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Foreign Exchange Operations

During the six months ended in January, the dollar rose 
to its highest levels of the floating-rate period against 
the German mark and to record levels against the 
British pound and most other European currencies. The 
dollar’s advance largely occurred in two steps—first 
around mid-September and again from early November 
to mid-January. In all, the dollar rose some 8 percent 
against the currencies of Continental Europe and 15 
percent against the pound sterling. It advanced by a 
substantially smaller 31A> percent against the Japanese 
yen and by about 1 percent in terms of the Canadian 
dollar. In trade-weighted terms the dollar rose some 8 
percent over the six-month period.

The dollar continued to rise despite a shift in the 
prospects for the U.S. economy and for U.S. interest 
rates, which began to occur in the summer. For the past 
couple of years, the dollar’s strong performance had 
been associated with exceptionally vigorous U.S. eco
nomic growth, contrasting with slower recoveries else
where. Relatively high U.S. interest rates had also been 
viewed as supporting the dollar. But indications emerged 
in August that the U.S. expansion was slowing in the 
third quarter, while economic activity abroad was picking
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up. Private economic forecasters tended to scale back 
their projections of U.S. output gains for late 1984; 
some even speculated that the United States might 
experience a growth recession in the coming quarters. 
At the same time, long-term U.S. interest rates were 
progressively declining. By early autumn, evidence 
accumulated that the narrowly defined monetary 
aggregate was no longer expanding and short-term 
interest rates began to fall back. By late January, 
interest rates on long-term U.S. government bonds had 
eased one and a half percentage points. Short-term 
interest rates had dropped even more, the decline 
accompanied by two half-percentage-point cuts in the 
Federal Reserve’s discount rate to 8 percent. For the 
period as a whole, the rate for three-month Eurodollar 
deposits had declined by more than three percentage 
points, and interest differentials vis-it-vis the German 
mark, for example, though still favorable to the dollar, 
had been cut just about in half.

Under these circumstances, expectations developed 
that the dollar would weaken during the latter part of
1984, but these expectations failed to materialize. Each 
time the dollar started to move lower, it quickly 
recovered. The dollar was buoyed by an easing of 
inflationary fears in the United States that implied U.S. 
real interest rates were still attractive, even at lower 
nominal levels. Forecasts that price pressures would 
reappear, made when the U.S. expansion was stronger 
early in 1984, had not been borne out. Inflation con
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tinued moderate, and confidence grew that the U.S. 
economy might experience reasonable price stability for

Table 1

Federal Reserve Reciprocal 
Currency Arrangements
In millions of dollars

Institution

Amount of 
facility 

January 31, 
1984

Austrian National Bank .................... 250
National Bank of Belgium................. 1,000
Bank of Canada ............................... 2,000
National Bank of Denmark................ 250
Bank of England ............................... 3,000
Bank of France ................................. 2,000
German Federal Bank ...................... 6,000
Bank of Italy ..................................... 3,000
Bank of Japan .................................. 5,000
Bank of Mexico ................................. 700
Netherlands Bank ............................ 500
Bank of Norway................................. 250
Bank of Sweden ............................... 300
Swiss National Bank ......................... 4,000
Bank for International Settlements:

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

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

First quarter 1984 .............................. -0 - -0 -
Second quarter 1984......................... — 17.7 -21.4
Third quarter 1984 ............................ -0 - -O-
Fourth quarter 1984 .......................... - 0 - -0 -
January 1985...................................... -0 - -0 -

Valuation profits and
losses on outstanding
assets and liabilities
as of January 31, 1985*.................... -$1,380.7 -$900.6

Data are on a value-date basis.
‘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. The
valuation losses reflect the dollar’s appreciation since foreign
currencies were acquired.

some time. This confidence gained support from con
tinued declines in world commodity prices, most partic
ularly crude petroleum.

The strength of the dollar reflected as well a contin
uing preference on the part of both residents and non
residents to invest in dollar-denominated assets. Since 
the last recession, economic growth was considerably 
greater in the United States than in most other indus
trialized countries many of which were still facing near
record levels of unemployment. The United States and 
its currency continued to be well-regarded on grounds 
of relative political stability. The flexibility of its labor and 
product markets compared favorably with those of other 
countries, some of which had been experiencing unu
sually protracted labor disputes. The weakness of pre
cious metals and other commodity prices tended to 
underline the attractiveness of financial assets in gen
eral and of dollar assets in particular. Investors, still 
reacting to the cred it problem s of recent years, 
attempted to be more selective. They tended to place 
a greater premium on security in making investment 
decisions, and the dollar provided an outlet for much of 
these investments. Portfolio managers as well remained 
attracted to dollar markets. These markets seemed to 
provide the fle x ib ility  needed to adjust investm ent 
strategies quickly in the face of shifting interest rate 
expectations, and the liquidity to cover the currency 
exposure if the dollar should drop.

Thus, capital inflows continued to be attracted to the 
United States at a pace greater than needed to finance 
a large current account deficit at prevailing exchange 
rates. During the third quarter, heavy inflows came 
through the banking sector, as banks in the United 
States pulled back funds previously placed in the 
Eurodollar market. As inflationary expectations in the 
United States continued to m oderate, as long-term  
interest rates fell, and as expectations of a decline in 
the dollar faded, a larger portion of the inflows subse
quently took the form of portfolio investments in dollar- 
denominated securities. In November and December, the 
U.S bond market in particular attracted attention at least 
partly because of relatively attractive yields and pros
pects for capital appreciation.

As these deve lopm ents unfo lded during the six 
months, market participants focused on the economic 
consequences and the possible policy implications of the 
dollar’s continued advance. For the United States, while 
a strong currency helped to moderate price pressures 
at a time of vigorous economic growth, it imposed major 
strains on the U.S. competitive position. The current 
account deficit was building up close to $100 billion, 
largely as the result of sharp increases in imports of 
consumer and investment goods. For other countries, 
market participants noted the competitive boost being
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given to their exports, the leading source of stimulus to 
otherwise relatively modest economic recoveries. But 
they believed the authorities would prefer a broader- 
based recovery and, therefore, would seek to keep 
interest rates as low as possible, particularly since 
inflationary expectations were subdued.

Thus, market participants concluded that the author
ities would be reluctant to use monetary policy to resist 
the dollar’s rise. For a time early in the period, dealers 
were skeptical that even intervention would be used. But 
market sensitivity to intervention increased, after the 
Bundesbank sold dollars aggressively in the exchange 
market late in September, in the first of several, highly 
visible operations. The U.S. authorities, having inter
vened on one occasion earlier that month, again entered 
the market on four days following the Bundesbank’s late 
September operation. Central banks of some other 
countries also intervened to sell dollars during late 
September and early October. Later in the period, when 
the dollar resumed its advance, market professionals 
again expected the authorities would try to moderate the 
move with intervention. Expectations of central bank 
resistance, along with the intervention operations that 
actually took place, for a time kept the dollar’s rise in 
check.

By the turn of the year, the outlook for the U.S. 
economy was progressively improving. Published data 
revealed quicker growth in the fourth quarter for the 
United States than had been antic ipated. Also, an 
accelerating expansion of monetary aggregates late in 
the year was seen as narrowing the scope for any fur
ther easing of U.S. monetary policy. Economic per
formance in several European countries, though also 
improving, was still viewed by market professionals as 
not so vigorous as to require greater monetary restraint. 
As sentiment toward the dollar became even more bull
ish early in January, the dollar’s rise against all curren
cies gained increasing momentum. The market noted 
the dollar’s approach to levels against the German mark 
where the Bundesbank had been seen intervening 
several months before, as well as intense selling pres
sure against the British pound. In a few European 
countries, domestic interest rates were tending to firm 
in response to concerns that the dollar’s continued rise 
would eventually be reflected in increased domestic 
inflation.

With the approach of a scheduled meeting of G-5 
finance ministers and central bank governors, market 
professionals anticipated that this might be an occasion 
for monetary authorities to plan a large and concerted 
exchange market operation. The officials discussed a 
range of international economic and financial issues. In 
their announcement of January 17, they reaffirmed their 
commitments to promote a convergence of economic

Chart 2

Selec ted Interest  Rates
Three-month m atu rities* 

Percent

1984 1985

*  Weekly averages of daily rates.

The Dol lar  aga ins t  Se lec ted 
Foreign Cur renc ies

Chart 1

Pe.rcent

Percentage change of weekly average bid rates 
for dollars from the average rate for the week of 
December 26-30, 1983. Figures calculated from 
New York noon quotations.
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performance and stressed the importance of removing 
structural rigidities in their economies. They also reaf
firmed the May 1983 W illiamsburg agreement to 
undertake coordinated intervention as necessary.

After the G-5 meeting, visible foreign exchange market 
operations were in fact undertaken by several countries. 
Most central banks in Europe and the Bank of Japan 
operated on occasion to sell dollars during the rest of 
January. The U.S. authorities, in coordination with the 
others, also intervened on two occasions late in January 
to sell dollars against marks.

These operations reinforced market perceptions that 
the central banks were more willing to intervene than 
before. At the end of the month, however, market par
ticipants were still uncertain of the extent to which the 
authorities were prepared to intervene and of the cir
cumstances in which the central banks would judge 
intervention to be appropriate or helpful. Dealers 
remained impressed by the steady stream of commercial 
and investment-related orders for dollars coming into the 
market. Under these circumstances the dollar steadied 
but did not fall back appreciably from mid-January 
levels.

In summary, during the six months under review, the 
U.S. authorities intervened in the exchange markets on 
seven occasions, selling dollars and buying marks in 
each instance. They bought $50 million-equivalent of 
marks on one day early in September, $229 million on 
four occasions between September 24 and October 17, 
and $94 million on two days late in January. The total, 
$373 million-equivalent of marks, was shared equally 
between the U.S. Treasury and the Federal Reserve.

In o ther opera tions, the Treasury Departm ent 
announced on October 12 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 Inter
national 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. The full amount of the facility was 
drawn on November 7. The drawing occurred after the 
Managing Director of the IMF confirmed that the IMF 
had received assurances of the availability of adequate 
financing in support of the Philippine economic adjust
ment program and that he had formally submitted the 
Philippine request for a standby arrangement to the 
Fund’s Executive Board. The drawings were repaid on 
December 28, after the Philippines drew on its standby 
arrangement with the Fund.

On December 3, the U.S. Treasury agreed to provide 
a $500 million swap facility to the Central Bank of the

Argentine Republic as bridging credit in support of the 
Argentine economic adjustment program, which had 
been agreed upon with the IMF. The full $500 million 
was drawn on December 28. On that day the IMF 
Managing Director indicated that the IMF had assur
ances of adequate financing from commercial banks in 
support of the Argentine Government’s economic pro
gram. Argentina’s requests to draw on a standby 
arrangement and on the Compensatory Financing 
Facility (CFF) were then approved by the Fund’s Exec
utive Board. The drawing was repaid in the amounts of 
$270 million on January 3, 1985, and $230 million on 
January 15, 1985, after the Argentine Government’s 
drawings from the IMF under the CFF and its standby 
arrangement, respectively.

The Federal Reserve and the ESF 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 $870.1 million 
of its foreign currency holdings in securities issued by 
foreign governments as of January 31. In addition, the 
Treasury held the equivalent of $1,573.8 million in such 
securities as of the end of January.

German mark
During the period under review, the mark fell 8.5 percent 
against the strongly rising dollar and eased relative to 
all other major currencies except sterling, ending the 
period near the bottom of the EMS. The mark’s decline 
against the dollar was interrupted only temporarily— 
between late September and early November.

At the start of the period, international investors’ 
attention was deflected to dollar-denominated securities. 
A ra lly  in the U.S. bond m arket had jus t gotten 
underway. A much talked-about elim ination of U.S. 
withholding tax on interest payments to non-residents 
was finally approaching. And talk spread that the U.S. 
Treasury would soon issue securities targeted especially 
for foreign investors. Meanwhile, the mark continued to 
suffer from comparison between the recoveries in Ger
many and in the United States. Under these circum
stances, the mark was trading at DM2.9170, near 11 
and a half-year lows against the dollar early in August. 
Its margin over other currencies within the EMS had 
also been significantly reduced.

After trading steadily in seasonally thin markets for 
several weeks, the mark again began to decline as the 
dollar rose early in September. As the mark’s fall pro
gressed, market participants questioned whether the 
German authorities would act to stop the decline. The 
economic justification for doing so was unclear. Addi-
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Chart 3 
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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 tatistics.

♦Foreign exchange reserves for Germany and other 
members of the European Monetary System, including 
the United Kingdom, incorporate  adjustments for 
gold and fore ign exchange swaps against European 
currency units (ECUs) done with the European 
Monetary Fund.

tional stimulus to Germany’s export sector— already the 
driving force to economic recovery— was seen in the 
market as a welcome boost to the economy and a spur 
to employment. Meanwhile, depreciation was not gen
erating any evident pickup in inflationary pressures, 
partly because of the weakness of world commodity 
prices. Moreover, market participants were unsure what 
policy tool the authorities might use if they chose to act 
aga inst the m ark ’s decline . The Bundesbank had 
emphasized before, when the mark was also declining 
against the dollar, that it did not intend to tighten mon
etary policy. As for official intervention, remarks of 
Bundesbank officials pointed to its limited effectiveness 
in resisting fundamental market trends.

In fact, the Bundesbank had been intervening regu
larly at the Frankfurt fixings and on occasion at other 
times in the open market. These operations, at least 
during August, just about offset interest earnings and 
other inflows into Germany’s reserves, so that the for
eign exchange reserves showed little net change from 
end-Ju ly ’s $38 b illion level. When the do lla r ’s rise

accelerated, pulling the mark rate down to DM3.1765 on 
Septem ber 21, the Bundesbank in te rvened  more 
aggressively. Its actions, followed by other European 
central banks, helped the mark to bounce back up 
immediately. For several days thereafter, market partic
ipants were extremely wary of possible further dollar 
sales by the Bundesbank, and rumors of other large 
operations circulated widely. For the month of Sep
tember, Germany’s foreign exchange reserves fell $2.7 
billion.

The U.S. authorities had purchased $50 m illion- 
equivalent of marks on one occasion early in September. 
After the Bundesbank’s action of September 21, they 
purchased a total of $135 million-equivalent of marks 
during three days from late September to early October 
to counter disorderly markets. These purchases were 
shared equally between the Federal Reserve and th£ 
Treasury.

Immediately after the central bank interventions the 
mark traded generally between DM3.00 and DM3.10. In 
early October the mark received a further lift when the 
cabinet announced repeal of Germany’s 25 percent 
withholding tax on German securities held by non-res- 
idents, retroactively to August 1, sparking renewed for
eign interest in German bopds. But soon thereafter, the 
mark began to drift lower against the dollar and to a 
lesser extent most other currencies. In mid-October, 
when the mark was approaching the lows of September 
and trading at DM3.1575, the Bundesbank again inter
vened. The U.S. authorities also bought $95 million- 
equiva lent of marks on one occasion to counter a 
renewed outbreak of disorderly market conditions.

The mark then rallied. Market participants had become 
im pressed that the Bundesbank and others were 
resisting the generalized rise of the dollar. Furthermore, 
the economic environment appeared to have shifted in 
Germany’s favor since mid-summer. Statistics were 
released ind icating that the economy had revived 
strongly during the summer. Exports continued to be the 
principal boost to output and earnings. But for the first 
time the export boom appeared to be spilling over to 
other sectors, as reflected in increased domestic new 
orders for capita l goods. U.S. in terest rates of all 
maturities were declining, so that the market no longer 
perceived the Bundesbank as having to resist a gradual 
decline in German rates to obta in  a narrow ing of 
adverse interest differentials to strengthen the mark. 
Under these circumstances, market professionals began 
to build up long positions in marks in the expectation 
that a major adjustment in the dollar-mark relationship 
was about to occur. The bidding for marks pushed the 
spot rate up 9 percent to DM2.90 in the first week in 
November.

But after November 7, the mark changed direction and
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Table 3

Drawings and Repayments by Foreign Central Banks under Special Swap Arrangements with the U.S. Treasury
In millions of dollars; drawings ( + ) or repayments ( - )

Drawings on the United States Treasury
1984

III
1984

IV
1985

January

Outstanding 
January 31, 

1985

Central Bank of the Philippines ..................................................... .................  -0 - r +45 
I  -4 5 -0 - -0 -

Central Bank of the Argentine Republic ....................................... .................  -0 - + 500 r -230 
I  -270 -0 -

Data are on a value-date basis.

declined as the dollar strengthened for the balance of 
the period under review. At first the selling of marks 
appeared to be dominated by corporations and others 
that had postponed dollar purchases required before the 
year-end in hopes of taking advantage of the expected 
rise in the mark. Before long the se lling of marks 
broadened as expectations of a generalized decline in 
dollar rates dim inished. Speculators in the futures 
markets and dealers in commercial banks liquidated 
much of their long mark positions by year-end. More
over, international investors, no longer as concerned that 
a decline in the dollar would erode their total return on 
dollar-denom inated securities, came back to U.S. 
securities markets in size. With investors attracted by 
the remaining interest differentials favoring the dollar 
and the prospect of profits as U.S. interest rates con
tinued to decline, the dollar quickly came to overshadow 
the mark in the exchange markets. By January 11, the 
mark had been pulled down to a record low for the 
floating rate period of DM3.2020.

The Bundesbank had continued to operate in the 
exchange markets to sell dollars. These operations 
contributed to a $950 million decline in Germany’s for
eign exchange reserves during the three m onths 
October to December. But German authorities were also 
attempting to modify their money market management 
to ensure that German banks not have permanent 
recourse to large amounts of Lombard loans at the 
central bank, and they were concerned that larger dollar 
sales might complicate this endeavor. Accordingly, by 
January, central bank money was increasingly being 
provided through security-based repurchase agree
ments, sometimes at interest rates slightly below the 
Bundesbank’s Lombard rate. Foreign exchange market 
operators at times misread the central bank’s actions as 
signaling a desire for short-term interest rates to ease. 
In fact, the Bundesbank had announced that its mon
etary growth targets for 1985 would be lower than for

the previous year, at 3 to 5 percent. Bundesbank offi
cials pointed to the impact of the mark’s continued 
decline on import prices, thereby suggesting there was 
little scope for easing monetary policy. Vet the market’s 
m isinterpretation of the Bundesbank’s intentions for 
money market rates was not fully dispelled until the 
Bundesbank announced it would raise the Lombard rate 
ha lf a p e rcen ta ge  p o in t, to 6 p e rcen t, e ffe c tiv e  
February 1.

In any case, by the time the mark hit its mid-January 
low, market attention was focused more on the rise of 
the dollar than the decline of the mark. Other curren
cies, too, were weakening sharply, most especially the 
pound. As a result, when market participants became 
aware that a G-5 meeting of finance ministers and 
central bank governors was to take place in Washington 
on January 17, they began to expect a concerted 
intervention operation. Between the middle of January 
and the close of the period, there were joint intervention 
operations in which the U.S. monetary authorities pur
chased $94 million-equivalent of marks. These opera
tions, like those earlie r in the period, were shared 
equally between the Federal Reserve and the Treasury 
and were conducted to resist a renewed rise in the 
dollar.

At the end of January the mark was above its lows, 
trading at DM3.1670 against the dollar. But it was 9 
percent below its high reached in early November and 
8V2 percent below end-July levels. Germany’s reserves 
declined a further $821 million in January to close the 
period at $34 billion.

Within the EMS, the mark’s attraction as an invest
ment vehicle for private-sector investors weakened in 
relation to other EMS currencies, as well as to the 
dollar. Economic performance and macroeconomic pol
icies among EMS countries were showing growing 
convergence. Other European countries were adopting 
more market-oriented policies. Against this background,
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the persistence of wide, unfavorable interest differentials 
at a time when inflation differentials were narrowing and 
p ro spe c ts  fo r a new cu rren cy  rea lig n m e n t were 
appearing remote led virtually all the EMS currencies to 
strengthen relative to the mark. The authorities of other 
EMS countries took advantage of this development to 
buy substantial amounts of marks in the market to add 
to reserves.

Sterling
At the beginning of the period under review, a five- 
month decline of sterling against the dollar was ending, 
with the currency trading around $1.30 and between 78 
and 79 according to the Bank of England’s trade- 
weighted index. After mid-October, however, the pound 
became increasingly vulnerable to selling pressure, and 
by December it was fa lling  across the board. The 
downward pressure continued in January. For the period 
as a whole, the pound fell 15 percent against the dollar 
and 9 percent in terms of the Bank of England’s trade- 
weighted index.

In August and September, sterling traded steadily 
against other European currencies, even though all were 
declining against the dollar. The British authorities’ 
resolve to adhere to their medium-term financial plan 
calling for cuts in monetary and public-sector borrowing 
growth had recently been reaffirm ed. The Bank of 
England ratified a substantial increase in short-term 
British interest rates, that restored an interest rate 
advantage for the pound relative to the dollar. Although 
the pound declined 8V2 percent against the dollar to 
$ 1.22 as the dollar advanced generally, it did not move 
below 76.6 on the trade-weighted index. The overall 
steadiness of sterling and an apparent moderation in the 
growth of British monetary aggregates permitted staged 
reductions in short-term sterling interest rates during 
August totaling one and a half percentage points. With 
these cuts the interest differentials favoring sterling were 
more than eliminated.

Notw ithstanding the pound’s steadier tone in the 
exchange markets, a number of factors undermined 
market confidence that the British authorities would hold 
to their anti-inflation policies. Britain’s economy, in its 
third year of expansion, was showing signs of losing 
momentum while unemployment was still rising. No 
progress was being made in bringing inflation down 
below 5 percent or in slowing the rise of unit labor 
costs, by then increasing more rapidly than in other 
industrial countries. Meanwhile Britain’s current account 
position was deteriorating, despite a pickup in demand 
in major export markets, because of a sharp jump in 
imports. A lengthy strike by coal miners was having an 
adverse effect on production, as well as the balance of 
payments since imported oil was being substituted for

domestically-produced coal. Moreover the oil sector, 
which had been accounting for more than half of the 
economy’s recent growth and had kept Britain’s current 
account in surplus, was no longer seen as a reliable 
source of strength. With predictions that North Sea oil 
production would peak in the next couple of years, the 
stimulative effect of the oil sector on the economy was 
expected to wane. In the meantime the contribution of 
net oil exports to Britain’s balance of payments was 
expected to be undercut if an apparent weakness in oil 
markets led to any significant drop in petroleum prices.

Britain’s domestic economy and external position were 
thus perceived to be in precarious balance. Market 
participants paid close attention to any development 
thought capable of forcing the government to have to 
choose  be tw een su p p o rtin g  fu rth e r  g row th  and 
employment or dealing with pressures on prices, costs, 
and the exchange rate. Thus, prospects of a possible 
spreading of the coal miners’ strike and of a reduction 
in oil prices set the stage for an abrupt but limited drop 
in the exchange rate around mid-October. Within a 
week, the pound slid below $1.20 against the dollar and 
to 74.0 against the trade-weighted index.

