. Despite these developments, 
the peso late in 1981 was trading at about Mex.$26 
($0,038), in nominal terms only about 15 percent below 
its level five years earlier but in real terms substan
tially higher.

The authorities initially responded to the growing 
pressure on the peso by accelerating the gradual de
preciation of the currency in the exchanges to about 
a 17 percent annual rate by the end of 1981. Never
theless, there were frequent rumors of an impending 
maxi-devaluation— such as had occurred in 1976—  
prompting bursts of foreign currency purchases by 
Mexican residents and an erosion of Mexico’s foreign 
currency reserves, which at the end of 1981 were re
ported at $3.7 billion. Then, on February 17, 1982, the 
Banco de Mexico announced that, in view of the exter
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nal situation, it would temporarily withdraw intervention 
support from the peso, so that the peso could find an 
equilibrium level in the market. The Mexican authori
ties saw the problem primarily as one of external bal
ance and stated that an exchange rate adjustment 
would make it possible to continue efforts to indus
trialize Mexico and to expand employment. Accordingly, 
such corrective measures as were announced to go 
along with the floating exchange rate were addressed 
mainly to external considerations and to cushioning 
the domestic effects of the devaluation. Public spend
ing was to be reduced, with the savings used to 
cushion the incomes of the workers from the effect 
of currency devaluation and to cover the increased 
peso costs of servicing the public-sector external debt. 
Price controls were announced, and domestic interest 
rates were to be kept high, but measures were also 
taken to ensure adequate credit flows to critical sec
tors of the economy.

On the external side, the Mexican authorities ex
pected that the decline in the peso exchange rate 
would substantially restore Mexico’s competitive posi
tion in nonoil exports, sharply reduce nonessential 
imports, and halt the capital flight. The expected swing 
in the Mexican trade account was in turn thought 
likely to reduce Mexico’s need for external borrowing 
through 1982. In addition, import licensing was to be 
tightened. Immediately following the announcement, 
the peso dropped in the exchanges from Mex.$26.74 
to Mex.$38.0 and in the next two weeks fell to about 
Mex.$45, a devaluation of about 40 percent from the 
February 17 level. Once trading settled down, some 
capital reflows occurred, enabling Mexico to buy back 
some of the reserves lost earlier. Through March and 
much of April, an uneasy peace existed in the ex
change markets. The peso first climbed somewhat 
and then drifted lower amid some resident selling, with 
market participants increasingly concerned whether 
the February policy actions were sufficient to correct 
the external imbalance.

But it soon became clear that much if not all of the 
potential benefit of the devaluation would be lost in 
a burst of inflation brought on by actions taken by the 
government aimed at cushioning the domestic impacts 
of the devaluation. The main issue concerned wages. 
The government agreed in late March with the trade 
unions for increases ranging from 10 to 30 percent, 
increases which followed a 34 percent boost in the 
minimum wage on January 1, 1982. Employers then 
contended that the wage increases could not be ab
sorbed without adjustments on the price front, leading 
the government to announce a number of tax conces
sions, and promises of a sympathetic review of re
quests for increases in controlled prices. In the wake

of these developments, estimates in the market of 1982 
Mexican inflation were revised sharply higher, some 
predicting a rate near 60 percent. In consequence, 
the peso again came under sustained downward 
pressure in the exchanges and capital flowed out of 
Mexico. The terms of Mexico’s new international bor
rowings, which had begun to harden even before the 
February devaluation, hardened further. In mid-April 
the peso stood at about Mex.$46, and was being al
lowed to decline in the exchanges at an annual rate 
of about 22 percent.

Then, on April 21, the government of Mexico an
nounced a stabilization program, prompted by the 
deteriorating external situation but in this instance 
including a major domestic austerity program designed 
to facilitate improvement in the external account. 
The seventeen-point program was aimed at sharp 
reduction of government spending and the fiscal 
deficit, largely through increases in prices of public- 
sector goods and services, a tightening of monetary 
policy, and substantial further reductions of imports 
which in turn would reduce the need to borrow abroad. 
This program, if implemented as announced, was 
thought by market participants likely to result in a 
virtual cessation of Mexican economic expansion in
1982 and thus was taken as a more concerted at
tempt to deal with the external situation than the Feb
ruary program. The announcement of such a program 
only about two months before national elections was 
also taken by the market as an indication that the 
Mexican authorities viewed the situation as increas
ingly serious. At the end of April, the Federal Reserve 
received and granted a request from the Banco de 
Mexico for a $600 million drawing on the swap facility 
to meet month-end liquidity needs.

In the weeks that followed, market concerns focused 
on two closely linked issues. First, whether the stabili
zation program would be implemented aggressively 
enough to redress the serious internal and external 
imbalances and, second, whether Mexico would be 
able to borrow enough on the international capital 
markets to bridge the gap until the program had time 
to work. With respect to the first issue, there was con
cern that political pressures ahead of and even fol
lowing the July 4 national elections would force 
postponement of key program elements, particularly 
the sharp price increases in domestic energy and 
critical foodstuffs.

Through the late spring and early summer, it be
came increasingly clear that Mexico was encounter
ing considerable difficulty in rolling over maturing for
eign currency credits and raising needed new cash. 
A “ jumbo loan” of $21/2 billion was floated in late May, 
about half of which was new cash used to bolster for
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eign exchange reserves. The terms of the loan called 
for higher interest rate spreads above LIBOR (London 
interbank offer rate) than had existed only a few 
months before, but loan participations were slow to 
sell outside the lead underwriting syndicate despite 
the higher interest yield. A few weeks later, Mexico 
successfully floated a Eurobond issue but only by 
offering a record interest yield on such issues of 181/2 
percent. At the same time, private-sector borrowers 
also were experiencing difficulties, particularly Grupo 
Industrial Alfa, the large Mexican industrial conglom
erate, which earlier had suspended payments on its 
international obligations. And again, at the end of June, 
the Banco de Mexico requested and was granted a 
$200 million drawing on its swap line with the Federal 
Reserve to meet a temporary liquidity need, with the 
funds taken down on June 30 and repaid on July 1.

As the period drew to a close, there were signs 
that the April economic program was beginning to 
take effect, although at the same time many came 
to question whether the program was sufficient to re
store external and internal balance even if fully im
plemented. Imports had come down sharply, partly in 
consequence of the February devaluation but also 
reflecting the April import control program. While non
oil exports had been sluggish to respond, oil exports 
on a daily basis had rebounded to nearly the levels 
originally targeted for all of 1982. On the domestic 
side, limitations on peso credit were showing up in con

tinuing interest rate increases. By late July, rates on 
most short-term deposits had climbed from just over 
30 percent in February to about 50 percent, high by 
historical standards in Mexico but still well below the 
expected rate of inflation. But the government expen
diture reductions and price increases were proceeding 
less rapidly than called for in the April program, sug
gesting that the reduction of the fiscal deficit in 1982 
would be at best only about two thirds of the amount 
targeted in April.

Capital flight apparently tapered off somewhat 
through late June and July, although downward pres
sure on the peso in the exchanges continued. However, 
with estimates of the inflation rate progressively re
vised upward, market participants came to expect an 
acceleration in the gradual peso depreciation or an
other major devaluation, and concern remained over 
the possibility of a renewal of significant speculative 
pressure. Thus, it was clear that more time and con
tinued forceful government action would be required 
before economic balance could be restored, with the 
implication that liquidity pressures would continue to 
be serious for some time. At the end of July the peso 
had declined to about Mex.$49 to the U.S. dollar. And, 
on the final day of the period, Mexico again drew 
on its swap line with the Federal Reserve to finance a 
short-run liquidity need, taking down $700 million on 
July 30 and repaying the amount in full the following 
business day.

NEW PUBLICATION

Paul Meek, Monetary Adviser, has written a compre
hensive review of the formulation and execution of 
monetary policy entitled U.S. Monetary Policy and 
Financial Markets.

This 192-page book discusses open market opera
tions with primary emphasis on the post-October 1979 
period. The financial institutions and markets within 
which the Federal Reserve operates are also described.

This book is intended primarily for economists, seri
ous economic students, bankers, participants in the 
financial markets, and other “ Fed-watchers” .

A single copy is available free of charge. Additional 
copies are $4 each for shipments in the United States. 
For those outside the United States, the charge is $9 
and foreign residents must pay in U.S. dollars with a 
check or money order drawn on a U.S. bank or its for
eign branch. Write to:

Public Information Department 
Federal Reserve Bank of New York 
33 Liberty Street 
New York, N. Y. 10045
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August-October 1982 Interim Report 
(This report was released to the Congress 
and to the press on December 9, 1982.)

Treasury and Federal Reserve 
Foreign Exchange Operations

By the end of the August-October period under review 
the dollar had risen to record highs or to levels not 
seen in many years against several major currencies, 
strengthening even as U.S. interest rates dropped 
sharply and as interest differentials favoring dollar- 
denominated assets narrowed appreciably. Favorable 
prospects for the U.S. economy relative to other in
dustrial countries, apprehension about the interna
tional banking system, and concern about economic 
and political conditions abroad resulted in an increased 
global preference for dollar-denominated assets which 
pushed dollar exchange rates sharply higher.

Concern over international credit exposures and 
developing financial strains in various markets around 
the world were sustaining factors behind the dollar’s 
rise throughout the period. During August, market at
tention focused on Germany where a large multinational 
company was being forced into receivership and on 
Mexico where a foreign exchange crisis was unfolding. 
During September, concern over the international fi
nancial situation mounted as developments in Mexico, 
particularly in light of the unexpected move to national
ize domestic banks, raised doubts in the market about 
the ability and willingness of the government and other 
public-sector institutions in that country to meet their 
external obligations. Meanwhile, the list of countries 
experiencing payments arrears expanded, and there 
were well-publicized problems of various commercial

A report by Sam Y. Cross. Mr. Cross is Executive Vice President in 
charge of the Foreign Group of the Federal Reserve Bank of New 
York and Manager of Foreign Operations for the System Open 
Market Account.

banks here and abroad. In this environment, traders did 
worry about the relatively large exposures of U.S. banks 
to Mexico and other Latin American countries, and de
veloping pressures on the U.S. banking system were 
reflected, to an extent, in a widening of yield spreads, 
between U.S. Government obligations and private credit 
instruments. But, with so much of the total international 
credit exposures made up of dollar-denominated 
claims, dollar-based institutions were thought to be 
in a better position than others to deal with emerging 
liquidity strains. Moreover, individual institutions 
sought to augment their liquidity positions, especially 
in dollars, against potential funding and cash-flow 
problems and in advance of important statement dates.

Meanwhile, prospects for economic recovery re
mained gloomy, and concerns intensified that many 
of the industrialized countries would tend to rely more 
on protectionist measures to deal with high and rising 
levels of unemployment and slack business invest
ment at home and would welcome improvements in 
international competitiveness in increasingly restricted 
export markets. These concerns tended to coalesce in 
Europe when several Scandinavian countries devalued 
their currencies, at times by more than private and 
official observers thought necessary to regain compet
itive equilibrium. Market speculation developed that 
several European governments would seek to adjust 
their currencies downward, Involving a realignment of 
the European Monetary System (EMS) joint float. 
Within that arrangement speculative selling pressures 
— largely against the French and Belgian francs, the 
Italian lira, and the Danish krone— intensified around 
mid-October. But they tended to moderate late in the
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Table 1

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

Out
standing

Bank drawing on July 31, 
Federal Reserve System 1982

August 1 
through 

October 31, 
1982

Out
standing 

October 31, 
1982

Bank of M ex ico ........ 700.0 [+700.0  
j  — 700.0 700.0

Data are on value-date basis.

Table 2

Drawings and Repayments by the 
Bank of Mexico under Special Reciprocal 
Currency Arrangements
In millions of dollars; drawings ( + )  or repayments ( - )

Drawings on

Out
standing 
July 31, 

1982

August 1 
through 

October 31, 
1982

Out
standing 

October 31, 
1982

United States Treasury 
special temporary 
facility for
$1 ,0 0 0  million .......... -0 -

f +825.0 
J-825 .0 -0 -

Drawings on 
special combined 
credit facility:
Federal Reserve 
special facility for 
$325 m illio n ............... -0 -

f +  236.3 
} -  43.8 192.5

United States Treasury 
special facility for 
$600 m illio n ............... -0 -

f +438.8 
} — 81.3 357.5

Data are on value-date basis.

Table 3

Drawings and Repayments by the Bank of Brazil 
under Special Reciprocal Currency Arrangement 
with the United States Treasury
In millions of dollars; drawings ( + )  or repayments ( — )

Drawing on

Out- 
standing 
July 31, 

1982

August 1 
through 

October 31, 
1982

Out
standing 

October 31, 
1982

United States Treasury 
special facility for 
$500 m illio n ............... -0 - +350.0 350.0

Data are on value-date basis.

period after official actions were taken by several 
countries to raise domestic interest rates, to adopt do
mestic austerity measures, and/or to increase inter
national borrowings. The monetary authorities of the 
EMS member states intervened heavily as sellers of 
dollars and, to a lesser extent, of currencies trading 
at the top of the joint float arrangement. Nonetheless, 
the EMS currencies as a group declined substantially 
against the dollar.

In addition, there were other international develop
ments which reinforced the demand for dollars. These 
included uncertainties over the future political sov
ereignty of Hong Kong, which reportedly generated 
flows of capital to North America, and aggravated hos
tilities in the Middle East, which kept alive fears of a dis
ruption of the flow of internationally traded oil. Certain 
currencies that had previously offered clear alternatives 
to investment in dollar-denominated assets also came 
under sometimes unfavorable exchange market scru
tiny, as participants focused on unresolved political 
divisions over economic, social, and foreign policies 
in a number of countries. In Germany, Chancellor 
Schmidt’s coalition government collapsed over disputes 
about economic policy. At first, the prospect of a new 
government generated expectations that the policy 
stalemate would be broken. But soon the market con
cluded that the new coalition government might face 
serious difficulties in winning a majority at upcoming 
federal elections next spring and that, in the interim, 
it had less room to reorient policies than had first 
been hoped. Also, in Japan, Prime Minister Suzuki 
unexpectedly announced that he would not seek re- 
election, and uncertainty over his successor clouded 
the outlook for the course of Japanese economic 
policy.

To some extent, developments in the U.S. current 
account also continued to support the dollar, largely 
because weaker than expected economic activity 
tended to limit the deterioration in U.S. trade perfor
mance associated with the eroding price competitive
ness of U.S. exports. Thus, although many forecast
ers projected a modest current account deficit in the 
third quarter of 1982, few participants anticipated a 
major shift from equilibrium in the U.S. current account 
until the domestic economy moved decidedly out of re
cession. At the same time, Germany’s current account 
had slipped from surplus to near balance, and some 
analysts, perceiving structural weaknesses in the Ger
man economy, predicted only limited further improve
ment in Germany’s balance of payments in the absence 
of a recovery in world demand and output. At the same 
time, earlier optimistic forecasts of Japan’s current 
account surplus were scaled back further.

For these various reasons, the United States was
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viewed relatively favorably on economic and political 
grounds, and market participants bid up the value of the 
dollar. On occasion, however, the impact of these con
cerns on the dollar was offset, as market participants 
focused on actual and expected declines in U.S. inter
est rates. In late August, for example, a shift in the out
look for U.S. interest rates occurred. Whereas at 
midyear Federal Reserve authorities had indicated that 
they would tolerate monetary expansion at somewhat 
higher than the targeted annual rate in view of excep
tional economic uncertainty and strong liquidity de
mands, market participants were skeptical that declines 
in interest rates would be sustainable so long as they 
expected an early recovery in economic activity. By late 
summer, however, evidence suggested a deepening of 
the U.S. recession, a weakening in short-term busi
ness credit demands, and a slowing in money supply 
growth that brought the narrow monetary aggregate—  
M-1— within the 21/2-51/2 percent annual growth range. 
By end-August, therefore, short-term U.S. market rates 
had dropped some 5 percentage points from end-June 
peak levels, the Federal Reserve had reduced its dis
count rate in four steps from 12 to 10 percent, and 
market participants gained confidence that these de
clines would stick. In addition, with inflation abating 
and with the Congress passing a tax increase, bond 
yields dropped as much as 2 percentage points amid 
an unusually strong debt-market rally, accompanied 
by record price increases in the stock market. Abroad, 
interest rates did not recede by nearly as much, al
though production and output declines continued and 
unemployment advanced further with a deepening of 
the recession in major foreign economies. As a result, 
interest differentials favorable to the dollar narrowed 
dramatically, for instance, on three-month Eurode- 
posits from IV2 to 31/4 percentage points vis-a-vis 
the German mark and from 91/2 to 4 percentage points 
against the Japanese yen, and the dollar moved lower 
in the exchange markets.

Early in October the dollar’s strengthening trend 
was again temporarily interrupted. Following the Fed
eral Open Market Committee meeting early that month, 
it was announced that less emphasis would be placed 
in the immediate future on M-1 as an operating target 
of monetary policy and that somewhat more rapid 
growth of the broader aggregates would also be tol
erated in an environment of extreme economic and 
financial uncertainty. As explained by Chairman 
Volcker, financial innovation and institutional change 
— such as the large volume of all savers certificates 
about to mature and the new money market deposit 
accounts to be introduced late in 1982— coupled with 
the still appreciable strengthening in the desire for 
liquidity served to distort M-1 as a reliable policy

Table 4

United States Treasury Securities 
Foreign Currency Denominated
In millions of dollars equivalent; 
issues ( +  ) or redemptions ( — )

Amount of Amount of 
commit- August 1 commit

ments through ments 
July 31, October 31, October 31,

Issues 1982 1982 1982 

Public series
Germ any...........................  2,610.6 — 671.2 1,939.4
Switzerland.......................  458.5 -0- 458.5

Total .................................. 3,069.1 — 671.2 2,397.9

Data are on a value-date basis.

Table 5

Net Profits (+ )  or Losses (— ) on 
United States Treasury and Federal Reserve 
Current Foreign Exchange Operations
In millions of dollars

United States Treasury
Exchange 

Federal Stabilization General 
Period Reserve Fund account

August 1 through 
October 31, 1982 ___

Valuation profits and 
losses on outstanding 
assets and liabilities as 
of October 31, 1982 ..

Data are on a value-date basis.

guide. Also, the rigid pursuit of targets in view of 
these developments would have had the practical 
effect of a more restrictive policy than intended when 
the targets were initially set out. Shortly following 
these statements deemphasizing the role of M-1, the 
Federal Reserve cut the discount rate another 1/2 per
centage point to 91/2 percent. In the market, these ac
tions were widely interpreted as a shift toward greater 
monetary accommodation by the U.S. authorities and 
generated expectations that declines in U.S. money 
market and official interest rates, which had stalled 
during September, would again resume. Once again 
the dollar came on offer in the exchange market.

But, as in August, the dollar’s decline proved tem
porary and market psychology toward the dollar re

-0- - 0 .6  +30.6

-77 7 .9  -1,472.9 +619.3
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mained positive. Few market participants regarded the 
shift in operating procedure as an abandonment of 
the fight against inflation. Moreover, substantial prog
ress had already been achieved in moving toward 
greater price stability in this country, with wage, salary, 
and price increases slowing markedly and unit-labor 
costs even more dramatically. In response, interest rates 
in longer term markets dropped another 1 percentage 
point in October alone. Yet, compared with other coun
tries, the decline in U.S. nominal interest rates still 
lagged behind the reduction of inflationary pressures, 
so that real U.S. interest rates remained high, both ab
solutely and relative to other countries. Furthermore, 
foreign monetary authorities were expected to take 
fuller advantage of what by this time appeared to be 
sustainable declines in U.S. interest rates to ease 
credit conditions in their economies. These expecta
tions were confirmed when official and market interest 
rates in major European countries declined consider
ably in the last weeks of October. Under these cir
cumstances, financial markets were impressed with 
anecdotal evidence suggesting that foreign investors 
sought to benefit from the continuing potential for 
price appreciation in U.S. domestic capital markets by 
investing in longer term dollar-denominated securities. 
While foreign purchases of these securities were 
apparently financed largely out of existing dollar- 
denominated assets, talk of foreign investment activity 
nonetheless had a positive psychological effect on the 
dollar and may have been associated with renewed 
bidding for dollars in the exchange market.

By end-October the dollar reached record highs 
against several of the Continental currencies, levels 
not seen in nearly six years against the pound ster
ling and the Japanese yen, and a 141/2-month high 
against the German mark. On balance, for the three- 
month period under review the dollar rose 81/4 percent 
against the Japanese yen, 6 percent against the Swiss 
franc, 5 percent against the German mark, and 4 per
cent against the pound sterling. With respect to the 
Canadian dollar, however, the dollar declined about
2 percent. On a trade-weighted basis the dollar rose 
4% percent.

The U.S. authorities intervened on four trading days 
during the period when the dollar was bid up sharply 
to higher levels in unsettled markets. The Federal Re
serve and U.S. Treasury intervened early in August 
and again early in October to purchase $45.0 million 
equivalent of German marks and $57.0 million equiv
alent of Japanese yen. The German mark purchases 
were split evenly between the Federal Reserve and 
the Treasury. Of the total Japanese yen acquired, 
$38.5 million equivalent was for the Federal Reserve 
and $18.5 million equivalent was for the U.S. Treasury.

In the August-October period, various short-term 
financing arrangements were concluded in support of 
Mexico’s efforts to strengthen its economic and finan
cial position. At the beginning of the period, the Bank of 
Mexico had outstanding a one-day $700 million drawing 
on its swap line under the Federal Reserve’s reciprocal 
currency arrangements used to finance a short-run 
liquidity need which was repaid on August 1. Then, 
with the Mexican authorities proceeding with the im
plementation of a previously announced stabilization 
program, the Bank of Mexico again drew $700 million 
under its reciprocal swap line with the Federal Re
serve on August 4, this time for a period of three 
months. The Mexican authorities also arranged a 
temporary new $1 billion swap facility with the U.S. 
Treasury over the August 14-15 weekend, drew $825 
million, and then on August 24 repaid the entire 
drawing using an advance payment for oil from the 
U.S. Department of Energy. Meanwhile, negotiations 
among Mexico, the U.S. Treasury, Federal Reserve, 
and major foreign central banks resulted in a multi
lateral package to provide bridge financing to an 
International Monetary Fund (IMF) standby credit. The 
credit facility totaling $1.85 billion comprised $325 
million with the Federal Reserve, $600 million with the 
U.S. Treasury, and $925 million with the Bank for Inter
national Settlements. During the period under review 
the Bank of Mexico drew for three months $105 million 
and $195 million on the Federal Reserve and U.S. Trea
sury swaps, respectively, as part of the first $600 million 
it took down on the combined facility. The Mexican 
authorities also made one overnight drawing of $250 
million on the combined facility which was repaid. The 
drawing comprised $43.8 million on the Federal Re
serve, $81.2 million on the U.S. Treasury, and $125 mil
lion on the Bank for International Settlements. Subse
quently, the Bank of Mexico also drew for three months 
$87.5 million on the Federal Reserve and $162.5 mil
lion on the U.S. Treasury, leaving $1 billion still available 
on the entire combined credit facility as of October 31.

In other developments the U.S. Treasury provided 
$1.23 billion of short-term financing to Brazil by ar
rangements which were under discussion since Octo
ber. This additional short-term liquidity was made 
available in conjunction with economic policies 
adopted by Brazil at the October meeting of its Na
tional Monetary Council. The financing was provided 
under three swap facilities. One drawing on the first 
$500 million facility was made on October 28 for 
$350 million. Other facilities made available in Novem
ber, when combined with the above-mentioned $500 
million, totaled $1.23 billion and were announced by 
President Reagan during his visit to Brazil in the first 
week of December. The swap arrangements represent
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bridging loans to Brazil’s drawings under the Compen
satory Financing Facility of the IMF as well as on its 
reserve position with the IMF.

On September 1 the U.S. Treasury redeemed fur
ther German mark-denominated securities equivalent 
to $671.2 million. After this redemption, the Treasury 
had outstanding $2,397.9 million equivalent of foreign 
currency notes, public series, which had been issued 
in the German and Swiss markets with the cooperation 
of the respective authorities in connection with the 
dollar-support program of November 1978. Of the 
notes outstanding as of October 31, 1982, a total of 
$1,939.4 million equivalent was denominated in Ger
man marks and $458.5 million equivalent was de
nominated in Swiss francs.

In the three-month period from August through 
October, the Federal Reserve had no profits or losses 
on its foreign currency transactions. The Exchange 
Stabilization Fund (ESF) lost $0.6 million in connec
tion with sales of foreign currency to the Treasury 
general account which the Treasury used to finance 
interest and principal payments on foreign currency- 
denominated securities. The Treasury general account 
gained $30.6 million on the redemption of German 
mark-denominated securities. As of October 31, 1982, 
valuation losses on outstanding balances were $777.9 
million for the Federal Reserve and $1,472.9 million 
for the ESF. The Treasury general account had valua
tion gains of $619.3 million related to outstanding 
issues of securities denominated in foreign currencies.
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U.S. MONETARY POLICY AND FINANCIAL MARKETS

Paul Meek, Vice President and Monetary Adviser, has 
written a comprehensive review of the formulation and 
execution of monetary policy. In this 192-page book, he 
discusses open market operations with primary empha
sis on the post-October 1979 period. The financial in
stitutions and markets within which the Federal Reserve 
operates are also described.

This book is intended primarily for economists, seri
ous economic students, bankers, participants in the 
financial markets, and other “ Fed-watchers” .

Single copies are available free of charge. Additional 
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February-April 1983 Interim Report 
(This report was released to the Congress 
and to the press on June 9,1983.)

Treasury and Federal Reserve 
Foreign Exchange Operations

During the February-April period under review, the 
decline in global economic activity appeared to have 
ended, but questions remained about the breadth and 
scope of recovery and the prospects for a resumption 
in growth of world trade. Demand for oil remained 
weak and oil prices softened to the point of challeng
ing the ability of OPEC (Organization of Petroleum 
Exporting Countries) to set production quotas and 
price differentials and thereby effectively to limit price 
declines. Meanwhile, persistent concern about the 
divergence of economic performances within Europe 
generated a major speculative attack against the ex
change rate relationships within the European Mone
tary System (EMS). This speculation prompted the 
heaviest central bank intervention in support of the 
EMS rate structure in the four-year history of the EMS 
before the rates were realigned on March 21.

As the exchange markets reacted to the cross
currents of these developments, the dollar generally 
held steady against most currencies. On balance, be
tween end-January and end-April the dollar was little 
changed against the German mark and narrowly mixed 
vis-k-vis other currencies. Although trading below its 
highs of late 1982 against the major foreign curren
cies, the dollar remained well above its lows reached 
immediately preceding the reporting period, in Janu
ary 1983. This firm performance was contrary to the

A report by Sam Y. Cross. Mr. Cross is Executive Vice President 
in charge of the Foreign Group of the Federal Reserve Bank of 
New York and Manager of Foreign Operations for the System Open 
Market Account.

forecasts of the many experts and market observers 
who were anticipating a significant further easing of 
the dollar through early 1983.

The dollar’s firmer than expected tone first emerged 
in response to definite signs that recession in the 
United States was giving way to a significant recovery. 
However, for a period after mid-February, those initial 
signs of a strong industrial upturn were superseded 
by later indications that the expansion was likely to 
be more moderately paced, confined largely to in
creased activity in a few sectors of the economy and to 
a turnaround in inventory investment. Thus, some skep
ticism reappeared that the recovery would prove dura
ble in the face of continued high real interest rates.

Nevertheless, the economic outlook remained more 
promising for the United States than for most other 
industrialized countries. Moreover, shortly after the 
President’s State of the Union and budget messages, 
the Administration’s economic advisers were suggest
ing that the projections for real output growth for
1983, then estimated at 1.4 percent, should be re
vised strongly upward. By comparison, European offi
cials forecast little or no growth of Continental econ
omies, and Japan’s forecast growth rate of 3.4 percent 
for fiscal 1983-84 looked modest as compared with 
that country’s presumed potential.

The dollar was sustained in the market as a number 
of concerns subsided that had weighed against the 
currency during the late fall and early winter. In par
ticular, the fear that economic recovery would neces
sarily be accompanied by a rekindling of inflation 
tended to dissipate as prospects for substantial gains
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in productivity improved. Market observers also be
came less concerned about cost pressures from basic 
materials, as expectations grew of a substantial re
duction of world oil prices. The U.S. trade account 
turned out to be in smaller deficit during the first 
quarter than had generally been expected, and the 
deficit even narrowed somewhat from that recorded 
in the last three months of 1982. This result reflected 
a sharp drop in the oil import bill, which was expected 
to be largely temporary and was associated with re
duced demand in response to the relatively warm

winter and liquidation of inventories in anticipation of 
lower prices later. Market forecasts of a very large 
U.S. current account deficit for the year as a whole 
were not significantly revised. Nevertheless, the tem
porary respite from monthly releases of large deficit 
figures seemed to defuse what had been an important 
negative factor for the dollar previously, so that con
siderations of relative trade and current account per
formances received little attention in the exchange 
markets during this period.

The exchange markets were also influenced at times

Table 1

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

Bank drawing on 
Federal Reserve System

Outstanding 
January 1, 1982 

1982 I
1982 1982 

II III
1982

IV
1983

I
1983
April

Outstanding 
April 30, 

1983

Bank of M ex ico .................................

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

-0- -0- 

-0- -0-

(+800.0  ( +  1,400.0 
{ -6 0 0 .0  { — 900.0

-0- -0-

-21 7 .4

(+124.0  
j —124.0

-48 2 .6

-0-

-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 2

Drawings and Repayments by the Bank of Mexico under Special Swap Arrangements
In millions of dollars; drawings ( + )  or repayments ( —)

Drawings on

Outstanding 
January 1, 1982 

1982 I
1982 1982 

II III
1982

IV
1983

I
1983
April

Outstanding 
April 30, 

1983

U.S. Treasury special temporary 
facility for $1,000 m illio n .................

Drawings on special combined 
credit facility:

Federal Reserve special facility 
for $325 million .................................

U.S. Treasury special facility
for $600 m illio n .................................

* * 

* *

* *

( +  825.0
* 825.0

C+ 89.8
* 43.8

f +  166.8
* { — 81.3

*

+211.2

+392.2

*

+  67.8

+  122.3

•

-0-

-0-

*

325.0

600.0

Total .................................................. * * .  (+1,081.6 
950.0 +603.5 +  190.0 -0- 925.0

Data are on a value-date basis. Because of rounding, figures may not add to totals. 
*Not applicable.
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by shifting assessments of the prospects for dollar 
interest rates. During February the improving scenario 
for inflation, together with the prospect for only a 
moderate recovery, gave a lift to U.S. credit markets, 
and long-term interest rates began to turn down. In 
this environment, market operators considered the 
possibility that the Federal Reserve would not resist 
a decline in short-term interest rates and might lower 
its discount rate, both to lend support to the recov
ery at home and to help foster an international eco
nomic climate in which heavily indebted countries

might be better able to meet the objectives of their 
stabilization programs. In fact, short-term rates held 
steady through April, and the Federal Reserve kept its 
discount rate at the 8V2 percent level established in 
December. But long-term rates did continue to ease, 
moving down in two stages—first during February 
and again in April. It appears that, as long-term rates 
eased, substantial amounts of funds were moved into 
the United States by investors hoping to realize fur
ther capital gains. At the same time, real interest rates 
remained relatively high, and foreign investment was

Table 3

Drawings and Repayments by the Central Bank of Brazil under Special Swap Arrangements 
with the U.S. Treasury
In millions of dollars; drawings ( +  ) or repayments ( —)

Drawings on 
U.S. Treasury 
special facilities for

Outstanding 
January 1, 

1982
1982

I
1982

II
1982

III
1982

IV
1983

I
1983
April

Outstanding 
April 30, 

1983

$500 m illio n ............................... * * * * 500.0
500.0

* ♦ *

$280 million ............................... * * * * + 280.0 — 280.0 * *

$450 m illio n ............................... * * * * + 450.0 — 450.0 * *

$250 million ............................... * * * * 250.0
104.2 - 145.8 * *

$200 m illio n ............................... ............... ♦ * * * f +
1 -

200.0
200.0

* *

$200 m illio n ............................... * * * * *
P

200.0
200.0

* *

Total ............................................ * * * * ( +  1,480.0 
604.2

( +  400.0 
{-1 ,2 7 5 .8

• •

Data are on a value-date basis. 
*Not applicable.