For about two months, the pound then steadied. The 
coal miners’ strike failed to widen and downward pres
sure on oil prices was being contained as long as OPEC

Chart 4
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See footnotes on Chart 3.
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discussions on ways to deal with weak oil prices con
tinued. The pound traded within a range of 74 to 76 
according to the trade-weighted index. Against the dollar 
it moved in line with other European currencies, rising 
during late October and early November before falling 
back below $1.21 early in December. With the pound 
again trading more steadily, British short-term interest 
rates continued to ease largely in line with the decline 
in Eurodollar rates. By mid-December, the British 
clearing banks had cut their base lending rates from the 
mid-summer highs by a total of 2V2 percentage points 
to 91/2 or 93/4 percent.

From December on, sterling began to fall sharply 
against all currencies, setting successive new lows in 
terms of both the dollar and the trade-weighted index. 
Selling of sterling was stimulated by the expectation that 
OPEC would have d ifficu lty  reaching an effective 
agreement on price differentials. In addition, the mar
ket’s underlying concern intensified that the authorities 
were shifting their priorities for economic policy toward 
spurring output. Growth of public-sector borrowing was 
turning out well in excess of the government’s target, 
only partly because of strike-related expenditures. Credit 
extended to the private sector also showed signs of 
accelerating. The monetary aggregates remained near 
the top of their official target ranges. Admittedly, the 
monetary aggregates were distorted in December by a 
stock issue. But market participants, interpreting the 
evidence at hand, concluded that the Bank of England 
would be reluctant to see a reversal of the interest-rate 
declines of the past several months even to stem a fall 
in the exchange rate. Market participants also came to 
doubt the authorities were prepared to use intervention 
to resist a renewed decline in sterling. Official decla
rations and actions suggested the authorities were 
willing to let the pound fall if dictated by market forces.

Under these circumstances the pound dropped 
steadily, falling most precipitously in mid-January when 
the OPEC negotiations appeared to be under particular 
strain. The pound touched a low against the dollar of 
$1.1015 in Far Eastern trading on January 14 and of 
70.6 against the trade-weighted index at the opening in 
London that same day. As the exchange rate fell, the 
authorities did not resist a rise in money market interest 
rates. The Bank of England at one point seized the ini
tiative to push interest rates up further, to the levels of 
mid-summer. In the end, sterling interbank rates rose 
even more—for a total increase of 41/2 percentage 
points to 14 percent. At that point interest rate differ
entials were again strongly in favor of the pound, 
reaching a level of 31/2 percentage points for three- 
month deposits relative to the dollar.

Late in January, the high level of sterling interest rates 
made selling the pound short expensive. In addition,

OPEC had demonstrated an ability to work out a limited 
agreement on pricing differentials, and spot oil prices 
firmed. Thus, the immediate pressures against the cur
rency abated. In addition, sterling benefited from market 
talk of stepped-up central bank intervention following the 
mid-January G-5 meeting in Washington. Although the 
pound remained subject to sporadic pressure through 
the end of the month, it traded without clear direction. 
The pound closed slightly above its low at $1.1275 and
71.5 in terms of the Bank of England’s trade-weighted 
index.

British foreign exchange reserves were little changed 
on balance between end-July and the end of December. 
Then for January, they dropped $233 million to $6.73 
billion as of the end of the period.

On December 18, the Chancellor of the Exchequer, 
in reply to questions in Parliament, stated that the Bank 
of England would no longer request foreign monetary 
authorities to restrict sterling balances to working levels, 
thereby ending formally an agreement the government 
felt was no longer appropriate to the current interna
tional monetary setting. The announcement did not 
cause any visible impact on exchange rates at the time.

Japanese yen
Over the six-month period under review, the Japanese 
yen eased against the dollar but appreciated against the 
European currencies. A record-breaking pace of long
term capital outflows continued to be a source of 
downward pressure on the currency against the dollar. 
Outflows of Japanese resident capital were attracted in 
part by relatively high interest rates abroad. They also 
reflected the continuing diversification of financial assets 
by Japanese investors and increased yen lending to 
foreign borrowers. Meanwhile, some non-residents that 
had been among the largest investors in Japanese 
securities several years ago continued to liquidate their 
holdings at maturity, largely to meet payment needs. 
The net long-term capital outflows swamped Japan’s 
large and growing current account surplus, which was 
reaching $35 billion for the year. At times, however, 
favorable shifts in commercial leads and lags gave a 
boost to the yen against all currencies. Vis-it-vis the 
European currencies, Japan’s large current account 
surplus and robust domestic economy was an important 
source of strength.

At first, the yen got some respite from the full brunt 
of the capital outflows that had helped to push the spot 
rate down to ¥246.45 by the start of the six-month 
period. The outflows subsided in August as foreign 
investment in Japanese equities resumed during a late- 
summer rebound in the Tokyo stock market. Also, Jap
anese investors slowed their net purchases of foreign 
securities ahead of the end of the financial half-year in
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September. Thus, the yen advanced to ¥242 early in 
August and traded steadily against the dollar at that 
level for several weeks.

During September and October, the yen also received 
a lift from a favorable swing in commercial transactions. 
The yen started to ease against the dollar which had 
become well-bid across the board. But market partici
pants expected this weakness to be short-lived, antic
ipating that the dollar would soon decline in response 
to declining U.S. interest rates. Thus, as the yen fell 
through the lows of late July-early August and toward 
the ¥250 level, Japanese exporters stepped up their 
selling of dollars to take advantage of the current dollar 
rate. Meanwhile importers postponed their currency 
purchases. At the same time, Japan’s imports of oil 
slowed so that the net export balance was unusually 
favorable.

With these trade transactions favoring the yen and 
capital outflows temporarily subdued, the yen’s decline 
against the dollar was more gradual than the decline of 
the European currencies during September and early 
October. The yen did touch a two-year low of ¥250.45 
on October 17, but it gained 7 percent against the 
German mark to trade near a record high vis-a-vis that 
currency. Moreover, the yen recouped its losses against 
the dollar during late October when the dollar eased 
back. By early November the yen was again trading 
near the ¥240 level against the dollar and reached a 
high fo r the s ix -m o n th  pe riod  of ¥ 2 3 9 .4 0  on 
November 7.

Meanwhile, the changing econom ic environm ent 
abroad had several implications for Japan. The slow
down of the U.S. econom ic expansion in the th ird 
quarter of 1984 seemed to show up almost immediately 
in a sharp deceleration of Japan’s export growth. As a 
result, Japan’s external position actually had a negative 
impact on GNP the same quarter. In addition, the 
decline in U.S interest rates, widely expected to be 
further encouraged by cuts in the Federal Reserve’s 
discount rate, contributed to a substantial easing of 
long-term interest rates in Japan. Japanese enterprises 
shifted their expectations about immediate financing 
requirem ents and the fu ture costs of funds. Credit 
demand softened and corporate borrowing increasingly 
took place at shorter maturities.

Against this background, there was discussion in the 
fall that a reduction of the Bank of Japan’s official 
interest rates could entail large potential benefits and 
low risks for the Japanese economy, given Japan’s 
restric tive  fisca l policy, low in fla tion , and the more 
restrained economic growth outlook. Bank of Japan 
officials were concerned, however, that any further drop 
in Japan’s relatively low short-term rates would put 
further pressure on the yen exchange rate at a time 
when the size of Japan’s current account surplus was 
threatening to provoke protectionist reactions in major 
export markets. It therefore kept its discount rate at the 
5 percent level established a year earlier with the result 
that short-term interest rates remained steady.

As a result of these interest rate developments, the 
in terest d iffe ren tia ls  adverse to the 'yen narrowed 
somewhat for long-term rates and declined even more 
for short-term rates. But market operators began to 
w aver in th e ir  e x p e c ta tio n s  th a t the yen would  
strengthen fu rther in response to th is narrow ing of 
interest differentials, because the dollar generally had 
eased relatively little from its highs of October.

Thus, the allure of the remaining interest differentials 
favoring the United States and of prospects of significant 
further capital appreciation on dollar-denominated bonds 
began once again to weigh on the Japanese yen. 
Toward the end of the year Japanese investment in 
foreign securities mounted. The December U.S. gov
ernment issue targeted at foreign investors, as well as 
the o ffe ring  of B ritish  Telecom shares, were well 
received in the Tokyo market. Thus, net capital outflows 
jumped up in November and December to $5 billion and 
a record $8 billion, respectively. In the year as a whole 
net long-term capital outflows from Japan rose to $50 
billion. At the same time, market participants noted that 
foreign private borrowers rushed to take advantage of 
the opening of the Euro-yen market to them, effective 
December 1, to place yen issues. To the extent these 
issues were purchased by Japanese residents the
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transactions contributed to Japan’s capital outflows.
Commercial leads and lags also began to shift against 

the Japanese yen. When expectations of a decline in 
the dollar faded, importers who had postponed their 
currency purchases came to fear that exchange rates 
would become even more unfavorable if they waited any 
longer. Meanwhile, exporters had already converted 
some of their foreign currency proceeds ahead of 
schedule.

As a result, the yen progressively weakened against 
the dollar, fa lling over 6V2 percent from its early 
November high to ¥255.40 by the end of January. At 
this level it was down 31A> percent on balance during 
the six months, although against the major European 
currencies, it rose nearly 5 percent.

Throughout the six-month period the Bank of Japan 
intervened in the foreign exchange market in compar
atively small amounts. Following the meeting of the G- 
5 in mid-January, the prospect of an increase in coor
dinated intervention made market participants wary of 
speculating too heavily against the yen. However, the 
concern was not sufficient to stem the yen’s slide. In 
total, intervention sales of dollars offset only a fraction 
of Japan’s interest earnings on its foreign exchange 
reserves, which rose $1.6 billion over the six-month 
period to close at $221A> billion.

European Monetary System
During the period under review, there was a growing 
convergence of economic performance among EMS 
countries. Recovery had spread to all. The countries 
showing the greatest improvement in 1984 were those 
that had still been in recession during 1983. Inflation 
was continuing to decelerate, with the countries showing 
the greater declines being those with the higher inflation 
rates a year before. In general, current account posi
tions were either stable or continuing to improve.

In all cases, the economic expansion proved insuffi
cient to reduce historically high levels of unemployment. 
Yet fisca l and m onetary po lic ies were genera lly  
restrained. Fiscal policies were aimed at reducing the 
size of the government deficit relative to GNP, with 
actual results varying depending on the burden of 
unemployment compensation and interest payments 
on government debt. Monetary policy was generally 
unaccommodating. Interest rates were allowed to ease 
only in response to declines in other countries or to 
improvements in inflation and fiscal deficit control at 
home.

Under these circumstances, the exchange rate rela
tionship within the EMS remained free from strain during 
the entire period under review. Early on, most of the 
EMS currencies were clustered within 1 percent of their 
bilateral parity rates. The only exception was the Italian

lira, which started near the upper limit of the wider, 6 
percent limit established for that currency. The German 
mark and the Dutch guilder alternated as the topmost 
currency within the narrow band against the Belgian 
franc at the bottom. During the period, the German mark 
and Dutch guilder fell progressively, albeit unevenly, to 
the lower part of the band. The two currencies fell below 
the Danish krone and the Irish pound by early Sep
tember, dropped below the French franc late in 
November, and approached the bottom of the narrow 
band to trade below the Belgian franc by early January.

The strength of other currencies vis-a-vis the mark 
presented many EMS countries with opportunities and 
policy choices. One option, chosen by the Belgian, 
French, and Italian authorities, was to take advantage 
of the lack of pressure to build their foreign currency 
reserves. Prior to the period, the Belgian National Bank 
had been able to begin reducing its liabilities to the 
European Monetary Cooperation Fund (EMCF), using 
the proceeds of the government’s external borrowings. 
During the six months under review, the Belgian central 
bank was able to continue this program, not only with 
proceeds of further borrowings, but also with foreign 
currencies acquired in the market. By the end of the 
period, Belgium had fully restored its European Currency 
Unit (ECU) position in the EMCF and increased foreign 
currency reserves more than $500 million over the six 
months. Before the period, the French and Italian 
authorities had already restored their foreign currency 
reserves to the levels prevailing before the last EMS 
realignment. However, they continued to buy substantial 
amounts of marks along with some other currencies.

Another option, chosen in a small way by the French 
and Italian authorities, was to ease some of the 
exchange controls imposed during earlier periods of 
pressure against their currencies. On December 1, the 
French authorities announced a partial lifting of controls 
on the transfer of funds abroad by individuals and cor
porations and permitted Economic Community institu
tions to float ECU-denominated bonds in the French 
market. On December 1, the Ita lian  au thorities  
announced reductions in the non-interest-bearing 
deposit required against residents’ investment abroad 
and eased restrictions on foreign exchange accounts as 
well as on the means of payment to be used by Italians 
traveling abroad.

A third option was to take advantage of the relative 
strength of the currency to lower interest rates. In 
France and Belgium the authorities cautiously permitted 
an easing of interest rates once the foreign currency 
reserve position was restored and after inflation had 
shown clear signs of moderation. The French authorities 
also took advantage of moderating domestic credit 
demands to replace the strict guidelines on banks’
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credit, known as the encadrement du credit, with a 
more flexible credit control system.

But in general the authorities perceived the scope for 
lowering interest rates to be limited. Faster or more 
substantial cuts in interest rates were judged to be 
inappropriate in view of the remaining inflation differ
entials vis-a-vis Germany, the continuing need to finance 
a large budget deficit, or the financing requirements of 
a current account deficit. In both Italy and Ireland, 
interest rates were actually increased. The Bank of Italy 
temporarily raised its discount rate one percentage point 
to 16.5 percent in September to curb growth in bank

credit that was exceeding its target range. When credit 
growth moderated, however, the Bank of Italy cut its 
discount rate back to 15.5 percent in recognition of the 
continuing progress in reducing in fla tion  to below 
double-digit rates.

Thus, interest d ifferentia ls among EMS countries 
remained relatively wide and did not narrow as rapidly 
as, for example, the inflation differentials. Residents in 
countries with still relatively high interest rates increased 
the ir borrow ings in in terna tiona l markets, partly to 
finance domestic operations, while short-term capital 
movements through the banking sector also flowed to

Chart 6
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the centers with higher rates. Judging these inflows to 
be potentially reversible, the central banks chose to 
resist a substantial appreciation of their currencies 
within the EMS through intervention.

Against the dollar, the EMS currencies fluctuated 
generally in line with the German mark, weakening most 
of the period under review with the only major reversal 
during October and November. By the end of January 
many of these currencies were trading at record lows 
against the dollar, and all were some 8 percent below 
end-July levels.

Although several of the EMS central banks at times 
intervened in dollars to limit the decline of their cur
rencies against the dollar, total dollar sales by central 
banks other than the Bundesbank were moderate for the 
period as a whole. In any case, by end-January, the 
EMS central banks had purchased considerably more 
EMS and other currencies in the exchange market than 
they had sold dollars.

Swiss franc
As the period under review began, Swiss interest rates 
were under some upward pressure. Throughout 1984, 
the monetary authorities in Switzerland aimed at con
trolling inflation by monetary restraint, adhering to a 
targeted rate of growth of about 3 percent for the central 
bank money stock. They held to this goal even though 
economic recovery slowed during the second half of the 
year. The economic recovery, though moderate by his
torical standards, was sufficient to generate a modest 
pickup in credit demands and some increase in interest 
rates. In addition, dom estic financia l markets were 
somewhat unsettled by the decline of the Swiss franc 
from its peak in March that amounted to nearly 19 per
cent vis-a-vis the dollar and about 2 percent vis-a-vis 
the German mark by the end of July. These declines 
had brought the spot rate down to SF2.4745 and 
DM.8493 by the opening of the period.

During August the Swiss franc steadied. Although 
short- and long-term  in terest rates in Sw itzerland 
remained the lowest of any of the industrialized coun
tries, the tightening of money market conditions in 
Switzerland combined with other factors to begin to 
reverse the decline in the Swiss franc. Interest rates in 
Switzerland were rising at a time when rates elsewhere 
were either steady or declining. Interest differentials, 
while still adverse vis-a-vis both the dollar and the 
German mark, narrowed. In addition, non-residents had 
significantly reduced their issuance of Swiss franc- 
denominated bonds. Also, there had been a particularly 
sharp drop in bond placements—and therefore in the 
ensuing conversion of bond proceeds into dollars— by 
Japanese firms whose ability to offer attractive terms on 
bonds with stock warrants became compromised by a

poor performance of Japan’s stock market during the 
second quarter. Nor did Swiss franc bonds offer as 
much prospect for capital appreciation to attract inves
tors as did bonds denominated in currencies where 
interest rates were declining.

The Swiss franc therefore  recovered irregu la rly  
against the dollar to reach its high of the six-month 
period of SF2.3650 on August 16. The franc recovered 
against the German mark for somewhat longer, moving 
to a level below DM0.82 after mid-September.

During late September and October, when European 
currencies were generally fluctuating widely vis-a-vis the 
dollar, the Swiss franc moved with the German mark, 
but not as widely. The Swiss franc was not the focus 
of selling pressures prior to September 21. Thereafter, 
it did not benefit as much from intervention. The Swiss 
authorities made it clear that they did not intend to 
intervene aggressively in the exchange markets out of 
concern that they might then have to deviate substan
tially from their domestic monetary policy objectives. 
When the dollar fell back in late October, the Swiss 
franc was again trading close to its highs for the period 
against both the dollar and the mark.

Thereafter, however, the franc began to lose ground 
relative to both currencies. This weakness in the franc 
followed statistical releases confirm ing that inflation 
continued to be higher and growth lower than in Ger
many. Also, the franc did not benefit, as the mark did, 
from continuing expectations of central bank interven
tion. The National Bank, having kept its restrictive 3 
percent target for growth of central bank money for

Chart 7

Swi tze r la nd
Movements in exchange rate and offic ia l 
foreign currency reserves

Francs per dollar Billions of dollars

See exchange rate footnote on Chart 3.

68 FRBNY Quarterly Review/Spring 1985
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Spring 1985



1985, was perceived as reluctant to add further upward 
pressure on domestic interest rates by intervening in the 
exchange markets. The franc declined more rapidly than 
the mark as the dollar strengthened across the board 
during late December and January. The franc closed the 
period at SF2.6830, down 8V2 percent relative to the 
dollar for the six months.

As the franc began again to decline in late 1984, 
market commentators started to attribute the move at 
least in part to a long-term loss of the franc’s interna
tional appeal. They suggested the franc might be suf
fering from an erosion of its “ safe haven” status in the 
face of worldwide reductions in inflation and the per
ception of an increasingly fragile political environment 
in Europe. Some also suggested that the transactions 
demand for the currency had diminished to the extent 
that the franc has lost a ttractiveness as a trading 
vehicle. As for foreign exchange dealing, the dollar/mark 
relationship was volatile enough to provide sufficient 
profit opportunities in markets larger in size and per
mitting bigger transactions. As a medium for investment, 
the franc was being overshadowed by other currencies, 
most especially the dollar.

The Swiss National Bank did not intervene in the 
exchanges during the August-January period. Swiss 
reserves fluctuated as the central bank used currency 
swaps to adjust dom estic liquid ity, closing v irtua lly  
unchanged from end-July levels.

Canadian dollar
Just before the period opened, the Canadian dollar had 
shaken off the severe selling pressures of the earlier 
part of the year. In mid-summer, Canadian interest rates 
had moved up, restoring a positive differential in favor 
of the Canadian dollar. With money market rates well 
above corresponding U.S. rates at the start of August, 
the cost of short Canadian dollar positions had become 
expensive. Thus professional selling of the currency 
subsided and commercial leads and lags came into 
better balance. Also a public debate faded over whether 
economic policy should give priority to reducing unem
ployment or dealing with inflation. The Canadian dollar 
rose from the historic low of Can.$1.3368 ($0,748) 
a g a in s t the U .S. d o lla r reached  in m id -Ju ly  to 
Can.$1.3094 ($0,764) by early August.

During the period under review, a number of factors 
supported the Canadian currency which, along with the 
U.S. dollar, rose relative to the other major currencies. 
Canada’s current account was in surplus, buoyed by a 
strong export performance. Canada’s economy revived 
in the third quarter, catching up for slower growth earlier 
in the year. Meanwhile, inflation continued to moderate, 
falling to below 4 percent at an annual rate. In addition, 
a change in government at the September national
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elections encouraged market participants because of the 
new governing party’s advocacy of policies to encourage 
foreign investment in Canada, to reduce governmental 
intervention in the economy, and to cut government 
expenditures. These ideas were reaffirmed in November 
when the government gave a statement to Parliament 
of its intended legislative program.

Yet market confidence in the Canadian dollar was not 
fully restored. The public debate preceding the election 
had left uncertain the priority any government would 
place between lower interest rates to stimulate the 
economy and higher rates to fight inflation. By mid
winter there was also some doubt that the new gov
ernment would be able to implement its program of 
fiscal restraint. Moreover, large corporate transactions 
occasionally weighed on the market for Canadian dollars 
at times.

Under these circumstances, the Canadian authorities 
moved cautiously to take advantage of the decline of 
U.S. interest rates to avoid an outbreak of revived 
pressure against the currency. Canadian interest rates 
at first did not decline as quickly as U.S. rates, and by 
mid-October the interest differentials vis-a-vis the U.S.

dollar were even wider than in early August. Thereafter, 
Canadian interest rates did ease more in line with U.S. 
interest rates, maintaining the wider differentials for the 
balance of the six-month period.

Against this background, the Canadian dollar fluc
tuated without clear direction against the U.S. dollar, 
declining less than other currencies. On balance it 
declined 1 1/4 percent to Can.$1.3258 ($0,754) by end- 
January. The Canadian dollar thereby continued to 
appreciate against other currencies during the period 
under review, benefiting at least in part from high yields 
on Canadian assets and the currency’s relative firmness 
against the U.S. dollar to attract sizable capital inflows 
from abroad.

Foreign exchange intervention by the Canadian 
authorities was aimed at smoothing out sharp move
ments in the currency. Total foreign currency reserves 
fell by $1.2 billion, mostly in August and November, to 
stand at $1.5 billion at the end of the period. The 
declines primarily reflected repayments of outstanding 
foreign exchange drawings made earlier in the year on 
the government’s credit lines with Canadian and foreign 
banks.
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REVISED PUBLICATION

An updated table— Depository Institutions and Their 
Regulators—\is now available from the Federal Reserve 
Bank of New York. The g rid -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 as of December
1984 affecting the activities of regulators and depository 
institutions. It is intended to provide easy reference for 
bankers and advanced students of banking.