Table 4

U.S. Treasury Securities, Foreign Currency Denominated
In millions of dollars equivalent at Treasury book value; issues ( +  ) or redemptions ( —)

Issues

Amount of 
commitments 

January 1, 
1982

1982
I

1982
II

1982
III

1982
IV

1983
I

Amount of 
commitments 

1983 April 30, 
April 1983

Public series:

Germany ......................... -0- -451 .0 -1,231.9 -664.1 -0- -0* 1,275.2

-0- -0- -0- -0- -45 8 .5 -0- -0-

Total ............................... -0- -45 1 .0 -1,231.9 -664.1 -458 .5 -0- 1,275.2

Data are on a value-date basis. Because of rounding, figures may not add to totals.
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Table 5

Net Profits (+ )  and Losses (—) on 
U.S. Treasury and Federal Reserve 
Current Foreign Exchange Operations
In millions of dollars

Period
Federal

Reserve

United States Treasury
Exchange 

Stabilization General 
Fund account

February 1 through 
April 30, 1983 ............... -0- -0- -0-

Valuation profits and 
losses on outstanding 
assets and liabilities 
as of April 30, 1983 ___ —578.1 -951 .3 +360.9

Data are on a value-date basis.

attracted also by the bullish U.S. stock market, con
tinuing safe-haven considerations, and the apparently 
better growth prospects in the United States than 
abroad.

In addition, the dollar frequently became caught up 
in developments primarily involving European curren
cies, particularly the events surrounding the realign
ment on March 21 of parities in the EMS. From early 
February, sentiment became increasingly favorable 
toward the German mark, which strengthened against 
other European currencies as well as the dollar, as 
market participants speculated first about the out
come of coming national elections in Germany and 
then about the likelihood that a long-anticipated re
alignment of EMS parities would take place shortly 
thereafter. Speculative buying of German marks and 
Dutch guilders, both considered virtually certain to 
be revalued in any restructuring of the EMS, inten
sified while the weaker currencies in the European 
joint float, including particularly the French and Bel
gian francs, came on offer. The French franc, after 
having been maintained around the middle of the 
EMS band for some weeks, was allowed to drop to 
its mandatory lower intervention point after March 6 
and, subsequently, Euro-French franc interest rates 
soared to unprecedented levels. The Belgian author
ities, also faced with intensifying pressures, imposed 
stringent new foreign exchange controls. With specu
lation against these two currencies becoming prohib
itively expensive, positioning in favor of the stronger 
EMS currencies increasingly took the form of sales 
of non-EMS currencies, including the dollar. At the

same time, official intervention to defend the EMS 
parities, while primarily conducted in European cur
rencies, also involved substantial sales of dollars by 
the central banks whose currencies were weak within 
the system. EMS-related sales by both private and 
official parties thus contributed to a tendency of the 
dollar to decline moderately during the first three 
weeks of March, particularly against the German mark. 
The reversal of these flows after the March 21 realign
ment similarly contributed to the dollar’s subsequent 
recovery.

By April, as the new quarter opened and many of 
the reflows into dollars associated with the recent 
EMS realignment were completed, exchange market 
activity settled down to a subdued pace, and the 
dollar traded in a relatively narrow range. Some un
certainty was generated by the persistent divergence 
between the dollar’s apparent firmness and the still 
widely held view that the medium-term trend of the 
dollar would be downward because of the outlook for 
interest rates and current accounts. Adding to the un
certainty were concerns that trade protectionist pres
sures might be deepening in response to two years of 
declining world growth. In this context, talk spread 
among market participants that the major industrial 
countries might be preparing a coordinated interven
tion effort—now that the intervention study commis
sioned at last year’s summit meeting had been com
pleted and on speculation that exchange rates would 
be a major point of discussion at the Williamsburg 
summit. By late April, however, expectations of sub
stantial changes in official intervention policy faded, 
and on April 29 the intervention study was released 
by the summit ministers, accompanied by a statement 
on intervention and related matters. But, in the cau
tious atmosphere that had prevailed during much of 
April, market professionals were prepared to sell dol
lars, thereby stemming any marked upward movement 
of the dollar, while commercial participants often were 
substantial buyers when the dollar eased. As a result, 
the dollar market was well balanced. There was a 
marked change in the dollar only against the pound 
sterling which, in an environment of stabilizing oil 
prices, recovered nearly 7 percent from an earlier de
cline.

By the close of the period the dollar traded at 
DM2.4615 in terms of the German mark and ¥237.80 
against the yen, some V2 percent and 1 percent re
spectively below the levels of three months earlier. 
Against the pound sterling, the dollar ended the period 
down nearly 3 percent as compared with three months 
earlier, while it increased by 2 percent against the 
Swiss franc. In terms of a trade-weighted average, 
the dollar rose by about 1 percent to close the period
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only slightly below the historically high levels it had 
reached in November 1982. The U.S. authorities did 
not intervene in the exchange markets during the 
period under review.

In other operations during the three-month period, 
the U.S. monetary authorities continued to provide 
credits to Mexico and Brazil. At the same time, both 
countries made repayments on earlier bridging credits 
provided by the U.S. monetary authorities as they drew 
on other financing arrangements.

As discussed in the previous report, both the Fed
eral Reserve and the U.S. Treasury’s Exchange Stabi
lization Fund had provided credits to Mexico during 
1982-83. Funding was provided through the Bank of 
Mexico’s regular swap facility of $700 million with the 
Federal Reserve, and also through special swap facil
ities in cooperation with other central banks through 
the Bank for International Settlements (BIS). In Febru
ary, Mexico drew the remaining portion of the special 
facility, receiving $44.25 million from the Treasury and 
$25.75 million from the Federal Reserve. As of April 30, 
drawings of $325 million and $600 million were out
standing from the Federal Reserve and the Treasury, 
respectively, representing the entire $925 million avail
able under the U.S. portion of the multilateral swap 
facility. On February 28, the Bank of Mexico fully re
paid the remaining $373 million outstanding on its 
swap line under the Federal Reserve’s regular recipro
cal currency arrangement, which had been drawn last 
August before other arrangements had been put in 
place. Thus, on balance, during this three-month pe
riod, Mexico reduced its net outstanding borrowing 
from the Federal Reserve and the Treasury under 
these facilities by $303.0 million.

The Central Bank of Brazil repaid on February 1 
$280 million of the $730 million outstanding on facili
ties made available to it earlier by the Treasury. The 
remaining $450 million facility was repaid on March 3. 
On February 28, the Treasury agreed to provide Brazil 
with two additional swap facilities of $200 million each 
in anticipation of Brazil’s drawings under the com
pensatory financing facility and extended Fund fa
cility of the International Monetary Fund. These swaps

were drawn on February 28 and March 3 and were 
repaid by March 11. Thus, at that point Brazil had 
repaid in full all Treasury swaps made available to it 
since October 1982.

In April, the Bank for International Settlements, act
ing with the support of the U.S. Treasury and the 
monetary authorities in other countries, agreed to 
participate in an international financial support pack
age for Yugoslavia. The Treasury, through the Ex
change Stabilization Fund, as part of the liquidity- 
support arrangement for the BIS provided by the 
participating monetary authorities agreed to be substi
tuted for the BIS for $75 million in the unlikely event 
of delayed repayment by Yugoslavia.

In the period from February through April, the Fed
eral Reserve and the Treasury realized no profits or 
losses from exchange transactions. As of April 30, 
cumulative bookkeeping or valuation losses on out
standing foreign currency balances were $578.1 million 
for the Federal Reserve and $951.3 million for the 
Treasury Exchange Stabilization Fund, while the Trea
sury general account showed valuation gains of $360.9 
million related to outstanding issues of securities de
nominated in foreign currencies. These valuation gains 
and losses represent the decrease in the dollar value 
of outstanding currency assets and liabilities valued 
at end-of-period exchange rates, compared with the 
rates prevailing at the time the foreign currencies 
were acquired.

The Federal Reserve and the Treasury have invested 
foreign currency balances they had acquired in the 
market as a result of their foreign exchange operations 
in a variety of investments that yield market-related 
rates of return and have a high degree of quality and 
liquidity. Under the authority provided by the Mone
tary Control Act of 1980, the Federal Reserve had 
invested some of its own foreign currency resources 
and those held under warehousing agreements with 
the Treasury in securities issued by foreign govern
ments. As of April 30, the Federal Reserve’s holdings 
of such securities were equivalent to $1,509 million. 
In addition, the Treasury directly held the equivalent 
of $2,589 million in these securities as of end-April.
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The Federal Reserve Bank of New York is pleased to 
announce the recent publication of:

Foreign Exchange Markets in the United States 
by Roger M. Kubarych, Senior Vice President.

This 52-page book explores the foreign exchange mar
ket’s structure, the types of trade and how they are 
executed, commercial bank trading decisions, the eco
nomic factors that help determine exchange rates, and 
the dynamics of rate movements. This revised volume 
highlights the main changes that have taken place 
since 1978 when the first edition was published.

This publication is free. The Bank reserves the right 
to limit bulk orders.

NEW PUBLICATIONS

Central Banking Views on Monetary Targeting 
edited by Paul Meek.

This 140-page volume is a collection of papers pre
sented by central bank representatives from nine coun
tries at a May 1982 meeting at the Federal Reserve 
Bank of New York. The papers indicate many common 
central bank concerns about monetary targeting in 
recent years. This book is intended for economists.

A single copy is available free. Additional copies 
are $7 each. For shipment outside the United States 
the charge is $12. Foreign residents must pay in U.S. 
dollars with a check or money order drawn on a U.S. 
bank or its foreign branch.

All orders must be prepaid.

Write to:

Public Information 
Federal Reserve Bank of New York 
33 Liberty Street 
New York, N.Y. 10045
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PUBLICATIONS ALSO AVAILABLE FROM 
THE NEW YORK FED

U.S. Monetary Policy and Financial Markets by Paul 
Meek, Vice President and Monetary Adviser, is a com
prehensive review of the formulation and execution of 
monetary policy. Published in late 1982, this 192-page 
book examines open market operations with primary 
emphasis on the post-October 1979 period. The finan
cial institutions and markets within which the Federal 
Reserve operates are also described.

This book is intended primarily for economists, seri
ous economic students, bankers, participants in the 
financial markets, and other “ Fed watchers” .

Single copies are available free of charge. Additional 
copies are $4 each for shipments in the United States. 
However, reasonable quantities are available free of 
charge for classroom use. Such orders will be sent 
only to U.S. college or university addresses. For addi
tional copies mailed to those outside the United States 
the charge is $9, and foreign residents must pay in U.S. 
dollars with a check or money order drawn on a U.S. 
bank or its foreign branch.

Selected Papers of Allan Sproul is a representative 
selection of the published and unpublished writing of 
the third chief executive officer of the Federal Reserve 
Bank of New York. This 254-page book includes a bio
graphical essay by Lawrence S. Ritter, Professor of 
Finance at New York University, who edited the vol
ume.

A single copy is available free.

Write to:

Public Information 
Federal Reserve Bank of New York 
33 Liberty Street 
New York, N.Y. 10045
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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 third- 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.

Quarterly Review articles may be reproduced for educational or training purposes 
only, providing they are reprinted in full, distributed at no profit, and include credit 
to the author, the publication, and the Bank.

Library of Congress Catalog Card Number: 77-646559
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February-July 1983 Semiannual Report 
(This report was released to the Congress 
and to the press on September 7, 1983.)

Treasury and Federal Reserve 
Fbreign Exchange Operations

During the February-July period under review, the dollar 
advanced against most major foreign currencies, offsetting 
by varying degrees the substantial declines in dollar rates 
that had occurred during the months just prior to the period. 
The dollar’s rise took place at a time when the world 
recession was giving way to expansion and inflation gen
erally. was decelerating. But all economies were still oper
ating far below capacity, and there was some question as 
to how strong the recovery might be. Also, the pace of 
expansion among the industrialized economies was uneven, 
unemployment stayed well above the levels of recent 
recessions, and the decline of interest rates from the high 
levels of mid-1982 was losing momentum. In some nations, 
pressures therefore remained on policymakers to take action 
to support economic growth and create jobs. Under these 
circumstances, the currencies that showed the strongest 
performance in the exchange markets were those of coun
tries already pulling out of recession, like the United States, 
and of countries seen in the market as relatively less vul
nerable to such pressures. In addition to the dollar, these 
currencies included the Canadian dollar, pound sterling, and 
Japanese yen.

At the outset the dollar showed little of the strength that 
was later to characterize this period. Questions remained 
about the durability of the economic upturn here, the outlook 
for U.S. interest rates, and the possible implications for the

A report by Sam Y Cross. Mr. Cross is Executive Vice President in 
charge of the Foreign Group of the Federal Reserve Bank of New 
York and Manager for Foreign Operations of the System Open 
Market Account.

dollar of a prospective deterioration in the U.S. current 
account. Economic expansion in the United States appeared 
to be proceeding, as expected, more moderately than pre
vious postwar recoveries and to be limited to interest- 
sensitive sectors of the economy, such as housing. The 
current account was widely forecast to drop into deep deficit, 
reflecting an additional drag on domestic output. At the 
same time, the outlook for inflation improved further in 
response to evident productivity increases and weak com
modities prices, particularly for oil. Moreover, as the number 
of developing countries negotiating debt reschedulings grew, 
the uncertainties about how the international financial 
structure would withstand the working-out of these problems 
continued to cloud the outlook for world economic recovery. 
Therefore, market participants held to the view that, for a 
number of domestic and international reasons, dollar interest 
rates would soon resume their decline after a short reversal 
around early February and thus expected the dollar to ease 
back as well. This view was reinforced in mid-February 
when the Federal Reserve announced its monetary growth 
targets for 1983, which were interpreted as allowing room 
for both a moderately paced recovery and a further gradual 
decline in interest rates.

Contrary to expectations, U.S. trade figures for the early 
months of the year showed a smaller deficit than had been 
recorded during the last part of 1982. Also, short-term 
interest rates did not decline below mid-January levels, and 
the Federal Reserve kept its discount rate at 8V2 percent 
as established in December 1982. But the improving outlook 
for prices and for growth contributed to a further easing in 
long-term interest rates and buoyed the market for equities.
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Long-term yields moved down in two stages— first during 
February and again in April— while record highs were being 
registered for major stock price indexes.

The dollar held relatively steady through mid-May, not
withstanding the strains surrounding difficult negotiations 
leading up to an agreement of the Organization of Petro
leum Exporting Countries (OPEC) on new oil prices and 
production quotas as well as a major speculative attack 
against the currency relationships within the European 
Monetary System (EMS). Many market professionals, while 
impressed by the dollar’s apparent firmness, still expected 
the dollar’s medium-term trend to be downward because of 
the outlook for interest rates and current accounts. Also, talk 
spread for a time that the major industrial countries might 
be preparing to discuss a coordinated intervention effort at 
the Williamsburg summit. Thus, interbank dealers in foreign 
exchange and speculators on futures exchanges were pre
pared to sell dollars regularly. By contrast, press reports of 
substantial foreign interest in U.S. stock and bond markets 
at times bouyed sentiment toward the dollar.

By May, reports of large boosts in employment and in 
output signaled that recovery in the United States was 
gaining momentum. Looking ahead, a considerable im
provement in consumer sentiment, the impact on spending 
of increasing values of financial assets, and the prospect 
of new tax cuts in early July, all suggested that the upswing 
would be far more robust than anticipated just a few months 
previously and might match the strength of earlier recov

eries. At the same time, expectations faded that a com
promise would soon be reached to cut the government’s 
large fiscal deficits for the coming years. Moreover, the 
governm ent was having to borrow an unusually large 
amount for a second quarter, a time when tax revenues are 
seasonally heavy. Also, there was mounting concern about 
the rapid growth of the monetary aggregates, particularly the 
narrowly defined aggregate, M-1. Incoming data showed that 
the rate of growth of M-1, after slowing in early April, had 
rebounded. Under these circumstances, U.S. interest rates 
of all maturities began to rise. Interest rates in other coun
tries were, by comparison, relatively steady, holding on to 
the declines that had been achieved over the past several 
months. As a result, interest rate differentials against most 
currencies moved more decidedly in favor of the dollar 
during late May and the adverse differential against sterling 
was eliminated by mid-June.

During May and early June the dollar was pushed up 
again by strong professional bidding. U.S. interest rates 
were rising, there were no signs of coordinated intervention 
in the immediate aftermath of the Williamsburg summit, and 
after that meeting there appeared to be less foreign pres
sure on the United States to modify its policy mix. In addi
tion, the increasing attractiveness of yields on government 
securities drew a growing amount of investment from non
residents. Thus, the dollar’s rise continued without inter
ruption until mid-June.

After a short period of consolidation around the quarter

---- -

International Agreements on Exchange Market Intervention Policy

Excerpt from Annex to the Williamsburg Declaration 
(May 30, 1983)

3. Exchange Rate Policy. We will improve consultations, 
policy convergence and international cooperation to help 
stabilize exchange markets, bearing in mind our conclusions 
on the Exchange Market Intervention Study.

Excerpt from “Statement on the Intervention Study” 
(April 29, 1983)

We have reached agreement on the following:
A. The achievement of greater exchange rate stability, which 
does not imply rigidity, is a major objective and commitment 
of our countries.

B. The path to greater exchange rate stability must lie in 
the direction of compatible mixes of policies supporting 
sustainable noninflationary growth. This will be the primary

objective of a strengthened multilateral surveillance as agreed 
in Versailles.

C. In the formulation of our domestic economic and financial 
policies, our countries should have regard to the behavior 
of our exchange rates, as one possible indication of need 
for policy adjustment. Close attention should also be given 
to the interactions and wider international implications of 
policies in each of our countries.

D. Under present circumstances, the role of intervention can 
only be limited. Intervention can be useful to counter dis
orderly market conditions and to reduce short-term volatility. 
Intervention may also on occasion express an attitude toward 
exchange markets. Intervention will normally be useful only 
when complementing and supporting other policies. We are 
agreed on the need for closer consultations on policies and 
market conditions; and, while retaining our freedom to 
operate independently, are willing to undertake coordinated 
intervention in instances where it is agreed that such inter
vention would be helpful.
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Chart 1
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June 28 -Ju ly  2,1982. F igures ca lcu la ted  from  
New Y ork noon quotations.

Chart 2

Selected Interest Rates
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*W eekly  averages of daily rates.

end, the dollar’s advance resumed during July. By this time, 
the vigor of the industrial rebound and perceived readiness 
of U.S. authorities to allow demand pressures to show 
through in higher interest rates were seen in increasing 
contrast to situations abroad, most particularly in continental 
Europe. In this atmosphere, even the publication of the 
largest monthly U.S. trade deficit in history for May ap
peared not to have dampened demand fo r the dollar. 
Instead, the dollar ratcheted upward at an accelerating rate, 
the movement most pronounced with respect to the German 
mark. Once again, professional bidding added momentum 
to the dollar’s rise as it passed its earlier highs for the year 
and then surpassed its peaks of November 1982 against 
several major currencies. Corporations also bought dollars 
to cover needs which had been postponed earlier in the 
year.

By late July the dollar’s upward movement had taken on 
a self-sustaining character in increasingly unsettled trading. 
Rate movements were sharp and sudden as market par
ticipants became reluctant to take positions, causing trading 
to become thin and the market to become disorderly. The 
U.S. monetary authorities and foreign central banks inter
vened in coordinated operations, which had a calming effect 
on the market and helped reestablish order at the time. 
These operations, which the U.S. authorities initiated on 
Friday, July 29, on a small scale, were continued during the 
early days of August. In total, the Trading Desk operated 
on four occasions during the six business days, July 29- 
August 5, to buy $254.1 million equivalent of German marks 
and Japanese yen. The operations involved purchases of 
$182.6 million equivalent of German marks and $71.5 million 
equivalent of Japanese yen, shared equally by the U.S. 
Treasury and the Federal Reserve.

During the six months to end-July, the dollar rose by more 
than 7 percent against the German mark and by larger 
amounts against the other EMS currencies. The dollar rose 
less against other currencies, by 53/4 percent in terms of 
the Swiss franc and by less than 1 percent against the 
Japanese yen and pound sterling. The dollar was down 
marginally against the Canadian dollar. In trade-weighted 
terms the dollar rose several percentage points, setting 
records for the floating rate period on many indexes.

In other operations during the six-month period, the U.S. 
monetary authorities continued to have credits outstanding 
to Mexico and Brazil. On February 1 the Central Bank of 
Brazil repaid $280 million of the $730 million outstanding 
on facilities made available to it earlier by the Treasury. The 
remaining $450 million facility was repaid on March 3. On 
February 28, the Treasury agreed to provide Brazil with two 
additional swap facilities of $200 million each in anticipation 
of Brazil’s drawings under a compensatory financing facility 
and an extended fund facility of the International Monetary 
Fund (IMF). These swaps were drawn on February 28 and 
March 3 and were repaid by March 11. Thus, at that point
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Table 1

Federal Reserve Reciprocal Currency Arrangements
In millions of dollars

Amount of facility

Bank of Mexico 
special facility 

effective Amount of facility
Institution July 31, 1982 August 30, 1982 July 31, 1983

Austrian National Bank .......................................................................................... 250 250
National Bank of Belgium .................................................................................... 1,000 1,000
Bank of Canada ..................................................................................................... 2,000 2,000
National Bank of Denmark .................................................................................... 250 250
Bank of England ..................................................................................................... 3,000 3,000
Bank of France ..................................................................................................... 2,000 2,000
German Federal Bank ............................................................................................ 6,000 6,000
Bank of Italy ........................................................................................................... 3,000 3,000
Bank of Japan ....................................................................................................... 5,000 5,000
Bank of Mexico:

Regular facility ................................................................................................... 700 700
Special facility ..................................................................................................... -0- 325 269*

Netherlands Bank ................................................................................................... 500 500
Bank of Norway ..................................................................................................... 250 250
Bank of Sweden ..................................................................................................... 300 300
Swiss National Bank ............................................................................................. 4,000 4,000
Bank for International Settlements:

Swiss francs-dollars ............................................................................................ 600 600
Other authorized European currency-dollars ................................................. 1,250 1,250

Total .......................................................................................................................... 30,100 325 30,369

'Size of facility was reduced as repayments were made.

Brazil had repaid in full all Treasury swaps made available 
to it since October 1982. In December, the Bank for Inter
national Settlements (BIS), acting with the support of the 
U.S. Treasury and the monetary authorities of other nations, 
provided the Central Bank of Brazil with a $1.2 billion credit 
facility, which was subsequently increased to $1.45 billlion. 
As part of a liquidity-support arrangement for the BIS pro
vided by the participating monetary authorities, the Treasury 
through the Exchange Stabilization Fund (ESF) agreed to 
be substituted for the BIS for $500 million of the credit 
facility in the event of delayed repayment by the Central 
Bank of Brazil.

Funding for Mexico was provided through the Bank of 
Mexico’s regular swap facility of $700 million with the Fed
eral Reserve and also through special swap facilities totaling 
$1.85 billion in cooperation with other central banks through 
the BIS. The U.S. portion of the latter facility consisted of 
$600 million by the Treasury and $325 million by the Federal 
Reserve. In February, Mexico drew the remaining portion of 
the special facility, receiving $44.3 million from the Treasury

and $25.8 million from the Federal Reserve. On February 28, 
the Bank of Mexico fully repaid the remaining $373 million 
outstanding under the Federal Reserve’s regular reciprocal 
currency arrangement, which had been drawn last August 
before other arrangements had been put in place. On May 31, 
Mexico prepaid outstanding swaps under the special 
facilities, of which $104 million was paid to the Treasury 
and $56 million to the Federal Reserve. Drawings of 
$496 million and $269 million were outstanding from the 
Treasury and the Federal Reserve, respectively, as of 
July 31 but were subsequently repaid upon maturity late 
in August.

In April, the BIS, acting with the support of the U.S. 
Treasury and the monetary authorities in other countries, 
agreed to participate in an international financial support 
package for Yjgoslavia. The Treasury, through the ESR as 
part of a liquidity-support arrangement for the BIS provided 
by the participating monetary authorities, agreed to be 
substituted for the BIS for $75 million in the event of 
delayed repayment by Yugoslavia. By the end of the period,
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partial repayments on this facility had reduced the Treasury’s 
contingent commitment to $57 million.

On May 12  and on July 26, the U.S. Treasury redeemed 
at maturity the last two German mark-denominated secu
rities equivalent to $667.9 million and $607.3 million, 
respectively. These represented the final redemptions of 
foreign currency notes, public series, which had been issued 
in the Swiss and German markets with the cooperation of 
the respective authorities in connection with the dollar- 
support program of November 1978.

In the period from February through July, the Federal 
Reserve realized no profits or losses from exchange trans
actions. The ESF and the Treasury general account gained 
$17.0 million and $128.2 million, respectively, in connection 
with redemptions of German mark-denominated securities. 
As of July 31, cumulative bookkeeping, or valuation, losses 
on outstanding foreign currency balances were $803.3 mil
lion for the Federal Reserve and $850.8 million for the ESF 
(Valuation gains and losses represent the increase or 
decrease in the dollar value of outstanding currency assets 
and liabilities, using end-of-period exchange rates as com
pared with rates of acquisition.) The above losses reflect 
the fact that the dollar strengthened since the time the for
eign currencies were purchased.

The Federal Reserve and the Treasury have invested 
foreign currency balances acquired in the market as a result 
of their foreign exchange operations in a variety of invest
ments that yield market-related rates of return and have a 
high degree of quality and liquidity. Under the authority 
provided by the Monetary Control Act of 1980, the Federal 
Reserve invested some of its own foreign currency 
resources in securities issued by foreign governments. As 
of July 31, the Federal Reserve’s holdings of such securities 
were equivalent to $1,328.1 million. In addition, the Treasury 
held the equivalent of $2,046.5 million in such securities as 
of the end of July.

German mark
The German mark had participated in the generalized rise 
in currencies against the dollar around the turn of the year 
and had firmed within the EMS. By the beginning of Feb
ruary, however, the mark had eased back across the board, 
trading at DM 2.4735 against the dollar, as expectations of 
a continued decline of the dollar weakened. Within the EMS, 
it drifted down to the middle of the narrow band, as spec
ulative buying of marks in anticipation of a realignment 
subsided pending early-March elections in Germany and 
France. Nevertheless, the sharp swing in Germany’s current 
account back into surplus and further deceleration of inflation 
during the past year had generated expectations in the 
markets that the mark would again be revalued in an 
imminent change in EMS currency relationships.

Soon after the opening of the six-month period, specu
lative pressures reemerged as the election dates

approached, and the mark again came into strong demand. 
By mid-February it had moved to the ceiling of the EMS 
after opinion polls predicted that the five-month-old Kohl 
government would get a mandate from the electorate and 
have sufficient control of Parliament to pursue its conser
vative economic policies. In early March, when the election 
results confirmed the predictions of the polls, the demand 
for marks increased. With the currency at the top of the 
EMS, both the Bundesbank and other participating central 
banks had to intervene heavily to keep the mark within its 
upper limits. As the pressures intensified, several other EMS 
countries whose currencies were pinned to the bottom of 
the EMS supplemented market intervention with other 
actions to discourage speculation. Thus, speculative bidding 
for the mark against non-EMS currencies intensified, lifting 
the mark some 4 percent against the dollar to its high for 
the period of DM 2.3685 by March 14 and by similar 
amounts against other major non-EMS currencies. In the 
realignment of March 21, the mark’s central rate was 
adjusted upward by 5.5 percent. Other EMS currencies were 
revalued by smaller amounts or devalued, with the result 
that, in terms of the bilateral central rates, the mark was 
revalued by about the same amount on a trade-weighted 
basis.

Meanwhile, Germany’s recession had bottomed out late 
in 1982 and business confidence was improving, but the 
pace of recovery was still expected to be insufficient to curb 
a continuing rise in unemployment. The government was 
committed to fiscal restraint to achieve a long-standing 
German objective of reducing the size of the fiscal deficit 
relative to GNR Already the government had made some 
progress in imposing cuts in social expenditures.

Under these circumstances, the Bundesbank had taken 
advantage of the drop in inflation and the improvement in 
the current account to ease monetary conditions. Early in 
the year it had acted out of concern over a possible reversal 
of the downtrend of interest rates abroad and the risk that 
the mark’s recovery had stalled, providing liquidity through 
open market operations and increasing banks’ rediscount 
quotas but not lowering interest rates. Effective March 18, 
however, it took the more visible step of cutting its discount 
and Lombard rates by 1 percentage point, to 4 percent and
5 percent, respectively, to signal its intention to lend support 
to the economy. But, by this time, the domestic money 
market had become quite liquid and short-term market rates 
had declined, partly because of the liquidity effects of the 
heavy foreign exchange intervention before the realignment. 
Moreover, the scheduled transfer of Bundesbank profits to 
the federal government in April was also going to inject 
liquidity. Consequently, the Bundesbank tempered its interest 
rate action with some cutback in banks’ rediscount quotas. 
German interest rates nonetheless continued to ease, both 
absolutely and relative to those in the United States. Thus, 
by end-March the adverse interest differential in the Euro-
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markets for three-month maturities, for example, had wid
ened to almost 4 1/2 percentage points, a level not seen 
since July 1982.