Single copies of the 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, Federal Reserve Bank 
of New York, 33 Liberty Street, New York, NY 10045.
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TWO PRIMERS

The Basics o f Foreign Trade and Exchange is a 16- 
page booklet that explains why nations trade, how for
eign exchange markets facilitate this trade and the role 
of the Federal Reserve in those markets.

Debt and Deficits is a 20-page booklet that examines 
the size and impact of Federal debt and deficits and 
discusses various policy options for bringing them under 
control.

These two publications are aimed at the beginning 
student of economics.

Copies are available free from the Public Information 
Department, Federal Reserve Bank of New York, 33 
Liberty Street, New York, NY 10045.

3 ¥ v' ;  V ' | * V
---------------------- ------- —----------------------- -------- --------------- -

FRBNY Quarterly Review/Spring 1985

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Spring 1985



Subscriptions to the Quarterly Review  (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.

Library of Congress Catalog Card Number: 77-646559
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Spring 1985



Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Spring 1985



February-April 1985 Interim Report
(This report was released to the Congress 
and to the press on June 7, 1985.)

Treasury and Federal Reserve 
Foreign Exchange Operations

The dollar rose strongly during February to record highs 
for the floating rate period against major European 
currencies, then fell unevenly until mid-April. At the end 
of April the dollar was trading somewhat above its lows 
for the three-month period, but was down on balance 
about 2 percent against most major currencies from 
end-January levels. Exchange markets were highly 
unsettled on a number of occasions during the period. 
Monetary authorities intervened heavily during February 
and early March following the January G-5 meeting at 
which the participating countries reaffirmed their com
mitment to promote convergence of economic policies, 
to remove structural rigidities, and to undertake coor
dinated intervention as necessary.

The dollar began to move up strongly as the period 
under review opened. The dollar’s resilience in the face 
of declining U.S. interest rates during the last quarter 
of 1984 had increased confidence in the currency. But 
the main factor spurring the reacceleration of the dollar’s 
rise was the market perception that the U.S. economy 
was likely to pick up again and maintain strong growth 
with low inflation after the slowing late in 1984. The 
expected economic growth and the recent acceleration 
of the monetary aggregates were thought likely to limit 
the scope for any further easing of monetary policy.

Moreover, economic recovery in Europe continued to 
be comparatively sluggish despite the strong contribution 
to world economic growth provided by the U.S. expan-

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.

sion. Against this background, market sentiment toward 
the dollar became extremely bullish. There was strong 
demand for dollars for both commercial and investment 
purposes as well as by market professionals, even as 
the dollar set record highs against several European 
currencies. Markets became one-sided and unsettled as 
the dollar’s rise gained momentum, particularly after it 
passed levels at which some central banks had inter
vened in the past. Through February 26, the dollar rose 
by nearly 10 percent against major European curren
cies—to about DM3.48 and $1.03 against the German 
mark and British pound, respectively— while rising 3 
percent against the yen.

On three occasions during the first three weeks of 
February the U.S. authorities intervened, selling a total 
of $208.6 million against marks, $97.6 million against 
yen, and $16.8 million against sterling to counter dis
orderly market conditions in operations coordinated with 
foreign monetary authorities. But the exchange markets 
became more unsettled amid uncertainty over the high 
dollar exchange rates and the speed of the dollar’s rise 
over the preceeding weeks. The dollar started to ease 
back from its highs. Then, coordinated intervention 
operations, considerably larger than those of the pre
ceeding months, were undertaken by several monetary 
authorities. As for their part of these operations, the 
U.S. authorities intervened on two occasions at the end 
of February and one in early March, selling a total of 
$257.2 million against marks. At the end of these 
operations the dollar was well below its highs of 
February 26th.

The dollar moved higher during the following week 
before declining again as newly released U.S. economic
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Table 1

Federal Reserve
Reciprocal Currency Arrangements
In millions of dollars

Amount of Amount of
facility facility

April 30, April 30,
Institution 1985 1984

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 Denm ark.................. 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 franc-dollars .......................... 600 600
Other authorized European
currency-doliars ............................... 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

Period
Federal

Reserve

United States Treasury
Exchange

Stabilization
Fund

February 1 through
April 30, 1985......................... -0- -0-

Valuation profits and losses 
on outstanding assets 
and liabilities as of 
April 30, 1985*....................... -$1,294.6 -$841.2

Data are on a value-date basis.
"Cumulative bookkeeping, or valuation, profits or 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. Valuation losses reflect the 
dollar's appreciation since the foreign currencies were acquired.

statistics indicated that growth in the first quarter might 
be lower than previously expected. The pace of the 
dollar’s decline accelerated during March and early April 
as exchange markets became concerned about the 
implications for monetary policy and, more generally, of 
the troubles of the Ohio thrift industry and the slowing 
of U.S. economic growth. As the market adjusted to 
these uncertainties, the dollar’s decline at times was 
rapid, moving through levels at which resistance had 
been expected by some market participants.

By the middle of April, the dollar had fallen 15 percent 
from its highs of February to a low of DM2.95 against 
the mark. Its drop in terms of the Japanese yen and the 
Canadian dollar was much smaller— about 6V2 percent 
and 4 percent, respectively—just as the dollar’s earlier 
rise relative to those two currencies had been more 
moderate. The dollar fell most dramatically, by over 20 
percent, against sterling. Following a sharp rise in British 
interest rates during late January, market participants 
had come to anticipate that the British authorities would 
maintain their anti-inflationary stance, with the result that 
sterling interest rates would remain substantially above 
those elsewhere. In these circumstances, sterling ben
efited more than other currencies from investment flows 
out of dollar-denominated assets as the dollar declined.

The dollar found support at the lower levels reached 
in mid-April as professionals covered short positions and 
strong investment and commercial demand emerged. 
The dollar closed April down slightly on balance from 
the opening of the period. In March and April, however, 
daily exchange rate movements were sharp and bid- 
offer spreads wider than normal as market perceptions 
about tren ds  in the econom y and lik e ly  o ff ic ia l 
responses were in a constant state of flux. Under these 
circum stances, the dollar-m ark exchange rate, for 
example, fluctuated on average 2 percent each day 
during the two months.

In the period February through April, the Federal 
Reserve and the Exchange Stabilization Fund (ESF) 
realized no profits or losses from exchange transactions. 
The Federal Reserve and the ESF invest foreign cur
rency balances acquired in the market as a result of 
the ir fo re ign  exchange ope ra 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 had invested $927.0 million 
of its foreign currency holdings in securities issued by 
foreign governments as of April 30. In addition, the 
Treasury held the equivalent of $1,621.7 million in such 
securities as of the end of April.
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February-July 1985 Semiannual Report 
(This report was released to the Congress 
and to the press on September 6, 1985)

Treasury and federal Reserve 
Foreign Exchange Operations

During the period under review many observers of the 
foreign exchange markets were uncertain about the 
sustainability of the global economic expansion, now 
into its third year. The vigorous upswing in the United 
States had faltered in the third quarter of 1984, and 
market participants were anxious for evidence whether 
domestic demand would remain strong enough to sup
port renewed increases in production and employment 
in 1985. Doubts developed about other countries’ ability 
to continue to expand should U.S. growth remain sub
dued, since exports to the United States had been the 
major source of stimulus abroad.

Meanwhile, inflation had decelerated in almost all of 
the industrial countries, but the scope for making further 
progress in the fight against inflation was seen as more 
limited at this stage of the business cycle. At the same 
time, market attention was focused on concerns about 
the imbalances in the structure of the current recovery— 
imbalances reflected in a large U.S. fiscal deficit, 
unprecedented disparities in the current account posi
tions of the largest industrialized countries, interest rates 
at levels that appeared high relative to current inflation 
rates, and persistent unemployment problems abroad.

With the major money and capital markets of the 
world increasingly integrated through progressive lib
eralization of exchange controls and other regulations,

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, Elizabeth A. Goldstein, 
Thaddeus D. Russell, and Elisabeth S. Klebanoff contributed to its 
preparation.

shifts in sentiment about these uncertainties were 
associated with sizable movements in dollar rates. 
During the six months February through July, the dollar 
briefly continued its four and one-half year climb, 
advancing strongly to hit record levels in the floating 
rate period. Thereafter it depreciated, at times quickly, 
to close the period much lower.

The dollar’s continued rise: February to early-March
The dollar was buoyed early in the period by an 
improving outlook for the U.S. economy and the impli
cations for U.S. monetary policy. Data being published 
at the time pointed to a significant rebound in the fourth 
quarter that had been unanticipated just months before, 
and economic forecasters were beginning to present 
reassuring projections of moderate growth for 1985. An 
accelerating expansion of monetary aggregates was 
seen as limiting the scope for any further easing of U.S. 
monetary policy and might even suggest some tight
ening. As a result, there was a perception in the market 
that the decline in U.S. interest rates, which had brought 
short-term deposit rates down more than three per
centage points in about six months and was marked by 
two half percentage point cuts in Federal Reserve dis
count rates, was not likely to continue. As this shift in 
expectations occurred, market rates for long-term as 
well as short-term instruments backed up somewhat 
during February and into early March.

The economic outlook abroad was more guarded. The 
performance of many of the European economies had 
not been sufficient to dispel concerns about their longer- 
term growth potential. Industrial production statistics for
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the first quarter, while hard to interpret because of 
temporary disruptions associated either with labor dis
putes or an unusually severe winter, pointed to declines 
in output in many large countries. Also, business opin
ions and press commentary appeared to reflect a lack

Chart 1

The Dollar against Selected 
Foreign Currencies

Percent

J A  S O N  D J F M A  M J J  
1984 1985

Percentage change of weekly average bid rates for dollars 
from the average rate for the week of July 2-6, 1984. Figures 
calculated from New York noon quotations.

of confidence in most countries that domestic demand 
could revive sufficiently to ensure a continued expansion 
should U.S. growth be subdued. Fiscal policies abroad 
were regarded as being almost universally restrictive, 
as the authorities sought further progress in achieving 
their medium-term goal of reducing fiscal deficits as a 
proportion of national income. Monetary policies were 
also generally restrained.

Thus, few market observers thought that foreign 
central banks would welcome pressures emanating from 
either a renewed firming of interest rates in the United 
States or a continuing decline in their currencies to 
tighten monetary policy any more. Yet the impact on 
domestic prices of the progressive decline in these 
countries’ currencies against the dollar was showing 
through, at least in Germany where import prices were 
rising more quickly. Market participants therefore 
became wary of the possibility that the authorities there, 
as well as in other countries, might use intervention in 
an effort to stop the currency depreciations.

The full range of these international issues had 
already been discussed at a G-5 meeting late in Jan
uary. Moreover, the May 1983 Williamsburg agreement 
to undertake coordinated intervention as necessary was 
reaffirmed at that meeting and visible foreign exchange 
market operations had subsequently been undertaken 
by the authorities of several countries. Market partici-

Chart 2

U.S. Interest Rates
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Chart 3

Real GNP and Real Domestic Demand Growth
In 1984

Percent 
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Source: Organization for Economic Cooperation and 
Development, 1984.
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pants perceived the central banks to be more willing to 
intervene than before. But they were uncertain about the 
circumstances in which the central banks would judge 
intervention to be appropriate.

At the same time dealers remained impressed by the 
strength of demand for dollars in the exchange market. 
Enthusiasm spread about the degree of interest coming 
from abroad in the Treasury’s February refunding oper
ations. Commercial entities were frequently seen as 
buyers of dollars, presumably to hedge future commit
ments in light of the improving outlook for the dollar. As 
sentiment toward the dollar became increasingly bullish, 
the dollar rose through levels at which, in earlier 
months, some central banks had intervened and pre
viously provided resistance. The dollar’s rise then gained 
momentum, markets became one-sided, and dollar rates 
moved quickly to successive highs against several 
European currencies. By February 26, the dollar had 
risen nearly 10 percent against major European cur
rencies while rising 3 percent against the Japanese yen. 
At this point the dollar was at its highest level of the 
six-month period under review, trading around DM3.48 
and $1.03 against the German mark and British pound, 
respectively.

On three occasions during the first three weeks of 
February, the U.S. authorities intervened, selling a total 
of $242.6 million against marks, $48.8 million against 
yen, and $16.4 million against sterling to counter dis
orderly market conditions in operations coordinated with 
foreign central banks. Between February 27 and March 
1, the U.S. authorities sold another $257.4 million 
against marks in the New York market in a concerted 
intervention. These operations brought the total of U.S 
intervention sales of dollars, between the January 21 
G-5 meeting and March 1 , to $659 million.

As for the central banks of most other G-10 countries, 
they intervened much more heavily between February 
27 and March 1 than before, selling dollars, buying 
German marks and other currencies, or doing both. For 
all G-10 countries as a group, the total of dollars sold 
during the five weeks between January 21 and March 1 
was about $10 billion. This series of operations con
stituted one of the biggest dollar interventions during the 
floating rate period. The sales of dollars by G-10 
countries other than the United States was large enough 
to cause a sizable drop in their official foreign currency 
reserves.

The decline: mid>March to end-July
Even after the large interventions of late-February to 
early-March, the dollar traded close to its late February 
highs for about two weeks. But the intervention had 
resulted in an accumulation of dollar-denominated 
assets in private hands. Talk had begun to spread ear-

Federal Reserve
Reciprocal Currency Arrangements
In millions of dollars

Amount of facility

Table 1

Institution July 31, 1985

Austrian National Bank ................................ 250
National Bank of Belgium ........................... 1,000
Bank of Canada ........................................... 2,000
National Bank of Denmark .........................  250
Bank of England ........................................... 3,000
Bank of France ............................................  2,000
German Federal B a n k .................................  6,000
Bank of Italy .................................................  3,000
Bank of Japan .............................................. 5,000
Bank of Mexico ............................................  700
Netherlands Bank ........................................ 500
Bank of Norway ............................................  250
Bank of Sweden ........................................... 300
Swiss National Bank ................................... 4,000
Bank for International Settlements:

Swiss francs-dollars.................................  600
Other authorized European

currency-dollars..................................... 1,250

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

her that portfolio managers were gearing up to provide 
more currency diversification to customers’ portfolios, 
taking advantage of assets that appeared undervalued 
at current exchange rates and capitalizing on the pos
sibility of future currency appreciation. Then, around 
mid-March, a more pessimistic reassessment of the 
outlook for the U.S. economy and a shift of view about 
interest rates began to weigh on the currency.

By mid-March, a variety of statistics were indicating 
that economic activity in the United States was pro
ceeding only at a relatively slow pace. While final 
demand remained buoyant, the demand for labor and 
growth of production in the manufacturing sector were 
much weaker than had been assumed in most forecasts 
earlier in the year. Market participants came to realize 
the extent that demand was being diverted away from 
U.S.-produced goods, thereby jeopardizing the sus
tainability of economic expansion here.

At the same time, signs of strain in U.S. financial 
markets became more prominent, raising the risk that 
financial as well as economic dislocations would inten
sify. The failure of three secondary government secu
rities dealers, though constituting a very small part of 
the market, imposed losses for a number of customers, 
including several local governments and thrift institu
tions. The repercussions of these incidents revealed 
weaknesses in private deposit insurance systems and
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led to large deposit outflows from state-insured thrifts, 
particularly in Ohio, before the governor of that state 
temporarily closed the affected institutions. Pictures 
displayed prom inently by the media of queues of 
depositors unable to withdraw their funds heightened 
concern about the authorities’ ability to deal adequately 
with problem situations. Since difficulties had already 
been identified in energy, real estate, and agricultural 
portfolios, this weakness was perceived as having 
potentially far-reaching implications.

Against this background, market participants adjusted 
their assessments of the outlook for U.S. monetary 
policy and interest rates. Dealers were sensitive to the 
implications of the imbalances in the economy for the 
industrial sector and the prospects for sustained growth. 
Money as measured by M1, though remaining well 
above target, was growing somewhat more slowly on a 
month-to-month basis. Inflation rates were still low, a 
renewed weakness in oil prices helped keep inflationary 
expectations at bay, and signs of Congressional action 
to reduce the fiscal deficit lent some relief to the bond 
market.

Thus, most observers came to expect the Federal 
Reserve to give priority to supporting the economy and

providing assistance to the domestic financial system. 
Market interest rates of all maturities started to decline 
in a trend that was to last about three months, while 
expectations developed that the Federal Reserve would 
announce a series of cuts in its discount rates. By mid- 
June short-term interest rates had fallen two percentage 
points or more, with the Federal Reserve lowering its 
official rates just once—by half of a percentage point, 
effective May 20. Long-term rates also declined, but 
more slowly. As a result of these declines, most U.S. 
interest rates were below levels prevailing at the depth 
of the 1982 recession.

As these developments began to unfold, the dollar fell 
substantially in the exchange markets. Many market 
participants were concerned for a time about the mag
nitude of any drop in the dollar, if foreign investors tried 
to liquidate dollar assets accumulated during previous 
years. Indeed investors acted to protect the value of 
their portfolios, mostly by selling dollars in the forward 
market but also by shifting into assets denominated in 
other currencies. Commercial customers postponed 
dollar purchases in the expectation of being able to buy 
later at more attractive rates. Bank dealers and spec
ulators on organized exchanges also sought to sell the 
dollar and to establish short positions. Under these 
circumstances the dollar moved lower. As it fell through 
levels at which resistance had previously been 
expected, the pace of the decline quickened. From its 
peak in late-February to the middle of April, the dollar 
dropped 20 percent against sterling, 15 percent against 
the continental currencies, as well as 6 V2 and 4 percent 
against the Japanese yen and Canadian dollar, 
respectively.

Late in April, however, the dollar firmed and then 
traded relatively steadily through the end of June. 
Market participants perceived that foreign investors had 
not liquidated their dollar holdings in large scale so that 
fears of an early and precipitous fall in the dollar faded. 
Instead, inflows of new funds were continuing, especially 
from Japan at the beginning of that country’s new fiscal 
year in April, as well as from countries suffering from 
serious inflation problems. Also, persistent strains in the 
U.S. financial sector were being well contained. Interest 
yields on dollar investments were still relatively attrac
tive. The scope for hedging the currency risk should the 
dollar decline had been demonstrated. And profits 
realized from earlier hedging operations increased the 
overall rate of return on dollar portfolios sufficiently to 
protect against even significant future declines in the 
dollar. In effect, the dollar retained its stature as the 
principal medium for investment.

Meanwhile, the currencies that traditionally benefit 
from a shift of investor preference out of dollars, the 
German mark and Japanese yen, had appreciated rel
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atively modestly as the dollar had declined. The U.S. 
economy had still outperformed those of most other 
industrialized countries and talk continued of a renewed 
acceleration of U.S. growth in the second half of 1985. 
The only currency to challenge the dollar as an invest
ment alternative was pound sterling. With the outlook 
for economic growth in the United Kingdom brighter than 
for most other countries and interest rate levels there 
comparatively high, sterling-denominated assets pro
vided an attractive outlet for investors reluctant to 
accept declines in yields elsewhere. Thus by the end 
of June, the dollar was trading above its mid-April lows 
against all currencies except sterling.

Many market observers had supposed that the 
authorities abroad would have taken advantage of the 
decline in U.S interest rates that occurred during the 
spring to ease their own monetary policies. But in 
Germany and Japan the authorities appeared reluctant 
to cut short-term interest rates until they were more 
confident about the exchange market situation. In the 
other countries, the authorities were cautious about 
letting interest rates at home get too far out of line 
with those of their closest trading partners. To varying 
degrees, foreign central banks instead took advantage 
of the decline in the dollar to rebuild their foreign 
currency reserves. The authorities in several countries 
acquired sizable amounts of both dollars and German 
marks, currencies that could be used in future inter
vention operations to support their own currencies. By 
the end of June the G-10 countries as a group had 
largely recovered the reserves lost in the early months 
of the year.

In July the dollar resumed its decline. During the 
spring, the gap had continued between strong growth 
of U.S. domestic demand and weak expansion of 
domestic production. As a result, the regular flow of 
economic statistics had presented conflicting signals. By

early July, however, it again became clear that U.S. 
economic activity had not increased as much as most 
observers had expected. An acceleration of real GNP 
growth in the second quarter was more moderate than 
anticipated, and anecdotal information for July sug
gested that the third quarter was getting off to no better 
a start. The mounting U.S. trade and current account 
deficits were increasingly perceived by market partici
pants as a drag on the domestic economy. Noting an 
increase in protectionist pressures, they considered the 
possibility that the Administration might welcome a fur
ther decline in the dollar to help restore external bal
ance. At the same time, disappointment developed over 
the prospects for meaningful reduction of the fiscal 
deficit, as efforts in the Congress to adopt a compro
mise budget resolution appeared to falter.

During the month, interest rate developments tended 
to move in the dollar’s favor. In the United States, 
interest rates started to firm. Market participants here 
came to expect the Federal Reserve would not be more 
accommodative until it could assess more fully the 
implications of the drop in interest rates that had already 
occurred and of a renewed acceleration in M1 growth. 
In Europe, interest rates began to ease more rapidly. 
The central bank in Germany began to provide liquidity 
at progressively lower interest rates and, at least for a 
time, central banks in other continental countries moved 
in a similar direction. Thus, interest differentials actually 
moved in favor of the dollar during the month.

Nonetheless, sentiment toward the dollar had become 
cautious. Market professionals had already begun to set 
up positions in anticipation that the dollar might resume 
its decline. Thus, when others came into the market to 
sell, dollar rates moved down through the end of the 
month, dropping well below the lows of mid-April. Ster
ling continued to lead the rise in foreign currencies 
against the dollar. After mid-July, however, when a

Table 2

Drawings and Repayments by the Argentine Central Bank Under Special Swap Arrangements 
with the U.S. Treasury
In millions of dollars; drawings ( + ) or repayments ( - )

Drawings on the 
United States Treasury

Outstanding 
September 31, 1984 1984-IV 1985-1 1985-11

Outstanding 
July 31, 1985

$500 million .............................................. * + 500 -23 0
-2 7 0

-0- -0-

$150 million .............................................. + 75 
+ 68

+ 143

Data are on a value-date basis. 
’ Not applicable.
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realignment within the European Monetary System 
(EMS) drew attention to the mark’s potential for reval
uation in that arrangement, the German currency also 
began to strengthen more rapidly than before. During 
the entire February-July period under review, the dollar 
had fallen on balance 20 percent against sterling to 
$1.4135, 12 percent against the mark to DM2.7850 and 
by approximately similar magnitudes relative to most 
other continental currencies, and by 8 percent against 
the Japanese yen to ¥236.

Meanwhile, during late June and July, progress was 
being made in some of the largest Latin American 
countries to deal with the serious imbalances in their 
economies. In Argentina, the government came to an 
agreement with the International Monetary Fund (IMF) 
on a stabilization program that entailed currency and 
wage/price reform designed to brake the country’s rap
idly accelerating inflation. Upon completion of an 
agreement by the IMF to provide a standby, the U.S. 
Treasury and 11 other monetary authorities acted to 
facilitate the provision of a $483 million bridge financing 
facility for Argentina, of which the U.S. portion was $150 
million. Argentina made two drawings of roughly equal 
size on this facility, on June 19 and on June 24, for a 
total of $460 million. The Treasury’s portion of these 
drawings was $143 million. Argentina is scheduled to 
repay the drawings in two installments after the period. 
In Mexico, the government tightened fiscal policy, lib
eralized trade policy, and made major changes in the 
structure of its exchange market. These actions were 
undertaken in order to align Mexico’s cost and price 
structure more closely with world markets and aid in 
bringing inflation down to targeted levels.

In the period February through July, the Federal 
Reserve and the Exchange Stabilization Fund (ESF)

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 

Fund

February 1 - July 31 .. -0- -0-
Valuation profits and
losses on outstanding
assets and liabilities
as of July 31, 1985 -871.1 -578 .3

Data are on a value-date basis.

realized no profits or losses from exchange transactions. 
As of July 31, cumulative bookkeeping or valuation 
losses on outstanding foreign currency balances were 
$871 million for the Federal Reserve and $578 million 
for the Treasury’s Exchange Stabilization Fund. These 
valuation losses represent the decrease in the dollar 
value of outstanding currency assets valued at end-of- 
period exchange rates, compared with the rates pre
vailing at the time the foreign currencies were acquired.

The Federal Reserve and the ESF invest foreign 
currency balances acquired in the market as a result of 
their foreign 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 pro
vided by the Monetary Control Act of 1980, the Federal 
Reserve had invested $1,009.2 million equivalent of its 
foreign currency holdings in securities issued by foreign 
governments as of July 31. In addition, the Treasury 
held the equivalent of $1,756.0 million in such securities 
as of the end of July.

Chart 5

Changes in Currency Reserves of 
G-10 Countries
Excluding United States 
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Foreign currency reserves shown in this and the following 
charts are drawn from IMF data published in International 
Financial Statistics.

Adjustments for gold and foreign exchange swaps 
against European currency units done with the 
European Monetary Fund are incorporated.
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European currencies
Coming into the six-month period, progress appeared to 
stall in resolving the economic problems facing Euro
pean countries. During the months of severe winter 
weather, growth in several countries slowed, unem
ployment in some continued to drift upward, and a 
deceleration in inflation petered out. At the same time 
the trend toward greater convergence of economic 
performances started to dissipate, notwithstanding the 
fact that governments in almost all of these countries 
continued to be committed to common goals for eco
nomic policy: reducing government deficits and con
taining inflation. Under these circumstances, there were 
some adjustments among the relationships of all Euro
pean currencies as they declined and then rose against 
the dollar.

Early in the period, with the dollar strengthening 
across the board, the continental currencies as a group 
fell about 10 percent. The Swiss franc dropped to 
SF2.9405, the lowest level in more than 10 years, and 
the German mark posted a low for the floating-rate 
period at DM3.4780. The Dutch guilder, the French and 
Belgian francs, and the Italian lira dropped to record 
lows of NG3.9430, FF10.6300, BF69.90, and LIT2167, 
respectively. Sterling, which had been the target of 
especially heavy selling pressure just before the period, 
declined somewhat more slowly against the dollar during 
February. Nevertheless, by February 26 it had declined 
nearly 9 percent and also recorded a record low of 
$1.0370.

Meanwhile, authorities in Germany and the United 
Kingdom were concerned that inflation was picking up 
as a result, at least in part, of the impact on import 
prices of the continuing strength of the dollar. In the 
United Kingdom, inflationary expectations were also 
stimulated by concerns over the priorities of the gov
ernment’s economic policy and above-target growth of 
money. But the British authorities had acted to address 
these concerns prior to the period by permitting an 
abrupt and sharp increase in short-term interest rates. 
In Germany, where the pressures were far less acute, 
market rates also tended to firm. But market participants 
perceived the German authorities to be resisting the rise 
out of concern that significant increases in interest rates 
were not appropriate to the domestic economic situation. 
These developments had disappointing implications for 
other countries that had been maintaining favorable 
interest rate differentials relative to Germany. The cen
tral banks in France, Italy, and Belgium, for example, 
saw the opportunity for them to lower interest rates in 
response to earlier improvements in their price per
formance as quickly slipping away.

Following the G-5 meeting in January most European 
central banks participated in the coordinated interven

tions that took place through early March. All of those 
participating sold dollars, at times in sizable amounts. 
Some supplemented their dollar sales with purchases 
of marks and a couple of other currencies, either against 
dollars or their own currencies.

From mid-March, when the dollar began to decline, 
to end-June, sterling was the currency that rebounded 
most strongly to lead the rise in European currencies 
against the dollar. The Swiss franc also benefited more 
than many others, while the German mark was not 
particularly buoyant.

This pattern of exchange rate changes surprised 
market observers who had anticipated that, once the 
dollar started to fall, the mark would reassert itself as 
the principal alternative for investment. But as it turned 
out, the currencies to benefit most from the dollar’s ini
tial decline were, for the most part, those with assets 
yielding relatively high interest rates. Foreign capital was 
drawn into sterling, enticed by high yields on gilts and 
other fixed income securities as well as the breadth and 
liquidity of London’s financial markets. Residents in high
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interest rate countries borrowed abroad where the cost 
of funds was lower to finance trade and domestic 
expenditures. The Swiss franc firmed against many 
other currencies, even though Swiss interest rates 
remained relatively low, because the impression spread 
in the markets that monetary policy in Switzerland was 
not likely to be eased. In Germany, interest rates were 
also lower than in most other countries, and economic 
indicators for the first quarter were being interpreted in 
the market as disappointing. Expectations developed 
that the Bundesbank would cut interest rates as soon 
as exchange market conditions permitted and U.S. 
interest rates declined.

Although the upward pressure on European interest 
rates subsided as the dollar declined during the spring, 
the European monetary authorities were slower to 
reduce interest rates than many market observers had 
expected.

In the United Kingdom, the authorities were intent on 
reassuring markets of their commitment to strict financial 
policies. A cautious budget, presented in March, called 
for both a drop in the public sector borrowing require
ment and reductions of growth targets for Britain’s two 
monetary target variables, MO and M3. As interest rates 
in the United States declined and capital inflows into 
sterling exerted upward pressure on the pound, the

Bank of England allowed interest rates to ease some
what. But the authorities were perceived as acting to 
slow the decline—an approach that appeared reason
able as long as the economic outlook for the United 
Kingdom was more optim istic than for most other 
countries. By late June, short-term interest rates were 
still above 12 percent and differentials v/'s-^-v/'s dollar 
interest rates were even wider than they had been early 
in February.

In Germany, also, the Bundesbank did not judge the 
domestic situation as warranting a change in the course 
of monetary policy. The central bank saw the underlying 
trend of economic activity still pointing upward. Central 
bank money stock was growing close to the top of its 
target path, buoyed by an acceleration of domestic 
credit growth early in the year. The public sector in 
particular was temporarily having an expansionary 
impact on monetary growth. And by late spring a public 
debate had emerged over accelerating proposed tax 
cuts. The Bundesbank did not wish to suggest that an 
easing of policy was appropriate by announcing reduc
tions of its official rates. But it was willing to provide 
sufficient liquidity to the banking system mainly through 
repurchase agreements. These operations reduced 
banks’ use of Lombard credit and guided day-to-day 
money rates cautiously lower. By the end of June, three- 
month money rates had eased 75 basis points from
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levels of end-February, less than half the decline for 
comparable rates in the United States.

The relative stability of interest rates in Germany was 
a factor limiting the scope for interest rate declines in 
other European countries. The authorities there had 
accepted that domestic interest rates would remain 
considerably higher than those in Germany because 
inflation rates were higher and current account positions 
were not as strong. Yet their currencies were being 
buoyed relative to the mark by the inflow of interest- 
sensitive capital. Under the circumstances, these central 
banks also looked to relatively subtle techniques to ease 
money-market rates gradually, so as not to suggest that 
a change in policy was underway. The Bank of France, 
for example, lowered its money market intervention rate, 
acting cautiously by moving in several small steps. In 
this way, short-term interest rates in France declined 
somewhat more than in Germany. A more substantial 
change in technique occurred in Belgium where the 
National Bank decided to adopt a more flexible and 
market related practice for fixing the discount rate. 
Henceforth the discount rate was to be linked to the rate 
on three-month Treasury certificates. As a result, a 
decline that had already occurred in market rates was 
acknowledged and rates continued to ease modestly 
through the end of June.

Against this background, the authorities in many 
European countries also chose to respond to the 
favorable exchange market environment for their cur
rencies by acquiring foreign currency reserves. During 
the second quarter a number of central banks were 
active buyers of dollars either in the market or from

customers. They also purchased substantial amounts of 
other currencies, especially the German mark, because 
it is a currency frequently used for intervention within 
the EMS and is of increasing importance in the reserve 
holdings of other European countries. As a result of 
these operations, many countries restored the reserves 
lost during their intervention operations in late January 
through early March. France and Italy had among the 
largest increases in reserves. Germany’s increase was 
the greatest, even though it refrained from intervening 
for much of the period.

Meanwhile, the Italian lira had broken stride with the 
other European currencies. During February it had risen 
against the dollar more slowly than the others. As a 
result, it had moved from the top to the bottom of the 
narrow EMS band between early February and mid- 
March and then traded consistently about 11/2 percent 
below the bottom-most currency in the narrow band 
during the second quarter. Fiscal policy in Italy had been 
expansionary, with the government deficit expected to 
grow to 17 percent of GDP in 1985. Moreover, Italy’s 
inflation remained high relative to that of other countries 
and successive increases in wage settlements eroded 
the country’s competitiveness all the more. Accordingly, 
the current account had deteriorated, with imports of 
capital goods quickening. Under these circumstances, 
market participants came to anticipate that the Italian 
authorities might welcome a decline in their currency.

Sentiment toward the lira was briefly buoyed in May 
and June when the government’s position strengthened 
with a defeat of a referendum reinstating wage index-
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ation and a smooth transition to a new presidency. But 
by July the lira had resumed its slide toward its lower 
EMS limit. This depreciation helped to offset the com
petitive disadvantage resulting from accumulated infla
tion differentials but removed room for movement of the 
exchange rate within the wide band available to the lira 
in the EMS arrangement. The Italian authorities there
fore decided to seek a realignment of the lira’s central 
rates. Thus, after the lira dropped to its existing lower 
limit in hectic trading on Friday, July 19, the authorities 
closed the foreign exchange markets in Italy after the 
fixing. That weekend the EMS countries agreed to a 
realignment that took the form of a 7.8 percent deval
uation of the lira’s bilateral central rates against all other 
active EMS members. As a result, the lira’s European 
currency unit central rate fell by 7.7 percent while the 
others rose by 0.15 percent.

The July realignment of the EMS served to focus 
market attention on the risks of further adjustments in 
the exchange rate relationships among European cur
rencies. Market operators began to hedge their bor
rowings in low interest rate currencies and their 
investments in high interest rate currencies. The mon
etary authorities in countries like France and Belgium 
found the scope for letting interest rates ease or for 
adding to official reserves more circumscribed than 
before. At the same time the Bundesbank found that the 
exchange rate environment, together with a reaffirmation 
of the government’s policy of fiscal consolidation, 
afforded an opportunity to let short-term interest rates 
decline more quickly. A similar development occurred in 
the Netherlands.

About the same time in July sentiment toward sterling 
began to soften as well. The pound had risen progres
sively against the mark to levels that brought into 
question Britain’s competitive position vis-a-vis its 
European trading partners. Moreover, the earlier opti
mistic assessment of the country’s economic prospects 
gave way to a more guarded outlook in the face of a 
weakening flow of new orders and a flattening of output 
growth. Market participants came therefore to expect the 
Bank of England to permit a more rapid decline in 
interest rates, even if the pound were to weaken as a 
consequence. Indeed, during the month, money market 
rates in London declined toward the 11 percent level 
and favorable interest rate differentials relative to the 
dollar narrowed by about one and one-half percentage 
points. In response, sterling gave up some of its gains 
vis-a-vis the mark late in the month.

Thus, the decline in the dollar in July came to be 
reflected in a somewhat more rapid rise in the German 
mark than before. Even so, at the end of the six-month 
period under review, the pound had still risen from the 
February lows against the dollar by more than the other
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European currencies. It closed the period up 38 percent 
from the end-February lows at $1.4350. The mark rose 
25 percent during the same period to DM2.7800, with 
the Swiss franc and most EMS currencies moving 
roughly in line with the mark. The lira rose 18 percent 
to LIT1872.

Japanese yen
The yen generally moved in line with European curren
cies against the dollar during the six-month period, but 
its fluctuations were narrower. As the period opened, 
market sentiment toward the yen was relatively positive. 
An annualized 9 percent rise in GNP in the fourth 
quarter of 1984 and optimistic projections for calendar 
1985 compared favorably with the experience and out
look of other countries. Inflation remained low, with the 
effect of the yen’s depreciation against the dollar offset 
by its rise against other currencies and by the weakness 
of world commodity prices, particularly petroleum. 
Japan’s current account surplus had grown to a record 
$35 billion in 1984. Thus the yen did not fall as rapidly 
against the dollar as the European currencies during 
February.

Japanese fiscal policy continued to be one of grad
ually reducing the government’s fiscal deficit as a pro
portion of GNP. The Bank of Japan maintained its 
accommodative monetary stance, but the central bank 
refrained from reducing its official lending rates, citing 
as its main reason the need to support the yen in the 
exchange markets.

After March the yen did not rise as rapidly as other 
currencies against the dollar. Attention was often 
focused on Japan’s huge long-term capital outflows— 
which had reached $50 billion in 1984—as a major 
potential source of unpredictable pressure against the 
yen. At times during the period, the yen’s performance 
in the exchange market—as well as credit market 
developments in both Japan and the United States—was 
influenced temporarily by reports and rumors about 
possible changes in rules or preferences governing 
Japanese investment abroad. In any case, the yen did 
not benefit, as did the European currencies, from a 
favorable shift of capital flows late in the period under 
review. Long-term capital outflows, as measured in 
Japanese net purchases of foreign bonds, actually grew 
larger to set new records in June and July. But since a 
greater proportion of the outward investment by Japa
nese residents than before was thought to be hedged 
through forward foreign exchange transactions and 
short-term dollar borrowings, the resulting pressures 
against the yen were substantially mitigated.

Rising foreign protectionist threats against Japan, and 
demands that the Japanese government step up its 
actions to reduce the trade imbalance, also attracted

Chart 13 

Japan
Movements in exchange rate and official 
foreign currency reserves

Yen per dollar Billions of dollars 
235------------------------------------- --------------------------------------------0.8

Exchange rate

1984 1985

See exchange rate footnote on Chart 8.

attention in exchange markets at times as a potentially 
negative background factor for the yen. Generally, 
however, such pressures did not have immediate 
exchange-rate influences. Announcements in April and 
June of new Japanese government programs to open 
domestic markets by reduced tariffs, liberalized invest
ment rules, and adm inistrative reforms had little  
apparent impact on the yen rate at the time.

By the end of the period, Japanese foreign currency 
reserves had risen by almost $1.2 billion to $2.38 billion, 
largely reflecting interest earnings.

Canadian dollar
The Canadian dollar, like other currencies, weakened 
considerably against the U.S. dollar early in the period. 
The rise in U.S. interest rates during January and Feb
ruary fanned renewed debate over priorities for mone
tary and fiscal policies in Canada. Inflation in Canada 
had stabilized under 4 percent on a year-on-year basis 
but the unemployment rate had recently moved back 
over 11 percent. Market participants, noting that Can
ada’s traditional interest rate advantage had dwindled 
to about one percentage point by early February, 
questioned the willingness of Canadian authorities to 
permit increases in interest rates comparable to those 
in the United States. Moreover, uncertainty developed 
as to whether Canada’s newly elected government 
would deal decisively with its plan to reduce the budget 
deficit and improve the investment climate. At the same 
time unease developed surrounding potential capital 
outflows related to the acquisition by Canadians of 
foreign-owned assets in the petroleum sector.
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Against this background, sentiment toward the 
Canadian dollar deteriorated sharply. Speculative selling 
and an adverse shift in commercial leads and lags put 
pressure on the exchange rate which fell to an all-time 
low of Can.$1.4070 ($0.7107) early in March, a decline 
of 6 percent from the end of January. The authorities 
intervened heavily to moderate the decline, financing 
their dollar sales by drawing on the government’s credit 
lines with commercial banks and borrowing in the 
Eurodollar market. Moreover, the Bank of Canada 
allowed interest rates to rise more sharply than U.S. 
rates, and the currency’s interest rate advantage wid
ened to 21/2 percentage points.

These developments helped to convince market par
ticipants that the authorities’ approach to the exchange 
rate had not been changed. In addition, the Canadian 
government announced plans for tax increases and 
expenditure cuts to reduce the fiscal deficit together with 
legislation to remove impediments to foreign investment

in Canada, thereby reducing uncertainty further. More
over, a strong external performance, signs of a pickup 
in the domestic economy, and low wage settlements 
provided a more encouraging outlook for the currency.

Thus, the Canadian dollar recovered after mid-March 
most of the ground it lost earlier in the period to close 
at Can.$1.3539 ($0.7386), down only 2 percent on bal
ance over the six months. Under these circumstances, 
interest differentials eased back to fluctuate around 
1 1/ 2  percentage points over the remainder of the period. 
The Bank of Canada made net dollar purchases as its 
currency rose, which it used to repay debt on its com
mercial bank credit lines and bolster reserves. In addi
tion, a further U.S. dollar borrowing in the U.S. market 
served to boost the level of foreign exchange reserves. 
By the end of July, foreign exchange reserves were up 
$498 million over the period under review at $2.1 billion.

Selected Latin American currencies
During the six months under review, two major Latin 
American countries, Mexico and Argentina, introduced 
new economic packages that included, among other 
measures, reforms to their respective foreign exchange 
systems. In the case of Mexico, this package was 
designed to get its stabilization efforts of the past three 
years back on track. In the case of Argentina, the task 
was to embark on major reforms to reverse long fes
tering economic imbalances that were being reflected in 
spiraling inflation rates.
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Mexico
Mexico had posted a significant improvement in its trade 
account, which had swung from a deep deficit into sur
plus in 1983 and 1984. However, the surplus had sub
sequently narrowed. During the first four months of this 
year, the weakening of Mexico’s external position was 
being accentuated by a nearly 10 percent fall in total 
exports. Oil shipments dropped in the face of weakening 
prices elsewhere, the competitiveness of non-oil exports 
declined with a real appreciation of the “ controlled” 
exchange rate, and the pressures of increasing internal 
demand deflected production to the home market. Under 
these circumstances, Mexico’s current account surplus 
for all of 1985 was also expected to diminish, notwith
standing the reduction of interest payments stemming 
from declining interest rates.

Meanwhile, Mexico’s fiscal deficit through June rose to 
well above target levels. The budget overrun reflected the 
lower-than-anticipated oil revenues and increased gov
ernment spending resulting partly from higher-than- 
expected inflation and greater internal interest payments.

In response to these pressures, beginning in late May 
the discounts widened between Mexico’s “ controlled” 
exchange rate for licensed transactions and the two free 
market rates—the internal “ free” rate and the “ super- 
free ”  rate across the Mexican border. Thus, the 
improvement in the foreign exchange position of the 
Mexican peso, which had occurred in late March and 
in April following announcement of new understandings 
with the IMF on 1985 economic policies and the signing

of the first phase of Mexico’s multi-year rescheduling, 
quickly dissipated. By late spring the external market 
was subject to recurring rumors of an impending peso 
devaluation, an increase in the daily rate by which the 
authorities adjusted the crawling “ controlled” rate, and 
cuts in oil export prices. By mid-July, the gaps between 
exchange rates for the peso were increasingly large. 
Exporters had the incentive to delay or divert revenues 
required to be converted in the “ controlled” market to 
either the domestic “ free”  market or the external, 
“ super-free” market. Also, the volume of trading in the 
internal “free” market diminished substantially. Thus, the 
widening gap of peso rates was a source of growing 
concern to the authorities.

To deal with this situation, the Mexican authorities 
adopted a series of measures, starting in mid-June. 
Under Mexico’s procedures for licensing imports, 
exporters were granted certificates of importation rights 
(called “ DIMEX” ), permitting them to import without 
license a range of raw materials and inputs to make 
their operations more efficient. Effective June 28, Mex
ican banks were allowed to operate in the foreign 
exchange market at the “super-free” rate by establishing 
trading houses designed for this purpose. After the 
Mexican banks were able to participate in the “ super- 
free” market via their trading houses, they became 
major intermediaries in that market. Then, on July 11, 
the Mexican banks, supported by the monetary author
ities, decided to stop trading at the internal “free” rate. 
As a result transactions were switched from the “ free” 
market, where the peso was trading at 247.3 pesos per 
dollar the day before, to the “super-free” market, where 
the peso was at 312.0 pesos per dollar before the 
announcement of this change. This switch constituted 
a 26 percent devaluation for transactions not eligible for 
the “ controlled” rate. Then on July 25, the Mexican 
government announced additional economic reforms 
including:

•  A 17 percent devaluation of the ‘ ‘con tro lled”  
exchange rate, from 232 to 279 pesos per dollar.

•  The introduction of a “ regulated float” to replace the 
earlier crawling system involving a fixed, daily slide 
of the peso against the dollar for the “ controlled” 
market.

•  Elimination of import permits on goods accounting 
for about 37 percent of its imports, thereby making 
a total of over 60 percent of Mexican imports sub
ject to tariffs rather than non-tariff barriers, and a 
further enlargement of the “ DIMEX” arrangements.

•  A cut in current governm ent expend itu res,

62 FRBNY Quarterly Review/Autumn 1985
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Autumn 1985



Chart 17

Mexican In fla tion  Rate
Percent
120------------------------------------------------------

1982 1983 1984 1985

Sources: International Monetary Fund, International 
Financial S ta tis tics : and Banco de Mexico,
Informe Anual.

amounting to 150 billion Mexican pesos during
1985, that entailed a 20 percent cut in budgeted 
expenditures on goods, the elimination of several 
highly visible government positions, and major 
cutbacks in expenditures by public enterprises.

The purpose of these reforms was twofold. First, they 
were expected to relieve demand pressures in the 
economy coming from the public sector. Second, they 
were intended to improve competitiveness by adjusting 
the exchange rate and by opening the domestic market 
to lower-priced imports for raw materials, intermediate 
products, and capital goods.