After the realignment, the mark moved to the bottom of 
the new EMS band and also fell back to early-February 
levels against the dollar. Speculative inflows and commercial 
leads and lags were unwound. In addition, capital was 
attracted abroad. Although interest rates in other EMS 
countries and the United States were temporarily easing, 
interest differentials were still adverse to the mark and no 
longer offset by the prospect of early exchange rate 
appreciation. Also, there was talk of possible liquidation of 
some OPEC investment in marks to meet current payments. 
Thus, EMS central banks bought large amounts of marks 
to keep the German currency within its lower intervention 
limits. In addition, with the mark declining against most non- 
EMS currencies, the Bundesbank sold dollars. By end-April, 
Germany’s foreign currency reserves dropped more than 
they had risen during the previous two months to show a

net $1.1 billion decline from January’s $40.6 billion level.
By mid-May, business confidence in Germany had fal

tered. On the one hand, the benefits of decelerating inflation 
were becoming more apparent. A drop in the inflation rate 
to below 31/2 percent had paved the way for a very mod
erate increase in the key pay agreement for metal workers 
and an even lower 2.6 percent average wage increase for 
public service employees. In addition, publication of first- 
quarter figures confirmed there had been some revival in 
interest-sensitive sectors of the economy, such as invest
ment goods and consumer durables. On the other hand, 
exports— the sector that traditionally leads Germany out of 
recession— had shown almost continuous weakness since 
mid-1982. The trade figures for April revealed a significant 
drop both in exports and in the trade surplus, suggesting 
that the strength recorded for the first quarter reflected little 
more than a speedup of shipments to other EMS countries 
in anticipation of the EMS realignment. Henceforth, export 
demand was seen as being depressed, not only by the 
weakness of markets among the developing countries and 
OPEC, as before, but also as a result of the larger than 
expected revaluation of the mark in the March realignment 
and the effects of new austerity m easures in France. 
Moreover, the scope for providing more impetus to the 
economy by further reducing interest rates was rapidly dis
appearing. Central bank money growth was still running well 
above the Bundesbank’s target range of 4-7 percent for the 
year, even after reversal of the foreign exchange inflows of 
February-March. And, abroad, the outlook for interest rates 
in the United States was bringing into question hopes that 
the ten-month-long downswing in world interest rates would 
continue.

Under these circumstances, the outlook for the mark 
became increasingly overshadowed by that of the dollar 
which was buoyed by prospects of a vigorous economic 
recovery, strong corporate profits, and increasingly attractive 
yields on fixed-income investments in the United States. As 
interest rates in the United States moved up after mid-May, 
rates in Germany held generally steady, with the Bundes
bank allowing German banks to borrow from its Lombard 
facility heavily and for long periods of time. As a result, 
interest differentials adverse to the mark began to widen 
once more, surpassing the levels of late March by mid-June 
and increasing further throughout July. In addition, a number 
of political factors weighed on sentiment toward the mark. 
The Williamsburg summit passed without apparent agree
ment on European initiatives pertaining to interest rates and 
exchange rates. Meanwhile, reaffirmation of the NATO 
decision to place Pershing II and cruise missiles in Germany 
underscored the potential for public debate over a variety 
of national security issues.

Thus, the mark continued to decline against the dollar, 
falling by mid-July below its November 1982 low, and gen
erally traded near the bottom of the EMS. Market partici
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pants took little apparent note of newly published figures 
that pointed to a marked upturn in industrial production and 
improvement in Germany’s trade and current account figures 
for June. Instead, at end-July the mark’s drop accelerated, 
as trading became increasingly hectic, to touch a seven and 
a half-year low of DM 2.6600. Throughout the last two and 
a half months of the period, the Bundesbank regularly sold 
modest amounts of dollars at the fixing but was perceived 
in the market as not providing strong resistance to a further 
drop in the exchange rate against the dollar. Meanwhile, 
other EMS central banks bought marks either in compulsory 
interventions at the limits of the 21Ai percent band or to 
rebuild reserves.

By end-July, trading conditions had deteriorated consid
erably. As the mark’s decline relative to the dollar cumulated 
and major market makers became less willing to take the 
positions needed to smooth the flow of orders coming into 
the market from their customers, the market became more 
subject to sudden rate movements and widening spreads 
between bid and offered rates. The U.S authorities entered 
the market on July 29 to purchase marks as part of an 
intervention operation that continued into the subsequent 
week and was coordinated with other central banks. For its 
part, the U.S. authorities purchased a total of $182.6 million 
equivalent of marks during a period of six business days 
to counter disorderly trading conditions.

Primarily as a result of intervention operations, Germany’s 
foreign currency reserves declined a further $1.4 billion after 
April. For the whole six-month period, they fell $2.5 billion 
to $38.1 billion. The mark ended the period at DM 2.6500 
against the dollar, down on balance 7 percent from its early- 
February level. As measured by the Bundesbank’s trade- 
weighted index, however, the mark appreciated by 1/2 per
cent, mainly because of the mark’s appreciation vis-a-vis 
other EMS currencies.

In mid-May and in late July, the U.S. Treasury repaid at 
maturity the final two German mark-denominated obligations 
issued in con junction with the November 1978 dollar 
defense program. These repayments totaled $1.3 billion 
equivalent.

Japanese yen
A recovery of the Japanese yen against the dollar, which 
had brought the currency up some 19 percent from its 
November 1982 low by early January, stalled just before the 
period under review. Although the yen remained firm as 
compared with European currencies, it eased back against 
the dollar to ¥240.90 at the beginning of February. As a 
result, market participants were again disappointed in their 
expectations that Japan’s strong current account position, 
low inflation, and cautious economic policies would set the 
stage for the yen to recapture more of the ground lost 
against the dollar during the preceding two years.

For some time the yen’s weak performance against the

dollar had been regarded by the Japanese m onetary 
authorities as substantially reducing their scope for re
sponding to the weakness of domestic economic activity. 
Fiscal policy was felt to be constrained by concern over the 
budget deficit and a commitment to narrow the borrowing 
gap. Monetary policy was felt to be constrained by the risk 
that any further easing of interest rates in Japan might again 
stimulate outflows of capital which had been a major influ
ence in the yen’s weakness. The authorities wished to avoid 
adding pressure on the exchange rate at a time when 
international attention was focused on Japan’s widening 
trade surplus. Japan had emerged with the largest current 
account surplus of the major industrialized countries, close 
to $7 billion in 1982. In the recessionary environment which 
many countries faced around the turn of the year, the 
prospect that Japan m ight experience a fu rthe r sharp 
increase in its export penetration this year aggravated 
already severe trade frictions with its major trading partners. 
The Bank of Japan, therefore, chose not to lower its dis
count rate from the 51/2 percent level that had prevailed for
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over a year, and Japanese market rates eased little even 
as interest rates in most other financial centers declined 
substantially after mid-1982.

During February and March, expectations about the near- 
term course of Japanese interest rates shifted frequently. 
On numerous occasions, expectations developed that the 
official discount rate would be cut. Economic growth con
tinued to slow, and output in Japan was slipping to relatively 
low levels of capacity. Japan’s low inflation, high real interest 
rates, and the outlook for modest wage increases in the 
spring labor offensive all suggested that there still might be 
scope for measures to stimulate domestic demand. Never
theless, the Bank of Japan repeatedly stated that the yen’s 
exchange rate prevented it from lowering its lending rate. 
With the outlook for interest rates uncertain and with 
Japan’s economy looking stagnant as compared with the 
more vigorous performance of the U.S. economy, foreign 
investors became skeptical that Japan’s stock and bond 
markets would make a strong showing relative to those 
abroad.

In addition, conditions in world oil markets and speculation 
surrounding the EMS realignment affected trading in the 
Japanese yen for the first three months of the period. 
Although Japan was seen as benefiting from declining prices 
for its oil imports, market attention focused on the imme
diate, unfavorable impact on Japan’s capital account of the 
possibility that OPEC nations might liquidate their holdings 
in Japanese capital markets. Indeed, inflows of capital from 
OPEC countries were considerably diminished and con
tributed, along with substantial overseas investments by 
Japanese institutional investors, to an increase in Japan’s 
net long-term capital outflow. The yen was also caught up 
at times in the EMS pressures around mid-March, since the 
yen was used to some extent as a vehicle for speculation 
against those currencies expected to be revalued.

The yen, therefore, showed little trend against the dollar 
through late March. Although at one point in February it rose 
to ¥231.20, by the quarter end the yen was trading back 
around ¥240. The yen declined about 3 percent against the 
mark just before the realignment of the EMS. However, in 
the subsequent unwinding of speculative positions, the yen 
recouped most of that loss in just a few days.

At end-March, with the approaching close of the fiscal 
year and Parliamentary action on the budget, public attention 
focused increasingly on the continued sluggishness of the 
Japanese economy. Real growth had amounted to 3.3 
percent in the fiscal year just ending—a disappointing figure 
by traditional standards—with the rate of growth decelerating 
noticeably throughout the year. Export demand remained 
weak, reflecting the worldwide recession, increasing barriers 
to Japanese goods, and import cutbacks by developing 
countries. Japan’s current account surplus continued to 
widen, most importantly because imports were depressed 
by the low level of domestic demand. The yen’s earlier

appreciation and weak commodities prices had contributed 
to an improvement in Japan’s terms of trade. Although this 
helped strengthen the corporate sector’s financial position, 
industry remained cautious about embarking on new 
investment projects as long as final demand was flagging. 
Thus, loan demand remained weak and the Bank of Japan 
scaled back its projection for new lending by city banks for 
the coming quarter.

Under these circumstances, calls for an interest rate cut 
were increasingly heard from private as well as some gov
ernment sources, and talk spread that the government 
would soon announce measures to support economic 
growth. On April 5, the government presented an eight-point 
program, involving primarily a speedup in the disbursement 
of previously budgeted public works spending. But the Bank 
of Japan still viewed the exchange rate as too weak to 
permit a discount rate cut and thus disappointed hopes that 
a drop in interest rates would reinforce the government’s 
program.

During April and into early May, the yen drew support 
from the prospect that Japanese interest rates would remain 
stable. In addition, the approaching release of a seven- 
nation intervention study and the upcoming Williamsburg 
summit focused attention on official exchange rate policies. 
Market participants interpreted statements by Bank of Japan 
Governor Maekawa and others as presaging a move to a 
more active international intervention policy. They also 
anticipated that the Japanese government might choose to 
support its currency before the Williamsburg summit so as 
to defuse the trade issue.

By May 11, these factors helped boost the yen to a high 
of ¥230.35 against the dollar. Speculation in favor of the 
yen on Chicago’s International Monetary Market (IMM) 
became quite heavy at times and was an important com
ponent of the run-up in the yen, with open interest in yen 
contracts hitting successive records. But the overhang of 
these positions soon became a source of concern, as fears 
arose that a sudden decline in the yen might be triggered 
by the need to cover them. In addition, a renewed rise in 
U.S. interest rates and the completion of the Williamsburg 
summit without any obvious change in official foreign 
exchange operations exerted a drag on the yen, which 
dropped back to a low of ¥243.60 by mid-June. Neverthe
less, the yen had shown a steady advance against the 
German and other Continental currencies, rising more than
6 percent vis-ci-vis the mark during the prior two and a half 
months.

After mid-June the improvement in Japan’s external 
sector began to receive more attention in the exchange 
markets. A bottoming-out of exports, together with the 
continuing low level of imports, led to a widening of 
Japan’s current account surplus to a seasonally adjusted 
annual rate of $20 billion for the first five months of 
1983. In the meantime, the quickening pace of recovery
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in the United States, where the import of manufactured 
goods was forecast to rise significantly, suggested there 
would be a further expansion of Japan’s exports. Moreover, 
political developments in Japan provided background sup
port for the yen during this period, as the ruling party’s 
victory in June Parliamentary elections confirmed that the 
government’s international and economic policies would not 
be subject to major change.

Consequently, the yen moved up against the dollar during 
the latter half of June and held generally steady during July 
as the dollar advanced against the Continental currencies. 
But, when the yen became caught up in the pressures of 
a rapidly rising dollar at the month end, the Japanese 
authorities sold dollars as a coordinated intervention oper
ation got under way in which the U.S. authorities bought 
$71.5 million equivalent of yen. These purchases during the

Table 2

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

Bank drawing on 
Federal Reserve System

Outstanding 
July 1, 

1982
1982

III
1982

IV
1983

I
1983

II
1983
July

Outstanding 
July 31, 

1983

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

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

200.0

-0-

r + 1,400.0 
I -  900.0

-0-

-217.4

r  + 124.0 
1 -1 2 4 .0

-482.6

-0-

-0-

-0-

-0-

-0-

-0-

-0-

Total .............................................................. 200.0 J  + 1,400.0 
I -  900.0

/  +124.0 
1 -341 .4 -482.6 -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 3

Drawings and Repayments by the Bank of Mexico under Special Swap Arrangements
In millions of dollars; drawings ( + ) or repayments ( -)

Drawings on

Outstanding 
July 1, 

1982
1982

III
1982

IV
1983

I
1983

II
1983
July

Outstanding 
July 31, 

1983

United States Treasury special 
temporary facility for $1,000 
million ..................................................

* 4f  + 825.0 
I -  825.0

* * * * *

Drawings on special combined 
credit facility:

fFederal Reserve special facility 
for $325 million ..................................

f  + 89.8 
I -  43.8 + 211.2 + 67.8 -  56.0 -0- 269.0

fUnited States Treasury special 
facility for $600 million .....................

f  + 166.8 
I -  81.3 + 392.2 + 122.3 -104.0 -0- 496.0

Total ......................................................
f  + 1,081.6 
I -  950.0 + 603.5 + 190.0 -160.0 -0- 765.0

Data are on a value-date basis. Because of rounding, figures may not add to totals. 
‘ Not applicable.
fSize of facility was reduced as repayments were made during 1983.
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first days of August were shared equally between the Fed
eral Reserve and the U.S. Treasury.

Although the yen closed the six-month period at ¥242.90, 
near its low against the dollar, it registered a net decline 
of less than 1 percent since end-January. With the yen rel
atively steady against the dollar, it showed an almost unin
terrupted advance against other currencies after mid-March. 
It ended July almost 7 percent higher on balance against 
the mark, thereby challenging its 1978 high against that 
currency. The Japanese authorities intervened little in the 
exchange markets through the end of July, with the $1.25 
billion increase in foreign currency reserves since January 
to $20.7 billion primarily reflecting interest receipts on their 
currency holdings.

Swiss franc
Coming into the period under review, the Swiss franc was 
trading well above its previous-autumn levels against all 
currencies except the Japanese yen. After leading the 
recovery of European currencies against the dollar that had 
begun in mid-November, it had held up better than others 
after the dollar’s turnaround in early January to trade around 
SF 2.0250 against the dollar and about SF 0.82 in terms 
of the German mark.

By February, there was a perception in the market that 
the Swiss authorities might not have the leeway that they 
had during much of the previous year to ease monetary 
conditions. Inflation, at least at the consumer level, had 
receded less in Switzerland than in Germany, Switzerland’s 
major trading partner and competitor in third markets. The 
growth of central bank money had begun to rise, coming 
close to the central bank’s 3 percent target for 1982, and 
the authorities had adopted the same target for the coming 
year. Consequently, there was seen to be rather little scope 
for interest rates in Switzerland to decline from the very low 
levels of last fall, while interest rates abroad had dropped 
substantially. As a result, the large adverse interest differ
entials that had fostered heavy capital outflows and had 
contributed to last year’s weakness of the franc were nar
rowing considerably.

There were other reasons as well why market participants 
anticipated that capital outflows from Switzerland might not 
be so large as in 1982. Foreign official and corporate bor
rowers, especially Japanese entities, continued to borrow 
in Swiss francs throughout the first half of 1983. The spot 
rate on occasion was pushed lower when the proceeds of 
new issues were converted into foreign currencies. But, at 
the same time, the sheer size of earlier borrowings was 
seen as increasing the potential that the Swiss franc might 
come into strong demand sometime in the future. If, for 
example, Swiss interest rates were to rise substantially more 
than rates in other markets or if the dollar were to decline, 
earlier borrowers might bid for francs to cover their liabilities. 
Thus, the attitude of market professionals toward the Swiss

franc had come to incorporate a decided sense of two-way 
risk.

Sentiment toward the franc was also favorably affected 
by other factors. The country’s trade deficit had narrowed 
by $1 billion to yield a surplus on current account of $3.4 
billion last year, and most forecasts called for a similarly 
sized surplus for 1983. The com petitiveness of Swiss 
exports had actually improved somewhat, reflecting in part 
last year’s decline of the franc relative to the German mark, 
which had not been fully reversed. More importantly, the 
Swiss government’s fiscal discipline compared favorably with 
that of other countries. Thus, Switzerland appeared to have 
come through the difficult adjustments of recent years with 
fewer economic dislocations, as well as fewer political divi
sions, than most countries. Moreover, Switzerland’s tradi
tional role as a safe haven and its relative political stability 
made the franc an attractive currency for investment, par
ticularly when contentious political campaigns were under 
way in a number of neighboring countries.

For a time during February and March, these favorable 
factors were overshadowed by in tensified b idding for 
German marks in anticipation of an EMS realignment. With
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the mark rising strongly across the board, the Swiss franc 
dropped steadily as it became one of the currencies against 
which long mark positions were established. In all, the franc 
declined nearly 6 percent against the mark to SF 0.8663 
on March 14, its lowest level in one and a half years. 
Against the dollar, the Swiss franc swung widely under the 
influence of active speculative trading in the interbank 
market and on Chicago’s IMM before settling around the 
level of SF 2.0750 in mid-March.

By late March, however, the Swiss franc had begun to 
move back up against the mark as positions taken prior to 
the March 21 realignment of the EMS were reversed. 
Meanwhile, the franc’s traditional interest rate disadvantage 
narrowed. The Swiss National Bank lowered its official 
lending rates by 1A> percentage point on March 17, in 
coordination with a larger reduction by the German central 
bank. But Swiss money market interest rates actually rose 
during the second half of March, while those in most other 
centers were declining. With some slowing of the previous 
rate of foreign borrowing in the Swiss capital market, the 
franc gained steadily against the German mark in a trend 
that was to continue.

Against the dollar, the Swiss franc edged up more grad
ually through mid-May before declining in June, along with 
other foreign currencies. The decline was in response to the 
renewed rise in U.S. interest rates and the revised outlook 
for U.S. economic recovery. Compared with other Conti
nental currencies, however, the franc declined more mod
estly. By then, short-term interest rates in the Swiss market 
had advanced almost to the levels prevailing in Germany, 
thereby eliminating the traditional negative spread between 
the two markets. The increased interest rates reflected 
market participants’ wariness that the Swiss National Bank 
might tighten the supply of banking reserves in response 
to an apparent overshooting of its monetary target in the 
first five months of the year. Such speculation persisted 
even after central bank officials pointed out that the year- 
over-year rise in central bank money so far was a statistical 
anomaly that need not be offset later in the year and, fur
thermore, that the central bank would accept an overrun by 
as much as 1 percentage point.

The Swiss franc declined relative to the dollar as the 
dollar began its steep run-up late in July. It dropped to a 
low of SF 2.1530 on the last day of trading before closing 
at SF 2.1420, some 53A percent below the opening six 
months earlier. But, against the German mark, the franc 
continued rising to close 1 1/2 percent higher than at end- 
January and some 6V2 percent above its lowest point in 
mid-March. Trading at SF 0.8083, the franc was approaching 
levels that previously had brought into question the com
petitiveness of industry in Switzerland relative to that in 
Germany. The Swiss authorities did not intervene in the 
exchange markets until after the end of the six-month period 
under review, although they continued to use foreign cur

rency swaps to provide liquidity to the banking system. The 
country’s foreign exchange reserves showed little change, 
easing back $400 million on balance to $11.8 billion at end- 
July.

Sterling
Sterling was affected during the period under review by 
developments in world petroleum markets and by uncer
tainties surrounding the United Kingdom’s general election. 
Prospects of potentially large drops in oil prices were seen 
as having considerable bearing on Britain’s external and 
fiscal positions. The current account surplus which had 
helped sustain comparatively high nominal and trade- 
weighted values of sterling during the previous two years 
had already dwindled, and the nonoil components were 
forecast to deteriorate sharply in the coming year—only 
partly because the immediate outlook for growth in the 
United Kingdom was somewhat better than for its European 
neighbors. The government had recently provided some 
fiscal relief, largely to industry, at a time when the domestic 
economy was still struggling to emerge from three years of 
recession. A significant reduction of oil tax and royalty 
receipts would have raised the possibility that the govern
ment might exceed its target for public-sector borrowing, 
thereby undercutting progress toward the fiscal and mon
etary discipline that had been a hallmark of its strategy to 
curb inflation and to restore private initiative in the economy. 
Meanwhile, expectations had developed that the government 
might choose to hold an election before its mandated date 
in 1984. It was anticipated that economic policy in general 
and exchange rate policy in particular would be important 
campaign issues. The government was expected to take 
credit for bringing inflation down to 4-5 percent. But, with 
the outlook for world trade pessimistic and the domestic 
economy not strong enough to bring the unemployment rate 
below 12  percent, there was already considerable concern 
about Britain’s competitive position. A major opposition party 
was calling for a large devaluation of the pound, as well 
as for a sharp acceleration of public spending and sub
stantially lower interest rates. Talk spread that even the 
government might accept some modest easing of the 
exchange rate.

By late January, the pound had eased against the dollar 
to $1.5210, while settling around 81 according to the Bank 
of England’s trade-weighted measure. Sterling had fallen in 
late 1982, when debate on the competitive issue first flared 
up. Selling pressure against the currency had been coun
tered with sometimes forceful intervention by the Bank of 
England and some backing-up of interest rates that inter
rupted a pronounced downtrend over the preceding year. 
Britain’s foreign exchange reserves had declined for several 
months, reaching $9.8 billion by end-January.

During February and March, sterling again came on offer, 
after the failure of OPEC’s January meeting to produce
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agreement on oil prices and production quotas left open the 
question whether the widely anticipated oil price drop would 
be limited and proceed in an orderly fashion. The pound 
fell irregularly on various reports of the protracted OPEC 
negotiations, as well as of the British National Oil Com
pany’s own price negotiations. Even after a mid-March 
agreement by OPEC on prices and production ceilings, the 
market remained skeptical that the details of the agreement 
would be adhered to.

Adding to the pressures on sterling at times were the 
activities of trading professionals and their customers in 
anticipation of a realignment of the EMS. With the pound 
already vulnerable to selling pressure and the sterling 
market unencumbered by exchange controls, the British 
currency was sold against those viewed as sure to be 
adjusted upward within the European currency arrangement. 
As a result, large short sterling positions began to be 
established against the German mark by early March in a 
pattern that continued until the EMS realignm ent was 
announced on March 21.

The Bank of England was seen in the market as cush
ioning but not resisting this decline, which was regarded as 
reflecting largely external developments. Moreover, outflows 
from sterling were not mirrored as before in a rise in British 
interest rates. In fact, by mid-March, money market interest 
rates in the United Kingdom had actually fallen somewhat.

The clearing banks took advantage of a temporary firming 
of sterling exchange rates in mid-March to cut their base 
lending rates by V2 percentage point, and the Bank of 
England immediately followed with similar reductions of its 
money market intervention rates.

The sterling market remained generally unsettled through 
the end of the first quarter in response to the continuing 
uncertainties about oil prices, pressures within the EMS, and 
newspaper speculation that the government was uncon
cerned about the exchange rate. It fell to its low for the 
period of $1.4508 against the dollar on March 28 and to 
77.9 on the Bank of England’s index. At these levels, the 
pound was some 15 percent below its mid-November value 
both against the dollar and in effective terms. Against the 
German mark, the pound had declined nearly 44 percent 
in over two years to a record low of DM 3.53 on March 24. 
Meanwhile, Britain’s foreign exchange reserves declined a 
further $1.1 billion during February and March.

At end-March, sterling turned around as signs of adher
ence to the OPEC arrangements were accumulating. The 
British National Oil Company had ann6unced its own price 
reductions, which were more modest than some predictions 
and which did not give rise to competitive action by OPEC 
producers of closely comparable qualities of crude oil. Soon 
there began to be a reversal of many of the large short 
sterling positions that had been established during the 
previous two months, and some commercial entities also 
moved to cover sterling payments that had been delayed.

During April and early May, other factors also contributed 
to a further strengthening of sterling. Britain’s economic 
recovery appeared to become more assured, with evidence 
of further rises in domestic sales and production. Reported 
inflation fell to its lowest rates in fifteen years. And the 
current account stayed in modest surplus during the first 
quarter. Under these circumstances, talk that the government 
might decide to hold a general election as early as June 
was viewed as increasingly favorable for sterling. Thus, the 
pound continued to benefit from the reversing of professional 
short positions, from new positioning in favor of the currency, 
and from shifts into sterling-denominated securities by 
international investors. It proceeded to advance, albeit more 
slowly after May 9 when the announcement of June general 
e lections focused market attention on the im m ediate 
uncertainties of an election campaign. On the last day of 
May, sterling reached the highest level of the six-month 
period at $1.6145 against the dollar and 88.0 on a trade- 
weighted basis before easing to around $1.51 and 84.0, 
respectively, by mid-June.

From mid-June to late July, the sterling market became 
more settled with the spot rate about in the middle of the 
range over which it had traded during the preceding couple 
of months. The election results assuring continuity in the 
economic and financial policies of the Thatcher administra
tion and a firming of world oil prices suggesting that the new
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price structure would hold dispelled the principal uncertainties 
that had clouded sterling’s prospects early in the period. The 
pound’s retreat from its late-May highs reduced concern that 
it was at levels incompatible with Britain’s ability to compete 
and to maintain the momentum of its economic recovery.

Meanwhile, the investment flows that had bolstered the 
pound at times during the spring also tapered off. Money 
market interest rates in the United Kingdom had eased 
somewhat further which, together with the firming of U.S. 
rates since mid-May, left sterling assets without an interest 
rate advantage over U.S. investments. The Bank of England 
had endorsed the decline in British in terest rates by 
reducing its intervention rates on two occasions— mid-April 
and mid-June— for a total of approximately 1 percentage 
point, and the clearing banks had followed with similar 
reductions of their base lending rates. For a time, market 
participants anticipated that rates might be lowered further. 
But, after the government reaffirmed its resolve to control 
inflation and after new evidence showed monetary aggre
gate growth to be accelerating, the view became accepted 
that no more cuts in rates were in the offing.

Sterling held relatively steady against the dollar during 
July, when the dollar rose against most other currencies. 
As the period closed, the pound was trading at $1.5150, 
V2 percent lower than its level at the beginning of February. 
In trade-weighted terms, it was 5 percent higher than six 
months earlier at 85.4 on the Bank of England’s index; 
against the German mark, sterling had gained nearly 6 V2 
percent to trade at DM 4.018. Britain’s foreign exchange 
reserves rose on balance after March to close the six-month 
period down $800 million from end-January levels at $9.0 
billion.

French franc
Early in 1983, France’s relatively high rate of inflation, wide 
government deficit, and large current account deficit weighed 
heavily on market sentiment toward the French franc. Even 
after a temporary freeze on wages and prices, the year-to- 
year increase in consumer prices had not fallen much below
10 percent and inflationary expectations remained unfavor
able. The government was struggling to hold to its target 
for the central government deficit of 3 percent of gross 
domestic product (GDP). And the current account deficit had 
more than doubled to $12 billion for the whole of 1982.

The French authorities had adopted several measures 
during the preceding months to deal with these problems. 
But market participants were skeptical that much progress 
would be achieved, particu la rly  if it should require an 
undercutting of earlier efforts to curb unemployment and to 
stimulate economic growth. In spite of the need for restraint, 
the French authorities introduced several measures during 
the fall and winter to spur investment and employment and 
acted to lower domestic interest rates as soon as exchange 
market conditions permitted. Concern deepened that the
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economic performance of France was diverging in important 
ways from that of many other European countries, where 
inflation was down sharply and current accounts were 
moving back toward surplus.

Under these circumstances, market participants had come 
to expect that a new EMS realignment would occur soon 
after the elections in France and Germany scheduled for 
early March. For several months the franc traded close to 
its parity against the German mark and generally in the 
upper half of the EMS band. The franc was supported by 
intervention of the Bank of France and by sales of foreign 
currency which French enterprises borrowed abroad. Such 
borrowing was estimated by Finance Minister Delors to have 
been $8.8 billion during 1982. By end-January the French 
franc stood at FF 7.0100 against the dollar and FF 2.83 
against the mark. France’s foreign currency reserves were 
$17.6 billion at end-January, and the governm ent had 
arranged a $4 billion syndicated loan in the Euromarket.

During much of February the franc edged up against the 
dollar and moved along with the mark toward the top of the 
EMS band. The pressure against the franc, while offset in 
the spot market by Bank of France intervention, was 
nevertheless showing through. Nonresidents speeded up 
their sales of French francs, which were increasingly 
financed by borrowing in the Euro-franc market and were 
reflected in a widening of the discount on the franc in the 
forward market. Meanwhile, expectations of a downward
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adjustment of the franc rate also contributed to a heavy 
buildup of imported goods inventories by French enterprises 
and a deterioration in France’s trade account.

In early March, pressure against the French franc inten
sified. News of a sharply wider trade deficit for January, 
together with the results of the first round of municipal 
elections in France and the decisive victory for the new 
government in Germany’s national elections, prompted fur
ther selling of francs. On March 7 the Bank of France 
allowed the franc to fall to the floor of the EMS. At the same 
time the cost of overnight financing in the Euro-franc market 
was bid up to several thousand percent per annum, causing 
some speculators to close out short positions against the 
franc. Although the Bank of France was then able to scale 
back its intervention in the spot market, the accumulated 
support provided had been substantial, as is partially 
reflected in the $3.4 billion decline in French foreign cur
rency reserves for February-March.

After lengthy negotiations over the March 18 weekend, 
the franc’s parity was devalued 2.5 percent as part of an 
overall realignment of EMS currencies. The franc was, in 
effect, devalued by 8 percent against the mark, 6 percent 
against the guilder, 5 percent against the Danish krone, and 
4 percent aigainst the Belgian franc. It remained unchanged 
vis-it-vis the Italian lira and was effectively revalued 1 per
cent against the Irish pound. The French government 
announced that, to reduce the trade deficit and to help bring 
down inflation, it was prepared to adopt further austerity 
measures. In addition, it would seek a large, medium-term 
loan from the European Community (EC). On March 25 the 
French government announced the details of a new program 
which aimed at reducing domestic demand by FF 65 billion 
(about 2 percent of GDP). The program included a man
datory loan to the government based on income and wealth 
taxes paid in 1982, an income tax surcharge to reduce the 
deficit of the social security system, a special gasoline tax 
to compensate for declining oil prices and other revenue- 
raising measures, as well as a limitation on the amount of 
foreign currency French tourists may take abroad. In addi
tion, the money supply growth target for 1983 was lowered 
from 10 percent to 9 percent. The government projected 
that, as a result of the program, economic growth for the 
year would be reduced to nearly zero and inflation cut to 
8 percent.

The French franc had been pulled up by other EMS cur
rencies before the realignment and was trading on March 18 
at around FF 6.90 against the dollar. When the exchange 
markets opened the following Monday, the EMS currencies 
as a group fell sharply against the dollar, and the French 
franc settled around FF 7.25. Nevertheless, the franc 
emerged firmly at the top of the newly aligned EMS band, 
where it was to trade through late April. The exchange 
markets were impressed by the scope and decisiveness of 
the government’s measures, in particular the decision to

pass its program by decree rather than going the more 
lengthy route of legislation. As a result, speculative positions 
were unwound and commercial leads and lags swung 
quickly back in favor of the franc. These reflows were 
reflected, in part, in a sharp drop in Euro-franc interest rates 
to their lowest rates since the start of the year. Moreover, 
with the franc now at its upper intervention point in the 
EMS, the Bank of France bought large amounts of other 
EMS currencies, thereby rebuilding official reserves. At end- 
April, French- reserves had climbed $2.5 billion to 
$16.7 billion.

By May, the reflows back into the French franc were 
largely completed while hurdles still had to be surmounted 
to meet the government’s economic objectives. Efforts to 
curb inflation were being undercut to some extent as the 
franc dropped against the dollar, since France received none 
of the benefit of declining oil prices on its domestic price 
structure. Some disappointing trade figures had already 
made it clear that the target recently set for the 1983 
external deficit would be difficult to achieve. On the domestic 
side, the austerity program was still being met by political 
opposition.

Under these circumstances the Bank of France was 
careful about letting interest rates ease, and by summer 
they were still sufficiently high to attract deposits from 
investors abroad. The monetary authorities operated on both 
sides of the market, adding on balance small amounts of 
foreign currencies to reserves. The government went ahead 
with its plan to borrow ECU 4 billion from the EC’s balance- 
of-payments facility in a series of transactions undertaken 
in June and July. Moreover, the political leadership re
affirmed on a number of occasions the need for rigorous 
economic policies this year and next.

Thus, by the end of July, the franc was still trading in the 
upper half of the EMS band and at FF 3.00 against the 
mark. It continued to decline along with the mark against 
the dollar, closing the period some 14 percent down from 
end-January levels at FF 7.9900. But France’s foreign cur
rency reserves increased further during the last half of the 
six-month period to close the period at $18.5 billion, up 
$900 million from end-January levels and $4.2 billion from 
their low point of end-March.

Italian lira
Coming into 1983, the economic situation in Italy was 
showing modest improvement; there had been some prog
ress in bringing down inflation and containing the growth 
of imports. But these results had been achieved at the cost 
of a sharp drop in output, and the prospects for further 
improvement were still unclear. Inflation differentials vis-a- 
vis most of Italy’s trading partners had actually widened 
since the modest scaling-back in Italy’s rate of inflation could 
not match the more sizable reductions of inflation in most 
other industrialized countries. Export volumes had declined
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by more than could be explained by contractions in Italy’s 
major export markets. Efforts to contain rapidly growing 
fiscal deficits were being frustrated both by recession at 
home and repeated failure to get Parliamentary approval for 
increased taxes and revenues. The overshooting of the 
government deficit contributed to a rapid expansion of total 
domestic credit which had significantly exceeded its target 
for 1982. Under these circumstances, the Bank of Italy 
concluded that it had no room to ease monetary policy and 
was one of the few central banks not to lower the official 
discount rate after August 1982. As a result, interest rates 
in real terms had actually increased somewhat.

The attraction of relatively high interest rates kept the lira 
trading firmly near the top of the narrow EMS band, a 
position it was to keep through February. The Bank of Italy 
took advantage pf this relative strength to rebuild its foreign 
currency reserves to a level of $13.7 billion at end-January 
1983. Against the dollar the lira was trading at Lit 1,418.00 
by the opening of the six-month period.

Early in March, when a realignment of the EMS ar
rangement appeared to be imminent, market participants 
came to expect that the Italian authorities might seek to 
protect the competitiveness of the country’s exports by 
negotiating a downward adjustment of the lira’s central rate 
should the French franc be devalued. Between March 3 and 
March 10 the lira came on offer as commercial leads and 
lags turned quickly against the currency. The spot rate

dropped from the top of the 21A* percent band to a position 
well below the narrow band, using the greater leeway 
available to the lira. The Bank of Italy supported the cur
rency with sales of dollars and, to a lesser extent, of EMS 
currencies. These operations are partly reflected in a 
$700 million decline in the country’s foreign exchange 
reserves for March. Meanwhile, the lira had also declined 
somewhat against the dollar to Lit 1,424.00.

On March 21, as part of the overall realignment, the lira’s 
central rate within the EMS was adjusted downward 
21/2 percent, leaving the parity unchanged relative to the 
French franc and with adjustments similar to those for the 
franc against the other EMS currencies. In the exchange 
market, the lira moved to trade well above the new narrow 
band maintained for the other currencies. Following the 
realignment, there were sizable flows into lire as leads and 
lags were unwound, seasonal in flows began to show 
through, and Italy’s relatively high interest rates became 
attractive again once a devaluation was not a near-term 
prospect. The Bank of Italy took advantage of the lira’s 
comfortable position within the joint float to recoup more 
than earlier losses of foreign currency reserves, contributing 
to a rise of nearly $2 billion in foreign exchange reserves 
for the month of April.

Soon after the realignment, market interest rates in Italy 
began to ease. Although output had stabilized, it remained 
at a low level. There was little expectation of an early eco
nom ic recovery, and unions and em ployers  pushed 
aggressively for lower interest rates. Commercial banks cut 
their prime rates twice during the spring by a total of VU  
percentage points to 1 8 3/4  percent, and there were similar 
reductions of Treasury bill auction rates. But the news on 
price performance was still disappointing. The consumer 
price index was rising at an annual rate of about 16 percent 
during the first quarter, well above the government’s goal 
of 13 percent or less. The Bank of Italy did not join other 
EMS central banks in reducing official rates during March. 
But on April 8 it lowered the discount rate by 1 percentage 
point to 17 percent.

Even so, interest differentials remained strongly in favor 
of the lira. Moreover, Italy’s current account was strength
ening further. Italy’s trade deficit narrowed considerably 

: during the first half of 1983, compared with the same period 
of 1982. Increasing tourist receipts and declining service 
costs on Italy’s external debt were expected to generate 
further gains for the Italian current account balance during 
1983. These developments helped buoy the lira even as 
prospects for action to bring Italy’s public-sector deficit under 
control faded. The government collapsed in early May 
before all the measures to contain the deficit could be 
passed by Parliament, and it was unclear whether a new 
coalition government would take strong measures either to 
cut spending or to raise taxes in the current depressed 
economic environment.
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Table 4

Drawings and Repayments by the Central Bank of Brazil under Special Swap Arrangements 
with the United States Treasury
In millions of dollars; drawings ( + ) or repayments ( - )

Drawings on Outstanding Outstanding
United States Treasury July 1, 1982 1982 1983 1983 1983 July 31,
special facilities for 1982 III IV I II July 1983

$500 million ........................................ *
{ -

500.0
500.0

* * * *

$280 million ........................................ * * + 280.0 -  280.0

$450 million ........................................ * * + 450.0 -  450.0 * * *

$250 million ........................................ *
{ *

250.0
104.2 -  145.8 * * *

$200 million ........................................ * * * r +  200.0
I -  200.0

* • *

$200 million ........................................ * * * r +  200.0 
1 -  200.0

* * *

Total ...................................................... * * /+1 ,4 80 .0  
I -  604.2

/ +  400.0 
t - 1,275.8

♦ * *

Data are on a value-date basis. 
‘ Not applicable.

The lira continued to trade above the EMS narrow band 
through July while moving down with other European cur
rencies against the dollar. The easing of pressures on the 
external account permitted the Italian authorities to build up 
their foreign currency reserves and to increase the amount 
of foreign exchange Italian tourists may export. By end-July 
the lira was trading at Lit 1,573.00 against the dollar, down 
almost 11 percent over the six-month period under review 
and down 31A> percent against the German mark. Mean
while, Italy’s foreign exchange reserves stood at $18.6 bil
lion, up $4.8 billion over the period.

European Monetary System
The currencies of the EMS were trading steadily against 
each other at the beginning of February, but in a configu
ration which reflected widespread market expectations that 
continued divergence in economic performance among the 
member countries made another realignment inevitable. 
These expectations were based on observations that, in 
most cases, differentials in inflation and current account 
performance had increased slightly since the realignment of 
June 1982. Inflation had decelerated more sharply in Ger
many and the Netherlands than in other EMS countries. At 
the same time, German and Dutch current accounts had 
moved strongly into surplus, while other countries, even 
those whose current accounts had improved, remained in 
sizable deficit.

To be sure, the authorities in several participating coun
tries had implemented policies during 1982 to reduce infla
tion and to improve current accounts, but the effects were 
only beginning to show through. The Belgian government, 
using emergency powers, had imposed a broad austerity 
program to slash government spending, wage costs, and 
the trade deficit. In Denmark a new government had abol
ished wage indexation and reversed a stimulative fiscal 
policy, while the central bank had kept interest rates rela
tively high. In Ireland, the authorities had in place restrictive 
fiscal and monetary policies and the exchange rate had 
appreciated against sterling, the currency of Ireland’s major 
trading partner. In France, however, and to a lesser extent 
in Italy, progress toward achieving better balance in the 
economy was not yet sufficient to relieve concern in the 
markets about the currencies’ near-term outlook.

In all EMS countries, unemployment was high and gen
erally still rising, reaching levels of over 16 percent in some 
countries. To varying degrees in all countries the authorities 
were embarked on medium-term efforts to reduce large and 
persistent structural fiscal deficits. But recession was adding 
to the difficulties of achieving planned budgetary savings. 
Pressure therefore was on monetary policy to provide sup
port to the domestic economies, and the question remained 
among market participants whether the general move toward 
restraint could be sustained long enough to produce more 
uniform economic performance.
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Under these circumstances, the Dutch guilder stayed 
virtually at the top of the 21A* percent narrow band early in 
February, with the German mark and the Danish krone close 
behind. The French franc was held close to its bilateral 
central rate relative to the mark, while the Irish pound fluc
tuated below the middle, and the Belgian franc remained 
at or near its lower intervention point. Except for the French 
franc, there was only modest intervention in support of the 
currencies within the narrow EMS band. The Italian lira, 
buoyed by relatively high interest rates in Italy, was fluc
tuating within the wider limits available to that currency to 
trade slightly above the 2 1A* percent intervention limits of the 
others.

During February, however, the currency relationships came 
under increasing pressure, as speculation grew that a 
realignment might occur soon after early-March elections in 
France and Germany. The mark and guilder became pinned 
to their upper intervention points. The French franc moved 
along with the mark until March 7, when the French franc 
was permitted to drop to its lower intervention point. By this 
time, other currencies, too, had come under pressure. The 
Danish and Irish currencies fell to the bottom of the EMS 
band, and the Italian lira traversed the whole width of the 
narrow band to trade about 2 percent below it. To defend 
the Belgian franc, the Belgian National Bank raised official 
interest rates by 2Vz percentage points, effective March 9,

Table 5

United States Treasury Securities, Foreign Currency Denominated
In millions of dollars equivalent; issues ( + ) or redemptions ( - )

Issues

Amount of 
commitments 
July 1, 1982

1982
III

1982
IV

1983
I

1983
II

1983
July

Amount of 
commitments 

July 31, 
1983

Public series:
Germany ................................. ...........  3.171.3 -1.231.9 -664.1 -0- -667.9 -607.3 -0-

Switzerland ............................. ...........  458.5 -0- -0- -458.5 -0- -0- -0-

Total ........................................ ...........  3,629.8 -1,231.9 -664.1 -458 .5 -667.9 -607.3 -0-

Data are on a value-date basis. Because of rounding, figures may not add to totals.

Table 6

Net Profits ( +  ) or Losses ( - )  on United States Treasury and Federal Reserve 
Current Foreign Exchange Operations
In millions of dollars

United States Treasury
Exchange

Federal Stabilization General
Period Reserve Fund account

Third quarter 1982 ...........................................................

Fourth quarter 1982 .........................................................

First quarter 1983 .............................................................

Second quarter 1983 .......................................................

July 1983 .............................................................................

Valuation profits and losses on outstanding assets and 
liabilities as of July 31, 1983 ..........................................

-0- - 2.3 + 89.4

-0- + 4.3 + 16.0

-0- •f 0.5 + 38.3

-0- •f 17.0 + 58.1

-0- -0- + 70.1

-803.3  -  850.8 -0-

Data are on a value-date basis.
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and then on March 14 the authorities significantly tightened 
exchange controls, particularly affecting commercial leads 
and lags. Meanwhile, a sudden and sharp increase in short
term Euro-French franc interest rates effectively curtailed 
speculation by nonresidents selling the French franc short.

In response to these developments, the focus of spec
ulative activity shifted toward those currencies expected to 
be revalued. Bidding for marks and guilders quickly inten
sified against both dollars and other non-EMS currencies, 
with the result that the upward pressure on the stronger 
currencies lent support to the EMS as a group against the 
dollar. The central banks in Germany and the Netherlands 
took advantage of the strength of their currencies, as well 
as the improvement in their current accounts and in their 
price performance, to lower interest rates and thereby to 
lend support to their domestic economies. By March 18, the 
Netherlands Bank dropped its official lending rates in two 
stages for a total of 1 percentage point, and the Bundes
bank lowered its official interest rates that day by 1 per
centage point as well. As a result of these and earlier 
declines in interest rates, short-term market rates had eased 
in the two countries to their lowest levels since early 1979. 
Dutch interest rates had declined even more rapidly than 
German rates over the preceding year and were as much 
as 1 percentage point below those for comparable maturities 
in Germany.

Meanwhile, the EMS central banks intervened heavily, 
both in EMS currencies and in dollars. In fact, total EMS 
intervention in the six weeks through March 18 considerably 
exceeded that for any comparable period since the inception 
of the currency arrangement. Countries whose currencies 
were under the heaviest pressure suffered sizable reserve 
losses and established large debtor positions in the Euro
pean Fund for Monetary Cooperation (FECOM), while 
Germany had the opposite experience.

On March 21 the seventh realignment became effective. 
Four currencies were revalued—the mark by 5.5 percent, 
the guilder by 3.5 percent, the Danish krone by 2.5 percent, 
and the Belgian franc by 1.5 percent—and three were 
devalued—the French franc and the lira by 2.5 percent and 
the Irish pound by 3.5 percent. In effect, these changes left 
the trade-weighted values of the Danish krone and the 
Belgian franc about unchanged and offset an earlier 
appreciation of the Irish pound against sterling, leaving that 
currency at about its 1982 level overall. Pursuant to the 
realignment, the French government indicated it would adopt 
austerity measures to restore external equilibrium.

Immediately after the realignment, speculative positions 
were reversed and commercial leads and lags were 
unwound. These reflows out of marks and guilders helped 
drag the entire EMS down vis-£-vis non-EMS currencies, 
with the result that several of the devalued currencies hit 
new lows against the dollar. Within the EMS, however, the 
reffows pushed the French, Irish, and Danish currencies all

close to the top and the Italian lira moved well above the 
narrow band. With the mark and guilder now at the lower 
limit of the new band, most participating central banks had 
an opportunity to reconstitute reserves and reduce FECOM 
debt, most of which was repaid by end-April.

As the reflows proceeded, policy adjustments were pos
sible in a number of countries which could then catch up 
with the generalized decline in interest rates. The authorities 
in Italy, Belgium, Denmark, and Ireland permitted an easing 
in domestic interest rates, confirmed in most cases by cuts 
in official lending rates. Arriong the largest declines were 
those in Belgium, where the central bank lowered its lending 
rates by 5 percentage points in four steps, and in Denmark, 
where the central bank lowered its discount rate twice for 
a total of 21/2 percentage points. In addition, foreign 
exchange controls were relaxed in Belgium and Denmark. 
The Belgian authorities removed one of the restrictions 
imposed prior to the realignment requiring Belgian enter
prises to convert promptly foreign currency receipts from 
current account transactions. The Danish authorities eased 
some long-standing exchange restrictions on capital trans
actions. By contrast, the German and Dutch authorities 
stemmed the earlier downtrend in their interest rates. In fact, 
market rates in the Netherlands backed up sharply to levels 
above those in Germany. Then, effective May 3, the Neth
erlands Bank validated part of the increase by raising its 
discount rate by 1 percentage point back to the level that 
had prevailed at the start of the six-month period.

Following these actions, the Belgian franc and Danish 
krone eased in the EMS toward the bottom and the middle, 
respectively, while the guilder edged up toward the middle. 
But the other currencies were little changed during the four 
and a half months after the March realignment, with the 
German mark staying close to its lower intervention point 
against either the French franc or the Irish pound at the top. 
The adjustments in currency relationships that did occur took 
place without strain through end-July, the continued im
provement in trade accounts and inflation figures lending 
credibility to the 1982 austerity programs in both Belgium 
and Denmark. Against the dollar, however, the EMS cur
rencies as a group moved lower, closing the six-month 
period under review down 7 to 14 percent on balance. For 
the EMS countries as a whole, foreign currency reserves 
changed little on balance over the period. Within the group, 
however, reserves of Italy, France, and to a lesser degree 
Belgium rose while those of Germany and the Netherlands 
declined.

Canadian dollar
Early in 1983, the Canadian economy was just beginning 
to emerge from recession. For Canada the drop in output 
had been deeper than for most other industrialized coun
tries and the unemployment rate was still near its peak of 
12.8 percent. In addition, the downturn in inflation had come
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la ter than fo r most countries, with the annual rate of 
increase for the consumer price index edging just below 
double-digit levels by the turn of the year.

Although the severity of the adjustments taking place in 
Canada had given rise to an active debate over the 
appropriate priorities for economic policy, the Canadian 
authorities remained committed to the need to promote cost 
and price stability. A public-sector wage and price restraint 
program had been implemented. Fiscal policy remained 
cautious. Initiatives by the government during the winter to 
boost employment and to stimulate investment had been 
matched largely by cuts in planned expenditures elsewhere, 
although the financing requirements of both the federal and 
provincial governments had increased mainly for cyclical

reasons. In addition, monetary policy continued to be aimed 
at exerting continuous downward pressure on inflation to 
provide a basis for sustained economic growth. In the 
conduct of this policy, the Bank of Canada had announced 
in November 1982 that it was withdrawing .the target range 
for the expansion of the specific monetary aggregate, M-1, 
since the aggregate’s relationship to interest rates and total 
spending was no longer sufficiently reliable. In the mean
time, the monetary authorities indicated they would look at 
other financial and economic variables, including the value 
of the Canadian dollar.

Against this background, the Canadian dollar held com
paratively steady against the U.S. dollar during the six- 
month period under review, fluctuating generally within a 
2 percent band around Can.$1.2300, a level to which it had 
recovered during the fall of 1982. In effect, it also rose on 
balance against most other currencies.

From the beginning of the six-month period, the Canadian 
dollar drew support from a marked improvement in Canada’s 
current account position that had become evident in 1982. 
A sharp drop of imports, reflecting the slowdown in Can
ada’s domestic economy, together with a modest expansion 
in exports, had combined during 1982 to swing the current 
account into significant surplus for the first time in more than 
a decade. Trade figures early in the year suggested that 
Canada’s net export position was strong enough to hold on 
to an overall current account surplus for the first quarter of 
1983. At the same time there were a number of conversions 
by Canadian residents of funds borrowed in markets abroad 
where interest rates were lower than in Canada.

As a result, the Canadian dollar rose on balance through 
early March and fluctuated to a high of Can.$1.2210. The 
Canadian authorities, after having taken advantage of 
opportunities prior to the period to rebuild their foreign cur
rency reserves to U.S.$2.9 billion, continued on balance to 
add to reserves. In addition, short-term interest rates eased 
during February and then held generally steady during most 
of March even as rates for comparable maturities in U.S. 
dollars temporarily firmed. As a result, Canada’s traditionally 
favorable interest rate gap narrowed through most of March 
and, at the three-month maturity, actually turned negative 
for several days around the quarter end.

Early in April, sentiment toward the Canadian dollar briefly 
became more cautious. With the erosion of Canada’s normal 
interest rate differential and the domestic economy still 
operating far below capacity, market participants came to 
question whether the Canadian authorities would allow 
interest rates to back up if U.S. rates were to continue to 
rise. In addition, there was uncertainty about the stance of 
fiscal policy to emerge from the budget, which was to be 
announced after midmonth, in view of the continuing pres
sures for stimulus and talk within the government of the 
need to create jobs.

In the event, the Bank of Canada restrained the liquidity

Chart 9

Canada
Movements in exchange rate, o ffic ia l fore ign currency 
reserves, and interest differential

Canadian do lla rs per do lla r B illions of do lla rs

*  Canadian finance paper minus Eurodollars. 
W eekly averages of daily rates.

See exchange ra te foo tno te  on Chart 3.
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Chart 10

Interest Rates in Canada and the 
Eurodollar Market
T hree-m on th  m a tu ritie s *

Percent

1982 1983

*W e e k ly  averages of da ily rates.

positions of Canadian banks, and short-term interest rates 
moved up slightly from late-March levels. In the meantime, 
U.S. interest rates resumed a downward course so that 
interest rate differentials came back in favor of the Canadian 
dollar. In addition, the government’s announcement of its 
budget for the 1983-84 fiscal year was well received by the 
business community and the exchange markets generally. 
It did include a Can.$4.8 billion medium-term recovery 
program to spur investments and to promote jobs, largely 
over the next two years. But the market was impressed by 
provisions that would offset most of the cost of the program, 
albeit with a delay, including a temporary increase in the 
federal sales tax in subsequent years when the economy 
is expected to be more robust. Following this announce
ment, the Canadian dollar moved off its mid-April low near 
Can.$1.2400.

By late in the second quarter, the economic situation in 
Canada was clearly im proving. Inflation was dropping 
steadily, with the year-on-year rate of increase in the con
sumer price index down to 5.4 percent by May and major 
wage settlements providing for the smallest increases in four 
years. The current account balance remained in surplus,

bolstered by strong demand for Canada’s exports of agri
cultural products and automotive parts. These favorable 
developments occurred at the same time that the domestic 
economy was rebounding strongly, spurred by consumption 
and housing. By late June, forecasters were revising upward 
their growth projection for the current year. In this climate, 
talk circulated in the exchange markets that foreign invest
ment inflows into Canada had picked up.

Under these circumstances, Canadian interest rates did 
not match the prolonged advance of U.S. interest rates after 
mid-May. Indeed, short-term interest differentials turned 
negative for the Canadian currency again by early June and 
widened progressively through end-July. Nevertheless, the 
Canadian dollar held up better than other currencies against 
the dollar, as the U.S. currency strengthened across the 
board during June and July. The Canadian dollar was 
sufficiently strong that the spot rate eased only modestly 
from its early-May levels to close the six-month period 
under review at Can.$1.2330, up slightly from the beginning 
of the period. During this period, the Bank of Canada 
added to foreign currency reserves, which rose U.S.$300 
million over the six-month period to the relatively high 
level of U.S.$3.2 billion.

Mexican peso
By February, M exico ’s external financial cris is, which 
developed in 1982, was at a major turning point. On the 
one hand, a number of actions had been taken to arrest 
further deterioration in Mexico’s financial position. The 
newly elected de la Madrid government had begun to 
im plem ent a s tr ingen t aus te rity  program  designed to 
redress the external imbalance, to curtail inflation, and to 
reduce sharply the huge government deficit. In December, 
the IMF had approved an extended fund fa c ility  for 
Mexico. Negotiations were proceeding, although incom
plete, with foreign banks on a $5 billion jumbo loan to 
help ease immediate liquidity strains and to cover the 
expected  1983 cu rre n t accoun t d e fic it. The ra te  of 
domestic economic activity had slowed, and the large 
current account deficit had begun to decline.

On the other hand, major problems and uncertainties 
remained. Inflation continued at around 100 percent per 
annum, clouding prospects for a deceleration of wages 
sufficient to break the wage-price spiral. Large spending 
cuts, needed to bring the public-sector deficit down from 
17 percent of GNP in 1982, had only just begun to 
materialize. Although public-sector interest payments were 
current, a program had not yet been agreed upon for 
restructuring these debts. Meanwhile, no proposals had 
been made to deal with accumulated arrears that had 
developed in private-sector external debt service and 
import payments.

Reflecting the progress already achieved, the Mexican 
peso was trading steadily in early February in the offshore
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interbank market at Mex.$148.50, close to the onshore 
“free market” rate established late in 1982 as part of a 
move to relax exchange controls. But soon thereafter 
uncertainty deepened and the peso, while remaining at 
Mex.$147.90 in the onshore “free market”, declined to 
about Mex.$171 in offshore interbank trading. The drop 
in world spot oil prices threatened to force OPEC to 
reduce oil prices, a move that would lead Mexico to follow 
suit, weakening the outlook for Mexico’s oil export earn
ings. About the same time, progress stalled on the $5 
billion bank financing. During February, the Bank of 
Mexico drew down the final amounts available on the 
$1.85 billion joint BIS-U.S. swap facility. In this connection, 
Mexico received $44.3 million from the Treasury and $25.8 
million from the Federal Reserve. In addition, the Federal 
Reserve renewed until end-February the outstanding 
balance of $373 million on the regular Federal Reserve- 
Bank of Mexico swap facility, originally drawn in August 
1982. The swap was then repaid on February 28.

Beginning in late February, several important issues 
began moving toward resolution. The $5 billion jumbo loan 
agreement became a certainty on February 27, and 
$433.7 million in bridge financing was arranged for dis
bursement ahead of the signing of the jumbo loan in early 
March and the initial drawing under the jumbo agreement. 
The Mexican authorities announced the first of five 
schemes to deal with short-term private-sector foreign 
credits, the foreign currency to be delivered later when 
available. This marked the first concrete step by the 
authorities on principal amounts of private-sector debt. 
Shortly thereafter, OPEC reached agreement on a new 
pricing and production structure, and prices of Mexican
oil exports were lowered by $2.75 per barrel in line with 
the OPEC agreement. PEMEX oil shipments and earnings 
rebounded quickly, which, together with funds becoming 
available from the jumbo credit, eased the immediate 
strain on Mexican liquidity. In early May, the IMF informed 
the commercial bank group advising Mexico on its 
external debts that the country had come within the IMF’s 
first-quarter limit on the current account deficit, despite the 
shortfall in oil revenues. In fact, Mexico had a current 
account surplus in the first quarter, due mainly to severely 
depressed imports. In this environment, the peso 
strengthened in the offshore interbank market from late 
March into early May.

For the remainder of the period under review, the peso

traded firmly in the offshore interbank market close to the 
rate in the Mexican “free market”. The latter remained 
unchanged at Mex.$147.90 from January 24 through 
June 21 and was adjusted higher twice to Mex.$147.60 
at the end of the period. The “controlled rate”, established 
along with the “free rate” for foreign debt, trade, and other 
eligible transactions, was depreciated steadily over the 
period as planned to take account of inflation differentials 
vis-£-vis Mexico’s major trading partners. It stood at 
Mex.$123.83 at end-July.

The steadiness of the peso reflected growing market 
perception that the government’s adjustment program was 
on track and that Mexico’s liquidity position was improving. 
Early in May, for the first time in more than a year, there 
were market reports that private capital transferred out of 
Mexico earlier was beginning to move back. Later in May, 
the IMF released the second extended fund facility 
tranche of $325 million, which was used to make an initial 
payment on the joint BIS-U.S. swap facility. And, on June 22, 
official creditors signed a multilateral agreement to 
reschedule interest arrears and medium- and long-term 
principal payments falling due through the end of 1983.

More important was evidence of gains in areas thought 
to be most intractable. The current account improvement 
exceeded forecasts, and projections made in late June 
suggested the possibility of a modest current account 
surplus for 1983 as a whole. The government deficit had 
been reduced even more sharply than planned. In late 
July, the Bank of Mexico said it would soon begin dis
bursement under the private-sector short-term debt 
schemes set up in the spring and would announce later 
in the summer a scheme to deal with medium- and longer 
term private credits. Significant progress was also made 
in the area of wages and inflation. Agreements in the 
spring wage negotiations limited increases to 15 percent, 
far below the 50 percent requested by union leaders to 
restore lost purchasing power. Reflecting the moderation 
in wages and increasing slack in the Mexican economy, 
the rate of increase in consumer prices dropped from 
about 10 percent per month at the turn of the year to less 
than 4 percent in June. Thus, in major areas the Mexican 
adjustment program appeared to be well ahead of the 
schedule set eight months earlier. After the close of the 
period, on August 23, the Bank of Mexico repaid all 
remaining amounts due at maturity on the joint BIS-U.S. 
swap facility.
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August-October 1983 Interim Report 
(This report was released to the Congress 
and to the press on December 7, 1983.)

Treasury and Federal Reserve 
Foreign Exchange Operations

Early in August the dollar moved up sharply, reaching 
a 91/2-year high against the German mark and a record 
high on a trade-weighted basis. For much of the balance 
of the period, market participants expected the dollar to 
retreat substantially from those levels, and the dollar did 
depreciate gradually through early October. But, buoyed 
by the effects of greater than expected strength in the 
domestic economy and political turbulence internation
ally, the dollar strengthened again during the remainder 
of October to close the period little changed from its 
end-July levels against most major foreign currencies.

The decline in the dollar through early October was 
influenced by widespread predictions of a slowing of the 
recovery and an easing of money market conditions in 
the United. States. Many forecasters doubted that the 
domestic economy, which had advanced at a strong 9.7 
percent rate in the second quarter largely on the basis 
of a rebound in consumer expenditures and residential 
construction, could show sustained growth in the face 
of the strong dollar and high real interest rates. More
over, growth of the narrowly defined monetary aggre
gate, M-1, had decelerated sufficiently to move within 
its monitoring range for the first time this year, and price 
data indicated that inflation remained relatively mod
erate. Consequently, many market participants came to

A report by Sam Y Cross. Mr. Cross is Executive Vice President in 
charge of the Foreign Group of the Federal Reserve Bank of New 
York and Manager for Foreign Operations of the System Open 
Market Account.

the view that the Federal Reserve would take this 
opportunity to exert less pressure on bank reserves, and 
U.S. financial markets developed a considerable sense 
of optimism from late August through early October. 
Short-term interest rates declined by some 3U per
centage point. Yields on longer dated securities also fell, 
but by smaller margins. Some market participants were 
concerned that, if interest rates should continue to ease, 
financing the widening U.S. current account deficits 
could become more difficult.

However, the U.S. economy continued to grow faster 
than many observers had anticipated. To be sure, 
housing starts and retail sales temporarily weakened 
during the summer, and the release of these statistics 
kept alive expectations of a significant slowing later in 
the year. But demand in other sectors, especially busi
ness fixed investment and inventories, was strong 
enough to support major gains in industrial production 
and employment. During the third quarter, GNP regis
tered a growth rate of some 7.7 percent in real terms, 
and by October it was clear that the economy retained 
considerable momentum as it proceeded into the fourth 
quarter.

As the economy remained buoyant, the scope for 
further declines in interest rates gradually came to be 
seen in the market as limited. After mid-October most 
U.S. interest rates edged higher, reinforced somewhat 
by uncertainties over the credit market implications of 
the lack of Congressional action to raise the government 
debt ceiling. In addition, the rapid reemployment of idle
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Table 1

Federal Reserve Reciprocal 
Currency Arrangements
In millions of dollars

Amount of Amount of
facility facility

October 31, October 31,
Institution 1982 1983

Austrian National Bank ..................... 250 250
National Bank of B e lg ium ................. 1,000 1,000
Bank of Canada ................................. 2,000 2,000
National Bank of Denmark ............... 250 250
Bank of England ............................... 3,000 3.000
Bank of F rance ................................... 2,000 2,000
German Federal Bank ..................... 6,000 6,000
Bank of Italy ....................................... 3,000 3,000
Bank of Japan ................................... 5,000 5,000
Bank of Mexico:

Regular facility ............................... 700 700
Special facility ............................... 325 *

Netherlands Bank ............................. 500 500
Bank of Norway ................................. 250 250
Bank of S w eden................................. 300 300
Swiss National Bank ......................... 4,000 4,000
Bank for International Settlements:

Swiss francs-dollars ..................... 600 600
Other authorized European
currency-dollars ............................. 1,250 1,250

Total .................................................... 30,425 30,100

'Facility, which became effective August 30, 1982, expired on 
August 23, 1983.