During the period between the announcement of the 
abolition of the internal “ free” market and the rest of 
the economic reforms, the peso weakened sharply as 
Mexican residents rushed to buy dollars in anticipation 
of a further devaluation. By July 24, the market rate in 
Mexico and abroad had fallen a further 20 percent to 
374 pesos per dollar, and the discount relative to the 
“controlled” rate widened to more than 60 percent. But 
by the end of July, the peso recovered to 354.50 pesos 
per dollar, and the discount from the “controlled” rate 
narrowed to about 27 percent.

Argentina
In Argentina a newly constituted democratic government 
had been attempting to grapple with a debilitating wage/ 
price spiral without jeopardizing promised increases in 
real incomes. But the domestic economy was in severe 
disequilibrium. The central bank had monetized years 
of oversized fiscal deficits. It found that, with public 
sector wage increases and fiscal policy stimulating 
demand, efforts to restrict excessive bank lending 
through interest rate ceilings and credit allocation 
schemes led to a diversion of financing to an informal 
inter-company market.

Argentine officials had repeatedly spoken of the need 
for programs to stabilize the economy over time by 
tightening monetary and fiscal policies. As recently as 
December 1984, Argentina had announced a 15-month 
standby arrangement with the IMF. But the country was 
from the start not in compliance with the standby pro
visions and the rise in Argentina’s inflation rate con
tinued to accelerate. In the process, the strategy of 
gradual adjustment had lost credibility. By early 1985 the 
internal chaos wrought by an economy reeling toward 
hyperinflation provoked political demands for a new 
approach that promised quicker results, even if the 
approach involved immediate sacrifice.

Thus, in March President Alfonsin, with a new economic 
team, began to adopt a series of new measures to 
achieve rapid adjustment and a radical restructuring of the 
economy. First, regulated deposit rates were raised to 
levels comparable to the monthly inflation rate. Interest 
rates were deregulated on some bank liabilities to attract 
funds back into the banking system where the authorities 
could exert more control on credit creation. Public utilities 
also raised prices significantly to increase revenue.

On June 11, the government announced an 18 per
cent devaluation of the Argentine peso in the official 
market. Previously, the government had implemented 
“ mini-devaluations” rarely exceeding 4 percent, and 
averaging about 1 percent per day to adjust for the 
inflation differentials between Argentina and other 
countries. Following this action, and amid rumors of 
dramatic economic measures, the premium which 
Argentine residents had to pay for dollars in the parallel 
market widened to 35 percent.

Then on June 14, President Alfonsin announced a 
package of bold economic reforms, centering on a 
further, substantial cut in the fiscal deficit and a pledge 
to stop monetizing the deficit. The deficit, which had 
fluctuated in the range of 10 to 12 percent of GDP 
since the end of 1983, was to be slashed to only 2.5 
percent for the second half of this year. In support of 
this plan, price and wage ceilings were frozen— 
actions described as interim steps toward eliminating 
the country’s price and wage indexation system that
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was perpetuating Argentina’s inflation problem.
In addition, currency reform was instituted to replace 

the Argentine peso with a new currency, the austral, at 
a rate of 1000 pesos to 1 austral. Effective June 16, the 
austral was given a fixed parity of 80 austral cents to 
the U.S. dollar.

On the basis of these measures the government was 
able to shore up Argentina’s external financing position 
and reduce cash flow problems. It completed negotia
tions for reactivating the IMF program, which was 
approved on August 9. It also took steps to reduce 
interest arrears on public sector debt, using funds from

official reserves and drawing upon a multilateral bridge 
financing facility backed by the monetary authorities of 
the United States and 11 other participating countries. 
The government’s actions also set the stage for com
pletion of a rescheduling agreement and a new lending 
program with commercial banks.

The announcement of the government’s adjustment 
program was generally well received in Argentina. In the 
exchange market, too, the Argentine currency appeared 
to have gotten a steadier footing by late July. Capital 
inflows began to materialize, taking the form at least in 
part of a reversal of commercial leads and lags.
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NEW PUBLICATION

The Federal Reserve Bank of New York has issued a revised and expanded 
version of its booklet, Open Market Operations.

The 48-page booklet by Paul Meek gives an insider's view of the mechanics 
of open market transactions and the implementation of monetary policy. The 
booklet evolved from four earlier editions by Mr. Meek. It is now directed at 
undergraduate students of economics, participants in the financial markets, 
and the general public.

Mr. Meek retired earlier this year as vice president and monetary adviser 
in the New York Fed’s open market operations area.

Topics covered in the booklet include:
•  How the New York Fed carries out open market operations on behalf of 

the Federal Reserve System by purchasing securities to supply reserves to 
the banking system and selling securities to withdraw reserves;

•  The significance of Federal Reserve float, Treasury cash balances, and 
currency in circulation in managing bank reserves; and

•  The trading desk’s daily agenda, as well as Federal Open Market Com
mittee meetings with primary dealers and conferences with representatives of 
the Treasury and Board.

Single copies of Open Market Operations are available free from the Public 
Information Department, Federal Reserve Bank of New York, 33 Liberty Street, 
New York, N.Y. 10045. Reasonable quantities are available upon request.

Subscriptions to the Quarterly Review (ISSN 0147-6580) are free. Multiple copies 
in reasonable quantities are available to selected organizations for educational 
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packaged in envelopes containing no more than ten copies each.
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August-October 1985 Interim Report 
(This report was released to the Congress 
and to the press on December 4, 1985)

Treasury and Federal Reserve 
Foreign Exchange Operations

After rising for a time in August and early September, dollar 
exchange rates dropped sharply after an announcement on 
September 22 by the Ministers of Finance and Central 
Bank Governors of the five major industrial nations. The 
monetary authorities agreed to pursue additional, specific 
policies to sustain and accelerate more balanced expan
sion with low inflation, and to cooperate more closely in fur
thering an orderly appreciation of non-dollar currencies. For 
the August-October period as a whole, the dollar extended 
the decline that had begun in early 1985, against a back
ground of spreading perceptions that U.S. economic growth 
was slowing while activity abroad was picking up. By end- 
October, the dollar had fallen nearly 11 percent in terms of 
the Japanese yen compared with its end-July level, by 
about 6 percent relative to Continental currencies, and by 2 
percent against the pound sterling. On a trade-weighted av
erage basis, the dollar closed about 5yz percent lower than 
its end-July levels, and 22 percent below its highs of late 
February 1985.

As the period opened, the dollar continued the irregular 
decline that had occurred during the previous five months, 
but the pace of decline was slowing. Economic statistics

A report 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. Patricia H. Kuwayama was 
primarily responsible for the drafting of this report, assisted by Elisabeth 
Klebanoff.

were still suggesting that growth of U.S. production and em
ployment remained sluggish during the summer months. But 
market participants doubted that U.S. interest rates would 
extend the decline that had begun earlier in the spring, since 
they viewed the Federal Reserve as likely to be increasingly 
cautious in the face of continued rapid monetary growth. 
Starting in late August, the dollar actually began to rise as it 
appeared that the outlook for U.S. economic growth might 
be more favorable than earlier predicted. Better-than- 
anticipated trade and employment data prompted market 
participants to change their expectations for the U.S. econo
my and for interest rates. Under these circumstances, com
mercial customers as well as professionals acted to cover 
short positions and reduce hedges against dollar assets es
tablished when the dollar had fallen. Moreover, evidence of 
a renewed flow of private foreign capital into the U.S. securi
ties markets during September, after a temporary slacken
ing in August, helped to dispel concern that the dollar’s de
cline since the spring would cause a major shift of investor 
preferences toward non-dollar currencies. The dollar 
reached its highest levels of the three-month period under 
review during the second week of September, as traders 
anticipated that upcoming “ flash”  GNP estimates would re
veal strong growth in the third quarter.

By mid-September, however, market participants began 
to question whether the expected pickup in economic activi
ty would be strong enough to sustain dollar exchange rates

FRBNY Quarterly Review/Winter 1985-86 45
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Winter 1985



Table 1
Federal Reserve Reciprocal 
Currency Arrangements
In millions of dollars

Amount of 
facility 

October 31,
Institution 1985
Austrian National Bank.............................................. 250
National Bank of Belgium..........................................  1,000
Bank of Canada......................................................... 2,000
National Bank of Denmark........................................  250
Bank of England......................................................... 3,000
Bank of France........................................................... 2,000
German Federal Bank................................................ 6,000
Bank of Italy..............................................................  3,000
Bank of Japan........................................................... 5,000
Bank of Mexico......................................................... 700
Netherlands Bank.....................................................  500
Bank of Norway......................................................... 250
Bank of Sweden .......................................................  300
Swiss National Bank.................................................  4,000
Bank for International Settlements:

Swiss francs-dollars.............................................. 600
Other authorized European

currency-dollars.................................................  1,250

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

at the levels they had reached, which were 4 to 9 percent 
higher than those of early August. As these questions led 
some professionals to take profits, the dollar fell, dropping 
further when the “ flash” GNP estimate turned put to be low
er than most market forecasts.

The dollar’s fall then gained momentum after September 
22, when the G-5 Finance Ministers and Central Bank 
Governors made their announcement following a meeting in 
New York. The statement drew attention to changes already 
occurring in fundamental economic conditions around the 
world; in particular the shift to more moderate growth in the 
United States, stronger growth in other countries, and the 
convergence of inflation rates at a lower level. Recognizing 
that these changes had not yet been fully reflected in ex
change rates, the officials affirmed the strong prospects for 
progress in reducing international economic imbalances and 
the intentions of the G-5 governments to implement policies 
to sustain and accelerate these improvements. Each of the 
countries issued a specific statement of policy intentions to 
intensify individual and cooperative efforts to achieve sus
tained noninflationary expansion.

The G-5 announcement had an immediate and strong ef
fect on dollar exchange rates. In part, the exchange market 
reaction reflected the fact that the announcement was un
expected. More importantly, market participants noted that 
the initiative had come from the United States and viewed it

as a change in the U.S. government’s previously perceived 
attitude of accepting or even welcoming the strong dollar. In 
addition, the agreement was interpreted as eliminating the 
likelihood that the Federal Reserve would tighten reserve 
conditions in response to rapid U.S. monetary growth.

In these circumstances, the dollar dropped sharply on the 
day following the G-5 announcement even before any 
official intervention occurred. With Tokyo closed for a 
holiday, the first central bank operations were in Europe; the 
dollar had already fallen against major foreign currencies by 
the time the Bundesbank stepped in to sell dollars at the 
afternoon fixing in Frankfurt for the first time in more than 
six months. Later the same day, the U.S. authorities 
conducted their first operation during the period under 
review, selling dollars against Japanese yen and German 
marks in a visible manner to resist a rise of the dollar from 
the lower levels.

During the next few days, there was some skepticism in 
the market that the lower dollar levels would be maintained, 
and a number of commercial customers responded to the 
apparently attractive rates by buying dollars. This phenome
non was most dramatic in Tokyo where, when the market 
opened on Tuesday, September 24, after a three-day week
end, dollar demand from corporations and investors spurred 
the largest turnover on record for spot dollar/yen trading. 
The Bank of Japan responded with massive dollar sales. 
Even though these sales were partly offset by sizable nor
mal interest earnings, Japan’s published foreign exchange 
reserves dropped by nearly $1 billion in the month of Sep
tember. Following these and other operations in subsequent 
days by the Japanese and other G-5 central banks, market 
participants came to believe that the authorities were firmly 
committed to the joint effort and upward pressures on the 
dollar abated. The U.S. authorities sold a total of $199 mil
lion against German marks and $262 million against the 
Japanese yen during the last week of September and the 
first week of October, operating repeatedly and visibly at 
times when the dollar showed a tendency to rise from the 
lower levels it had reached.

In the two weeks beginning October 7, the dollar came 
under heavier upward pressure, reflecting strong commer
cial and investor demand. While impressed with the central 
bank intervention, market participants still anticipated addi
tional economic policy initiatives. The demand for dollars 
was spurred when the annual World Bank/IMF meetings in 
Seoul, Korea, passed without any such announcements. In 
addition, some statements, attributed to monetary officials 
at the Seoul meetings, were viewed as expressing satisfac
tion with the extent of the dollar’s decline and suggesting 
that it would not fall much further. Also contributing to up
ward pressure on the dollar were growing perceptions that 
U.S. economic activity was picking up and that new esti
mates of third quarter GNP growth would show a substantial 
upward revision.
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Table 2

Drawings and Repayments by the Argentine Central Bank under Special Swap Arrangements 
with the U.S. Treasury

In millions of dollars; drawings (+ ) or repayments ( - )

U.S. drawings on 
Treasury facilities for:

Outstanding 
September 30, 1984 1984-IV 1985-1 1985-11 1985-111

Outstanding 
October 31, 1985

$500 million .................................... +  500 -230
-27 0

*

$150 million .................................... ....... * * + 75 
+ 68

-71.4
-71.4

Data are on a value-date basis. 
* No facility.

The demand for dollars, especially against the German 
mark, intensified around mid-October when commercial 
participants who had held off meeting their dollar needs 
after the G-5 announcement re-entered the market. But 
the dollar’s rise was largely held in check by coordinated 
intervention by the United States and other monetary au
thorities. On October 16, as the dollar staged its strongest 
rebound since the G-5 announcement, the Desk sold 
$797 million against German marks and $67 million 
against Japanese yen, and on the next day it sold addi
tional amounts as the dollar eased back when the upward 
revision of the U.S. GNP statistics failed to live up to ex
pectations. During the second two weeks following the 
September 22 communique, the United States sold a total 
of $1,550.2 million against German marks and $617.6 mil
lion against Japanese yen. These operations, some of 
which were conducted in Far Eastern markets as well as 
in New York, were closely coordinated with those of the 
Bank of Japan and European G-5 central banks in their 
own centers.

During the last two weeks of October, much of the upward 
pressure on the dollar relative to the European currencies 
abated in response both to the intervention operations and 
to a fading of optimism about the U.S. economic outlook. 
The upward pressure on the dollar vis-a-vis the Japanese 
yen, however, was slower to subside—even though the gov
ernment of Japan had announced on October 15 a program 
to increase the rate of growth of domestic demand. Accord
ingly, the Desk’s dollar sales in this two-week period, while 
more modest in size, were concentrated in yen. In all during 
these two weeks, the U.S. authorities sold $482.9 million 
against Japanese yen and $87 million against the German 
mark.

Late in October the Bank of Japan allowed Japanese

money market interest rates to drift higher. It was then that 
the dollar began to decline particularly sharply against the 
yen. Many market observers viewed the Japanese actions 
on interest rates as possibly representing the first of a series 
of steps to be taken by the G-5 countries to lower interest 
differentials favorable to the dollar. Despite denials by U.S., 
German, and Japanese officials that any agreement existed 
for such coordinated interest rate policy moves, the idea 
persisted, and the dollar declined across the board to close 
near its lowest levels of the three-month period under re
view. It ended October some 13 percent below the level at 
which it had traded in the week before the G-5 meeting in 
terms of the Japanese yen, 10y2 percent down in terms of 
the German mark, and 8 percent down vis-a-vis sterling. To
tal intervention sales of dollars by the U.S. authorities, which 
were split equally between the U.S. Treasury and the Feder
al Reserve, came to $3,198.7 million during the three 
months. After September 22, the central banks of France, 
Germany, Japan, and the United Kingdom sold about $5 
billion. The central banks of other G-10 countries sold more 
than $2 billion.

In other operations, Argentina repaid its drawing on its 
swap agreement with the United States Treasury estab
lished on June 19, 1985. The drawing was repaid as sched
uled in two installments of $71.4 million each on August 15 
and September 30. The payments coincided with Argenti
na’s drawings from the International Monetary Fund under 
its new economic stabilization program. Also completed at 
the same time were the repayments of $460 million out
standing credits to Argentina from twelve foreign central 
banks, representing their part of the cooperative bridging 
facility established in June.

In the period August through October the Federal Re
serve and the Exchange Stabilization Fund (ESF) realized
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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 Fund

August 1, 1985—
October 31, 1985 .................... - 0- -0-

Valuation profits and 
losses on outstanding
assets and liabilities
as of October 31, 1985 ........... -451.0 -202.7

Data are on a value-date basis.

no profits or losses from exchange transactions. As of Oc
tober 31, cumulative bookkeeping or valuation losses on 
outstanding foreign currency balances were $451 million for 
the Federal Reserve and $203 million for the Treasury’s 
ESF. These valuation losses represent the decrease in the 
dollar value of outstanding currency assets valued at end- 
of-period exchange rates, compared with the rates prevail
ing at the time the foreign currencies were acquired.

The Federal Reserve and the ESF invest foreign currency 
balances acquired in the market as a result of their foreign 
operations in a variety of instruments that yield market- 
related rates of return and that have a high degree of quali
ty and liquidity. Under the authority provided by the Mone
tary Control Act of 1980, the Federal Reserve had invested 
$1,796.6 million equivalent of its foreign currency holdings 
in securities issued by foreign governments as of October 
31. In addition, the Treasury held the equivalent of $2,672.1 
million in such securities as of the end of October.
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REVISED AND EXPANDED PUBLICATION

The Federal Reserve Bank of New York has issued a revised and expanded version of its 
booklet, Open Market Operations.

The 48-page booklet by Paul Meek gives an insider’s view of the mechanics of open 
market transactions and the implementation of monetary policy. The booklet evolved 
from four earlier editions by Mr. Meek. It is now directed at undergraduate students of 
economics, participants in the financial markets, and the general public.

Mr. Meek retired last year as vice president and monetary adviser in the New York 
Fed’s open market operations area.

Topics covered in the booklet include:
• How the New York Fed carries out open market operations on behalf of the Federal 

Reserve System by purchasing securities to supply reserves to the banking system and 
selling securities to withdraw reserves;

• The significance of Federal Reserve float, Treasury cash balances, and currency in 
circulation in managing bank reserves; and

• The trading desk’s daily agenda, as well as Federal Open Market Committee meet
ings with primary dealers and conferences with representatives of the Treasury and the 
Board.

Single copies of Open Market Operations are available free from the Public Information 
Department, Federal Reserve Bank of New York, 33 Liberty Street, New York, N.Y. 
10045. Reasonable quantities are available upon request.

Subscriptions to the Quarterly Review (ISSN 0147-6580) are free. Multiple copies in 
reasonable quantities are available to selected organizations for educational purposes. 
Write to the Public Information Department, 33 Liberty Street, New York, N.Y. 10045 
(212-791-6135). 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, where they are then 
forwarded via surface mail. Multiple-copy subscriptions are packaged in envelopes con
taining 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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November 1985-January 1986 Report 
(This report was released to Congress 
and to the press on March 11, 1986)

Treasury and Federal Reserve 
Foreign Exchange Operations

The dollar declined substantially against most currencies 
during the three months ended January, falling by 9 percent 
against both the German mark and the Japanese yen.

The dollar moved lower with little exchange market inter
vention by central banks of the five largest industrial coun
tries. While there was less central bank dollar selling than 
during the six weeks after the G-5 meeting on September 
22, market participants remembered the G-5 commitment to 
adopt additional specific measures to achieve a more bal
anced economic expansion. They were, therefore, sensitive 
to the possibility that policy actions might be taken to sup
port the trend of a declining dollar.

Sentiment toward the dollar became decidedly more cau
tious during the three months. At times during the period, 
market participants thought that the dollar would stabilize. 
But by the end of the period they generally believed the 
authorities either would favor or at least not strongly resist 
further dollar declines. In this context, they came to view 
developments that occurred in a negative light for the dollar. 
Also, figures showing that the trade imbalances of the Unit
ed States, Germany, and Japan were continuing to widen 
were seen as maintaining pressure on governments to fur
ther the exchange rate movements.

A report 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.

At the end of January, the dollar was about 20 percent 
below the levels at which it had been trading against the 
Japanese yen and the German mark the week before the 
September G-5 announcement. It was down around 30 per
cent from its peaks against those currencies of early 1985 
(Chart 1 ). Given the normal and expected lags to trade 
flows, the favorable effects of these large changes in ex
change rates on the trade position of the United States were 
not yet showing through in reported trade figures.

During November and December, the exchange markets 
tended to react to evidence that the U.S. economy was not 
growing as rapidly as had previously been forecast. Busi
ness statistics published at the time showed that the modest 
acceleration of U.S. growth that occurred in the third quarter 
was not being sustained in the final quarter of 1985. In Ger
many, by contrast, output appeared to be expanding more 
rapidly than before, while official and private forecasts for 
1986 were repeatedly revised upward.

At the same time, U.S. trade and current account deficits 
continued to mount. Release of monthly trade statistics 
drew attention to the drag the external sector was exerting 
on domestic output. These figures served to remind market 
participants of the magnitude of the adjustment needed to 
restore more balance to the U.S. expansion and to redress 
protectionist pressures at home (Chart 2 ). Meanwhile, the 
current account surpluses of Germany and Japan were ap
proaching record levels in 1985.
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In addition, the fact that the initiative for the September 
G-5 agreement had come from the United States had a con
tinuing influence on exchange markets throughout the three- 
month period. The G-5 agreement was interpreted by mar
ket participants as reducing the likelihood that the Federal 
Reserve would tighten reserve conditions. Many market par
ticipants expected the U.S. authorities to act to lower U.S. 
interest rates, either in concert with other G-5 countries or 
alone, in order to reduce the incentive to invest in dollar- 
denominated assets and thereby encourage an appreciation 
of nondollar currencies.

This expectation was particularly strong as the period 
opened early in November. The Bank of Japan had just al
lowed Japanese money market interest rates to rise sharply.

In response, the yen rose strongly against both the dollar 
and European currencies in the first days of November. 
Market participants were impressed with what they saw as 
evidence of the willingness of the Japanese authorities to 
boost the yen. But they questioned whether the rise in 
Japanese interest rates was consistent with the overall 
objective of achieving a more balanced global expansion. 
Domestic demand in Japan had been subdued. Some small- 
and medium-sized exporters were already expressing 
concern about the adverse effects of the yen’s appreciation 
on the profitability of their sales abroad. Any slowdown in 
export sales was seen as having a potentially significant and 
negative effect on future production gains. Under these 
circumstances, many market participants believed that the 
rise in Japanese interest rates would have to be quickly 
reversed lest the internal Japanese economy be weakened 
any more. They thought this reversal was most likely to 
occur in the context of joint action to lower interest rates in 
the United States and other countries.

When several days passed without any evidence of an 
easing in the Federal Reserve’s monetary policy, market 
participants began to question whether the monetary au
thorities wished to see the dollar fall further. As a result, 
bidding for dollars reappeared and the dollar rose markedly 
against the yen and European currencies. The Trading Desk 
conducted its only intervention operation of the period on 
November 7, selling $77.2 million against Japanese yen and 
$25 million against German marks. The purchases were split 
equally between the U.S. Treasury and the Federal Reserve.

For the balance of November, the dollar fell rather steadi
ly, especially against the German mark. The improving out
look for Germany’s growth and its near-record trade surplus 
contrasted with the lackluster pace of business activity and 
the growing trade deficit of the United States. The mark 
gained support from press and market attention to com
ments by officials that gave the impression the U.S. Admin
istration remained dissatisfied with the extent of the mark’s 
rise.