C hart 1

The D o lla r a g a in s t S e le c te d  
F ore ig n  C urren c ies

P ercen t

P erce n tag e  change of w eek ly  ave rage bid ra tes  fo r 
d o lla rs  from  the ave rage ra te  fo r  the  w eek of 
S eptem ber 2 7 -O c to b e r 1, 1982. F igures ca lcu la te d  
from  New Y ork noon qu o ta tions .

Table 2

Drawings and Repayments by the Bank of Mexico under Special Combined Credit Facility
In millions of dollars; drawings (+ )  or repayments ( - )

Drawings on

Outstanding 
October 1, 

1982
1982

IV
1983

I
1983

II
1983

III

Outstanding 
October 31, 

1983

Federal Reserve special facility
for $325 million .......................................... 46.0 + 211.2 + 67.8 -  56 0 -269 .0 *

United States Treasury special
facility for $600 million ............................... 85.5 + 392.2 + 122.3 -104.0 -496.0 *

Total .............................................................. 131.5 + 603.5 + 190.0 -160.0 -765.0 *

Data are on a value-date basis. Because of rounding, figures may not add to totals. 
'Facility expired and outstanding drawings were repaid on August 23, 1983.
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capacity began to raise some questions among market 
participants over the medium-term outlook for monetary 
policy, particularly in view of the continuing fiscal stim
ulus provided by a large government deficit. As the 
outlook for U.S. interest rates and the economy shifted 
during October, market professionals moved to cover 
large short-dollar positions that they had built up earlier.

With the outlook for the U.S. economy remaining 
stronger than for those abroad, capital continued to flow 
into U.S. stock and bond markets. Also adding support 
fo r the d o lla r were “ sa fe -ha ve n ”  cons idera tions 
prom pting cap ita l flow s into the United States in 
response to events that heightened international ten
sions during the period. Market participants were mindful 
that such episodes had generated significant capital 
inflows at times during the past year, and talk of safe- 
haven influences resurfaced on September 1 following 
report that the Soviet Union had downed a Korean air
liner. But that particular incident did not elicit a strong 
exchange rate reaction. Later in the period, however, 
intensified fighting in Lebanon, escalation of threats in 
the Iran-lraq war, and a U.S. landing in Grenada were 
among the events that did have a more noticeable 
impact on the dollar and thereby enhanced the per
ceived risk of positioning against the U.S. currency.

Exchange market reaction to announcement of record 
U.S. trade and current account deficits was subdued, 
as the deficits were being easily offset by the continuing 
capital inflows. Although the statistics confirmed the 
existence of deficits of unprecedented size— with one 
monthly trade deficit over $7 billion—the current account 
issue faded into the background as a market factor, 
especially when the September trade deficit showed a 
reassuring narrowing.

The only currency to advance significantly against the 
dollar over the three-month period as a whole was the 
Japanese yen, buoyed by Japan’s outstanding trade and 
price performance. The yen also benefited from the 
market’s perception that the Japanese authorities were 
committed to supporting the yen. Bank of Japan Gov
ernor Mayekawa made clear that the exchange rate was 
an important consideration in the timing of the V2 per
centage point discount rate cut which finally took place 
on October 21 in conjunction with announcement of a 
six-point economic stimulus package. The Japanese 
authorities stated that they remained ready to intervene 
in the exchanges when necessary to defend the yen, 
and in fact they did sell dollars in the market on several 
occasions during the period. Following close consultation 
with the Bank of Japan as the yen weakened late in the 
period, the U.S. authorities also purchased a modest 
amount of yen in a joint operation with the Japanese 
central bank. These operations began on October 31 
and continued the next day. In total, the U.S. authorities

purchased $29.6 million equivalent of yen, an amount 
that was split evenly between the Treasury and the 
Federal Reserve.

As detailed in the previous report covering the period 
through end-July, the U.S. authorities also intervened in 
the exchanges on four occasions during six business 
days, buying both Japanese yen and German marks, in 
coordinated operations that began on July 29 and lasted 
through August 5. These operations together brought 
the total of U.S. authorities’ intervention in the exchange 
market from July 29 through November 1 to $283.6 
million equivalent, split equally between the Treasury 
and the Federal Reserve. Of this amount, $101.0 million 
equivalent "was in Japanese yen and $182.6 million 
equivalent was in German marks.

In other operations during the three-month period, 
Mexico fully repaid the remaining portion of its special 
combined credit facility. On August 15, Mexico prepaid 
outstanding swaps of $100.8 million to the Treasury and 
$54.3 m illion to the Federal Reserve. Drawings of 
$395.3 million and $214.8 million were repaid to the 
Treasury and the Federal Reserve, respectively, upon 
maturity on August 23, and the facility then expired. This
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Table 3

Net Profits (+ ) or 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

August 1 through 
October 31, 1983 ........ -0- -0- -0-
Valuation profits and 
losses on outstanding 
assets and liabilities 
as of October 31, 1983 . . -771.9 -786.2 -0-

Data are on a value-date basis.

facility had originally consisted of $600 million from the 
Treasury and $325 million from the Federal Reserve. It 
was provided in cooperation with other central banks, 
which together extended credit to the Bank of Mexico 
totaling $1.85 billion.

During the past year, the Treasury had participated, 
along with other nations, in providing liquidity support 
to the Bank fo r In ternationa l Settlem ents for cred it 
facilities that the BIS provided to the Central Bank of 
Brazil and to the National Bank of Yugoslavia. This 
support took the form of the Treasury, through the

Exchange Stabilization Fund (ESF), agreeing to be 
substituted for the BIS in the event of delayed repay
ments. By the end of the period, contingent commit
ments on behalf of Brazil remained at $500 million and 
on behalf of Yugoslavia were reduced to $16 million. 
Both commitments expired as the credits were repaid 
after the close of the reporting period.

In the period from August through October, the Fed
eral Reserve, the ESF, and the Treasury general account 
realized no profits or losses from exchange transactions. 
As of October 31, cumulative bookkeeping, or valuation, 
losses on outstanding foreign currency balances were 
$771.9 million for the Federal Reserve and $786.2 m il
lion for the ESF. (Valuation gains and losses represent 
the increase or decrease in the dollar value of out
standing currency assets and liabilities, using end-of- 
period exchange rates as compared with rates of 
acquisition.) These losses reflect the fact that the dollar 
strengthened since the foreign currencies were pur
chased.

The Federal Reserve and the Treasury invest foreign 
currency balances acquired in the market as a result of 
the ir fo re ign  exchange opera tions in a va rie ty  of 
instruments that yield market-related rates of return and 
that have a high degree of quality and liquidity. Under 
the authority provided by the Monetary Control Act of 
1980, the Federal Reserve invested some of its foreign 
currency resources in securities issued by foreign gov
ernments. As of October 31, the Federal Reserve’s 
holdings of these securities were equivalent to $1,618.6 
million. In addition, the Treasury held the equivalent of 
$2,318.8 million in these securities as of end-October.
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NEW PUBLICATION

A table—Depository Institutions and Their Regulators—is 
now available from the Federal Reserve Bank of New York. 
The grid-like form shows the responsibilities that national 
and state regulators have in ten areas—from branching to 
consumer protection—for a variety of depository institutions. 
The table contains footnotes summarizing laws and rulings 
affecting the activities of regulators and depository institu
tions. It is intended to provide easy reference for bankers 
and advanced students of banking.

Single copies of the 11V2" x 22V2" foldout table can be 
obtained free. Quantities for classroom use are also avail
able free when ordered from a university address. Write to 
the Public Information Department, 33 Liberty Street, New 
York, N.Y 10045.
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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 subscribers 
are sent via third- and fourth-class mail, respectively. All copies for Eastern Hemi
sphere 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.

Quarterly Review articles may be reproduced for educational or training purposes 
only, providing they are reprinted in full, distributed at no profit, and include credit 
to the author, the publication, and the Bank.
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August 1983-January 1984 Semiannual Report 
(This report was released to the Congress 
and to the press on March 7, 1984.)

Treasury and Federal Reserve 
Foreign Exchange Operations

During the period from August 1983 through January 
1984, the dollar rose strongly on balance against the 
European currencies but was little changed against the 
Japanese yen. As the period began, the dollar was 
moving sharply higher and reached a 91/2-year high 
against the German mark in mid-August. The dollar then 
declined gradually through early October, before it 
gained renewed strength and surpassed its earlier highs, 
ending the period 5 to 9 percent higher on balance 
against the European currencies.

At the beginning of August the U.S. economy was 
recovering more vigorously and inflation declining more 
rapidly than expected by many observers. At the same 
time, the U.S. authorities were perceived as willing to 
allow the demand pressures to be reflected in higher 
interest rates. In many other industrial countries, by 
contrast, economic recovery was more modest, unem
ployment was near peak levels or declining only slowly, 
and the monetary authorities were perceived as reluc
tant to tighten monetary policies. Under these circum
stances, the dollar was quickly bid higher in unsettled 
trading as the reporting period opened. The U.S. mon
etary authorities and foreign central banks intervened 
in coordinated operations during one limited period, 
which helped restore order in the market.

A report presented by Sam Y. Cross, Executive Vice President in 
charge of the Foreign Group at the Federal Reserve Bank of New 
York and Manager of Foreign Operations for the System Open 
Market Account. Deborah J. Danker was primarily responsible for 
preparation of the report. Margaret L. Greene, Charles M. Lucas, 
Patricia H. Kuwayama, Andrew Hook, Richard Koo, Thaddeus 
Russell, and Alissa Rivin also contributed.

Market participants soon began to question whether 
the dollar could maintain the high levels reached in early 
August. New data pointed to a considerable slowing of 
economic growth in the United States, and evidence 
suggested that upward pressure on U.S. interest rates 
might be dissipating. M-1 growth had also decelerated 
and the inflation rate remained low, leaving market 
participants with little reason to expect a firming in 
interest rates and some room to hope for an easing. 
Moreover, private credit demands were appearing less 
strong than expected just months before, and estimates 
of the government’s quarterly financing needs were 
revised downward. These developments triggered a rally 
in U.S. credit markets, with short-term interest rates 
dropping about 1 percentage point by early October. 
They also were seen as increasing the scope for mon
etary authorities abroad to take a more accommodative 
policy stance, without risking the inflationary impact of 
a depreciating currency. Under these circumstances the 
dollar declined through October 7, about 41A> percent on 
a trade-weighted basis and about 6V2 percent against 
the German mark from its August peaks.

In early October, however, it became clear that U.S. 
growth had remained strong in the third quarter. Con
sequently, projections of the GNP gain for the full year— 
by both the Administration and market participants— 
were revised upward as much as a percentage point 
from those made as recently as July. The evidence of 
robust growth quickly stopped the decline in U.S. 
interest rates and again overshadowed the more modest 
economic recoveries of several European countries. The 
U.S. expansion once again became more evident,
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The Dollar against Selected 
Foreign Currencies

Chart 1

Percent

1983 1984

Percentage change of weekly average bid rates 
for dollars from the average rate for the week of 
December 27-31, 1982. Figures calculated from 
New York noon quotations.

encouraging expectations of rising private credit 
demand. At the same time, market concern grew over 
the lack of action to reduce current and prospective 
fiscal deficits and, by mid-December, short-term interest 
rates had moved back up near the levels of early 
August.

In addition, optimism spread that the U.S. economy 
might be on the threshold of a lengthy period of strong 
but noninflationary expansion, with high productivity 
growth. The unemployment rate plummeted. Many 
attributed aggressive business hiring programs to 
growing confidence that earlier efforts to deregulate the 
economy, improve labor market flexibility, and adjust the 
corporate tax structure to spur investment were all 
beginning to bear fruit. In this environment the dollar 
developed upward momentum in the exchanges, 
climbing with each new economic statistic that sug
gested stronger expansion. There were also reports of 
substantial foreign interest in U.S. investments, based 
on expectations of improving corporate profits and yields 
on equity investments, as well as the continued attrac
tion of comparatively high yields on fixed-income secu
rities. As a result, the exchange markets showed little 
reaction to projections for the 1983 current account 
deficit of roughly $40 billion.

The dollar also benefited from “ safe haven” consid
erations prompted by events that heightened interna
tional tensions, such as intensified fighting in Lebanon 
and escalation of threats in the Iran/Iraq conflict. Epi
sodes of increased political and financial uncertainty in 
Europe also led to bidding for dollars.

After mid-December, U.S. interest rates eased off but 
only slightly. The dollar dipped briefly toward the year- 
end but then resumed its climb. It hit a ten-year high of 
DM 2.8505 against the mark on January 10 and set 
records against most other European currencies before 
again easing back somewhat by the close of the period.

Over the six-month period, the U.S. authorities inter
vened in the exchange markets on five occasions to 
calm disorderly markets. Two of these occasions were 
described in previous reports. The first of these involved 
operations on four business days between July 29 and 
August 5, which were coordinated with foreign monetary 
authorities. The U.S. authorities purchased $182.6 mil
lion equivalent of German marks and $71.5 million 
equivalent of Japanese yen during that period. The 
second occurred on October 31 and November 1 when 
the U.S. authorities entered the market to purchase a 
total of $29.6 million equivalent of Japanese yen. The 
remaining three instances, one in December and two in 
early January, involved purchases of German marks and 
totaled $193.4 million equivalent. All intervention during 
the six-month interval was split evenly between the 
Federal Reserve and the Treasury.
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In other operations during the six-month period, 
Mexico fully repaid the remaining portion of its special 
combined credit facility. As noted in a previous report, 
Mexico prepaid on August 15 outstanding swaps of 
$100.8 million to the Treasury and $54.3 million to the 
Federal Reserve. Drawings of $395.3 million and $214.8 
million were repaid to the Treasury and the Federal 
Reserve, respectively, upon maturity on August 23, and 
the facility then expired. This facility had originally 
consisted of $600 million from the Treasury and $325 
million from the Federal Reserve. It was provided in 
cooperation with other central banks, which together 
with the United States extended credit to the Bank of 
Mexico totaling $1.85 billion.

During 1982 and 1983, the Treasury participated, 
along with authorities from other nations, in providing 
liquidity support to the Bank for International Settlements 
for credit facilities the BIS provided to the Central Bank 
of Brazil and to the National Bank of Yugoslavia. This 
support took the form of the Treasury, through the 
Exchange Stabilization Fund (ESF), agreeing to be 
substituted for the BIS as a creditor in the event of 
delayed repayments. In November, both Brazil and 
Yugoslavia completed all repayments under these 
facilities, and all contingent Treasury commitments 
expired following these repayments to the BIS.

On December 23, the Treasury entered into a swap 
agreement of $50 million with the Central Bank of 
Jamaica in support of Jamaica’s negotiations on an 
economic adjustment program with the International 
Monetary Fund (IMF). On December 29, Jamaica drew 
$10  million on this facility.

Also on December 29, the ESF sold $345.5 million of 
Japanese yen and $345.5 million equivalent of German 
marks to the Treasury general account for the purpose 
of financing a portion of the increase in the U.S. quota 
subscription to the IMF.

In the period from August through January, neither the 
Federal Reserve nor the Treasury general account 
realized any profits or losses from exchange transac
tions. As a result of the sale of currencies to fund the 
subscription payment to the IMF, the ESF recorded a 
transactions loss of $204.8 million, reflecting the shift 
of a valuation loss, which was previously recorded in 
the published ESF balance sheet, into the category of 
transactions loss. As of January 31, cumulative unreal
ized valuation, or bookkeeping, losses on outstanding 
foreign currency balances were $979.2 million for the 
Federal Reserve and $673.0 million for the ESF. Both 
the realized ESF loss and the unrealized valuation 
losses reflected the fact that the dollar had strengthened 
since the foreign currency balances were acquired.

The Treasury and the Federal Reserve invest foreign 
currency balances acquired in the market as a result of

their foreign exchange operations in a variety of 
instruments that yield market-related rates of return and 
that have a high degree of quality and liquidity. Under 
the authority provided by the Monetary Control Act of 
1980, the Federal Reserve has invested some of its 
foreign currency resources in securities issued by for
eign governments. As of January 31, the Federal 
Reserve held the equivalent of $1,545.2 million in these 
securities, while the Treasury’s holdings were equivalent 
to $1,978.3 million.

German mark
Early in August, the German mark fell to a 9 1/2-year low 
of DM 2.7440 against the dollar, then reversed course 
to recover about 6V2 percent by early October. This 
turnaround coincided with a perceived improvement in 
German economic growth prospects, a firming of interest 
rates, and a subsiding of the large outflows of long-term 
private capital that had persisted since I980. Although 
its recovery against the dollar proved to be temporary, 
in August the mark began a gradual and sustained rise

Chart 3

Germany
Movements in exchange rate and offic ia l
foreign currency reserves 

Marks per dollar B illions of dollars

2.90

- 2.0

-3 .0

-5 .0

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 S ta tistics.

*  Foreign exchange reserves for Germany and other 
members of the European Monetary System, including 
the United Kingdom, incorpora te  adjustm ents for 
gold and foreign exchange swaps against European 
currency units (ECUs) done w ith the European 
Monetary Fund.
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against most Continental currencies, as Germany’s low 
inflation rate and current account surplus continued to 
compare well with the performances of its main trading 
partners.

By mid-August, German business confidence was reviving 
as prospects for economic expansion improved. Increased 
construction, inventory, and investment spending had 
spurred economic activity, and later reports confirmed the 
strong GNP growth in the second quarter. The long decline 
in employment came to a halt, and export orders began to 
increase despite the revaluation of the mark within the EMS 
earlier in the year and weak growth in Europe and most 
developing countries.

As the economic outlook brightened, market partici
pants speculated that, to avoid renewed mark depre
ciation and the consequent inflationary pressures, the 
Bundesbank might raise interest rates in response to 
increases that had recently taken place abroad. In 
addition, money supply growth remained above the 
Bundesbank’s 4-7 percent target range. Under these 
circumstances, market interest rates in Germany moved 
back up over the summer. Then, effective September 9, 
the Bundesbank raised its Lombard rate by 1A> per
centage point to 51/2 percent, citing the need to reduce 
central bank money growth, to strengthen confidence in 
the mark, and to limit domestic inflationary pressures. 
Following this move, money market rates did not rise 
further, interest rate differentials vis-it-vis dollar assets 
narrowed as U.S. rates eased back, and Germany’s 
bond market joined the rally then taking place in bond 
markets abroad.

Against this background, portfolio capital shifted back 
into Germany, and the mark rose against the dollar to 
DM 2.5620 on October 7, its highest level during the 
period under review. The German currency also 
strengthened within the EMS, rising steadily from the 
bottom to the top of the band by early October. The 
Bundesbank intervened as part of coordinated opera
tions with the United States in early August, and Ger
many’s foreign exchange reserves declined $1.1 billion 
by end-September to $37.1 billion.

At that point the mark turned lower against the dollar, 
in a trend that continued through the remainder of the 
period under review. The mark began to decline as 
events in the United States challenged the view that the 
U.S. expansion was weakening substantially and that 
dollar interest rates would decline.

But, at the same time, negative sentiment began to 
reemerge toward the German economic and political 
situation. It became clear that the momentum the 
economy developed in the second quarter had not been 
maintained. Third-quarter industrial production stag
nated, presaging the modest growth of GNP later pub
lished, and progress was slow in reducing unemploy

ment. Demand for German exports did pick up, but 
rising imports kept the external sector from providing a 
net stimulus. The German current account in fact moved 
into a small deficit in the third quarter, and projections 
of the surplus for 1983 were revised downward.

Market participants concluded that, with the German 
recovery appearing to lose strength, the Bundesbank 
would not strongly resist a renewed decline in the mark 
by raising German interest rates, even if rates abroad 
were to increase. The governm ent continued to 
emphasize its goal of reducing Germany’s fiscal deficit, 
and the burden of economic stimulus was thought to 
rest on monetary policy. Central bank money growth was 
now decelerating toward its target range, and the earlier 
pickup in domestic prices had not continued. Market 
participants also noted that official spokesmen and 
business leaders pointed to the potential benefits of 
mark depreciation for stimulating exports.

Consequently, the decline of the mark against the 
dollar, which started early in October, continued through 
mid-January. International politica l tensions and 
domestic controversies also had an adverse effect on 
the mark during this period. At times, market participants 
sold marks in response to fears that the escalation of 
military conflicts in the Middle East and elsewhere might 
stimulate renewed “ safe haven” flows into the United 
States. The mark also weakened against the pound and 
the yen but eased only slightly against other Continental 
currencies. By January 10, the mark had fallen to 
DM 2.8505 against the dollar, 11 percent below its 
October high, and had declined 10 percent against the 
Japanese yen over the same period.

As the mark fell, the Bundesbank intervened regularly 
at the daily fixing in Frankfurt. It also operated forcefully 
in the market on several days in an effort to contain 
rapid declines of the mark against the dollar. On three 
occasions during December and January, the U.S. 
authorities intervened to purchase marks when market 
conditions became disorderly, operating in each case for 
the U.S. Treasury and the Federal Reserve equally. In 
total, the Trading Desk purchased a total of $193.4 
million equivalent of marks.

The mark fluctuated widely against the dollar during 
the remainder of January, recovering somewhat to close 
the period at DM 2.8110. During January, both the dollar 
and yen had reached levels against the mark which 
some market participants doubted were sustainable, and 
data indicated some improvement in German economic 
performance as compared with the United States. 
Meanwhile, Germany’s stock market strengthened, out
performing the U.S. market by a wide margin during 
January. Under these circumstances, market participants 
began to conjecture that international investors would 
increase the mark-denominated portion of their portfolios
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Table 1

Federal Reserve Reciprocal 
Currency Arrangements
In millions of dollars

Amount of Amount of
facility facility

January 31, January 31,
Institution 1983 1984

Austrian National Bank .................. 250 250
National Bank of Belgium ............ 1,000 1,000
Bank of Canada ............................. 2,000 2,000
National Bank of Denmark ........... 250 250
Bank of England ............................. 3,000 3,000
Bank of France ............................... 2,000 2,000
German Federal Bank .................. 6,000 6,000
Bank of Italy .................................... 3,000 3,000
Bank of Japan ................................. 5,000 5,000
Bank of Mexico:

Regular facility ........................... 700 700
Special facility ............................. 325 *

Netherlands Bank ........................... 500 500
Bank of Norway ............................. 250 250
Bank of Sweden ............................. 300 300
Swiss National Bank ...................... 4,000 4,000
Bank for International Settlements:

Swiss francs-dollars .................. 600 600
Other authorized European
currency-dollars ......................... 1,250 1,250

Total .................................................. 30,425 30,100

"Facility, which became effective August 30, 1982, expired on 
August 23, 1983.

to restore a more traditional currency distribution. On 
several occasions in January, German officials publicly 
expressed the view that the dollar was becoming 
increasingly vulnerable to a decline.

During the six-month period, the mark declined 6 
percent on balance against the dollar. It dropped 91/a 
percent against the Japanese yen and eased marginally 
against the Swiss franc. But the mark held on to its 
early gains within the EMS to close modestly higher 
against other member currencies. In effective terms, the 
mark appreciated about 1 percent over the six-month 
period under review. Germany’s foreign exchange 
reserves posted little net change after September, 
closing the six-month period down on balance $1.1 bil
lion at $37.1 billion.

Japanese yen
Over the month of August the yen declined about 2 
percent against the dollar to a low of ¥247.50 in early 
September. The yen fell quite abruptly at first as the 
dollar climbed steeply against all currencies, but the 
decline moderated thereafter.

The yen’s downward move through August in part 
reflected market concern that the Japanese economy 
had not yet emerged from a lengthy period of slow 
growth, leaving the outlook for higher profits and asset 
yields in Japan relatively limited. Many doubted that yen 
interest rates would be allowed to match any U.S. rate 
increases, since a rise in interest rates in Japan would 
dampen the still meager economic expansion. In this 
environment, Japan’s long-term capital account deficit 
widened and in fact exceeded the current account sur
plus in August. The decline in the yen w.as resisted by 
Bank of Japan intervention during August, and the 
Japanese authorities joined with the United States in the 
coordinated intervention operation around the beginning 
of the month.

After the beginning of September the yen turned 
higher against the dollar, benefiting from evidence that 
the Japanese economy had begun to expand more 
vigorously. It was reported that GNP had grown at a 3.6 
percent rate in the second quarter (later revised to 4.5 
percent) and that industrial production and the index of 
leading indicators had risen strongly in August. Inflation 
remained very low, making it unlikely that the authorities 
would need to temper any acceleration of Japan’s 
economy on these grounds. Japan’s large current 
account surplus contributed to better market sentiment 
for the currency, despite the persistence of sizable long
term capital outflows. Against this background, the yen 
strengthened and quickly outpaced other currencies 
which had begun to rise against the dollar several 
weeks earlier. Over the five weeks through October 7 
the yen appreciated more than 7 percent against the 
dollar to ¥230.10, and edged up against the European 
currencies as well.

During the remainder of the reporting period, the yen 
traded narrowly around the ¥234 level against the dollar, 
while it strengthened to record levels against most 
European currencies. Exchange market participants 
reassessed the outlook for the yen, especially against 
the mark and other Continental currencies, on the view 
that the yen had considerably greater scope to appre
ciate against those currencies than did the dollar, which 
had been in an uptrend since mid-1980.

The more robust performance of Japan’s economy 
contrasted with the rather slow growth in Europe and 
was a major factor supporting the yen during this period. 
Japan’s economy was seen as relatively innovative and 
dynamic, it had continued to expand—albeit slowly— 
during the recent worldwide recession, and profits were 
forecast to rise strongly. The Japanese inflation rate 
remained below even the best European price per
formance, and the country’s higher savings and invest
ment rates promised continued higher growth in the 
future.

FRBNY Quarterly Review/Spring 1984 61
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Spring 1984



Even though the economic outlook in Japan had 
improved during the autumn, expectations grew that 
there would be further government action to stimulate 
the economy. Such stimulus was expected to be aimed 
at raising imports to ameliorate the increasing worldwide 
trade frictions, especially prior to a visit to Japan by 
President Reagan scheduled for November. Then on 
October 21 the government announced a six-point pro
gram to boost economic activity, imports, and capital 
inflows. The package was accompanied, as expected, 
by a 1/2 percentage point cut in the discount rate to 5 
percent. The Bank of Japan announced its readiness to 
counter any consequent downward pressure on the yen 
either by raising short-term interest rates or intervening 
in the exchanges. Although the stimulative impact of 
these actions was seen as relatively modest, they 
served to reinforce optimism about the durability of 
Japan’s expansion.

Late in October the yen briefly moved lower against 
the dollar following a military flare-up in the Middle East, 
and the Bank of Japan came into the market to support 
the currency. The U.S. authorities joined with the Jap
anese central bank in intervention, purchasing a total 
of $29.6 million equivalent of yen for the Federal
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Reserve and Treasury accounts on October 31 and 
November 1.

During November and much of December the yen 
steadied against the strongly rising dollar and continued 
to set records against most European currencies. The 
yen remained firm even when Prime Minister Nakasone 
on November 28 dissolved the Diet and called for 
elections to be held three weeks later. Elections had 
been anticipated by the exchange markets, but few saw 
much chance of major changes in economic policy as 
a result. In the event, the governing Liberal Democratic 
party lost more seats than expected, threatening its 
parliamentary majority and triggering steep but tem
porary declines in the yen and the Tokyo stock and bond 
markets. Both the yen and Japanese stock and bond 
prices quickly rebounded when it became clear that 
Prime Minister Nakasone would be able to retain control 
of the Diet and to sustain the basic thrust of Japan’s 
economic policies.

From mid-December into January, optimism about the 
Japanese economy gathered more momentum, reflected 
in both a rising yen and soaring stock prices in the 
Tokyo market. It was reported that Japan’s third-quarter 
real GNP growth had climbed to 6.2 percent, industrial 
production had risen sharply in November, and projec
tions of 20 percent increases in corporate profits for 
1984 were published. Meanwhile, Japan’s monthly trade 
surpluses remained at near-record levels and the con
sumer price index fell in December to just 1.8 percent 
above its year-earlier level. In this context, the yen 
climbed to a record ¥81.94 against the German mark 
on January 10, after which some profit taking on cross 
positions against the European currencies brought the 
yen back slightly from its highs.

At the same time, the yen remained nearly unchanged 
against the dollar throughout January despite the dollar’s 
surge against the European currencies. At the close of 
the six-month period the yen, at ¥234.60, was 31/2 
percent higher against the dollar and up 91/2 percent 
against the German mark. Over the same period, 
Japan’s foreign exchange reserves remained virtually 
unchanged and stood at $20.7 billion at end-January.

In early November, at the conclusion of President 
Reagan’s November 9 visit to Tokyo, Treasury Secretary 
Regan and Finance Minister Takeshita issued a Joint 
Press Announcement which contained a number of 
measures designed to liberalize further Japan’s capital 
markets, internationalize the yen, and allow the yen to 
more fully reflect its underlying strength. The an
nouncement also reported that the Japanese Ministry of 
Finance and the U.S. Treasury Department would 
establish a joint ad hoc group of financial authorities on 
yen/dollar exchange rate issues. This group, co-chaired 
by Secretary Regan and Finance Minister Takeshita,
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would monitor progress in implementing the measures 
and develop and implement additional steps toward the 
agreed objectives of liberalizing Japan's capital market 
and internationalizing the yen.

Swiss franc
The Swiss franc was in a rising trend against the other 
European currencies as the period opened. In fact, by 
mid-August the franc had climbed about 71A> percent 
against the German mark since March to around 
SF 0.80. The franc benefited from a narrowing of the 
usual interest disadvantage of Swiss-franc assets, as 
Swiss interest rates rose on market expectations that 
the Swiss authorities would act to reverse the over
shooting of the monetary growth target earlier in 1983. 
Other factors also lent some support to the franc. The 
inflation rate had declined further to the lowest level in 
41/2 years, unemployment remained low compared with 
that in most countries, and the current account surplus 
continued to run at an annual rate of about $3.5 billion.

But even as the franc rose against the mark in early 
August, market participants began to question the 
franc’s scope for further appreciation. Approach of the 
franc toward the franc-mark rate of SF 0.80 had in the 
late 1970s prompted action by the authorities to protect 
the competitiveness of Swiss industry within its main 
markets'in Europe. Indeed, Swiss officials were begin
ning publicly to voice concern over the franc’s appre
ciation relative to other European currencies. In early 
August, the Swiss National Bank announced that it had 
intervened in the foreign exchange market, acting in 
concert with several other central banks and purchasing 
German marks against both dollars and Swiss francs. 
Central bank officials also stated that they would not 
offset the resulting addition to liquidity in the Swiss 
banking system.

Also during August, market participants came to the 
view that Swiss monetary policy was being eased 
slightly, as Swiss interest rates declined along with 
those in the United States. In early September the 
Swiss National Bank did not join the German and Dutch 
authorities in raising official lending rates, and the gap 
between Swiss and German interest rates widened by 
about 11/2 percentage points by early October to almost 
2 percentage points at the three-month maturity. In 
these conditions, the Swiss franc lagged behind the 
German mark’s sharp recovery against the dollar in 
August and then stabilized just above the SF 0.81 level 
against the mark for the next two months.