During the first half of December, the dollar’s depreciation 
stalled as market participants again questioned the willing
ness of the monetary authorities in other countries to accept 
a further rise of their currencies. As November reserve fig
ures were published, they indicated that the G-5 countries 
were again increasing their foreign exchange holdings 
(Chart 3). The dollar steadied first against the yen—then 
trading near ¥200, some 171/ 2 percent above the levels 
prevailing before the G-5 agreement. Market participants 
noted Japanese interest rates were easing back again and 
interpreted a Japanese official’s comments supporting a 
managed float of major currencies as indicating a desire for 
the yen to stabilize. The dollar then steadied against the 
German mark. With the mark then at DM2.50, some 14 
percent above mid-September levels, market participants 
were sensitive to any indication of the German authorities’
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views about the scope for further appreciation of their cur
rency. Accordingly, when rumors circulated that the German 
central bank had purchased dollars in the exchange market, 
professionals temporarily became wary of selling dollars.

But the dollar shortly resumed its decline in December. 
The report of an upward revision of GNP for the final quarter 
of 1985 failed to alter perceptions that economic growth in 
the United States had slowed toward the end of the year. 
The passage of legislation aimed at reducing the U.S. fiscal 
deficit over coming years was seen as at least beginning to 
address a fundamental problem facing the United States. 
Yet, in the near term, the prospect of declining fiscal deficits 
contributed to an easing of long-term U.S. interest rates, 
narrowing differentials in favor of the dollar. Thus, the dollar 
moved below DM2.50 after mid-month as the mark again led 
the rise of currencies against the dollar.

As the mark rose against the dollar during November and 
December, it also moved up against its partner currencies in 
the European Monetary System (EMS). Although inflation 
had slowed in all EMS countries, the rise in prices in Germa
ny had remained consistently smaller than in the others. The 
cumulative effects of the inflation differentials since the last 
major realignment of EMS parities in 1983 were seen as 
having implications for the competitiveness of industry in in
dividual member countries. Thus, as EMS currencies as a 
group strengthened, questions arose about the sustainability 
of the system’s parity rates.

The renewed rise of the mark against the dollar starting 
late in December intensified pressures within the EMS 
(Chart 4). Market participants were sensitive to the possibil
ity that many EMS countries would seek early adjustments 
to their currencies—similar to that already made for the lira 
in July 1985—in order to avoid a protracted period of specu
lation over EMS currency relationships. Regularly scheduled 
meetings of European Community officials were viewed by 
some as providing a forum for negotiating a realignment of 
joint float parity rates. These pressures were mirrored in a 
sharp widening in the forward market discounts of the 
currencies of Italy, France, and Belgium relative to the 
German mark (bottom panel, Chart 4). In the spot market, 
selling of these currencies typically built up before 
weekends when the opportunity for a currency realignment 
was viewed as the greatest and then eased when no 
realignment occurred.

In response to these pressures within the EMS, the au
thorities in both Belgium and Italy acted to stem speculative 
capital outflows by raising money market interest rates. The 
central banks whose currencies were under pressure inter
vened regularly, and at times in substantial size, to sell dol
lars and marks out of official reserves. Belgium, along with 
several other countries, stepped up its borrowings in the 
Eurocurrency markets in order to replenish international re
serves. Then in mid-January, the Italian authorities acted to 
protect the lira against speculation by raising interest rates
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more, imposing a ceiling on the growth of bank credit, and 
tightening or reintroducing exchange controls affecting com
mercial leads and lags.

Meanwhile, during January, the bearish sentiment toward 
the U.S. economy began to lift following a series of U.S. 
economic statistics—starting with an unexpectedly strong

gain in December employment—that caused analysts to re
vise upward their growth estimates for the coming year. In 
response, U.S. interest rates moved up briefly, causing inter
est differentials in favor of the dollar to widen again. But, 
unlike previous occasions during this economic expansion 
when evidence of a stronger-than-expected U.S. economy

Table 1

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

United States Treasury
Federal Exchange

Period Reserve Stabilization Fund

November 1, 1985—
January 31, 1986..................... -0- -0-

Valuation profits and losses
on outstanding
assets and liabilities
as of January 31, 1986*.......... +  152.2 +  296.7

Data are on a value-date basis.
Valuation gains represent the increase in the dollar value of
outstanding currency assets valued at end-of-period exchange rates,
compared with the rates prevailing at the time the foreign currencies
were acquired.

Table 2

Federal Reserve Reciprocal 
Currency Arrangements
In millions of dollars

Amount of 
facility 

January 31,
Institution 1986

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 Ita ly .................................................................. 3,000
Bank of Jap an ..............................................................  5,000
Bank of M ex ico ............................................................  700
Netherlands B a n k ........................................................  500
Bank of Norway............................................................  250
Bank of Sweden ..........................................................  300
Swiss National Bank....................................................  4,000
Bank for International Settlements:

Swiss francs-dollars................................................  600
Other authorized European

currencies-dollars................................................  1,250

Total...............................................................................  30,100
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and rising interest rates boosted the dollar, the exchange 
market reaction was muted. Prior to a January 18 meeting of 
G-5 monetary officials in London, anticipations persisted 
that some joint action to lower the dollar by interest rate 
changes or other means would be taken. When no policy 
statements were issued from that meeting, these expecta
tions subsided.

At the same time, an unexpectedly sharp drop in oil prices 
had become the dominant factor in the exchange markets. 
Oil prices had started to plunge after members of OPEC, 
faced with a growing abundance of oil supplies, chose to 
defend their market share rather than to support oil prices 
by curtailing production. With the supply of oil outstripping 
demand, spot oil prices dropped, closing January nearly 40 
percent below the levels recorded three months earlier 
(Chart 5).

The decline in world oil prices greatly enhanced the likeli
hood that the world’s economic expansion would continue 
without reaccelerating inflation soon. To be sure, the United 
States was expected to benefit from the slowing of inflation 
and a reduction of imports. But market participants saw the 
possibility that relatively greater benefits would accrue to 
major competitors and trading partners of the United States, 
because they are more dependent on imported sources of 
energy. Moreover, the sharp fall in oil prices raised ques
tions about the exposure of U.S. banks to borrowers in the 
energy sector and the major oil producing developing coun
tries. Thus, each successive report of lower oil prices tend
ed to cause the dollar to weaken relative to the yen and 
some continental European currencies. These pressures 
were not limited to the dollar; the pound sterling and the 
Canadian dollar also were vulnerable to developments in 
the oil market.

The prospect of declining commodity prices, together with 
reduced fiscal deficits, fostered renewed rallies in the U.S. 
stock and bond markets in January. As a consequence, 
long-term U.S. interest rates fell late in the month. Thus, 
long-term interest rates differentials became progressively 
less favorable to the dollar, contributing to uncertainties 
whether capital inflows would continue to support the dollar 
as they had in recent years.

Against this background, market participants scrutinized 
statements by U.S. and foreign officials for any indication of 
changes in their views or intentions about dollar exchange 
rates. At the time the yen was holding around the key ¥200 
level. Market participants noted that Japanese interest rates 
were being allowed to ease back toward levels prevailing 
before the run-up of late-October to early-November and 
talk spread of a cut in the Bank of Japan’s discount rate. 
They wondered, therefore, if the Japanese authorities would 
resist a renewed rise in their currency. But some private 
forecasters were suggesting that the fall in oil prices might 
permit more scope for a higher yen. When a Japanese offi
cial was quoted late in January as agreeing that a further

C hart 5
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rise might be acceptable, the yen broke through ¥200 and 
led other foreign currencies sharply higher against the dol
lar. It continued to strengthen even after the Bank of Japan 
announced a cut in its discount rate of one-half of a percent
age point, to 41/ 2 percent, on January 29 to be effective the 
following day.

Meanwhile, protectionist pressures in the United States, 
which had subsided somewhat following the September G-5 
meeting, resurfaced. An unexpected jump in the December 
U.S. trade deficit to a record level contrasted with Japan’s 
record trade surplus for the same month. Market partici
pants noted that some U.S. government officials were still 
talking about the need for a stronger yen. Press reports in 
advance of the President’s annual State of the Union ad
dress, saying that the Administration would propose to dis
cuss with other countries the role and relationship of curren
cies, contributed to the sense that the United States would 
welcome a further depreciation of the dollar.

In response, the dollar was falling at the end of January. It 
dropped to a seven-year low of ¥191.35 and to a three-year 
low of DM2.3645 and closed near those lows on the last day 
of January.

The only major currencies against which the dollar rose 
during the period under review were pound sterling and the 
Canadian dollar. Early in November, the pound was still ben
efiting from its role as a principal investment alternative to 
the dollar. As the dollar declined, investors moving out of 
dollar assets showed a preference for placing funds in the 
liquid sterling markets. But after touching a two-year high of 
$1.5025 against the dollar at the beginning of December, 
sterling came under intense selling pressure as the market 
weighed the implications of falling oil prices. The drop was 
expected to lower British oil export revenues, thereby 
exacerbating a negative trend in the country’s balance of 
payments. An associated decline in oil royalty payments to 
the government was expected to undermine progress in 
reducing Britain’s fiscal deficit. As a result, the government’s 
strategy of using tax cuts in the coming year to support 
economic growth came into question. In these circumstances, 
the pound declined despite continuing favorable interest 
differentials. It reached record lows against the German mark 
and gave up its earlier gains against the dollar to close the 
period at $1.4115, down 21/4 percent on balance.

The fall of sterling contributed to the decline of the Irish 
pound within the EMS alignment toward the end of the peri
od under review (Chart 4). Speculation against the Irish 
currency mounted as traders anticipated it would be deval
ued in any EMS realignment, given the fall of the British 
pound and Ireland’s close economic ties with the United 
Kingdom. As a result, the Irish currency fell to join the Bel
gian franc at the bottom of the EMS band by the end of 
January while money market interest rates firmed in Ireland.

The Canadian dollar also weakened substantially during 
the period, falling to record lows against the U.S. dollar. Af
ter the September G-5 meeting the Canadian dollar, alone 
among the currencies of the major trading partners of the 
United States, had not appreciated against the U.S. dollar. 
The policy issues surrounding the problems of some small 
Canadian banks last fall were seen as unsettling by market 
participants. News of a current account deficit in the third 
quarter, the first deficit recorded in Canada since 1983, add
ed to market participants’ disquiet. In addition, the fall in oil 
prices, while having little net effect on Canada’s external 
position, was expected to result in sharply lower government 
revenues and create dislocations in some sectors and some 
regions of the economy. Market observers also expressed 
disappointment in the degree to which the government had 
been able to cut Canada’s fiscal deficit. Under these circum
stances, the currency came on offer in the face of spec
ulative selling and recurring rumors that foreign investors 
were liquidating investments in Canadian securities.

In response to these pressures, the Bank of Canada inter
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vened forcefully late in the period and for a time afterward, 
replenishing foreign currency reserves by drawing nearly 
$1.5 billion from its two standby credit facilities with com
mercial banks. During the last four weeks of January the 
Central Bank also acted to tighten money market conditions. 
Interest rates in Canada rose markedly and, with compara
ble rates in the United States either steady or declining, the 
interest differentials favoring the Canadian dollar widened to 
three percentage points, the highest level in more than three 
years (Chart 6 ). On balance, the Canadian dollar declined

4%  percent against the dollar during the three-month period 
under review.

In the period November through January, the Federal Re
serve and the Exchange Stabilization Fund (ESF) realized 
no profits or losses from foreign exchange transactions. As 
of January 31, cumulative bookkeeping or valuation gains 
on outstanding foreign currency balances were $152 million 
for the Federal Reserve and $297 million for the Treasury’s 
ESF. This is the first reported valuation gain for the Federal 
Reserve since October 31,1980.
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February-April 1986 Report
(This report was released to the Congress
and to the press on June 4, 1986)

Iteasury and Federal Reserve 
Foreign Exchange Operations

The dollar moved substantially lower against all major 
currencies during the three months ended April, 
declining by more than 8 percent against most European 
currencies and by almost 12 percent against the Jap
anese yen. The depreciation was a continuation of the 
trend that emerged in early 1985 and gained momentum 
after the September G-5 meeting. The U.S. authorities 
did not intervene for their own account in the exchange 
markets during the February-April period, and the dol
lar’s decline proceeded without any new concerted 
intervention in the exchange markets.

The decline took place against a background of 
downward-moving interest rates and narrowing interest 
rate differentials favoring the dollar. The market’s atti
tude also seemed influenced by the implications of 
continuing large current account imbalances and by 
assessments of the varying inflation prospects in dif
ferent countries as a result of oil price changes. Market 
participants were also influenced by perceptions of 
official views about the dollar, particularly in light of the 
January meeting of G-5 Finance Ministers and Central 
Bank Governors where they expressed satisfaction with 
the trend of exchange rates since the September 
meeting.

As the period opened, the foreign exchange markets 
were in a sensitive phase. The dollar had already 
declined a substantial amount from its highs of the year 
before. Yet there was little evidence that the U.S.

A report 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. Willene A. Johnson was primarily responsible for the 
drafting of this report, assisted by Elisabeth S. Klebanoff.

economy or its trade position had reaped enough benefit 
to allay concerns among market participants that U.S. 
authorities would wish to see further dollar depreciation. 
Indeed, statistics then being released indicated the U.S. 
deficit on merchandise trade had widened substantially 
during December, and the external sector continued to 
exert a significant drag on domestic production. The 
mid-February estimate of GNP growth for the final 
quarter of 1985 revealed a disappointing, downward 
adjustment. Statistics for January’s personal income and 
consumption were also worse than expected, leading 
many in the market to conclude that the outlook for
1986 was even less optimistic than they had believed 
earlier. Subsequent data were interpreted as indicating 
points of weakness, rather than strength, for the U.S. 
economic outlook.

At the same time, concern faded about potentially 
adverse effects on prices of any continuing dollar 
depreciation. Inflationary expectations in the United 
States were being rapidly scaled back in response to 
further dramatic drops in prices for oil and some other 
commodities. Thus, the risk of an accelerating decline 
in dollar exchange rates was seen by many market 
observers to be less than before. In addition, through 
early April, interest rates in the United States continued 
to ease at a faster pace than those abroad as many 
market participants expected that the Federal Reserve 
might ease monetary policy considerably. As a result, 
interest differentials favoring the dollar continued to 
narrow. By April 16, interest differentials on long-term 
government securities fell to within 200 basis points vis- 
d-vis German and Japanese securities.

Beginning in February, a heavy schedule of state
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ments and testimonies about U.S. economic policies, 
together with the approach of a number of important 
international meetings, provided opportunities for offi
cials here and abroad to be questioned about their 
attitude toward exchange rate trends. Administration 
officials generally expressed satisfaction with the decline 
in dollar rates since the G-5 agreement in September. 
They noted that the dollar’s decline had been orderly 
and denied that there was any particular level or range 
of rates at which they expected or desired the dollar to 
trade. The President, in his annual State of the Union 
address, noted the problems that previous exchange- 
rate fluctuations had caused for many Americans and 
asked Secretary of the Treasury Baker to determine 
whether it would be useful to hold an international
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conference to discuss with other countries the role and 
relationships of currencies. Market participants and 
journalists tended to conclude from these statements 
that U.S. authorities would welcome a further depre
ciation of the dollar, notwithstanding the repeated deni
als by U.S. officials that they had a target for the dollar. 
In these circumstances, the market’s attitude toward the 
dollar was predominantly bearish.

During February and early March, the dollar declined 
across the board without interruption. The focus of 
market attention initially was the yen. It was supported 
by mounting monthly trade surpluses and the view that 
declining oil prices would be particularly beneficial to the 
Japanese economy. The dollar, which had closed at 
¥191.40 at the end of January, declined steadily 
throughout early February to breach the psychologically 
important ¥180 level and to reach ¥177.40, a seven and 
one-half year low, by February 19. The yen’s rise then 
stalled after Japan’s Finance Ministry confirmed that it 
was developing plans to ease regulations on capital 
outflows which could have the effect of raising the 
demand for dollars by Japanese institutional investors.

At this point market participants shifted their focus to 
the dollar/mark exchange rate. Forecasts of German 
economic growth in 1986 were being revised upward 
toward 4 percent. Given the relatively lackluster growth 
performance in the United States during the last quarter 
of 1985 and the weakness in several U.S. business 
indicators early in 1986, Germany emerged as a likely
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candidate for relatively high growth. Moreover, the 
German trade surplus had been increasing during the 
previous few months. The continued drop in oil prices 
made it appear possible that Germany’s trade surplus 
for 1986 would be double the level of the previous year. 
Traders also anticipated a possible realignment within 
the European Monetary System (EMS) in which the 
mark would be revalued. With these expectations in the 
minds of market participants, the dollar declined against 
the mark until early March as far as DM2.1960.

On March 6 and 7, the central banks of Germany,
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Japan, the United States, France, and the Netherlands 
lowered their official interest rates. The central banks 
of the United Kingdom, Italy, and Sweden soon followed 
by cutting their official lending rates. These actions had 
little immediate impact on exchange rates since the 
reductions had been widely anticipated and international 
differentials in market rates were expected to be largely 
unchanged. But the concerted round of interest rate 
reductions underscored to the market the potential for 
further coordinated policy actions. For some time 
thereafter, most dollar exchange rates moved narrowly 
as markets reassessed the near-term outlook for the 
dollar and the prospects for other coordinated actions.

Early in April, the dollar resumed its decline. Indica
tions that world oil exporters were failing to agree on 
a plan to support oil prices kept alive expectations that 
inflation in the major countries would continue to slow. 
Thus dealers anticipated that the major central banks 
would act soon to cut interest rates again. Some market 
participants even thought that the Federal Reserve 
might cut its discount rate more than other central 
banks. In the United States, there was concern about 
the impact of lower oil prices on U.S. banks with expo
sure to the oil-exporting developing countries and to the 
domestic energy sector. In Germany, the central bank 
had expressed doubts that a further cut in the discount 
rate would be appropriate given existing conditions in 
the domestic economy.

Selling pressures against the dollar then emerged,
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especially against the yen. That currency had already 
appreciated significantly during the past year, and Jap
anese exporters, particularly small- and medium-size 
firms, were facing a substantial drop in the demand for 
their products. Under these circumstances, Japanese 
officials began to voice concern whenever the yen 
advanced toward the level of ¥175 against the dollar. 
Dealers therefore remained wary that foreign exchange 
market intervention or some other official action might 
be taken to curb the exchange rate move. But the 
demand pressures on the yen were becoming so strong 
as to bring into question the Japanese authorities’ ability 
to resist its appreciation unilaterally, and the yen 
strengthened relative to all major currencies.

Against the major European currencies, the dollar was 
influenced early in April by strains emanating from a 
realignment of exchange rates within the joint inter
vention arrangement of the EMS. Market participants 
had long expected that some adjustment in exchange 
rates might occur soon after the March elections in 
France to adjust for inflation differentials that had 
existed between the participating countries since the 
general realignment in 1983. As such an event was 
thought to become more imminent, the dollar’s decline 
against the mark slowed. Some dealers were antici
pating that the dollar might benefit from speculative 
reflows out of the mark after the realignment. But the 
realignment that occurred over the first weekend in April 
unleashed a strong demand for French francs against 
all currencies. French residents unwound long-standing 
commercial leads and lags and nonresidents sought

C hart 5
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quickly to build up investment positions in francs and 
to benefit from the relatively high interest rates in 
France. As a result, the dollar again came on offer 
against the European currencies after the realignment.

By late April, the dollar had declined 10 percent 
against the Continental currencies and 13 percent 
against the yen from end-January levels. It touched 
¥166.10 against the yen, a record low for the postwar 
period, and DM2.1520 against the mark, the lowest level 
against the German currency since April 1981. At this 
point the dollar was more than 37 percent below its 
highs vis-a-vis those currencies of about a year before.

Meanwhile, the financial markets around the world 
were astir with talk of a renewed drop in interest rates 
in many major countries. The plunge in oil prices was 
beginning to show through in reduced inflation rates for 
a number of countries. Partly in sympathy, interest rates 
on U.S. long-term securities had declined almost to the 
level of the Federal funds rate, indicating strong market 
expectations that a further cut in the Federal Reserve’s 
discount rate was in the offing. Japanese bond yields 
fell to postwar lows. And in Europe, a number of coun
tries that had not participated fully in the easing of 
interest rates prior to the EMS realignment were seen 
as having increased scope to cut rates.

In fact, the moderation of global inflationary expec
tations did provide the impetus for a lowering of official 
interest rates in a number of countries. The Federal
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Net Profits ( +  ) or Losses ( - )  on United 
States Treasury and Federal Reserve Current 
Foreign Exchange Operations
In m illions of dollars

Period
Federal

Reserve

United States Treasury
Exchange 

Stabilization Fund

February 2, 1986- 
April 30, 1986 .................... - 0- - 0-

Valuation profits and losses 
on outstanding 
assets and liabilities 
as of April 30, 1986* . . . . + 962.9 + 1,031.4

Data are on a value-date basis.
'Valuation gains represent the increase in the dollar value of 
outstanding currency assets valued at end-of-period 
exchange rates, com pared with the rates prevailing at the 
time the foreign currencies were acquired.

Reserve and the Bank of Japan both lowered their dis
count rates by one-half of a percentage point, effective 
April 21. Central banks in the United Kingdom, France,

and Italy lowered their official rates in one or two steps 
by one-half of a percentage point or more at about the 
same time. The German central bank, feeling more 
constrained by the weakness of the mark within the 
EMS, did not join in this second round of reductions of 
official lending rates.

At the end of April, the dollar’s decline paused. Some 
foreign exchange and bond dealers had expressed 
concern that investors might be reluctant to acquire the 
additional dollar-denominated assets needed to finance 
the continuing U.S. current account and fiscal deficits. 
Market participants were also well aware of pressures 
on foreign governments to ease the pain for their own 
industries of too-rapid a fall of the dollar. Accordingly, 
they considered the possibility that some agreement to 
support the dollar might emerge from the discussions 
at the Economic Summit in Tokyo early in May. In 
addition, by late April, there was evidence that foreign 
participation in U.S. securities markets continued to be 
strong. The dollar therefore moved up somewhat from 
its lows by the close of the period under review.

The EMS Realignment

On April 6, the European Community announced a realign
ment of the central rates within the EMS. This was the first 
overall realignment of EMS central rates in more than three 
years. The realignment was initiated by the new French 
government as part of its program to restore competitiveness 
in the French economy and dismantle exchange and other 
financial controls. It involved in effect a devaluation of almost 
6 percent for the French franc’s bilateral central rates against 
the German mark and the Dutch guilder. Other adjustments 
against the mark and the guilder were much smaller, 
including 3 percent effective devaluations in the central rates 
of the Italian lira and the Irish pound and 2 percent for the 
Danish krone and the Belgian franc.

Movements of the market exchange rates for the EMS 
currencies after the realignment were relatively small. The 
French franc depreciated 31/2 percent against the mark, 
substantially less than the 6 percent devaluation of its bilat
eral rate with the German currency. In other respects the 
configuration of exchange rates within the EMS also showed 
only modest change—except for the German mark, together 
with the Dutch guilder, which moved from the top to the 
bottom of the narrow band. Heavy reflows of funds following 
the realignment were reflected in substantial changes in the 
foreign exchange reserves of several countries. German 
reserves declined by almost $4 billion equivalent during the 
two weeks following the realignment, although much of this 
decline was recouped later in the month. At the same time, 
there were large increases in the foreign-currency reserves 
of France and Italy during April. These two countries, as well 
as the other countries whose EMS central rates were 
effectively lowered against the guilder and the mark, took 
advantage of the relief from exchange market pressure late 
in April to add reserves, ease exchange controls, and lower 
interest rates.

C hart 7

The German mark moved to the bottom  
of the EMS after the rea lignm ent.

P e rc e n t*
EMS

realignm ent

Feb Mar
1986

Apr

W eekly averages of da ily  9 a.m. ra tes.

♦ Percentage devia tion o f each cu rrency from its  ECU 
cen tra l rate. Dotted lines  co rrespond  to the S ystem 's 
2 % pe rcen t lim it on m ovement from  b ila te ra l cen tra l 
exchange ra tes fo r all pa rtic ipa tin g  cu rrenc ie s  exce p t 
the Italian lira. The lira may fluc tua te  6 pe rcen t from  
its cen tra l ra tes against o ther EMS cu rrenc ie s .
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(This report was released to the Congress 
and to the press on December 8, 1986)

Treasury and Federal Reserve 
Foreign Exchange Operations
August-October 1986

After declining without interruption for nearly a year and 
a half, the dollar steadied during the period under 
review. Although the dollar continued to ease against 
most of the industrialized countries’ currencies through 
August, it moved up subsequently to close the three- 
month period mixed on balance (Chart 1). From August 
to October, it appreciated against some currencies— 
61/4 percent against the Japanese yen, 53U percent 
against sterling, and 21A> percent against the Swiss 
franc. It declined, however, by about 1 percent against 
the German mark and other currencies of the European 
Monetary System (EMS). There were dollar purchases 
by foreign central banks, but no intervention by the U.S. 
authorities during the period.

As the period opened early in August, the dollar was 
declining. Market participants had come increasingly to 
question whether the major industrialized countries 
would be able to work together to redress their large 
external imbalances. The huge trade deficit of the 
United States and the enormous trade surpluses of 
Japan and Germany had shown little adjustment, not
withstanding the considerable movements in exchange 
rates between the dollar and both the Japanese yen and 
German mark. Moreover, there was growing disap
pointment that the sharp, $20-per-barrel drop in oil 
prices that occurred between November 1985 and July
1986 was failing to provide much of a boost to business 
activity in the oil importing industrialized countries.

A report by Sam V. 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.

Doubts developed that our major trading partners were 
likely to expand domestic demand vigorously enough to 
provide a global environment within which the United 
States could markedly improve its balance of payments 
position. Market participants considered seriously the 
possibility that the U.S. authorities might welcome a 
continued decline in the dollar on the grounds that 
central banks abroad might thert cut interest rates in 
their countries more quickly.

Under these circumstances, market participants 
expected the trend toward lower interest rates to con
tinue, with the United States setting the pace and other 
industrial countries perhaps following later on. Although 
there were already a few signs that the U.S. economy 
was regaining some momentum from the slow first half 
of the year, market participants still were struck by the 
areas of weakness in U.S. economic performance. 
Output and investment remained sluggish, manufac
turing employment continued to decline, and retail sales 
were generally stagnant. At the same time, prospects 
for price and wage stability appeared to be good for the 
short term, despite some concern about the longer term 
inflationary implications of recent rapid monetary growth.

In this environment, expectations resurfaced from time 
to time throughout the first few weeks of August that the 
Federal Reserve might again cut its discount rate, per
haps operating unilaterally as it had done in July 
(Chart 2). As a result, in August interest rates on 
deposits denominated in U.S. dollars fell, and their 
decline was sharper than the decline in interest rates 
in other currencies (Chart 3). The Federal Reserve did 
cut its discount rate by one-half of one percentage point,
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Chart 1
During the period, the dollar paused in 
its long-term decline against other 
major currencies.
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*  Percentage change of weekly average rates for 
dollars from the average rate for the week ending 
November 1, 1985. Figures calculated from New York 
noon quotations.

to 5 1/2 percent, e ffec tive  August 21. The exchange 
market reaction was muted, partly because many market 
partic ipants expected the au thorities in Germ any and 
Japan to provide some fu rther stim ulus to the ir econ
omies— either with monetary or other measures— before 
the annual meetings of the International Monetary Fund 
(IMF) and World Bank at the end of September.

Economic sta tis tics released in m id-August began to 
paint a contrasting picture between the German and 
Japanese economies. The German economy, which had 
contracted sharply early in the year, seemed to be 
staging a robust recovery; and offic ia l German pro jec
tions of an acceleration in growth began to be given 
widespread credence in the financial markets. Japan, on 
the other hand, appeared to be having much more d if
ficu lty  ad justing  to the app rec ia tion  of its currency. 
Although both the mark and the yen had risen by about 
the same am ount against the do llar since early 1985, 
on a trade-w eighted basis the yen ’s appreciation had 
been much greater than the appreciation of the mark 
(Chart 4). W hereas German m anufacturers lost little 
competitiveness in their markets in other EMS countries, 
Japanese export industries were hit hard. They lost 
com petitiveness not only in the United S tates but also 
in important East Asian markets. With business statistics 
released in August showing continued stagnation in the

Chart 2

The Federal Reserve reduced its d iscount 
rate in August. At the end of October, the 
Bank of Japan announced a reduction in 
its lending rate.
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Chart 3

Short-term  in terest rates closely m irrored 
expectations of in terest rate cuts.

Percent 
8.5

FRBNY Quarterly Review/Autumn 1986 37
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Autumn 1986



Japanese m anufacturing sector (Chart 5), market par
tic ipants began to question w hether the yen should 
appreciate much more.

In th e se  c ircu m s ta n ce s , tra d e rs  began to sense 
around m id-August that the do lla r had more room to 
decline against the German mark and the other cur
rencies of continenta l Europe than against the yen. 
When a large U.S. trade deficit for July was announced 
at the end of August, traders sold dollars aggressively 
against both marks and Swiss francs. The do llar con
tin u e d  to d e c lin e  a g a ins t the  E uropean cu rre n c ie s  
through the end of August, even though it stabilized 
against the yen.

By m id-Septem ber, the re  was fu rthe r ev idence of 
im provem ent in the U.S. econom ic outlook. Gains in 
e m p lo y m e n t d u rin g  A u g u s t w ere  m ore  b a la n ce d , 
industrial activity was a little firmer, and retail sales were 
m ore buoyan t. T hese  deve lop m e n ts , to g e th e r w ith  
confirm ation of strong grow th fo r the German economy 
in the  second  qua rte r, seem ed to sugges t th a t an 
atm osphere supportive of renewed cooperation would 
surround the m eetings of the Group of Five (G-5) and 
Group of Seven (G-7) industrial countries in Washington 
at the end of the month. W ith Japanese production for 
export declin ing, German dom estic demand replacing 
exports as the major source of growth, and U.S. output 
appearing to grow  at a more satisfactory pace, the 
process of ad justm ent appeared to be underway at 
long last.

In response to these developments, foreign exchange 
dealers concluded that the need for the U.S. authorities 
to seek further exchange rate adjustment had lessened, 
and the im m ediate pressure on dollar exchange rates 
subsided. At the same tim e, in the wake of repeated 
com m ents  by G erm an o ff ic ia ls , m arke t p a rtic ip a n ts  
became reconciled to the view that the Bundesbank was 
un like ly  to ease m onetary policy soon. As a result, 
expectations of a fu rthe r reduction of in terest rates 
faded— not only in Germany, but also in the United 
S tates and o ther countries. U.S. interest rates actually 
backed up som ewhat. As do llar exchange rates and 
interest rates both started to move up, foreign exchange 
p ro fe ss io n a ls  began to  co ve r s izeab le  sh o rt d o lla r 
positions. B idding fo r do lla rs became intense, at times 
exaggerated by rum ors tha t unrea lis tica lly  good U.S. 
econom ic  s ta t is t ic s  w ere  abou t to be re leased . By 
Septem ber 12, the do lla r was swept up to DM 2.1030 
to match its high early in the three-m onth period.

A fter m id-Septem ber, the do llar showed little  trend. 
M arket partic ipants rem ained skeptical that, over the 
longer term, the dollar had declined sufficiently to correct 
the U.S. balance of payments deficit. But over the shorter 
term, market participants perceived the dollar to be con
solidating its position around mid-September rate levels.

Chart 4

In trade-weighted terms, the appreciation 
of the Japanese yen since September 1985 
has been far greater than the appreciation 
of the German mark . . .
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. . . and the impact on the Japanese 
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They were sensitive to any evidence that U.S. and other 
m onetary authorities would be w illing to support such 
a stab iliza tion  of exchange rates. In th is environm ent, 
th e y  to o k  no te  o f s ta te m e n ts  such as the  one by 
C h a irm a n  V o lcke r on S e p te m b e r 24 th a t c u rre n t 
exchange rate re la tionsh ips place our industry in a far 
b e tte r c o m p e tit iv e  p o s itio n  than  fo r som e yea rs . 
Accordingly, the dollar fluctuated without clear direction. 
But it was som etim es subject to abrupt movements, 
especially against the mark between a range of DM 2.00 
and DM 2.08. These abrupt sh ifts  came in response to 
statem ents, actions, or rum ors of actions thought to 
re flect o ffic ia l a ttitudes toward exchange rates.

The view  that the do lla r was entering a period of 
g reater s tab ility  was called into question several times 
between mid-September and mid-October. The first such 
occasion came in response to statem ents that brought 
o ffic ia l a ttitudes about exchange rates into question. 
Bundesbank President Poehl was reported to have said 
that the Bundesbank would not cut its interest rates but 
th a t G erm any w ou ld  a cce p t a s tro n g e r m ark as its  
co n tr ib u tio n  to  in te rn a tio n a l econom ic ad jus tm en t. 
S ubsequen tly , T reasury  S e c re ta ry  B aker sa id  tha t, 
although it was preferab le  not to rely on exchange rate 
adjustm ents alone to reduce trade im balances, there 
would need to be fu rther exchange rate changes in the 
absence  o f a d d itio n a l m easu res  to p rom ote  h igher 
growth abroad. In response, the do llar moved down

decisively, declining on September 19 to DM 1.9845 and 
¥  151.77, its low fo r the period against the yen. But it 
soon recovered most of th is decline after a European 
Community (EC) meeting of finance m in isters and cen
tral bank governors at G leneagles, Scotland, the fo l
lowing day. Market partic ipants in terpreted statem ents 
about that meeting as indicating that the EC countries 
had agreed to use exchange m arket in tervention, if 
necessary, to protect the EMS from stra ins which they 
fe lt were associated w ith the decline in the dollar.

The next point of uncerta inty occurred at the end of 
September. The weekend G-5 and G-7 m eetings in 
W ashington ended w ithout a specific agreem ent, which 
some observers had been looking for, that Germany and 
Japan would cut in terest rates in return for a U.S. 
com m itm ent to s tab ilize  the dollar. Market partic ipants, 
sensing that no arrangem ent was in place to prevent a 
resumption of the dollar’s decline, moved to reestablish 
short dollar positions. As a result, the do llar declined 
sharp ly  aga inst the con tinen ta l European currenc ies 
throughout the first half of October, hitting its low against 
the German mark of DM 1.9690 on O ctober 17.

Meanwhile, the do llar had continued to trade in a 
re lative ly narrow range against the Japanese yen. In 
early September, news of a meeting between Secretary 
of the Treasury Baker and Japan ’s Finance M inister 
M iyazawa generated some antic ipation that an agree
ment on exchange rates m ight be forthcom ing. Later in 
S ep tem ber, fo re ig n  in v e s to rs , d is co u ra g e d  by the 
worsening business clim ate in Japan, began to sell 
holdings of shares on the Tokyo stock market. This 
outflow, com bined with a grow ing pessim ism  about the 
likelihood of a reduction in the Bank of Japan’s discount 
rate, contributed to a sharp drop in the Tokyo stock 
market in the m iddle of October. Japanese institu tional 
investors, attem pting to offset the resulting losses on 
th e ir yen equ ity  p o rtfo lio s  p rio r to  the end -O c tobe r 
reporting date, realized profits on the ir do llar-denom i
nated assets by unw inding hedges that had been put 
in place when the do lla r was much higher. These var
ious factors generated a demand for dollars throughout 
most of October and reinforced sentiment that the dollar 
had reached a near-term  bottom against the Japanese 
currency.

Late in O ctober evidence was accum ulating that the 
U.S. economy had strengthened significantly during the 
third quarter and that the U.S. trade position had at 
least begun to stabilize. A preliminary estimate showing 
that real GNP increased by 2.4 percent in the third 
q ua rte r was fo llo w e d  by a report th a t U .S. du rab le  
goods orders had increased 4.9 percent in September. 
Moreover, p re lim ina ry  trade s ta tis tics  fo r Septem ber 
indicated a second month of decline in the U.S. 
trade deficit.

Table 1

Federal Reserve Reciprocal Currency 
Arrangements
In millions of dollars

Institution
Amount of Facility 
October 31, 1986

Austrian National Bank 250
National Bank of Belgium 1,000
Bank of Canada 2,000
National Bank of Denmark 250
Bank of England 3,000
Bank of France 2,000
German Federal Bank 6,000
Bank of Italy 3,000
Bank of Japan 5,000
Bank of Mexico 700
Netherlands Bank 500
Bank of Norway 250
Bank of Sweden 300
Swiss National Bank 4,000
Bank for International Settlements:

Dollars against Swiss francs 600
Dollars against other

authorized European currencies 1,250

Total 30,100
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At the  sam e tim e , m a rke t p a rt ic ip a n ts  becam e 
increasingly impressed with European officials’ apparent 
intention to buy dollars to resist depreciation of the U.S. 
currency and associated stra ins on the EMS. There 
were several reports of Bundesbank and other European 
central bank intervention to buy dollars during October. 
In addition, reported statem ents from German offic ia ls 
that any fu rther decline of the dollar threatened eco
nomic grow th in Europe contributed to the perception 
that there m ight also be a lim it to the do lla r’s deprecia 
tion aga inst the con tinen ta l currenc ies. Accordingly, 
when the demand for do llars against the yen s trength
ened la te  in O ctober, and the d o lla r began to firm  
against that currency, it also firm ed som ewhat against 
the European currencies.

As the period drew to a close, the do llar received a 
final boost of support from the announcement of a one- 
half percentage point cut in the Bank of Japan ’s d is
count rate and an economic policy accord between U.S. 
Treasury Secretary Baker and Japanese Finance M in
ister M iyazawa. The accord outlined fiscal policy in iti
atives, including tax reform plans in Japan, and under
scored the U.S. com m itm ent to reducing the budget 
defic it. The two countries judged the exchange rate 
rea lignm ent achieved between their currencies since 
Septem ber 1985 to be broadly consistent with present

underlying economic fundamentals, and they reaffirmed 
a w illingness to cooperate on exchange m arket issues. 
Notw ithstanding statem ents by Treasury o ffic ia ls  that 
U.S. intervention policy had not changed, some market 
partic ipants interpreted the accord to be a pact for 
concerted intervention to support the dollar.

Thus the dollar continued to rise through end-October. 
T h is  rise  in d o lla r  e xch a n g e  ra te s  w as led by an 
increase  aga ins t the yen but was accom pan ied  by 
increases against other m ajor currencies. The increase 
in the do llar at the end of the period left it h igher on 
balance against some currencies and limited its decline 
against the German mark. On the trade-w eighted basis 
of the Federal Reserve Board do llar exchange rate 
index, the do llar closed the period 13/s percent higher 
than at the end of July.

The pound sterling was the only currency against 
which the dollar rose consistently during the period 
under review. Some of s te rling ’s decline was seen in 
foreign exchange markets as reflecting the im pact of 
weak oil prices on British export revenues and govern
ment income. But m arket partic ipants were also con
cerned about the d irection of the governm ent’s overall 
monetary and fiscal policies, as well as about pre
e lec tion  p o lit ica l u n ce rta in tie s . W ith  the  a u th o r it ie s  
deciding form ally to abandon m onetary targets as a

Table 2

Drawings and Repayments by Foreign Central Banks under Regular Reciprocal Currency 
Arrangements
In millions of dollars; drawings ( + ) or repayments ( - )

Central Bank Drawing on the 
Federal Reserve System

Outstanding as of 
August 1, 1986 August September

Outstanding as of 
October October 31, 1986

Bank of Mexico 0 + 210.2 -66 .8 0 143.4

Data are on a value-date basis.

Table 3

Drawings and Repayments by Foreign Central Banks under Special Swap Arrangements w ith the 
U.S. Treasury
In millions of dollars; drawings ( + ) or repayments ( - )

Central Bank Drawing 
on the U.S. Treasury

Amount of 
Facility

Outstanding as of 
August 1, 1986 August September October

Outstanding as of 
October 31, 1986

Central Bank of Bolivia 100.0 * * 0 0 0
Central Bank of Ecuador 75.0 75.0 -75 .0 * * *
Bank of Mexico 273.0 * + 211.0 -67 .0 0 144.0
Central Bank of Nigeria 37.0 * * + 22.2 22.2

Data are on a value-date basis. 
'No facility
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policy tool, expectations strengthened that the govern
ment might adopt an exchange-rate guide for policy 
instead. As a result, discussion of sterling’s joining the 
intervention arrangements of the EMS became even 
more widespread than before, both in the press and in 
financial markets. But no new policy initiatives along 
these lines emerged during the period under review. By 
the end of October, sterling had depreciated by almost 
6 percent against the dollar and by even more against 
the continental European currencies.

During the period, the exchange rate mechanism of 
the EMS was at times subject to strain. The Irish pound 
was caught between the decline of sterling on the one 
hand and the rise of continental currencies on the other. 
With Irish exporters experiencing a loss of competi
tiveness in the United Kingdom, Ireland’s primary export

market, the Irish authorities devalued the Irish pound on 
August 2 by 8 percent against the bilateral central rates 
of the other EMS currencies.

Later on, as the German mark appreciated against the 
dollar, it also moved up against other currencies. By late 
August the mark reached the top of the narrow band, 
a position it held throughout the remainder of the period. 
At times during September and to a lesser extent during 
October, the narrow band was fully stretched to the 
21/4 percent intervention limit as the mark benefitted 
more than the others from the dollar’s decline. In 
response to these pressures, EC finance minister and 
central bank governors, at their Gleneagles meeting, 
agreed to try to stem the rise of the member currencies 
against the dollar, largely in an effort to preserve sta
bility within the EMS. By late October, tensions within 
the EMS joint float had subsided substantially.

Chart 6

In August, the German mark moved to 
the top of the narrow EMS band.
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"I"On August 2, the Irish pound was devalued by 
8 percent against the b ilateral central rates of the 
other EMS currencies.

* * * *

At the beginning of the three-month period, the only 
drawing outstanding on the credit arrangements of the 
U.S. Monetary Authorities was $75.0 million drawn on 
May 16, 1986 by the Central Bank of Ecuador against 
a $150.0 million U.S. Treasury Exchange Stabilization 
Fund (ESF) short-term swap facility. On August 14, the 
swap arrangement was terminated pursuant to the 
agreement.

In the period from July through October, the U.S. 
Monetary Authorities provided short-term bridging 
facilities to Bolivia, Nigeria, and Mexico:

Bolivia. The U.S. Treasury through the ESF on Sep
tember 17 extended a $100.0 million financing facility 
to the Central Bank of Bolivia. There were no drawings 
made against this facility during the period under review.

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
Period Reserve Fund

August 1, 1986—
October 31, 1986 0 0
Valuation profits and
losses on outstanding
assets and liabilities as
of October 31, 1986 + 1,341.3 + 1,290.1

Data are on a value-date basis.
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Nigeria. The U.S. Treasury, through the ESF, agreed 
on October 24 to provide a $37.0 million short-term 
facility to the Central Bank of Nigeria as part of a 
$250.0 million multilateral facility organized under the 
leadership of the Bank of England. On October 31, a 
drawing of $22.2 million was made on the U.S. portion.

Mexico. On August 27, the U.S. Monetary Authorities 
agreed jo intly to a multilateral arrangement in the 
amount of $1.1 billion with the Bank for international 
Settlements (acting for certain central banks) and the 
central banks of Argentina, Brazil, Colombia, and Uru
guay to provide a near-term contingency support facility 
for Mexico’s international reserves. Drawings on the 
facility were made available in light of agreement 
between Mexico and the IMF concerning a proposed 
stand-by arrangement, the expected receipt by Mexico 
of disbursements under loans from the International 
Bank for Reconstruction and Development (IBRD), and 
the agreement by Mexico to apply drawings from the 
IMF and disbursements from the IBRD to the balances 
on outstanding drawings on the facility. On August 29, 
$850.0 million was made available to Mexico. On this 
date Mexico drew $211.0 million from the Treasury 
through the ESF and $210.2 million from the Federal 
Reserve through its regular swap facility with the Bank

of Mexico. On September 30, Mexico repaid $67.0 mil
lion to the ESF and $66.8 m illion to the Federal 
Reserve.

During this period the Federal Reserve and the ESF 
realized no profits or losses from exchange transactions. 
As of October 31, cumulative bookkeeping or valuation 
gains on outstanding foreign currency balances were 
$1,341.3 million for the Federal Reserve and $1,290.1 
for the Treasury’s ESF. These valuation gains represent 
the increase in the dollar value of outstanding currency 
assets valued at end-of-period exchange rates, com
pared with the rates prevailing at the time the foreign 
currencies were acquired.

The Federal Reserve and the ESF invest foreign 
currency balances acquired in the market as a result of 
their foreign 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 pro
vided by the Monetary Control Act of 1980, the Federal 
Reserve invested $2,868.0 million equivalent of its for
eign currency holdings in securities issued by foreign 
governments as of October 31. In addition, the Treasury 
held the equivalent of $3,980.1 million in such securities 
as of the end of October.
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(This report was released to the Congress and to the 
press on September 4, 1986)

Treasury and Federal Reserve 
Foreign Exchange Operations
May-July 1986 Report

The dollar declined against most major currencies during 
the three months ended July. The dollar’s downward 
movement proceeded against the background of slug
gish U.S. economic growth, expectations of continued 
monetary easing in the United States, and doubts that 
large payments imbalances among the developed 
countries were being reduced. There was no interven
tion by the U.S. authorities during the period but there 
were sizable dollar purchases by some other central 
banks. The dollar’s depreciation was temporarily inter
rupted in May only to resume in June and July. By the 
end of July, the dollar was at its low point of the period, 
having declined approximately 9 percent against the 
Japanese yen and Swiss franc, and nearly 5 percent 
against the German mark and other Continental Euro
pean currencies.