In early November the Swiss franc began to appre
ciate gradually against the German mark and other 
European currencies even as it fell against the dollar, 
gaining slightly on a trade-weighted basis. The franc 
benefited in part from Switzerland’s political and eco-
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nomic stability. An improvement in the Swiss economy, 
although modest, supported the franc through this 
period. Growth resumed in the third quarter of 1983 and 
was forecast to reach over 1 percent in 1984. Swiss 
inflation continued to subside, falling to a twelve-month 
rate of 1.4 percent in October, below the rate of Switz
erland’s main trading partners. At the same time, 
interest in Swiss-franc-denominated investments 
remained strong, allowing the continued large offerings 
by foreign borrowers in the Swiss market to be easily 
absorbed without placing noticeable pressure on franc 
interest rates or the exchange rate.

During the same period, Swiss fiscal and monetary 
policies appeared to market participants to be shifting 
more toward restriction. The Swiss government pro
posed a budget for 1984 aimed at further reducing 
Federal financing requirements to 0.6 percent of GNP, 
while the monetary authorities were seen as placing 
more emphasis on price stability than on tempering the 
franc’s rise against the mark. Market participants took 
special note that the central bank did not intervene to 
cushion the franc’s rise against the German mark as the 
cross rate again approached the SF 0.80 level in late
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November. Senior central bank officials spoke publicly 
of the need to give priority to the fight against inflation 
and announced that the target for central bank money 
growth would be kept at 3 percent in 1984. This growth 
rate, if attained, would be V2 percentage point less than 
the growth actually achieved during 1983.

Thus, while dropping to a low against the dollar of 
SF 2.2655 on January 10, the Swiss franc reached its 
highest level against the German mark of SF 0.79. The 
franc ended January at SF 2.2455 against the dollar, 
down nearly 5 percent over the six-month period, while 
in terms of the German mark the Swiss currency rose 
11/4 percent on balance to close at SF 0.7988. Switz
erland’s foreign exchange reserves were little changed 
from six months earlier at $11.7 billion, with fluctuations 
within the period mainly reflecting foreign currency swap 
operations to adjust liquidity in the Swiss banking 
system.

Sterling
Sterling was seldom the focus of attention in the 
exchanges and was virtually unchanged on balance 
through mid-September. Thereafter, it declined gradually 
to end the six-month period 8 percent lower against the 
dollar and down by modest amounts against most other 
currencies. The primary influence on the exchange rate 
during the August-January interval was developments in 
world oil markets. Expectations of lower British interest 
rates gave rise to some pressure on sterling in late 
September and early October, but this factor then 
became relatively unimportant.

As the dollar rose strongly through mid-August, ster
ling held up better than most currencies. British money 
market rates declined and widened the dollar’s interest 
rate advantage. But inflation in the United Kingdom had

also dropped below 5 percent by early 1983, even as 
Britain’s economy was in its third year of slow recovery. 
In addition, sterling was supported by firm world oil 
prices as the earlier glut in world oil supplies dissipated 
and was replaced by concern over supply shortages 
should the war between Iran and Iraq disrupt shipments 
from the Persian Gulf. The shift of view in the oil market 
improved prospects for Britain’s current account and 
budget through higher government tax and royalty 
income from North Sea oil production. These factors 
continued to provide support for the currency through 
late September, and sterling generally remained close 
to $1.50 against the dollar and 85 on the Bank of Eng
land’s trade-weighted index.

But, in late September, new data showed some decel
eration of monetary growth and market participants 
began to suspect that the government might lower 
interest rates to stimulate the economy and to lower the 
exchange rate. Substantial progress had already been 
made in regaining Britain’s international competitive
ness—the inflation rate had been cut in half in the last 
year, sterling had fallen almost 20 percent in effective 
terms from its peak in early 1981, and labor productivity 
had begun to improve. But most observers felt that 
production costs in the United Kingdom were still rel
atively high, especially for manufactured goods and 
especially in comparison with the Continent. Concern 
about competitiveness was underlined by release of 
data showing that output growth was sluggish, much of 
the growth of consumption was being met by imports, 
and exports remained depressed even though the 
economies of some of Britain’s major trading partners 
on the Continent had begun to expand somewhat more 
vigorously.

On October 3 the Bank of England cut its money

Table 2

Drawings and Repayments by the Bank of Mexico under Special Combined Credit Facility
In millions of dollars; drawings ( + ) or repayments ( - )

Drawings on

Outstanding 
January 1, 

1983
1983

I
1983

II
1983

III

Outstanding 
January 31, 

1984

Federal Reserve special facility 
for $325 million .................................... 257.3 + 67.8 -  56.0 -269 .0 *

United States Treasury special 
facility for $600 million ....................... 477.8 + 122.3 -104 .0 -496 .0 ' . i : ■ *

Total ........................................................ 735.0 + 190.0 -160.0 -765.0 *

Data are on a value-date basis. Because of rounding, figures may not add to totals.
'Facility, which became effective August 30, 1982, was fully repaid and expired on August 23, 1983.
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market intervention rate by 1A? percentage point. Sterling 
fell sharply in response, quickly declining nearly 3 per
cent against the mark to about DM 3.85 and below 
$1.48 against the dollar. The Bank of England exchange 
rate index fell to 82.4. Sterling then recovered somewhat 
and fluctuated narrowly during the balance of October.

Oil market developments, which had been a con
sistent support to sterling through late summer, had a 
mixed influence on the currency between October and 
January. Sterling benefited when the conflicts in 
Lebanon and the Persian Gulf flared up, raising the 
specter of restricted oil supplies and higher prices. But, 
at other times, evidence of ample supplies and an 
easing of spot oil prices in the Rotterdam market 
undermined sterling. In late December, one element of 
uncertainty was eliminated when the British National Oil 
Company announced that it would hold prices at current 
levels through the first quarter of 1984.

Monthly United Kingdom trade data had some influ
ence on exchange rates from time to time, but without 
any significant effect on balance. Though the figures 
were erratic, the current account remained in surplus 
and appeared to improve somewhat at the year-end.

From mid-December to end-January, sterling declined 
slightly in effective terms and traded steadily against the 
German mark but fluctuated widely against the dollar. 
Against the dollar sterling closed the six-month interval 
down 8 percent at $1.4035. On balance, sterling 
declined 2 percent against the German mark and about

41A percent on the Bank of England effective index. 
Over the six-month period, Britain’s foreign exchange 
reserves declined almost $500 million to $8.5 billion.

French franc
As the period opened, market participants were awaiting 
evidence that the French government’s austerity pro
gram, announced after the EMS realignment in March, 
had begun to reduce inflation and to narrow the current 
account deficit. The program sought a 2 percent 
reduction of domestic demand through contractionary 
fiscal policy and more restrictive monetary growth tar
gets and was expected to reduce economic growth 
nearly to zero for 1983. While it was clear at mid
summer that the economy had slowed, there was little 
apparent progress toward the program’s main goals of 
cutting inflation substantially and achieving balance in 
the current account. Without evidence of such progress, 
traders questioned the sustainability of the franc’s 
position near the top of the EMS, and some expected 
exchange rate pressure to emerge as soon as early fall. 
Benefiting from reflows after the March realignment as 
well as an ECU 4 billion loan from the European Com
munity, France’s foreign currency reserves stood at 
$18.5 billion at the beginning of the period.

In early August the franc remained firm at the top of 
the EMS but declined sharply against the strongly rising 
dollar. The franc reached a record low of FF 8.2450 
versus the dollar on August 11, and during that period 
the Bank of France intervened to support the franc as 
the dollar rose across the board. Thereafter the franc, 
along with other EMS currencies, turned higher against 
the dollar in a trend that continued through early 
October, and the franc held firm at the top of the EMS 
through early autumn. One reason for this strength was 
that the restrictive fiscal policy had by then slowed the 
growth of income and thereby reduced imports. Also, on 
the monetary side, M-2 growth had slowed to its 
reduced 1983 target of 9 percent, helping keep interest 
rates firm and bolster the franc. But, while franc interest 
rates held steady, Germany raised its Lombard rate in 
September, narrowing interest rate differentials favorable 
to the franc. Moreover, the French inflation rate had not 
yet begun to decline, and a large inflation differential 
persisted between France and Germany. Thus, even 
though the franc remained near the top of the EMS, 
there was at times considerable selling pressure on the 
franc against the mark, which by early October had 
risen to join the franc near the top of the EMS.

From late October through December, more evidence 
accumulated that progress was being made toward 
some of the main goals of the austerity program. The 
French external accounts improved strikingly. The first 
monthly trade surplus since 1979 was registered in
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September, followed by news of a current account sur
plus for the third quarter as a whole (later revised to a 
small deficit). Shortly thereafter, the government partially 
relaxed the strict foreign exchange controls imposed 
earlier in the year and announced plans to reduce 
substantially its foreign borrowing.

Also, the government reaffirmed its commitment to a 
policy of reducing inflation through 1984. The govern
ment budget for 1984 limited the increase in spending 
to 6.3 percent in nominal terms, or about zero growth 
after adjustment for inflation. Also, the authorities called 
for average wage increases of no more than 6 percent 
in 1984. The growth target for M-2 was lowered to 5.5- 
6.5 percent, compared with a 9 percent target for 1983. 
The reaffirmation of the government’s commitment to 
curb inflation, together with the continued improvement 
of France’s trade performance, tended to reinforce 
confidence in the franc. Consequently, there was little 
exchange market reaction to labor unrest in December 
and January, which underscored the difficulties in 
achieving the government’s stabilization program.

In this environment the franc traded firmly at the top

of the narrow EMS band through the end of January. 
Franc interest rates remained relatively high, attracting 
non-resident demand for franc investments. The franc 
closed the period at FF 3.0591 against the German 
mark, slightly above its midpoint. The franc, along with 
its partner currencies, fell back to a record low of FF 
8.7020 against the dollar in mid-January, but subse
quently recovered somewhat to end the period 71A> 
percent lower at FF 8.5990. France’s foreign currency 
reserves fell about $700 million over the six-month 
period and stood at $17.7 billion at end-January.

Throughout the period, French entities continued to 
borrow abroad, although the government did not arrange 
any new large-scale foreign credits. In January, Finance 
Minister Delors stated that France’s external debt had 
reached $53 billion at the end of 1983, compared with 
$44 billion at the end of 1982.

Italian lira
The lira traded in the upper portion of its wide EMS 
band from the beginning of August to mid-October, 
although several brief flurries of pressure during this 
period brought the lira somewhat lower in the EMS.

Supported by high Italian interest rates, the lira had 
remained well above the top of the narrow EMS band 
since the March realignment. Money market interest 
rates of 17 percent and higher reflected the Bank of 
Italy’s continuing efforts to narrow the gap between 
inflation rates in Italy and elsewhere in Europe. By 
August, some progress on inflation was becoming evi
dent as a result of the restrictive monetary policy, the 
decline in economic activity, and the January modifi
cation of the scala mobile (wage indexation system). As 
the reporting period opened, the lira was also drawing 
support from a narrowing of Ita ly’s trade deficit as 
declining domestic demand depressed imports.

During August and September, however, there were 
several episodes of pressure on the lira within the EMS, 
in part reflecting market participants’ concern that the 
apparent improvements in Italy’s trade and price per
formance might prove temporary or insufficient to match 
the progress in other European economies. In particular, 
deceleration in inflation was seen as threatened by the 
Italian government’s continued difficulty in containing the 
fiscal deficit. In fact, many industrialists argued that the 
lira’s devaluations within the EMS in recent years had 
not fully compensated for Italy’s higher inflation rate and 
that Italy’s prospects for expanding exports might 
therefore be limited even if economic growth in other 
European economies picked up sharply.

Against the dollar, the lira, along with other EMS 
currencies, fell sharply in early August, and the Bank 
of Italy intervened with modest dollar sales. Subse
quently, the lira lagged somewhat behind the other EMS
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currencies when they turned higher against the dollar 
in a rise that lasted through mid-October. During those 
weeks, several brief spates of speculation and the usual 
tapering-off of summer tourist inflows brought the lira 
slightly lower within the EMS. The Bank of Italy inter
vened on several of these occasions to resist the lira’s 
decline. By mid-October the lira’s margin above the 
narrow EMS band had eased back about 1 percent and 
the lira was little changed on balance against the gen
erally lower dollar. Against the German mark the lira had 
declined about 3 percent.

After mid-October, pressure on the lira subsided and 
the currency held its position comfortably above the 
narrow band through the end of the period under review. 
The Italian authorities took advantage of the lira’s sta
bility during this period to relax foreign exchange con
trols partially. In addition, the Bank of Italy was able to 
build up foreign exchange reserves, although there are 
typically reserve outflows in late fall. By the end of 
December, foreign currency reserves had risen $854 
million from end-September to $18.5 billion. The rela
tively strong position of the lira reflected continued firm 
interest rates and some signs of improvement in infla
tion, economic growth, and the domestic policy situation.

The Bank of Italy maintained a restrictive policy 
stance through the fall and winter, while the government 
budget deficit continued to grow and the unemployment 
rate continued to establish postwar records. On October 
23, Bank of Italy Governor Ciampi warned that “without 
effective curbs on pay and public borrowing there could 
be no relaxation of the highly restrictive monetary 
policy” and called for a comprehensive incomes policy 
to bring inflation down to the government’s 1984 target 
of 10 percent. Italy’s high money market rates declined 
somewhat during this period but by considerably less 
than did the inflation rate.

The progress on inflation that became evident over 
the fall and winter was the most significant for Italy in 
years. Consumer price increases fell from a year-on- 
year rate of 16.3 percent in the second quarter to 13.3 
percent by October and hit 12.5 percent by January. 
Wholesale price increases fell below 10 percent in 
August for the first time in five years and then stayed 
below that level through the remainder of the period.

More broadly, signs emerged that the economy had 
begun to grow again in the third quarter, and in fact it 
turned out that real GDP had risen at a 3.6 percent rate. 
The external accounts continued to improve, leaving the
1983 trade deficit about a third smaller than that of 
1982. In November the trade account actually registered 
a surplus, the first since October 1979. The current 
account for the first eight months of 1983 also turned 
around—to a surplus of Lit 1.0 trillion as compared with 
the Lit 5.4 trillion deficit in the same period a year ear

lier. At the same time, Prime Minister Craxi’s govern
ment achieved modest success in getting action on its 
budget initiatives. The new coalition government which 
took power in August had proposed a strict austerity 
budget aimed at reducing the huge fiscal deficit and 
further reducing inflation and, in fact, obtained Parlia
mentary approval for the general outlines of its program 
by end-December—only the third Italian budget of the 
postwar period to be passed on schedule.

While progress was made on several fronts, it 
remained clear that Italy needed significant additional 
progress before its economic performance would be in 
line with those of its neighbors. Economic growth had 
revived, but unemployment in Italy continued to rise. 
And, while Italy’s inflation decelerated over the period, 
by January consumer price inflation was still 10 per
centage points above that in Germany and 41/2 per
centage points above that in France. In wholesale 
prices, however, the gap narrowed to 7 percentage 
points versus Germany, and for France the gap reversed 
sign; French wholesale price inflation exceeded that in 
Italy by 6 percentage points in the year to December.

While holding steady against the EMS currencies, the 
lira continued to fall to record lows against the dollar, 
reaching Lit 1,722.75 on January 12. It then recovered
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Table 3

Net Profits (+ )  or 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 1983 ......... -0- +0.5 + 38.3

Second quarter 1983 -0- + 17.0 + 58.1

Third quarter 1983 ....... -0- -0- + 70.1

Fourth quarter 1983 -0- -204.8 -0-

January 1984 ................ -0- -0- -0-

Valuation profits and 
losses on outstanding 
assets and liabilities 
as of January 31, 1984 . .. -979.2 -673.0 -0-

Data are on a value-date basis.

somewhat to close the period at Lit 1,713, down almost 
9 percent on balance against the dollar.

European Monetary System
At the beginning of August the currencies within the 
EMS were trading in a pattern that had changed little 
since the last realignment on March 21, 1983. The Irish 
pound and French franc were at or near the top of the 
narrow band, and the Italian lira remained more than 3 
percent above the top, within the wider bands allowed 
for that currency. The German mark remained at the 
band’s lower limit and had been joined there by the 
Belgian franc, while the Netherlands guilder and the 
Danish krone had moved to the middle of the joint float.

In mid-August, as the dollar fell from its peaks, the 
German mark began to rise steadily within the EMS. 
The Netherlands guilder and Danish krone also moved 
higher, leaving the Belgian franc more isolated at its 
EMS floor. By early October the currencies of Germany, 
France, the Netherlands, Denmark, and Ireland were all 
clustered near the top of the narrow EMS band in a 
configuration that was generally maintained throughout 
the rest of the period. The Belgian franc required only 
modest support to keep it within its lower limit. Against 
the dollar, the EMS currencies declined 6 to 9 percent 
on balance over the August-January period despite 
sizable net intervention sales of dollars by the member 
central banks. At the close of the period, the EMS 
bilateral limits adopted in March 1983 had lasted longer

than any other since those agreed upon in November 
1979.

The stability in the EMS exchange rate relationships 
reflected growing convergence of economic perform
ances among member countries at a time when the 
dollar was consistently strong against all EMS curren
cies and thus not straining the cross rates. The con
vergence, most apparent in trade and price develop
ments, was in part a consequence of the austerity 
programs instituted by several member countries during 
1982 and the spring of 1983. The March realignment 
also contributed to a narrowing of bilateral trade gaps 
between member countries.

The trade balance improvement was most dramatic in 
the case of France, but a combination of weak domestic 
demand and gains in competitiveness also narrowed the 
deficits or generated surpluses on the current accounts 
of Belgium, Denmark, Ireland, and Italy. In Germany and 
the Netherlands—the countries whose currencies were 
revalued the most in the last realignment—the external 
surpluses were little changed. There was a similar, 
although less pronounced, convergence of inflation rates 
as higher inflation countries experienced some mod
eration in price increases while others saw their inflation 
rates stabilize at low levels.

Success in trimming fiscal deficits was less visible 
during the period, as increased debt service costs and 
rising unemployment kept most countries’ fiscal gaps 
from narrowing significantly despite serious budget- 
cutting efforts. Domestic opposition to tough austerity 
measures in several countries led to some questioning 
of the governments’ ability to carry through their policies 
and temporarily brought individual currencies under 
pressure. In fact, the Danish government fell during the 
period, following debate over fiscal restraint which had 
been reflected briefly in pressure on the krone.

Monetary policies remained generally restrictive, with 
changes in official interest rates corresponding closely 
to the respective currencies’ positions within the EMS. 
Central bank lending rates were raised in Germany and 
the Netherlands early in the period when the mark and 
the guilder were in the bottom half of the band. The 
Belgian franc was at or very near the floor of the joint 
float throughout the six months, and in late November 
the National Bank of Belgium increased its interest rates 
by 1 percentage point to counter some speculative 
pressure on the exchange rate. By contrast, official 
interest rates were cut in Ireland and Denmark at times 
when the currencies of those countries were trading at 
or near the ceiling of the narrow band.

Canadian dollar
As August opened, the Canadian dollar was trading 
narrowly around Can.$1.23 ($0.8130) against the U.S.
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Canada
Movements in exchange rate, o ffic ia l foreign 
currency reserves, and in te rest d iffe rentia l

Chart 9
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Canadian fiscal policy had provided stimulus for the 
recovery, while a successful program for public-sector 
wage and price restraint had reinforced the effects of 
recession in bringing about the marked slowing in 
inflation. At the same time, monetary policy remained 
oriented toward a return over time to price stability. The 
Bank of Canada had earlier ceased to specify targets 
for domestic monetary aggregates in the implementation 
of monetary policy. Instead, it was monitoring a variety 
of economic and financial variables, including the 
exchange rate. The exchange rate was cited as a major 
influence on domestic prices, of particular importance 
at a time when the authorities were moving to consol
idate the hard-won progress on inflation.

After the middle of August, U.S. interest rates turned 
lower, and by early October the interest differentials 
adverse to Canadian investments were nearly elimi
nated. Nevertheless, the Canadian dollar did not 
strengthen against the U.S. dollar along with the other 
foreign currencies during this period, in part because a 
rise in imports, spurred by robust domestic demand, was 
eroding the current account surplus.

After U.S. interest rates had begun to rise in October, 
market participants became concerned that Canadian 
interest rates would not match the rise. Despite the

dollar, while both rose strongly against most other cur
rencies. The Canadian currency had held steady since 
early summer even though interest rate differentials, 
which normally tavor Canadian assets, had shifted in 
favor of the U.S. dollar by as much as a full percentage 
point.

The Canadian currency was buoyed by the remark
able improvement in Canada’s economic performance. 
The country’s severe 1981-82 recession had given way 
to an exceptionally strong rebound, spurred by vigorous 
domestic demand and by growth in the United States. 
While Canadian imports picked up in response to the 
boom at home, strong demand from the United States 
helped push Canada’s trade surplus to near-record 
levels, keeping the current account in a surplus, unusual 
for Canada, through the first half of 1983. Canadian 
inflation, which had remained stubbornly high, plunged 
from double-digit levels in late 1982 to 5.5 percent in 
July, its best level in ten years.
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rapid growth of Canadian ihdustrial production, output 
had still not regained its pre-recession levels and the 
unemployment rate remained above 11 percent. In this 
context and in view of the dramatic progress on infla
tion, market participants expected the Canadian 
authorities to limit interest rate increases. Canadian 
interest rates rose only slightly during November, and 
the negative interest rate gap widened once again.

The Canadian dollar thus began to decline early in 
November. The rate movement prompted some increase 
in trading in the currency, both in the interbank market 
and on Chicago’s IMM, from the low turnover that had 
prevailed during its long period of stability. The Cana
dian currency continued to drop in December even after 
Canadian money market rates moved significantly higher 
for the first time in over a year. With U.S. rates also 
rising, differentials remained unfavorable to Canadian 
assets. In addition, the announcement that the current 
account had moved into deficit for the third quarter 
contributed to negative sentiment. The Bank of Canada

entered the market at times to counter the pressure 
against the Canadian dollar, and Canadian foreign 
exchange reserves fell $570 million during November 
and December, mainly reflecting this intervention.

The Canadian dollar recovered in late December as 
U.S. interest rates turned lower, first narrowing and then 
eliminating the interest rate disadvantage of Canadian 
assets. A fte r dropping to a low of C an.$1.2532 
($0.7980) in early January when the U.S. dollar rose 
strongly against all foreign currencies, the Canadian 
currency resumed its rise over the rest of the month as 
interest differentials began to favor Canadian dollar 
investments. In addition, the currency benefited from the 
publication of November trade statistics, showing that 
the trend of declining monthly surpluses since May had 
begun to reverse. The currency ended January at 
Can.$1.2482 ($0.8012), down 1 1/2 percent from its level 
six months earlier. Over the period as a whole, Cana
dian foreign exchange reserves had declined $350 mil
lion to $2.8 billion.
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NEW PUBLICATION

A table—Depository Institutions and Their Regulators— 
is now available from the Federal Reserve Bank of New 
York. The grid-like form shows the responsibilities that 
national and state regulators have in ten areas—from 
branching to consumer protection—for a variety of 
depository institutions. The table contains footnotes 
summarizing laws and rulings affecting the activities of 
regulators and depository institutions. It is intended to 
provide easy reference for bankers and advanced stu
dents of banking.

Single copies of the H V 2" x 221/a" foldout table can 
be obtained free. Quantities for classroom use are also 
available free when ordered from a university address. 
Write to the Public Information Department, 33 Liberty 
Street, New York, N.Y. 10045.

FRBNY Quarterly Review/Spring 1984 71
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Spring 1984



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 subscribers 
are sent via third- and fourth-class mail, respectively. All copies for Eastern Hemi
sphere 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.

Quarterly Review articles may be reproduced for educational or training purposes 
only, providing they are reprinted in full, distributed at no profit, and include credit 
to the author, the publication, and the Bank.

Library of Congress Catalog Card Number: 77-646559

FRBNY Quarterly Review/Spring 1984
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Spring 1984



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

Spring 1984



Federal Reserve 
Bank 

of New 
Y

ork
33 

Liberty 
Street 

New 
York, N.Y. 10045

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

Spring 1984



February-April 1984 Interim Report 
(This report was released to the Congress 
and to the press on June 8, 1984.)

Treasury and Federal Reserve 
Foreign Exchange Operations

The dollar declined modestly on balance over the three 
months ended in April. It dropped through the first five 
weeks of the period but later rose against the major foreign 
currencies to offset much of its earlier move.

The dollar’s fall early in the period occurred amid indi
cations that the incentives for capital flows might be shifting 
away from dollar-denominated assets. News of strength
ening foreign industrial activity and orders, especially in 
Germany, generated expectations of rising earnings abroad 
where inflation remained low. Thus the climate for growth 
and investment abroad was improving. At the same time, 
the U.S. economy showed unexpected buoyancy well into
1984 and market participants came to focus on the risks 
for the dollar of a potential overheating of the domestic 
economy. Following the President’s State of the Union 
address and budget message, participants in the financial 
markets increasingly questioned the implications of growing 
U.S. fiscal deficits. Market participants also questioned the 
financing of the U.S. current account deficit, especially after 
public officials expressed concern about extended depen
dence on foreign capital inflows and the vulnerability of the 
dollar to a potential shift in investor sentiment.

Against this background, reports circulated in February 
that some internationally oriented investors were already 
reducing the share of dollar-denominated assets in their 
portfolios in favor of the German mark and other foreign

A report presented by Sam Y Cross, Executive Vice President in charge 
of the Foreign Group at the Federal Reserve Bank of New York and 
Manager of Foreign Operations for the System Open Market Account. 
F’atricia H. Kuwayama, Manager, was primarily responsible for the 
preparation of the report.

currencies. Earlier in the year, when U.S. stock prices fal
tered while stock markets in Germany and Japan were 
experiencing net inflows and rising to set new records, talk 
spread that investors had made substantial net sales of U.S. 
equities. Doubts were voiced whether the dollar’s exchange 
rate could be sustained without a sharp rise in U.S. interest 
yields. Although U.S. interest rates rose modestly in Feb
ruary in response to strong credit demand, market partici
pants were uncertain how the Federal Reserve would 
respond if the demand for credit continued to mount. Under 
these circumstances, the increases in interest rates already 
underway were viewed in the market more as a sign of 
pressure against the dollar than as a source of support.

In this context, the belief spread that the dollar had begun 
a long-awaited and potentially sustained decline, encour
aging a pronounced shift of both professional positions and 
commercial leads and lags in favor of foreign currencies. 
These shifts added to the momentum of the dollar’s decline 
throughout February and early March, which by the first 
week in March brought the dollar down 13 percent com
pared with its high in early January against the German 
mark, and about 7 percent lower in terms of a trade- 
weighted average.

After early March, the dollar’s fall came to an abrupt halt, 
and dollar exchange rates rose more or less steadily until 
the end of the period under review. Reports of progress in 
efforts by Congress and the Administration to agree on a 
“down payment” package of budget cuts lent some support 
to the dollar. Also, as U.S. market interest rates climbed 
during March and April, observers concluded that the 
increases were unlikely to be resisted by the monetary 
authorities inasmuch as they reflected a continuing buildup
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of credit demands generated by the strong domestic 
expansion. By the time the Federal Reserve announced a 
one-half percentage point rise in its discount rate to 9 per
cent, effective April 9, market participants had become 
convinced that the U.S. authorities were prepared to accept 
yet higher rates.

Meanwhile, yields in foreign centers remained steady. With 
little or no acceleration in U.S. price indexes, real interest 
differentials were perceived to be widening in favor of the 
United States and these perceptions were a factor under
pinning the dollar in the exchanges. Concerns over the 
financing of U.S. current account deficits receded and the 
announcement of two more record monthly deficits in U.S. 
international trade received little notice in the exchange 
markets.

In addition, the dollar was supported by labor conflicts in 
several countries in Europe which received increasing 
attention during April and brought into question the imme
diate outlook for continued economic recovery there. In 
particular the prospect of strikes in Germany, resulting from 
a major union’s call for shorter hours and higher pay, raised 
new worries about the investment climate there and con
tributed to a weakening of German stock prices. Talk of 
shifting out of U.S. assets subsided and inflows to U.S. 
equities resumed.

As the dollar rose in April, its movement gained 
momentum from professional positioning based on technical 
models and a reversal of commercial leads and lags. It 
closed the period under review only 3 to 31/2 percent lower 
against EMS currencies and the Japanese yen. In terms of 
the Swiss franc, the dollar’s value was little changed com
pared to end-January; against the pound sterling and 
Canadian dollar it closed somewhat higher on balance. The 
dollar’s average decline in trade-weighted terms came to 
about 2 percent for the three months as a whole.

The U.S. authorities did not intervene in the exchange 
markets during the period under review and extended no 
new credits through foreign exchange swap arrangements. 
The Bank of Jamaica repaid on March 2 the $10 million it 
had drawn against the U.S. Treasury temporary swap facility 
on December 29, 1983, and this facility then expired.

On March 30 the U.S. Treasury announced that it would 
participate in an arrangement to support the efforts of the 
Government of Argentina to put into place an economic 
adjustment program backed by the International Monetary 
Fund (IMF). The Treasury’s participation consisted of-- 
agreeing to extend temporary swap credits of up to $300 
million to Argentina when agreement on an economic 
adjustment program is reached between Argentina and the 
IMF Argentina would repay any such drawings on the

Table 1

Federal Reserve Reciprocal Currency Arrangements
In millions of dollars

Amount of facility Amount of facility
Institution April 30, 1983 April 30, 1984

Austrian National Bank ......................................................................................................................... .................  250 250
National Bank of Belgium...................................................................................................................... ................. 1,000 1,000
Bank of Canada...................................................................................................................................... .................  2,000 2,000
National Bank of Denmark..................................................................................................................... .................  250 250
Bank of England...................................................................................................................................... .................  3,000 3,000
Bank of France........................................................................................................................................ .................  2,000 2,000
German Federal Bank............................................................................................................................. .................  6,000 6,000
Bank of Ita ly ............................................................................................................................................ .................  3,000 3,000
Bank of Japan......................................................................................................................................... .................  5,000 5,000
Bank of Mexico:

Regular facility.................................................................................................................................. .................  700 700
Special facility.................................................................................................................................. .................  325 *

Netherlands Bank.................................................................................................................................... .................  500 500
Bank of Norway....................................................................................................................................... .................  250 250
Bank of Sweden...................................................................................................................................... .................  300 300
Swiss National Bank................................................................................................................................ .................  4.000 4,000
Bank for International Settlements:

Swiss francs-dollars........................................................................................................................ .................  600 600
Other authorized European currencies-dollars............................................................................ .................  1,250 1,250

Total............................................................................................................................................................ .................  30,425 30,100

'Facility, which became effective August 30, 1982, expired on August 23, 1983.
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Treasury using proceeds of IMF drawings. This undertaking 
was part of a $500 million financing package that was used 
to pay certain interest arrears. The $500 million package 
consisted of: $300 million credits extended to Argentina by 
the governments of Mexico, Venezuela, Brazil and Colombia, 
to be repaid upon Argentina’s drawing from the U.S. 
Treasury; $100 million additional credits extended by certain 
of Argentina’s commercial bank creditors and $100 million 
provided from Argentina’s resources.

In the period from February through April, the Federal 
Reserve and the Exchange Stabilization Fund (ESF) of the 
Treasury realized no profits or losses from exchange 
transactions. As of April 30, cumulative bookkeeping, or 
valuation, losses on outstanding foreign currency balances 
were $860.6 million for the Federal Reserve and $586.1 
million for the ESF (Valuation gains and losses represent 
the increase or decrease in the dollar value of outstanding 
currency assets and liabilities, using end-of-period exchange 
rates as compared with rates of acquisition.) These valuation 
losses reflect the fact that the dollar has appreciated since 
the foreign currencies were acquired.

The Federal Reserve and the Treasury invest foreign 
currency balances acquired in the market as a result of their 
foreign exchange operations in a variety of instruments that 
yield market-related rates of return and that have a high 
degree of quality and liquidity. Under the authority provided 
by the Monetary Control Act of 1980, the Federal Reserve 
had invested $1,528.0 million of its foreign currency 
resources in securities issued by foreign governments as 
of April 30. In addition, the Treasury held the equivalent of 
$1,852.4 million in such securities as of end-April.

C hart 1

The Dol lar against Se lected  
Foreign Currencies

P ercent

P ercentage  change of w eekly average bid ra tes  
fo r d o lla rs  from  the average ra te  fo r the week of 
M arch 26-31, 1983. F igu res  ca lcu la te d  from 
New York noon qu o ta tion s.

Table 2

Net Profits ( + ) or 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

February 1 through 
April 30, 1984 .................... - 0 - -O - - 0 -

Valuation profits and 
losses on outstanding 
assets and liabilities 
as of April 30, 1984.......... -860.6 -586.1 - 0 -

Data are on a value-date basis.

C hart 2

Selected  Interest  Rates
Three-m onth m a tu rities  *

P ercent 
11

*W e e k ly  averages o f da ily  ra tes .

J A S O N  D J F M  
1983 1984
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NEW PUBLICATION

A table— Depository Institutions and Their Regulators—
is now available from the Federal Reserve Bank of New
York. The grid-like form shows the responsibilities that 
national and state regulators have in ten areas— from 
branching to consumer p ro tection— for a varie ty of 
depository institutions. The table contains footnotes 
summarizing laws and rulings affecting the activities of 
regulators and depository institutions. It is intended to 
provide easy reference for bankers and advanced stu
dents of banking.

Single copies of the H V 2 "  x 2 2 V2" foldout table can 
be obtained free. Quantities for classroom use are also 
available free when ordered from a university address. 
Write to the Public Information Department, 33 Liberty
Citroot Mouu VorU K1 V 1 nO/lR
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February-July 1984 Semiannual Report 
(This report was released to the Congress 
and to the press on September 7, 1984)

IVeasury and Federal Reserve 
Foreign Exchange Operations

During the February-July period under review, the 
exchange markets were subject to frequent shifts in 
expectations, shifts that were reflected in swings in 
dollar rates. The dollar declined substantially during 
February and early March only to strengthen thereafter. 
By end-July it had risen on balance against major cur
rencies to trade at an 11-month high against the Jap
anese yen, an 11-year high against the German mark, 
and at record levels against many other European cur
rencies.

In early February, sentiment toward the dollar turned 
decidedly cautious, though it was trading in the 
exchange markets close to highs reached in early Jan
uary. Market observers were concerned that economic 
policies would be unduly stimulative given the econo
my’s underlying strength and came to focus on the risk 
for the dollar of a potential rekindling of inflation. Evi
dence indicated that the U.S. economy was growing far 
more rapidly than had been estimated just weeks 
before. Budget deliberations left the impression that the 
deficit problems were unlikely to be resolved quickly. 
Market participants felt that the scope for flexibility in 
monetary policy would similarly be limited in view of 
sensitivities to the high level of interest rates both in 
nominal and real terms.

M eanwhile, the c lim ate  for investm ent abroad

A report by Sam Y. Cross, Executive Vice President, Federal Reserve 
Bank of New York and Manager of the Foreign Operations of the 
System Open Market Account. Officers of the Foreign Exchange 
Function, together with Richard F Alford, Andrew Hook, Thaddeus 
Russell and Elisabeth Klebanoff contributed to its preparation.

appeared to be improving. News of strengthening for
eign industrial activity and orders, especially in Ger
many, generated expectations of rising earnings and 
prompt relief from earlier financial strains. Inflation 
remained quiescent, and several countries were making 
clear progress in reducing the structural components of 
their budget deficits.

Under these circumstances, foreign exchange market 
participants questioned whether the burgeoning current 
account deficit of the United States could be financed 
at prevailing exchange rates and interest differentials. 
The deficits projected for 1984-85 implied that the 
United States would require capital inflows of such a 
magnitude as to eliminate the large net creditor position 
the United States had established over the entire post
war period. Public officials and private commentators 
around the world expressed concern about the size of 
the financing requirements ahead, the dependency of 
the United States on foreign capital inflows, and the 
vulnerability of the dollar to a potential shift in investor 
sentiment.

Market participants were, therefore, sensitive to 
reports that some internationally-oriented investors were 
already reducing the share of dollar-denominated assets 
in their portfolios in favor of the German mark and other 
currencies. The belief spread that the dollar had begun 
a long-awaited decline. Commercial leads and lags as 
well as professional positions were turned against the 
dollar. As the dollar declined and economic statistics 
confirmed that U.S. economic growth remained stronger 
than expected, some market observers pointed to the 
additional impact a drop in the dollar would have on
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d om estic  p rices . A lthough  U.S. in te re s t ra tes rose 
modestly during February and March, the increases 
were seen as not fu lly  com pensating for the escalation 
of inflationary expectations. Thus, the dollar fell steadily 
through the first week in March. Its decline of 10 percent 
against the German mark was among the largest. On 
a trade-weighted average basis the dollar declined about
7 percent.

In March, m arket partic ipants began to sense more 
restra int in U.S. m onetary policy and more progress in 
reducing the fisca l d e fic it than they had prev ious ly  
anticipated. The narrow ly defined m onetary aggregate 
(M 1) had strengthened re lative to its intended growth 
range. More fundamentally, the preliminary statistics for 
the first quarter showed cred it demands accelerating 
rapidly and the overall econom y expanding far more 
q u ic k ly  than  the  F edera l O pen M arke t C o m m itte e  
(FOMC) had assumed when it set its monetary targets 
for the current year. Senior Federal Reserve offic ia ls 
exp ressed  conce rn  abou t the  im p lica tio n s  of these  
developments for a sustained expansion. Consequently, 
as the Federal funds rate continued to firm , market 
partic ipants no longer expected the central bank to 
resist a rate rise. By late March, U.S. in terest rates of 
all maturities had increased about one percentage point, 
and on April 9 the Federal Reserve raised its d iscount 
rate to 9 percent, bringing it more in line w ith money 
market rates. About the same time, Congress and the 
Adm inistration were moving toward agreem ent on a 
‘‘down paym ent”  to reduce the fiscal deficit. Indeed, 
work on some of the leg is la tion to cut the de fic it by 
$150 billion over three years was completed before the 
C ongressional sum m er recess.

Largely in response to these developments, the dollar 
reve rsed  cou rse  in the  exchange  m arke ts  ea rly  in 
March. W ith real in terest rates in the United States 
again perceived to be rising, concerns about financing 
the current account de fic it receded. A lso, earlie r pre
d ictions of gathering econom ic strength abroad were 
disappointed. The im m ediate outlook was com plicated 
in a num ber of im portant countries by labor d isputes in 
key indus tries  tha t drew  a tten tion  to serious labor- 
m anagem ent conflic ts, in flex ib ility  of work rules, and a 
varie ty of dom estic po litica l issues. Thus, the earlier, 
more positive assessm ent of the investm ent clim ate 
abroad tended to erode, and ta lk of portfo lio  shifts out 
of the do llar gave way to reports of investors returning 
to do llar assets.

By early May, econom ic sta tis tics suggested that the 
U.S. econom ic expansion was rem aining exceptionally 
vigorous in the second quarter and that credit demands 
were reflecting heavy borrowing needs in both the pri
vate and public sectors. With the Federal Reserve then 
widely presumed to be willing to let these developments

Federal Reserve Reciprocal 
Currency Arrangements

Table 1

In millions of dollars

Amount of Amount of
facility facility

July 31, July 31,
Institution 1983 1984

Austrian National B a n k ....................... 250 250
National Bank of B e lg ium .................... 1,000 1,000
Bank of Canada ................................. 2,000 2,000
National Bank of D e n m a rk ................ 250 250
Bank of E n g la n d ................................. 3,000 3,000
Bank of F ra n c e .................................... 2,000 2,000
German Federal B a n k ....................... 6,000 6,000
Bank of Italy ....................................... 3,000 3,000
Bank of J a p a n .................................... 5,000 5,000
Bank of Mexico:

Regular fa c i l i ty ................................. 700 700
Special fa c i l i ty ................................. 269* *

Netherlands Bank .............................. 500 500
Bank of Norway................................. 250 250
Bank of S w e d e n ................................. 300 300
Swiss National B a n k .......................... 4,000 4,000
Bank for International Settlements:

Swiss fra ncs -d o lla rs ....................... 600 600
Other authorized European
currency-do lla rs .............................. 1,250 1,250

Total .................................................... 30,369 30,100

‘ Facility, which became effective August 30, 1982, expired on 
August 23, 1983.

Table 2

Net Profits (+ ) or Losses ( - )  on
United States Treasury and Federal Reserve
Current Foreign Exchange Operations
In millions of dollars

United States Treasury
Exchange

Period
Federal

Reserve
Stabilization

Fund
General
account

Third quarter 1983 . . . -0- -0- + 70.1

Fourth quarter 1983 . . . . -0- -204 .8 -0-

First quarter 1984 ............. -0- -0- -0-

Second quarter 1984 . . . -1 7 .7 -2 1 .4 -0-

July 1984 .......................... -0- -0- -0-

Valuation profits and 
losses on outstanding 
assets and liabilities 
as of July 31, 1984 . . . . -1 ,084.0 -742 .5 -0-

Data are on a value-date basis.
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show through in rising interest rates, expectations 
solidified that dollar-based rates would increase sub
stantially further. Banks sought to lengthen their liabil
ities so as to lock in the cost of funds, putting medium- 
term interest rates especially under pressure. By the 
end of May, most dollar-based market rates had risen 
another full percentage point. Since most foreign interest 
rates held steady during the spring, interest differentials 
moved further in the dollar’s favor.

Meanwhile, concern deepened in some quarters that 
rising interest rates were increasing burdens on the 
heavily indebted developing countries' Some market 
participants were also wary of the possibility that a 
meeting of Latin American debtor countries in Carta
gena, Colombia in July would lead to a polarization of 
the debt negotiations.

It was in this context that one large American bank 
experienced funding difficulties in mid-May, following 
market rumors that it had substantial undisclosed losses 
on its domestic loans. Support efforts were organized 
by other large banks and the Federal authorities. But 
market participants were unsure that the financial strains 
could be contained without modification of monetary 
policy and took particular note of a temporary easing 
in the Federal funds rate. During late May, rumors cir
culated that deposits were being withdrawn from a few 
large U.S. banks known to have sizable exposures in 
Latin America. The dollar eased back as exchange 
markets became somewhat unsettled over the impli
cations of these developments as well as the prospect 
of sizable amounts of funds being moved out of dollar 
assets. By May 24, rumors had come to encompass 
American banks more generally, and the exchange 
m arkets became extrem ely d isorderly. The U.S. 
authorities conducted their only intervention operation 
of the period that day, selling $135 million-equivalent of 
German marks to counter the disorder. Trading condi
tions did improve thereafter, though the dollar continued 
to decline for several more days.

Early in June the dollar resumed its climb as some 
of the concerns of May began to dissipate. Market 
professionals came to realize that the Federal Reserve 
had been able to provide the needed liquidity without 
compromising its monetary targets. Some questions 
about the adequacy of U.S. banks’ accounting proce
dures were laid to rest as the rules on reporting loans 
to be “ nonaccruing”  were clarified. Concern over the 
LDC debt problem also eased amid discussion of multi
year debt restructurings for countries demonstrating the 
greatest progress in external adjustment. Another 
positive factor was the emergence of a constructive 
attitude from the Cartagena meeting.

Later on the demand for dollars intensified as U.S. 
capital markets regained their attraction to foreign

investors. A succession of economic statistics suggested 
that a significant deceleration of real growth in the 
United States had yet to occur. At the same time, sta
tistics on U.S. inflation were much better than had been 
expected, implying that in terest-rate d iffe rentia ls  
adjusted for comparative price performance had become 
even more favorable to dollar investments. Moreover, 
the deficit-reduction legislation nearing passage in the 
Congress contained a provision to remove a long
standing 30 percent withholding tax on interest earned 
on U.S. investments by nonresidents. This legislation, 
which was subsequently enacted, prompted talk that 
large new foreign inflows of capital would be attracted 
to the United States as certain investors who had been 
subject to the tax gained greater access to U.S. mar
kets. When the U.S. bond and stock markets staged a 
strong rally late in July, market participants therefore 
anticipated substantial foreign interest.

The dollar was bid up quite strongly at the end of July 
to reach its highs for the period under review. The dol
lar’s net advance for the six months was greatest 
against the Swiss franc and pound sterling, at 10 per
cent and 8 percent, respectively. Against most other 
major currencies the dollar rose on balance about 4 to
5 percent, and in trade-weighted terms it increased 
41/4 percent.

There were few changes in currency relationships 
among the other major currencies during the six months. 
Indeed, during the latter part of the period when the 
dollar was rising, the currencies participating in the joint 
intervention arrangements of the European Monetary 
System traded without strain. The authorities in those 
countries whose currencies had previously been under 
pressure were thereby able to rebuild their official 
reserve positions as well as to move cautiously in the 
direction of easing domestic interest rates and relaxing 
exchange controls. As a group, the major industrialized 
countries abroad sold dollars on balance during the six 
months in their intervention operations to support their 
own currencies. But these intervention sales were more 
than offset by interest earnings and acquisitions of 
currencies through foreign borrowings and other trans
actions, so that the foreign currency reserves of the 
major countries continued to grow.

At the beginning of the six-month period, the only 
drawing outstanding on credit arrangements of the U.S. 
monetary au tho rities  was $10 m illion  drawn on 
December 29, 1983 by the Bank of Jamaica against a 
$50 million U.S. Treasury temporary swap facility. The 
Bank of Jamaica fully repaid this amount on March 2 
whereupon this facility expired.

On March 30 the U.S. Treasury announced that it 
would participate in an arrangement related to the 
efforts of the Government of Argentina to put into place
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C hart 1

The D o lla r a g a in s t S e le c te d  
F o re ig n  C u rre n c ie s

P erce n t

1983 1984

P ercentage change o f w eek ly  ave rage bid rates 
fo r d o lla rs  from  the average rate for the w eek of 
June 27 -Ju ly  1, 1983. F igures ca lcu la ted  from  
New York noon q u o ta tio ns .

an econom ic ad justm ent program  supported  by the 
International M onetary Fund (IMF). The Treasury’s par
tic ipation consisted of agreeing to extend tem porary 
swap credits of up to $300 m illion to A rgentina upon 
a g re e m e n t on an e c o n o m ic  a d ju s tm e n t p ro g ra m  
between A rgentina and the IMF; A rgentina agreed to 
repay any such drawings on the Treasury from proceeds 
of IMF draw ings. This undertaking was part of a $500 
m illion financing package that was used by Argentina 
to pay certain interest arrears. The $500 million package 
consisted of: $300 million credits extended to Argentina 
by the governm ents of Mexico, Venezuela, Brazil and 
Colombia, to be repaid upon A rgen tina ’s draw ing from 
the  U .S . T reasu ry ; $100  m illio n  a d d it io n a l c re d its  
ex te n d e d  by the  e le ve n  c o m m e rc ia l banks  in the  
working group for A rgentina and $100 m illion provided 
from  A rg e n tin a ’s resou rces . The U .S. com m itm en t, 
originally made for a 30-day period, was extended at the 
end of April fo r another month and again at the end of 
May for an additional 15 days. The Treasury’s com m it
ment under th is agreem ent lapsed on June 15.

The Federal Reserve and the Treasury invest foreign 
currency balances acquired in the market as a result of 
th e ir  fo re ig n  exch a n g e  o p e ra tio n s  in a v a r ie ty  o f 
instruments that yield market-related rates of return and 
that have a high degree of quality and liquidity. Under 
the authority provided by the M onetary Contro l Act of 
1980, the Federal Reserve had invested $1,424.2 million 
of its foreign currency resources in securities issued by 
foreign governm ents as of Ju ly 31. In addition, the 
Treasury held the equivalent of $1,746.8 million in such 
securities as of end-July.

In the period from February through July, the Federal 
Reserve and the Exchange S tab iliza tion Fund (ESF) of 
the Treasury received earnings of $111.8 m illion and 
$84.2 m illion , respective ly , on th e ir fo re ign -cu rrency  
balances. They realized losses of $17.7 m illion and 
$21.4 m illion, respectively, on all of the ir operations in 
the market. As of Ju ly 31, cum ulative bookkeeping, or 
valuation, losses on outstanding fore ign currency ba l
ances were $1,084.0 m illion for the Federal Reserve 
and $742.5 m illion for the ESF. (Valuation gains and 
losses represent the increase or decrease in the do lla r 
va lue of ou ts tand ing  currency  assets and lia b ilitie s , 
using end-of-period exchange rates as com pared with 
rates of acquisition.) These valuation losses re flect the 
fact that the do llar has appreciated since the fore ign 
currencies were acquired.

German mark
Through February and early March, the German mark 
strengthened against the do llar in response to sub
stantia l investm ent inflows, only to decline unevenly 
through July when these inflows subsequently slowed
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and then reversed. The capita l inflows early in the 
period reflected optimism that the difference in economic 
perform ance of the United S tates and Germ any would 
substantia lly  narrow. But by spring it was clear that the 
U.S. econom y rem ained s tronger than expected and 
predictions of more rapid expansion in Germany were 
again d isappointed.

At the opening of the period, the near-term  outlook 
fo r the German econom y and the German mark had 
become more buoyant. The pace of econom ic activ ity 
had regained mom entum around the turn of the year, 
s tim u la te d  by a p ickup  of incom ing  fo re ig n  o rde rs , 
renew ed spe n d in g  on p la n t and equ ipm en t, and a 
rebuilding of inventories in anticipation of a progressive 
revival of dem and. In flation remained low and earlie r 
concerns were receding that the rise in im port prices, 
reflecting last year’s rise of the dollar against the mark, 
would generate generalized price pressures. Meanwhile, 
the governm ent had made even more progress than 
expected in reducing its fisca l defic it during 1983. The 
growth of centra l bank m oney had dropped w ithin the 
B u n d e s b a n k ’s ta rg e t range  by end 1983 and w as 
rem aining close to the lower lim it of the central bank’s 
even narrower, 4 to 6 percent target for 1984. W ith the 
o u tlo o k  fo r  s u s ta in e d  n o n in f la t io n a ry  g ro w th  thus  
improving, the capital markets in Germany strengthened.

Under these circum stances, the mark was the cur
rency to benefit most from the shift in in ternational 
portfo lio  investm ent flow s which developed early in the 
year. Investors were attracted by the prospect of favor
ab le  tre n d s  in bo th  a sse t p rice s  and the  m a rk ’s 
e xch a n g e  ra te , even  th o u g h  in te re s t d iffe re n tia ls  
rem ained s trong ly  nega tive  by com parison w ith the 
do llar and w ith m ost currencies w ithin the European 
M onetary System (EMS). Long-term  capita l had begun 
to flow  into Germ any in January, reversing the capital 
outflows which had been stim ulated over much of the 
preceding two years by the prospect of greater growth 
opportun ities or h igher yie lds abroad. The flows con
tinued in February, and reports of foreign buying in the 
rallying Germ an bond and stock markets received wide 
publicity. W ith G erm any’s current account expected to 
remain in substantia l surplus for the year, reports of 
these investm ent transactions helped to encourage the 
view that the mark was embarked on a long-awaited 
upw ard  tre n d . T he  m a rk ’s rise  g a ined  a d d itio n a l 
momentum from  sta tem ents by public o ffic ia ls  to the 
e ffect that the do lla r was increasingly vulnerab le  to a 
sharp decline. The mark rose against the do llar to 
DM 2.5210 by March 7, 13 percent above its low of 
January and 111/z percent from end-January levels. This 
rise occurred even though German in terest yie lds for 
most m aturities eased and negative yie ld d ifferentia ls 
compared w ith do lla r investm ents w idened by a full

percentage point. As the mark strengthened the Bun
desbank bought back some of the dollars sold in earlier 
intervention operations. In addition, its reserve position 
in th e  EM S im p ro v e d  as o th e r  c o u n tr ie s  in th a t 
arrangem ent sold marks to slow the advance of the 
mark against their own currencies. During February and 
March, G erm any’s fore ign currency reserves rose $3.8 
b illion to $41.0 billion.

A fter the firs t week of March, however, the mark 
began a decline that was to continue, except fo r one 
m ajor in terruption, through the rem ainder of the period 
under review. As interest rates in the United States rose 
and figures were released show ing tha t the expected 
increase in in fla tion had not yet m ateria lized, market 
participants came to question whether large investment 
flows into Germ any would be susta ined. M arket partic 
ipants doubted the Bundesbank would a llow  any cor
responding rise in Germ any short-term  in te rest rates, 
since the dom estic recovery had not yet led to a s ig 
n ifican t reduction  in unem ploym ent. Th is percep tion  
deepened in April when new data showed some faltering 
of industria l activity. Thus, the earlie r positive eva lua
tions of the relative attractiveness of mark-denominated

C hart 3 
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Exchange rates shown in th is  and the fo llow ing  charts 
are w eekly  averages of noon b id ra tes  fo r do lla rs  in 
New Y ork. Fo re ign  cu rre n cy  reserves shown in th is  
and the fo llow ing  charts  are draw n from  IMF data 
published in In te rn a tio n a l F inancia l S ta tis tic s .

*  Fo re ign  exchange re se rves  fo r G erm any and other 
members of the E uropean M onetary System, inc lud ing  
the  U nited K ingdom , inco rp o ra te  ad ju s tm e n ts  fo r 
gold and fo re ig n  exchange  sw aps aga inst E uropean 
c u rre n cy  un its  (ECUs) done w ith the E uropean 
M onetary Fund.
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investments eroded, and net portfolio inflows to Ger
many slowed markedly in March before turning negative 
in April.

Developments in the German labor market also con
tributed to the mark’s decline starting early in April. By 
mid-month it became clear that annual wage negotia
tions between the union and employers in Germany’s 
important metalworking industries were locked in a 
dispute over the union’s demand for a five hour reduc
tion in the standard work week. Strikes began in May 
in two major regions, initiating the most serious work 
stoppage in German industry for many years. Exchange 
market participants viewed the strike as important 
because of potential reductions in Germany’s industrial 
production and current account performance for the 
year, as well as the possible long-term effect on Ger
many’s competitiveness of any substantial concession 
to the union’s demands. Against this background, trading 
in German marks became sensitive to news of the labor 
negotiations from April onward.

In these circumstances, news that Germany continued 
to register sizable trade account surpluses, while U.S. 
monthly trade deficits mounted to record levels, made 
little impression on the exchange markets. The mark 
dropped through several psychologically important 
levels, and its decline drew added impetus from selling 
by commercial entities and technically oriented specu
lators. By May 10, the mark fell some 10 percent from 
its March peak to DM 2.8010, less than 2 percent above 
the lowest level reached during the previous January.

The mark's decline against the dollar stalled at that 
point as problems of the U.S. and international banking 
systems became a dominant preoccupation in exchange 
markets for a time. The mark was temporarily buoyed 
from the belief that the Federal Reserve would modify 
its monetary stance to ease financial strains. At the 
same time, signs of a modest firming in money market 
interest rates in Germany were taken as presaging a 
possible move toward tighter monetary policy by the 
Bundesbank. Thus, the mark rose through much of May.

The exchange markets also became nervous in 
response to rumors of liquidity problems at several 
major U.S. banks with sizable LDC loan exposures or 
other problem loans. On May 24 trading conditions 
became extremely disorderly as these rumors began 
indiscriminately to refer to American banks more gen
erally. Many traders attempted to withdraw from dealing 
in the face of such rumors. As the German mark jumped 
some 11/2 percent in less than an hour, spreads between 
bid and asked quotes widened sharply and transactions 
became difficult to execute. In these circumstances the 
Desk entered the market to counter disorder, selling 
$135 million equ.ivalent of German marks. These marks 
were drawn in equal proportion from the foreign cur

rency balances of the U.S. Treasury and the Federal 
Reserve. Following the operation, trading became more 
normal. The mark continued its rise at a more subdued 
pace through the first days of June, reaching DM 2.6600 
on June 5.

The mark then resumed its decline against the dollar 
as new estimates indicated that U.S. growth still over
shadowed Germany’s growth performance and as further 
increases in U.S. interest rates widened the rate dif
ferentials adverse to the mark. The Bundesbank made 
clear it was not tightening monetary policy, even though 
it raised the discount rate, effective June 29, by 1/2 
percent to 41A> percent. The central bank acted at the 
same time to expand quotas of discount credit available 
to German banks, specified that the change was 
designed merely to shift more of its liquidity provision 
from the Lombard facility to the discount window, and 
kept its Lombard interest rate unchanged at 5.5 percent. 
These steps did not lead to any rise of German money 
market interest rates which remained steady throughout 
June and July.

In addition, the labor situation continued to influence 
the German currency during the summer. As the 
metalworkers’ strike dragged on far longer than most 
observers had initially predicted, forecasts of Germany’s
1984 growth and current account performance were 
revised downward. Even a fte r se ttlem ent was 
announced late in June, press commentary questioned 
whether the upward momentum of the German economy 
could be recaptured. There was also uncertainty about 
the likely effects of the agreement on productivity in the 
affected industries and the extent it might become a 
standard for settlements in other sectors of the German 
economy.

Thus, the mark became vulnerable to renewed 
investor enthusiasm for dollar-denominated assets. By 
late July, the German mark had dropped below its pre
vious low for the year, falling to DM 2.9205 on July 31 
before closing that day at DM 2.9180. At this point the 
mark was trading 4 percent below its end-January 
levels. Within the EMS, the mark remained at the top 
of the narrow band but its margin over the other cur
rencies had been considerably reduced. As pressures 
against the other EMS currencies subsided, some par
ticipating central banks purchased marks in the market 
to add to their own reserves.

Meanwhile, German foreign exchange reserves 
dropped some $2.5 billion equivalent after March to 
$38.4 billion. The change partly reflected dollar sales 
by the Bundesbank to slow the decline of its currency 
against the dollar, as well as some reduction in Ger
many’s creditor position within the European Monetary 
System resulting from repayment of mark debt by 
partner countries.
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Japanese Yen
As the period opened, the Japanese yen was trading 
near record levels against European currencies, while 
showing somewhat less buoyancy against the dollar. By 
com parison w ith Europe, Japan ’s econom ic recovery 
was moving ahead more briskly. Its current account 
surplus, expected to exceed the previous year’s $21 
billion, was like ly to surpass by far any other coun try ’s 
surplus. These factors had attracted some investm ent 
from abroad. But, overall, in flows to Japan through the 
current account and through nonresident investm ents 
were more than offset by outflows of residents long-term 
capital— outflows that slowed the yen’s advance against 
the dollar. To some extent these outflows were attracted 
by the relatively high interest rates and even more rapid 
growth in the United S tates. In part they reflected con
tinuing d ivers ifica tion  by Japanese investors of the ir 
rapidly grow ing financia l assets. In addition, d iscussion 
about libera liz ing  the Japanese capita l market, in te r
nationaliz ing the yen, and im proving access of foreign 
firm s to the Japanese capita l market added to uncer
ta in ties about the im m ediate outlook for the dollar-yen 
exchange rate.

During February and early March, the yen was slow 
to benefit from the shift in sentim ent against the dollar. 
In contrast to the mark, the yen remained steady against 
the do llar trad ing around ¥  233 until early March 2.
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See exchange rate foo tno te  on Chart 3.

Then it rose abruptly as bidding appeared from  both 
c o m m e rc ia l and p ro fe s s io n a l so u rc e s . T he  y e n ’s 
advance quickened after market participants sensed that 
the yen might be catching up with the earlier rise of the 
mark. By March 7, the currency had risen some 6 per
cent to ¥  220.00 against the dollar, its high fo r the 
period.

Following this rise, calls on the Bank of Japan to cut 
the discount rate were heard from diverse quarters. The 
cen tra l bank, how ever, re jec ted  these  su g g e s tio n s , 
arguing that the yen ’s recovery was not yet su ffic ien tly  
well established and that dom estic as well as in terna
tional developm ents should be taken into account. As 
it w as, m on e ta ry  p o lic y  w as g e n e ra lly  v ie w e d  as 
accom m odative, w ith the Bank of Japan forecasting 
monetary growth to continue at about an 8 percent 
annual rate. Also, the Bank of Japan raised the ceiling 
for net new domestic lending by Japanese banks, as the 
dom estic demand fo r funds continued to grow apace. 
A lthough the cen tra l bank ’s d iscoun t rate rem ained 
unchanged during the period, the banks lowered the 
long-term  prime rate from 8.2 percent to 7.9 percent at 
the end of March.

From March on, in terest d iffe ren tia ls  favoring do llar 
over yen assets widened steadily in part because short
term interest rates in Japan rem ained little  changed or 
even declined slightly. At first, the yen held steady 
against the dollar, and thereby regained some ground 
against European currencies, as optim ism  about the 
Japanese economy was reinforced by fresh evidence of 
strengthening growth and a w idening current account 
surp lus. D om estic dem and p icked up and business 
confidence improved. With the prospect of rising profits 
for Japanese com panies, prices on the Tokyo stock 
exchange were still clim bing and reports c ircu la ted of 
increased fore ign demand for Japanese equities.

But the yen started to decline against the do lla r late 
in April. Soon afterward it began fa lling  against other 
currencies as well, so that the yen did not return to the 
peak levels against the mark registered earlie r in the 
year. Late in April the Tokyo stock market lost its upward 
momentum as stock prices started to erase some of the
11 percent gain of the first four months of the year. Talk 
of capita l outflows then in tensified.

In addition, attention had been d irected to new d is
cussions between the Japanese Ministry of Finance and 
the U.S. Treasury about liberalizing the Japanese capital 
market and in te rnationa liz ing the yen. As one moved 
towards libera liza tion, the Japanese authorities e lim i
nated, e ffective April 1, the requirem ent that corpora 
tions identify underlying commercial transactions before 
entering a forward contract, as well as making other 
changes in the adm in istra tion of the fore ign exchange 
market during spring. On May 29, the Japanese Minister
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of F inance  and the  U .S. S ecre ta ry  of the  Treasury 
released a report conta in ing a broad range of policy 
changes expected to affect the exchange rate over time

(box). The report stated that the measures “ ...w ill help 
enab le  the yen to re fle c t m ore fu lly  its  und e rly in g  
s trength” .1

During the rem ainder of the period, la rge-scale liq 
uidation of nonresident’s holdings of Japanese securities 
and heavy Japanese investm ent in fore ign securities 
persisted. Overall long-term capital outflows jumped well 
in excess of the underlying current account surp lus—  
to a record $4.4 b illion in April and to more than $6 
b illion by June. Under these circum stances, the yen 
steadily declined against the dollar, easing to a low for 
the period of ¥  247.30 on July 23. Trading at the close 
at ¥  246.9, the yen had declined 5 percent against the 
dollar and 11/2 percent against the mark from end-Jan- 
uary levels. The Bank of Japan in tervened during the 
second half of the period to moderate the downward 
pressure on the yen at tim es when trad ing became 
e sp e c ia lly  v o la tile . But ove r the  s ix -m o n th  pe riod , 
Japan’s foreign exchange reserves showed little change, 
since declines due to intervention were offset by interest 
receipts.

Swiss franc
At the beginning of the period under review, the Swiss 
franc was trading steadily around SF2.2455 in term s of 
the dollar, s lightly above seven-year lows reached in 
early January. Against the mark, however, the franc was 
strong by historical standards and near the SF0.80 level 
which, in the past, had prom pted offic ia l concern over 
the com petitiveness of Swiss exports. Yet, th is time, 
market participants concluded that the authorities would 
not act to prevent a fu rther appreciation of the franc if 
do ing so w ould  requ ire  them  to d ev ia te  from  th e ir 
m o n e ta ry  p o lic y  o b je c tiv e  o f c o n tro ll in g  in fla tio n . 
Accordingly, exchange m arket partic ipants had estab
lished positions in Swiss francs against marks and, 
thereby, had helped the franc to hold up better against 
the do llar jus t before the period.

During February and early March, however, the Swiss 
franc did not benefit as much as the mark from the shift 
in investor preferences then taking place, and the franc 
fa iled  to keep up w ith  the  rise  of EMS cu rre n c ie s  
against the dollar. The outlook for economic growth had 
not improved as much as for Germ any and, though 
inflation was running at comparable rates, interest rates 
in Switzerland remained more than 2 percentage points 
lower than those on mark assets. Encouraged both by 
the interest rate differentials and by an easing of official 
re gu la tions  at the beg inn ing  of 1984, fo re ig n  bond 
offerings in the Swiss market picked up. The conversion

’ Japanese Ministry of Finance— United States Department of the 
Treasury Working Group, Report on Yen/Dollar Exchange Rate Issues, 
(May 1984), page 33.

Yen/Dollar Exchange Rate Issues

The Japanese Minister of Finance and the U.S. Secre
tary of the Treasury released on May 29 a report con
taining a broad range of policy changes. The report 
contained announcements by Japanese authorities of 
policy change in three broad areas: the Euro-yen market, 
the operation of Japan’s domestic capital market, and the 
access of foreign financial institutions to the Japanese 
capital market. In the area of the Euro-yen market, per
haps the most important area for the internationalization 
of the yen, the authorities announced the basic com
mitment and decisions necessary to allow for the 
development of Euro-yen bond and banking markets, 
where nonJapanese can freely invest in or borrow a 
range of yen-denominated instruments.

S pecifica lly , in the Euro-yen bond market, the 
announcement provided for the first time for the issue 
by nonJapanese corporations of yen-denominated bonds. 
Foreign issuers will face no restrictions on the number 
or size of issues and will not be required to use the 
Samurai market (Japanese domestic market for foreign 
bonds) as a prerequisite. In the Euro-yen banking 
market, the announcements include authorization for 
foreign and Japanese banks to issue short-term nego
tiable Euro-yen certificates of deposit from their offices 
outside of Japan. On the lending side, Japanese and 
nonJapanese banks will be free to extend Euro-yen loans 
to nonresidents of Japan.

Substantial changes in domestic financial market pol
icies were also announced by the Ministry of Finance. 
These include the removal of nonprudential restrictions 
on overseas yen lending from Japan; the elimination of 
limits on oversold spot foreign exchange positions—so- 
called swap limits; relaxation of regulations on domestic 
certificates of deposit; permitting banks to sell new types 
of large-denomination deposit instruments with market- 
determined interest rates; a plan for establishment of a 
yen-denominated banker’s acceptance market in Japan; 
and allowing qualified Japanese branches of foreign 
banks to trade Japanese government securities in the 
secondary market.

In the area of access by foreign financial institutions 
to the Japanese market, foreign banks will for the first 
time be allowed to engage in the trust banking business; 
the Tokyo Stock Exchange has begun to study ways to 
provide membership opportunities to foreign firms; and 
the Japanese authorities expressed their commitment to 
permit greater participation of foreign institutions in dis
cussions pertaining to development of and in the imple
mentation of financial policies.
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See exchange rate foo tno te  on Chart 3.

of these borrowings into foreign currencies put pressure 
on the Swiss franc. At the same time, m arket p ro fes
siona ls  moved to reverse positions in Sw iss francs 
against marks established earlier. Thus, the Swiss franc, 
while climbing 71A» percent against the dollar to its high 
for the period of SF2.0940 on March 7, fell nearly 4 
percent to nearly SF0.83 in terms of the German mark.

From March on the Swiss franc moved more in line 
with other European currencies as it fe ll against the 
dollar. Swiss in terest rates rose somewhat. But, w ith 
U.S. rates also ris ing , adverse  in te rest d iffe re n tia ls  
compared with do llar assets w idened to more than 7 
percentage points for the three-m onth maturity. Thus 
cap ita l ou tflow s continued , re flec ting  borrow ings by 
Japanese corporations in particular. Thus the Swiss 
franc declined against the dollar to SF2.4760 by the end 
of July, a fa ll of 91A> percent fo r the six-m onth period. 
Against the mark, the franc dropped about 3 percent to 
around SF0.85 in the final two months of the period, 
bringing the decline for the six-m onth in terval to 6 per
cent. By late June, se ttlem ent of a major strike in G er
many e lim inated a factor that had tended to favor the 
Swiss franc relative to the mark. In addition, the Swiss 
franc did not benefit as did the mark from large scale 
central bank in tervention purchases.

The Swiss au thorities did not intervene during the

period. F luctuations in S w itzerland ’s fore ign currency 
reserves reflected fore ign currency swap operations to 
adjust liqu id ity in the Swiss banking system .

Sterling
Betw een F ebruary  and July, S te rlin g  ex tended  the 
decline that had taken place with only few interruptions 
since early 1981. After staging a short-lived advance as 
the dollar generally eased, in February and early March 
sterling dropped during the period 7 1A> percent against 
the do llar and 4 percent according to the Bank of Eng
land’s trade-weighted index. During the period, Britain’s 
econom y was show ing d is tinct signs of im provem ent, 
but several questions rem ained about the im m ediate 
outlook. Economic expansion was fa r more established 
in the United Kingdom than in most o ther European 
countries, but output growth was not yet su ffic ien t to 
reverse a rise in unemployment. Inflation had stabilized 
at about 5 percent, but prices and cost pressures were 
even more subdued in some other countries so that 
B rita in ’s com pe titive  position  fa iled  to show  fu rth e r 
im provem ent. The th ree -yea r w eakening  in B rita in ’s 
nonoil trade position slowed as demand began to pick 
up in major export markets, but foreign exchange market 
p a rtic ip a n ts  co n tinued  to  p e rce ive  B r ita in ’s o ve ra ll 
external position to be vu lnerab le  to fu rther declines in 
oil prices. Thus, trading in the pound was frequently 
in fluenced by developm ents in the oil m arket, as well 
as by changes in yie ld on short-term  investm ents in 
sterling relative to those in other currencies— especially 
the dollar.

During February both in terest rate and oil market 
factors tended to favor sterling. The governm ent had 
continued to aim at m oderate ly restric tive  fiscal and 
m onetary targets, but both public sector borrow ing and 
monetary growth had been running somewhat over their 
targets for the fiscal year. At least until these economic 
indicators had come closer to the ir intended ranges, 
market partic ipants expected the pound would be sup
ported by re la tive ly a ttractive  short-term  interest rates. 
British interest rates were substantially higher than those 
in most m ajor m arkets and close to parity w ith those 
available for U.S. dollar assets. In addition, intensifying 
m ilitary conflic t in the Persian Gulf at tim es threatened 
to in terrupt oil supplies, and the resulting upward pres
sure on crude oil prices was expected to im prove B rit
a in ’s current account position. Thus, sterling rose some 
61/a percent in term s of the do lla r during the month to 
a high of $1.4955 on February 29. The currency was 
not, however, identified in m arket ta lk  as one of those 
benefiting from reported shifts in portfolio capital out of 
do llar investm ents. Overall, the British currency rose 
nearly 2 percent on average to close the month at 83.3 
in terms of the Bank of England’s trade-weighted index,
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its h ighest level during the period. At the same time, 
B rita in ’s fore ign currency reserves rose $0.6 billion to 
$9.1 b illion.

A fter the end of February, sterling began to decline 
against the do lla r and o ther currencies. Unem ploym ent 
had risen steeply in January and February and there 
were fea rs— borne out in ea rly  A p ril— that industria l 
production would turn down as a result o f a m iners’ 
strike. Expectations grew  that the British authorities 
would be under pressure to lower in terest rates. Then, 
publication of s ta tis tics  show ing that sterling M3 had 
dropped w ith in its target range in the firs t two months 
of the year led m arket partic ipants to believe that the 
authorities were in a position to let in terest rates ease 
in order to stem the rise in unem ploym ent.

S te rling ’s decline was in terrupted brie fly in the after- 
math of the governm ent’s announcem ent on March 13 
of its budget and m onetary targets for 1984-85. Market 
partic ipants genera lly  praised the budget, which pro
jected a decline in the public sector borrowing target 
and a reduced rate of m onetary expansion along with 
some corporate tax reductions and other tax support for 
s te r lin g  as the  pe riod  w ent on. Even w ith  re fo rm s. 
S terling rose as fore ign buying of British bonds and 
equities reportedly contributed to strong rallies in Lon
don’s capita l markets.

But the exchange rate rise was soon erased when 
m arket attention reverted to the developing pattern of 
in terest rates. The Bank of England endorsed a half 
percentage point decline in the general level of short
term in terest rates by cutting its dealing rates in two 
steps around m id-M arch. Com bined w ith the rise of 
do llar in terest rates then underway, this caused short
term d iffe ren tia ls  vis-a-vis  the do llar to move some 2 
percentage points and to become decidedly negative for 
sterling by late March.

The w orld  oil m arket s itua tion  also provided less 
support for sterling as the period went on. Even with the 
continued fighting in the Persian Gulf, m arket partic i
pants became less convinced of the potential for higher 
oil prices in light of apparently ample supplies. In these 
circum stances, an occasional flare-up of M iddle East 
tensions no longer caused the same surge of sterling 
buying as before, and m arket professionals, who as a 
group had been willing to hold long-sterling positions for 
a brief period in February, reestablished short positions.

Domestic labor problems also contributed to sterling’s 
w eakness at tim es. The strike  by B rita in ’s coal m iners 
was not a particu la rly  serious concern in the exchange 
m arkets at its inception in March, in view of the lim ited 
support given the m iners ’ position by unions in other 
industries and the ample coal stocks available to supply 
the coun try ’s needs. But the strike began to be viewed 
more negative ly as tim e w ent on. S terling exchange
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rates thus became more sensitive to news of the miners’ 
strike and other labor d isputes la ter in the period.

During May and June, negative in terest d iffe ren tia ls  
relative to the do llar w idened fu rther as U.S. in terest 
rates rose. M arket pa rtic ipan ts  becam e increas ing ly  
convinced that, if faced w ith the choice, B ritish au thor
ities would let sterling depreciate rather than put further 
economic expansion at risk by raising domestic interest 
rates substantia lly. This view  was consis ten t w ith the 
perception that, at current exchange rates, production 
costs in the United Kingdom were still high re lative to 
those on the C ontinent, and that much of the growth in 
consum ption during th is  recovery  had been met by 
imports. It persisted even after the Bank of England 
endorsed  a 1/2 p e rcen tage  po in t rise  in sh o rt-te rm  
market in terest rates in early May. It was reinforced 
when, as the Bank of England announced a technical 
adjustm ent of the structure of its dealing rates in late 
June, the central bank indicated there was no need on 
monetary grounds for a general increase in in terest 
rates.

Under these conditions, which were aggravated by a 
national dock strike, sterling’s drop accelerated in early 
July, until the pound hit an a ll-tim e low of $1.2970 and 
an e ight-year low in effective term s. This drop quickly 
led to a sharp rise in interest rates in the London market 
tha t ended w ith a cum u la tive  23/4 percentage po in t
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increase in the Bank of England’s money market dealing 
rates and the major banks’ base lending rates. These 
increases restored sterling’s short-term interest rate 
advantage relative to the dollar. Subsequently, helped 
by settlement of the dock strike, sterling steadied to 
fluctuate along with other currencies against the dollar. 
Although it closed July at a new low against the dollar 
of $1.2970, it had recovered nearly 2 percent in effec
tive terms. During the five months to end-July, Britain’s 
foreign currency reserves declined almost continuously, 
dropping $2.3 billion to $15.4 billion by the end of the 
period.

European Monetary System
During the period under review, the alignment of central 
exchange rates within the EMS remained relatively free 
from strain. Economic divergencies among the partici
pating countries were reduced as all seven countries 
continued to implement policies aimed at reducing fiscal 
deficits, strengthening current account positions, and 
holding down inflation. Increases in wages and con
sumer prices had decelerated during 1983 in France, 
Italy, Denmark, Belgium, and Ireland, bringing inflation 
in these countries somewhat closer to—although still 
much higher than—the low rates prevailing in Germany 
and the Netherlands. The large current account deficits 
of France, Italy, Belgium, Denmark, Ireland had all been 
substantially cut—in the case of Italy, reversed—while 
the German and Dutch surpluses remained rather stable 
by comparison.

The joint float came under some pressure in the early 
part of the period as the dollar fell from its January 
highs. Flows out of dollar assets were attracted into the 
German mark to a far greater extent than to other EMS 
currencies—reflecting sanguine assessments of the 
investment climate in Germany as well as the wider 
opportunities for inflows afforded by its relatively open 
financial system. Thus, by the beginning of February, the 
mark was trading at or near its upper limit against the 
Belgian franc, after having quickly risen to the top of the 
EMS narrow band. All of the other EMS currencies were 
also clustered near the mark at the top of the narrow 
band, except for the Italian lira which traded about 
3 V2 percent above the band within the wider limits 
established for that currency.

The German mark continued to strengthen through 
early March against all EMS currencies. The Belgian 
franc became pinned at its lower EMS limit against the 
mark. The Belgian central bank countered speculative 
pressure against its currency partly by raising its official 
lending rates one percentage point, effective February 
16. The currencies that had shared the top of the 
narrow EMS band with the mark at the beginning of the 
period dispersed through the top half of the band, and

the Italian lira moved down closer to the narrow band.
Intervention support was provided to several curren

cies. The central banks of France, Belgium and Ireland 
financed the bulk of their official currency sales from the 
proceeds of external borrowings or other sources so that 
their foreign exchange reserves were little changed or 
even rose during the two months. Belgium also drew on 
the very short-term facility available through the Euro
pean Monetary Cooperation Fund (EMCF). In the case 
of Italy, however, official sales of marks and dollars were 
partly reflected in a drop of foreign currency reserves 
of $0.7 billion for February and March.

Pressures within the float ebbed after the first week 
of March, as the dollar begarf rising again and inflows 
into the German mark subsided. The mark eased 
against its partner currencies and, at times, the Dutch 
guilder alternated with the mark at the top of the narrow 
band. In addition, the spread between the topmost 
currency and the Belgian franc at the bottom narrowed 
to less than one percent by the end of July.

With .the waning of tensions in the EMS, the French 
and Italian central banks were able to purchase sub
stantial amounts of foreign currencies in the market to 
rebuild their reserve positions. Over the six-month 
period as a whole, foreign exchange reserves of these 
two countries rose on balance—by $2.4 billion equiv
alent for France and by $0.6 billion equivalent for Italy— 
to close at $20.1 billion and $18.5 billion, respectively. 
The Belgian central bank was able to cease its inter
vention sales of foreign currency and used the proceeds 
of further external borrowings to reduce its liabilities to 
the EMCF. Although Belgium’s foreign currency reserves 
declined by $0.5 billion during the six months to $3.1 
billion by the end of July, the decline was considerably 
smaller than its repayments of indebtedness to the 
EMCF over the six-month period.

The authorities of France, Italy and Belgium also took 
advantage of the easing of exchange-market pressures 
against their currencies to ease interest rates or, in the 
case of the first two countries, to ease foreign exchange 
controls. Money market interest rates in the three 
countries declined by V2 to 1 percentage point in the 
last four months of the period. Italy’s Trade Ministry 
reduced the extent to which Italian exporters are 
required to conduct their trade financing in foreign cur
rencies. In France, one of the first official actions of the 
new cabinet that took power in July was to relax 
restrictions on the use of credit cards abroad, which had 
been part of the March 1983 austerity program.

By the end of July, the EMS currencies had fallen 
between 13 and 16 percent from their March highs 
against the dollar, but were only 2 to 4 percent lower 
over the six-month period as a whole. Nevertheless they 
closed at levels that represented, in most cases, all-time
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lows against the dollar. These wide movements against 
the do llar contrasted w ith the ir steadiness against one 
another. By the end of the period, the exchange rate 
structure which had been adopted in March 1983 had 
lasted longer than any other in the six year history of 
the EMS.

Canadian dollar
By the opening of the six-m onth period under review, 
the Canadian do llar had settled into a trading range 
a round C a n .$1 ,245  ($ 0 ,8 0 3 ), d raw ing  suppo rt from  
surpluses on Canada’s trade and current accounts. But 
sentiment toward the Canadian dollar deteriorated early 
in February  w hen p u b lish e d  fig u re s  revea led  tha t, 
despite an im pressive recovery during 1983, the C ana
dian economy had not yet returned to satisfactory levels 
of production and employment and investment remained 
sluggish. Looking ahead, observers questioned whether

exports, a m ajor contribu tor to C anada ’s growth last 
year, would remain so buoyant if the econom ic expan
sion in the United States were to moderate. They w on
dered also if cred it dem ands would be as strong in 
Canada as they appeared to be in the United States. 
Thus, m arket pa rtic ipan ts  focused on the m onetary 
a u th o ritie s ’ po ten tia l po licy  co n flic t betw een lending 
support to fu rther econom ic grow th and incurring the 
in fla tio n a ry  c o n se q u e n ce s  o f a w e a ke n in g  in the  
exchange rate. Against th is background the currency 
showed vulnerability to selling pressure when Canadian 
short-term interest rates slipped below comparable U.S. 
rates.

Public o ffic ia ls  denied that they would welcom e a 
sharp drop in the Canadian dollar and the central bank’s 
A nnua l R e p o rt po in ted  to  the  d a nge rs  o f cu rrency  
depreciation. The central bank asserted that in the event 
of sharp downward movem ents of the Canadian dollar, 
“ the successful pursuit in Canada of increasing price 
s tab ility  requires that Canadian policy try to moderate 
the exchange rate movem ents and to offset the ir in fla 
tionary e ffects.” 2 But, for several months, m arket par-

2Bank of Canada, 1984 Annual Report, page 8.
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ticipants perceived the Canadian authorities to be 
reluctant to allow interest rates to rise along with U.S. 
rates.

The Canadian currency was also subjected to other 
pressures during the spring. Market participants thought 
that Canadian subsidiaries of some U.S. oil companies 
would be sold and the proceeds converted into U.S. 
dollars to finance large take-over bids involving the 
parent companies. Commercial leads and lags shifted 
against the Canadian dollar. At the same time, market 
professionals sought to establish or increase short 
positions in the currency, adding further to the pressure.

Against this background, the Canadian dollar dropped 
off sharply in several waves of selling from March 
through July. The pressures were particularly intense in 
June and early July when a change in the leadership 
of the governing party and the prospect of national 
elections in September stimulated renewed debate on 
interest and exchange rate policy. During this episode 
the Canadian currency dropped to an all-time low of 
Can.$1.3368 ($0.7481). The Bank of Canada intervened 
in the exchanges to resist this decline.

Meanwhile, Canadian money market interest rates 
ratcheted upward and the Bank of Canada’s bank rate

rose to a peak of 13.26 percent in the middle of July, 
even after U.S. money market rates had started to ease. 
These movements pushed interest rates on Canadian 
dollar assets significantly above those on U.S. dollar 
assets and buoyed the currency. Market sentiment was 
also encouraged by the waning of public debate over 
exchange rate and interest rate policy. As market par
ticipants’ earlier concerns that the currency would 
depreciate lifted, the Canadian dollar recovered some 
of its ea rlie r decline . It c losed the period at 
Can.$1.3094, down 5 percent on balance against the 
dollar over the period.

The Canadian authorities drew heavily on the ir 
reserve position to finance intervention to support the 
Canadian dollar from February to June, but they were 
able to buy back reserves in July. Their foreign currency 
reserves were supplemented as needed by borrowings 
of U.S. dollars on credit lines with Canadian and foreign 
banks, totaling $1.4 billion, as well as by net borrowings 
in other foreign currencies equivalent to $0.6 billion. 
Canada’s foreign currency reserves nevertheless 
declined from the end of January to the end of April, 
falling $1.1 billion to $1.7 billion before returning to $2.7 
billion by the close of the period.
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PUBLIC INFORMATION MATERIALS

The Federal Reserve Bank of New York has published 
a 40-page annotated listing of educational m ateria ls 
presently available from the 12 Reserve Banks and the 
Board of Governors. Entitled Public In form ation M ate 
rials, the booklet describes publications, films, filmstrips, 
and v ideo tapes  dea ling  w ith  bank ing  and fin a n c ia l 
matters— ranging from monetary policy and international 
econom ics to bank operations and consum er in fo rm a
tion.

A thumbnail sketch is provided for each of more than 
300 separate items, including the level of sophistication 
of the expected audience and costs of the m ateria l, if 
any. The booklet should be of particu lar in te rest to 
teachers and extremely useful in helping to supplement 
econom ic course curricu la  and teaching m ateria ls. It is 
available free of charge. Write to the Public Information 
Departm ent, Federal Reserve Bank of New York, 
33 Liberty S treet, New York, N.Y. 10045.
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August-October 1984 Interim Report 
(This report was released to the Congress 
and to the press on December 6, 1984.)

TVeasury and Federal Reserve 
Foreign Exchange Operations

During the three-month period August to October, the 
dollar continued to advance from the levels reached in 
mid-summer. After pausing in August, it resumed its rise 
to set new highs against many European currencies in 
September and again in October. Although it eased 
somewhat in the final weeks of the period, the dollar 
closed up on balance over 3 percent against the 
German mark and other European Monetary System 
currencies and 6 percent against sterling. Against the 
Japanese yen, the Canadian dollar, and the Swiss franc, 
however, the dollar registered little net change. On a 
trade-weighted basis the dollar closed up almost 3 
percent.

Throughout this period, the dollar drew support from 
its role as a major medium of investment. Inflationary 
expectations worldwide moderated further in response 
both to price performance in the United States that was 
better than generally expected and to renewed weak
ness in several important commodity prices, especially 
petroleum. This development enhanced the climate for 
investment in financial assets in general and in U.S. 
dollar-denominated securities in particular. Dollar interest 
rates, after taking account of anticipated future inflation, 
were perceived to be relatively attractive, even though

A report presented by Sam Y. Cross, Executive Vice President in 
charge of the Foreign Group at the Federal Reserve Bank of New 
York and Manager of Foreign Operations for the System Open 
Market Account. Richard F. Alford, Senior Economist, was primarily 
responsible for the preparation of this report.

market interest rates declined almost continuously in the 
United States and by considerably more than in most 
other major countries. Moreover, investors remained 
impressed by the current econo’mic strength of the 
United States relative to Europe, by the flexibility of our 
markets, and by the perceived lower level of labor 
management conflict. They expected the Administration’s 
economic policies to be reaffirmed in the forthcoming 
election. The repeal of the withholding tax on foreign- 
held U.S. securities and anticipation of the first of the 
Treasury’s "foreign-targeted” issues were also cited at 
times as stimulating interest in U.S. securities.

In the weeks after Labor Day, the dollar was bid up 
further in response to a variety of shorter-term factors. 
With the dollar firm in the face of a record U.S. trade 
deficit reported for July, evidence of some slowing of the 
domestic economy, and easing U.S. interest rates, many 
market participants began to purchase dollars to meet 
their remaining requirements for the year. Recurrent 
reports of commercial demand for dollars, together with 
the investment interest, helped to turn sentiment toward 
the dollar decidedly more bullish. As the dollar rose to 
break through anticipated resistance levels, some 
market professionals began to position more aggres
sively. The dollar moved above the DM 3.00 level 
against the German mark by September 11 and ten 
days later hit an 111/2 year high of DM 3.1765.

In this atmosphere, market observers decided that 
foreign central banks were less likely than before to
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resist depreciation of their currencies, either through 
intervention or through a tightening of domestic mon
etary policy. The economic recovery in Europe was 
viewed as disappointingly weak, with unemployment 
rates holding near all-time highs. The further stimulus 
given to these countries’ export industries was thought 
to be welcome. And, with inflationary expectations more 
subdued, the impact of a weakening of the European 
currencies on their domestic prices was thought to 
present less of a risk to the authorities’ anti-inflation 
policies. These perceptions appeared to be confirmed 
during the first three weeks of September by the lack 
of forceful official action designed to curb the dollar’s 
rise. In addition, market professionals interpreted 
statements of foreign officials as tolerating develop
ments in the exchange markets.

On September 21, however, the Bundesbank entered 
the exchange market to sell aggressively a substantial 
amount of dollars, and the dollar fell sharply. This was 
the first of several highly visible Bundesbank operations 
that took place during the remainder of the period under 
review. The U.S. authorities had intervened on one 
occasion earlier in September to buy $50 million 
equivalent of marks. Following the German operation of 
September 21, the U.S. authorities again entered the 
market, buying $135 million of marks during three days 
in the subsequent week.

The dollar then moved back up in mid-October to test 
the highs reached in September. The Bundesbank again 
operated substantially to sell dollars. On October 17, the 
U.S. authorities also entered the market and bought $95 
million equivalent of marks. All of these U.S. operations, 
which totaled $280 million during the three-month period 
and were evenly divided between the Federal Reserve 
and the Treasury, were undertaken to counter disorderly 
trading conditions.

In response to the operations during September and 
October by various central banks, market participants 
were more sensitive to the possibility that the Bundes
bank and other central banks might intervene, either 
individually or concertedly. They also came to believe 
that the central banks on the continent would be slow 
to let short-term interest rates in their countries ease 
in sympathy with the declines taking place in the United 
States, preferring to let a narrowing of adverse interest 
rate differentials give some further support to their cur
rencies. Also, after mid-October the decline in U.S. 
short-term interest rates accelerated. The Federal 
Reserve was perceived as having room to be more 
accommodative in its monetary policy given the decline 
in GNP growth for the third quarter, slow monetary 
growth for the period under review, and further evidence 
of weak oil prices and moderate inflation. Market 
professionals were therefore more reluctant to buy dol

lars until they could gauge the extent that a narrowing 
of interest d ifferentia ls would come to influence 
exchange rate relationships. As a result, the dollar 
eased somewhat in late October.

During the three-month period there were no drawings 
on credit facilities of the U.S. monetary authorities. On

Table 1

Federal Reserve Reciprocal Currency 
Arrangements
In millions of dollars

Amount of Amount of
facility facility

October 31, October 31,
Institution 1983 1984

Austrian National Bank ................... 250 250
National Bank of Belgium................ 1.000 1,000
Bank of Canada .............................. 2,000 2,000
National Bank of Denmark.............. 250 250
Bank of England .............................. 3,000 3,000
Bank of France ............................... 2,000 2,000
German Federal Bank .................... 6,000 6,000
Bank of Italy .................................... 3,000 3,000
Bank of Japan ................................. 5,000 5,000
Bank of Mexico ............................... 700 700
Netherlands Bank .......................... 500 500
Bank of Norway............................... 250 250
Bank of Sweden .............................. 300 300
Swiss National Bank ....................... 4,000 4,000
Bank for International Settlements:

Swiss francs-dollars .................... 600 600
Other authorized European
currency-dollars ........................... 1,250 1,250

Total ................................................ 30,100 30,100

Table 2

Net Profits (+ ) or Losses ( - )  on
United States Treasury and Federal Reserve
Current Foreign Exchange Operations
In millions of dollars

United States
Treasury

Exchange
Federal Stabilization

Period Reserve Fund

August 1 through
October 31, 1984 ............................. -0- -0-

Valuation profits and
losses on outstanding
assets and liabilities
as of October 31, 1984 .................... -1,233.6 -802.0

Data are on a value-date basis.
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O ctober 12, however, the Treasury Departm ent 
announced that it had joined with the Bank of Japan and 
the Bank of Korea in arrangements to provide short-term 
financing to the Central Bank of the Philippines totaling 
$80 million in support of the Philippine economic 
adjustment program which had been agreed upon with 
the management of the International Monetary Fund 
(IMF). The Treasury, through the Exchange Stabilization 
Fund (ESF), agreed to provide $45 million, the Bank of 
Japan $30 million, and the Bank of Korea $5 million. 
Drawings on the arrangements were to be made avail
able when the Managing Director of the IMF confirmed 
that the IMF had received assurances of the availability 
of adequate financing in support of the Philippine eco
nomic adjustment program and had formally submitted 
the Philippine request for a standby arrangement to the 
Executive Board of the IMF. It was understood that the 
drawings would be repaid at the time the Philippines 
draws from the fund. Shortly after the end of the period, 
the conditions for the disbursement of the funds were 
met and the financing provided.

In the period August through October, the Federal

Reserve and the ESF realized no profits or losses from 
exchange transactions. As of October 31 cumulative 
bookkeeping, or valuation, losses on outstanding foreign 
currency balances were $1,233.6 million for the Federal 
Reserve and $802.0 million for the ESF. Valuation gains 
and losses represent the increase or decrease in the 
dollar value of outstanding currency assets and liabili
ties, using end-of-period exchange rates as compared 
with rates of acquisition. These valuation losses reflect 
the dollar’s appreciation since the foreign currencies 
were acquired.

The Federal Reserve and the Treasury invest foreign 
currency balances acquired in the market as a result of 
their foreign exchange operations in a variety of 
instruments that yield market-related rates of return and 
that have a high degree of quality and liquidity. As of 
October 31, under the authority provided by the Mon
etary Control Act of 1980, the Federal Reserve had 
invested the equivalent of $1,121.3 million of its foreign 
currency resources in securities issued by foreign gov
ernments. In addition, the ESF held the equivalent of 
$1,683.6 million in such securities.
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NEW PUBLICATION

The Federal Reserve Bank of New York announces a new 
publication entitled Debt and Deficits.

Aimed at the beginning student of economics and the 
average citizen interested in the ABCs of the subject, this 
16-page booklet examines the national debt and deficits, 
looks at their size and impact, and discusses various policy 
measures for bringing them under control. It also deals with 
the inflationary problems that can arise if the Federal 
Reserve monetizes deficits and some of the effects of for
eign ownership of the debt.

Copies are available free from the Public Information 
Department, Federal Reserve Bank of New York, 33 Liberty 
Street, New York, N.Y 10045.

Subscriptions to the Quarterly R eview  (ISSN 0147-6580) 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 subscribers are sent via third- 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.

Quarterly Review articles may be reproduced for educational or training purposes 
only, providing they are reprinted in full, distributed at no profit, and include credit 
to the author, the publication, and the Bank.
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