Coming into the period, the dollar had already 
declined substantially from its highs of February 1985. 
Market participants had noted that officials in several 
foreign industrial countries were expressing concern 
over the adjustments that their own industries were 
beginning to experience. In the face of the appreciation 
of their currencies, foreign exporters increasingly com
plained of a squeeze on profits as they sought to 
maintain market shares. Indeed, a number of commen
tators questioned whether increases in domestic 
demand in Germany and Japan would be sufficient to 
offset the decline in export orders and sustain prospects 
for economic growth in these two countries.

A report 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.

Many in the exchange markets anticipated that the 
governments of the seven major industrial countries 
might use the occasion of the Economic Summit 
meeting in Tokyo during early May to outline measures 
to stabilize dollar exchange rates. The Tokyo Economic 
Declaration noted that there had been a significant shift 
in the pattern of exchange rates which better reflected 
fundamental economic conditions. It stated that the 
Group of Seven (G-7) countries had agreed to develop 
a process to review trends for a number of economic 
variables, including exchange rates, in order to achieve 
more effective policy coordination. But the declaration 
did not call for specific measures or concerted actions 
to prevent the dollar from declining further. Instead, 
there were reported remarks by some G-7 officials which 
seemed to imply that there was still room for further 
appreciation of nondollar currencies, especially the 
Japanese yen.

In reaction to the absence of an announcement of 
specific measures, the dollar resumed its decline after 
the Tokyo Summit. It depreciated most against the 
Japanese yen, trading as low as ¥159.99 on May 12, 
some 381/z percent below its peak of about a year 
before. Contributing to this decline in the dollar was the 
narrowing of favorable long-term interest differentials. In 
addition, the dollar was undermined by the persistent 
current account imbalances manifested by a large U.S. 
deficit and Japanese surplus. Market participants per
ceived that the U.S. Administration hoped that a high 
level of economic activity and rising imports abroad 
would set the stage for a sizable narrowing of the U.S. 
trade deficit, given that the dollar had already declined 
substantially during the past year. But the most recent 
data were seen by the market as showing little progress 
in redressing the trade imbalance. Strong protectionist
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sentiments persisted in the U.S. manufacturing industry, 
even as the U.S. authorities sought to reduce restrictive 
trading practices abroad and resist pressures for pro
tection ist measures at home. Market participants 
believed that so long as the imbalances were not 
diminishing, market pressures in favor of the yen would 
remain strong and that the authorities, at least in the 
United States, would accept further declines in dollar 
exchange rates.

In early May, the dollar’s decline against the German 
mark was more muted than its decline against the yen. 
Political and economic uncertainties following the 
Chernobyl nuclear accident of late April weighed against 
the mark for a time. There were also heavy reflows of 
funds into the French franc and Italian lira following an 
April realignment of the European Monetary System 
(EMS) and, in the case of the franc, in response to the 
exchange market’s favorable reaction to initial plans for 
privatization of French public-sector firms. Thus, the 
mark traded at the bottom of the EMS.

Before long, however, many in the market came to 
interpret official views as indicating that a period of 
consolidation was appropriate. Dealers anticipated that

Chart 2

Interest d ifferentia ls favorable to the 
dollar in itia lly  widened but then resumed 
their declin ing trend.
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many of the governments abroad, facing local or 
national elections, would welcome a period of exchange 
market tranquility. Also, time was needed to evaluate the 
effects on economic activity and trade flows of the 
changes in exchange rates and declines in interest rates 
that had occurred during the preceding year.

After mid-May, perceptions about the relative strength 
of the U.S. economy temporarily brightened, expecta
tions of further drops in U.S. interest rates faded, and 
the dollar appreciated more or less steadily for the rest 
of the month. Faster-than-expected growth in U.S. 
monetary aggregates appeared to lessen the scope for 
a near-term easing of U.S. monetary policy. Repeated 
denials of any need to ease monetary policy by officials 
of the Bundesbank and the Bank of Japan led dealers 
to believe that there was little chance of a coordinated 
cut in interest rates. For the first time in several months, 
dollar interest rates increased, with the rate on three- 
month Eurodollar deposits exceeding 7 percent. A 
strong upward revision in first quarter real GNP and 
other statistics on U.S. economic activity were inter
preted favorably by the exchanges. By June 2, the dollar 
reached ¥177.05 and DM2.3445, levels which were the 
highs for the dollar during the period under review.

But the dollar began to edge down again in early June 
as new evidence suggested that the anticipated boost
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Chart 1

The do lla r continued to decline against 
most major fo re ign  currencies.
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to U.S. exports and growth was not being sustained and 
expectations of another downward adjustm ent in U.S. 
in terest rates were revived. A fter the sta tis tics of late 
May, an increase in U.S. unem ploym ent came as a 
d isappoin tm ent and was the start of a series of figures 
po in ting  to on ly  la c k lu s te r U.S. econom ic  ac tiv ity . 
S tatem ents by Chairm an Volcker were interpreted as 
running counter to the idea that the Federal Reserve 
needed to wait to cut its discount rate again until central 
banks in other countries eased monetary policy. Market 
partic ipants started to consider the possib ility  that the 
U.S. authorities might welcome a renewed decline in the 
do llar on the grounds that central banks abroad might 
cut the ir in terest rates more quickly in such an envi
ronment. In the m eantim e, there were concerns that 
some of the heavily indebted Latin American countries 
were considering im posing a debt service m oratorium  
or lim itin g  deb t paym en t to a pe rcen tage  of expo rt 
earnings. Thus, for domestic and international reasons, 
market participants thought that a further easing of U.S. 
m onetary po licy  m ight be im m inent. W ith the poss i
b ility  tha t such a U.S. move m ight not be m atched

Chart 3

Attention in the foreign exchange market 
continued to focus on the persistent large 
trade imbalances of the United States, 
Germany, and Japan.

Billions of dollars

Monthly trade b a la n c e s *
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10--------------------------------------------------------

*  Balance of payments basis for the United States.
Census data for Japan and Germany.

+ U.S. data for June on a balance of payments basis were 
unavailable at the time of publication.

elsewhere, the do llar came under downward pressure.
For several weeks in June, pressures to sell the dollar 

were well contained. Dealers perceived that authorities 
abroad were prepared to in tervene to prevent a further 
decline in do llar rates for a while. In particular, there 
were numerous reports of dollar purchases by the Bank 
of Japan, and market partic ipants seemed to believe 
tha t the Japanese  cen tra l bank w ou ld  s tre n u o u s ly  
attem pt to lim it the yen ’s rise before Japanese parlia 
mentary elections on July 6. Dealers also thought that 
the Bundesbank might intervene if the mark threatened 
to rise too strongly.

In July, the d o lla r began to m ove dow n qu ick ly , 
especially against the Japanese yen and the Swiss 
fra n c . M a rke t p a r t ic ip a n ts  d o u b te d  the  Ja p a n e se  
authorities would be able to contain for long the yen ’s 
rise in the face of mounting trade surpluses. (Because 
of the substantia l depreciation of the do llar since Feb
ruary 1985 and the decline in world oil prices, Japan ’s 
trade surplus continued to grow in do llar terms, even 
though Japanese exports in 1986 were actually lower 
in volume terms than in the previous year.) As a result, 
traders started to establish large long positions in yen 
and commercial leads and lags swung in favor of Japan. 
The Swiss franc also began to be viewed as a partic
ularly attractive a lternative to the dollar. It was not as

Chart 4
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affected as the German mark by politica l uncertainties, 
and by June had developed an interest rate advantage 
over the mark. Moreover, market participants felt that the 
Sw iss N ationa l Bank w ould m ain ta in  re la tive ly  tigh t 
m onetary conditions w hatever the in ternational envi
ro n m e n t and  w as n o t l ik e ly  to  in te rv e n e  in the  
exchanges to lim it the apprecia tion of its currency.

The German mark, too, began to gain more strength 
as the do llar declined during July. After the Federal 
Reserve cut its d iscount rate a half of one percentage 
point, e ffective Ju ly 11, a num ber of German offic ia ls 
com m ented that a fu rthe r decline in German interest 
rates would be inappropriate inasmuch as their domestic 
econom y had picked up in the second quarter and the 
growth of centra l bank m oney remained above target. 
In addition, the German governm ent indicated it would 
not depart from its earlie r fiscal targets. The mark also 
strengthened against other European currencies around 
this time. Flows into France that had occurred after the 
April EMS rea lignm ent and had weighed on the mark

began to subside as French residents reportedly took 
advantage of an easing of exchange controls. The mark 
also benefited from sh ifts  in investor preference away 
from sterling-denominated assets, previously viewed as 
a principal alternative to dollar investments. As Britain’s 
economic outlook dimmed with oil prices reaching new 
lows and the governm ent of Prime M inister Thatcher 
facing cons iderab le  po litica l c ritic ism , investo rs  and 
traders both shifted funds increasing ly out of sterling 
and into marks. During July, the German mark moved 
from near the bottom to near the top of the EMS to 
emerge as the third strongest currency in that a rrange
ment; it also gained 71A> percent against sterling.

In late July, the do lla r’s decline accelerated. There 
was p ress com m enta ry  to the e ffe c t tha t, fo r o the r 
in d u s tria lize d  co u n tr ie s , the  boost to rea l incom e 
resulting from the oil price decline was not yet showing 
through; these countries were going to have to expand 
more quickly and im port more vigorously for the United 
States to achieve a substantia l balance of payments

Chart 5

In July, the Federal Reserve lowered its 
discount rate but was not jo ined by some 
other centra l banks.
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Chart 6

The German mark strengthened w ith in 
the EMS jo in t float.
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Weekly averages of 9 a.m. rates in New York for the 
weeks ending on dates shown.

*  Percentage deviation of each currency from its ECU 
central rate. Dotted lines correspond to the System's 
2% percent limit on movement from bilateral central 
exchange rates for all participating currencies except 
the Italian lira. The lira may fluctuate 6 percent from 
its central rates against other EMS currencies.
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Table 1

Federal Reserve Reciprocal Currency 
Arrangements
In millions of dollars

Institution
Amount of facility 

July 31, 1986
Amount of facility 

July 31, 1985

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
currencies-dollars 1,250 1,250

Total 30,100 30,100

adjustm ent. Yet a U.S. o ffic ia l’s call for s tronger growth 
abroad had elicited replies from German and Japanese 
officials indicating that stimulative policies would not be 
forthcom ing in the near term . As for the United States, 
rapid grow th in the U.S. m onetary aggregates and a 
susta ined decline in U.S. in terest rates indicated that 
monetary po licy was not a constra in t on U.S. growth. 
But long-term U.S. interest rates had actually firmed as 
short-term rates eased during the last half of July. Under 
these  c ircu m s ta n ce s , m arke t o b se rve rs  w ondered  
w hether foreign demand for U.S. securities was being 
sustained su ffic ien tly  to finance the U.S. defic its and 
thereby avoid another sharp decline in do llar rates or 
a fu rther rise in in te rest rates. S im ultaneously, release 
of U.S. trade sta tis tics  suggesting the de fic it had w id
ened in June re in fo rce d  the  v iew  tha t the  des ired  
adjustm ents were slow in m ateria liz ing. As market par
tic ipan ts  increas ing ly  questioned  w he ther the m ajor 
industria lized countries would be able to work together 
to redress the ir large econom ic im balances, the dollar 
declined to close the period at DM2.0890 and ¥153.65.

At the end of July, the do llar had declined 9 percent 
against the Japanese yen and Swiss franc, as well as 
a lm ost 5 percent against the German mark and other 
EMS cu rre n c ie s . It had rem a ined  s tab le , however, 
against the Canadian do lla r and had risen against the 
pound sterling. Therefore, on a trade-w eighted basis 
against the currencies of the major industrial countries,

as calculated by the Federal Reserve Board, the do llar 
closed the period 3 percent below its level of end-April.

On May 14, the U.S. Treasury, through the Exchange 
Stabilization Fund (ESF), agreed to provide short-term  
financing to the Central Bank of Ecuador tota ling $150 
m illion until Ecuador could fina lize  negotiations for a 
new financing fac ility  from com m ercial banks and add i
tional loans from international financial institu tions. On 
May 16, the Central Bank of Ecuador made a drawing 
of $75 m illion.

The Federa l R eserve  and the ESF inves t fo re ign  
currency balances acquired in the market as a result of 
their foreign exchange market 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, as of July 31 the Federal Reserve had invested 
$2 ,941 .2  m illion  e q u iva le n t of its  fo re ig n  cu rre n cy  
holdings in securities issued by foreign governments. In 
addition, the Treasury held the equivalent of $4,083.6 
m illion in such securities as of the end of July.

Table 2

Net Profits ( + ) or Losses ( - )  on U.S. Treasury 
and Federal Reserve Current Foreign Exchange 
Operations
In millions of dollars

Period
Federal

Reserve

U.S. Treasury
Exchange

Stabilization
Fund

May 1, 1986-
July 31, 1986 0 0
Valuation profits and losses
on outstanding
assets and liabilities
as of July 31, 1986* + 1,398.6 + 1,470.4

Data are on a value-date basis.
'Valuation gains represent the increase in the dollar value of 
outstanding currency assets valued at end-of-period exchange 
rates, compared with the rates prevailing at the time the foreign 
currencies were acquired.

Table 3

Drawings under Special Swap Arrangements with 
the U.S. Treasury
In millions of dollars; drawings ( + ) or repayments ( - )

Drawings on U.S. Total May 16, Outstanding
Treasury facilities for facility 1986 July 31, 1986

Central Bank of Ecuador 150 + 75 + 75

Data are on value-date basis.
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(This report was released to Congress 
and to the press on May 29, 1987)

Treasury and Federal Reserve 
Foreign Exchange Operations
February—April 1987

The dollar traded rather steadily in February and early 
March, and then moved lower through the end of April. 
It closed the period down more than 8 percent against 
both the Japanese yen and the British pound, down 
roughly 2 percent against the German mark and most 
other continental currencies, and unchanged on balance 
against the Canadian dollar. The U.S. authorities inter
vened in the market at various times during the three- 
month period under review.

After declining almost continuously for nearly two 
years (Chart 1), the dollar steadied as the period 
opened. Market participants were reassured by a coor
dinated U.S.-Japanese intervention operation under
taken in late January following a joint statement by 
Secretary Baker and Finance Minister Miyazawa in 
which they reaffirmed their willingness to cooperate on 
exchange rate issues. Talk that the financial authorities 
of the major industrial countries would soon meet 
encouraged expectations that multilateral efforts might 
be forthcoming to prevent the dollar from declining fur
ther. In addition, reports of extensive Japanese partic
ipation in the February refunding operations of the U.S. 
Treasury reassured the exchange markets by seeming 
to suggest that Japanese investors would continue to 
make substantial investments in dollar-denominated 
assets.

Meanwhile, economic statistics being released sug
gested that the underlying economic fundamentals were

A report 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. Christopher Rude was primarily responsible for preparation 
of the report.

clearly moving in directions that would lead to adjust
ment of external imbalances. To be sure, there were still 
few signs that the dollar’s two-year decline had reduced 
the nominal U.S. trade deficit. However, GNP data for 
the fourth quarter of 1986, together with information 
becoming available on export and import volumes, 
showed that the nation’s trade deficit was declining in 
volume terms and that the nation’s external sector was 
beginning to contribute to economic growth (Chart 2). 
Japan’s trade surplus, though still high in nominal terms, 
had been declining in volume terms since the beginning 
of 1986. As for Germany, weak export volumes and 
strong import volume gains carried a similar indication 
that earlier exchange rate movements were working to 
reduce external imbalances. In these circumstances, the 
dollar rose from its lows of late January to trade within 
a narrow range through mid-February against both the 
yen and the mark, around ¥153 and DM1.82, respec
tively.

Then on February 22, following meetings held at the 
Louvre in Paris, finance ministers and central bank 
governors of six major industrial countries stated that, 
given the economic policy commitments they were 
making, their currencies were now “ within ranges 
broadly consistent with underlying economic funda
mentals.” In the announcement, the authorities of Ger
many and Japan stated that they would provide greater 
stimulus to their economies, and the U.S. government 
said that it would resist protectionism and substantially 
reduce the budget deficit for the fiscal year 1988. The 
statement noted that “further substantial exchange rate 
shifts among their currencies could damage growth and 
adjustment prospects in their countries.” The officials
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of the six major industrial countries also announced that 
they had agreed “ in current circumstances to cooperate 
closely to foster stability of exchange rates around 
current leve ls.”  A lthough many market partic ipants 
regarded previous promises of domestic policy actions 
by the major industrial nations with skepticism, the 
prospect of increased cooperation and the more explicit 
association of the U.S. Treasury with a call for greater 
exchange rate stability reassured the market about the 
near-term outlook for the dollar. Remarks by some for
eign officials attending the Paris meeting suggested that 
there had also been an agreement for coordinated 
intervention in the exchange market.

During the first several weeks following the Paris 
agreement, the dollar strengthened, especially against 
the German mark and other continental currencies. 
Although many market professionals expressed doubt, 
given the continuing pressures of large international 
trade imbalances, that further declines in the dollar 
could be avoided over time, there was less sense of 
downside risk in holding dollars in the near-term. As a 
result, some corporations began to unwind costly 
hedges against their dollar positions. This commercial 
demand gave the dollar a buoyancy which some market 
professionals suspected was the result of central bank 
intervention, an impression which added to the dollar’s 
firmness.

The dollar continued to trade narrowly against the yen 
a round  =¥153 a fte r the Paris m ee ting . Japanese

Chart 1
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♦Percentage change of monthly average rates for dollars 
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All figures are calculated from New York noon quotations.

exporters took advantage of any firming of the dollar 
against yen to convert export proceeds into yen— an 
activity that accelerated ahead of Japan’s fiscal year- 
end in March. Japanese investors took advantage of any 
easing of the dollar against the yen to increase their 
holdings of U.S. and other foreign assets. They per
ceived relatively little near-term exchange rate risk in 
investing abroad, expecting the authorities to prevent 
any significant further appreciation of the yen against
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the dollar.
Meanwhile, greater stability in dollar exchange rates 

in February, together with the subsequent Paris com
mitment to foster exchange rate stability, was seen in 
the market as reducing exchange rate risk more gen
erally and thereby enhancing the relative attractiveness 
of assets denominated in currencies with relatively high 
interest rates. Sterling, which also benefited from a 
number of other economic and political developments, 
rose strongly against all major currencies in February 
and early March, amid reports of strong demand by 
foreign investors. There were also signs of increased 
investor interest in the Australian and Canadian dollars, 
the Swedish krone, the French franc, and the Italian lira 
to take advantage of the high interest rates available 
in those currencies.

In that environment, investors found that a number 
of currencies offered more attractive investment oppor
tunities than the German mark. Traders viewed eco
nomic activ ity as somewhat stronger in the United 
States and somewhat weaker in Germany than previ
ously thought. Also, expectations persisted that short
term interest rate differentials would continue to favor 
the dollar relative to the mark. Moreover, market par
ticipants were aware that there remained outstanding 
large positions, long of marks and short of dollars; any 
generalized move to trim these positions was expected 
to result in considerable bidding for dollars. In these 
circumstances, the dollar continued to rise gradually 
against the mark in late February and early March.

Around mid-March, speculative buying started to push 
the dollar up more rapidly against the mark. A number 
of stop-loss orders to buy dollars and sell marks were 
triggered, and the resulting bidding for dollars in oth
erwise thin trading propelled the dollar rate up as high 
as DM1.8745 on March 11 in New York. Under these 
circumstances, the Desk entered the exchange market, 
selling $30 m illion against marks. The intervention 
operation, which was undertaken to foster greater 
exchange rate s ta b ility  as envisaged in the Paris 
agreement was quickly talked about in the markets. 
Dealers imagined that the Desk had sold a much larger 
amount and interpreted the action as signaling that 
major countries would seek to limit any significant rise 
in the dollar, as well as any significant decline. As a 
result, market participants calculated that there was little 
need to protect themselves against the possibility that 
the dollar might continue to advance. In view of their 
long-standing expectation that the dollar would decline 
over time, bidding for dollars quickly subsided, and 
dollar rates started to drift down (Chart 3).

As the dollar started to decline after mid-March, the 
focus of market attention shifted from the mark to the 
yen. The expectation that short-term interest rate d if

ferentials would move in favor of the dollar against the 
mark and fear of central bank intervention limited the 
dollar’s decline against the mark. But against the yen, 
the dollar was trading only slightly above the ¥150 level 
that many market participants, especia lly in Japan, 
believed represented at least an important psychological 
benchmark and perhaps constituted the lower limit of 
the yen-dollar exchange rate range they thought had 
been agreed to in conjunction with the Paris agreement. 
Although Japanese economic growth was weaker than 
it had been in many years, market participants evidently 
judged that the Japanese government, embroiled in a 
debate concerning tax reform, would not take early and 
significant policy actions to spur domestic demand and 
reduce its trade surp lus as prom ised in the Paris 
agreement. Moreover, the announcement that the United 
States would impose trade sanctions on selected Jap
anese products following a dispute over semiconductor 
products fueled fears of protectionism. In Europe, con-

Chart 3
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cern was growing that the Japanese were diverting their 
exports from other markets to Europe. With the weak
ness of the German economy seemingly confirmed by 
figures then becoming available, market participants 
were sensitive  to the poss ib ility  that trade fric tion  
between Japan and Europe was also in tensify ing. 
Market concerns increased that there might be renewed 
calls for a lower dollar as a response to these trade 
problems. A clear bearish sentiment reemerged towards 
the dollar against the yen.

On March 23, the dollar moved below ¥150. Japanese 
investment houses, insurance companies, and corpo
rations sold dollars aggressively, stop-loss orders were 
activated, and the dollar began to move down sharply. 
To restrain the dollar’s decline, the Desk made daily 
purchases of dollars against yen in a series of opera
tions between March 23 and April 6, purchasing a total 
of $3,007.7 million. The operations by the U.S. author
ities were coordinated with operations by the Bank of 
Japan and several European central banks.

By the end of March, the dollar appeared to be set
tling in a range around ¥147. But concern over the 
stab ility  of the dollar had spread from the foreign 
exchange to o ther financ ia l m arkets. The d o lla r ’s 
depreciation precipitated sharp declines in prices of U.S. 
bonds and equities. It contributed to sharp increases 
in the prices of gold and silver. And as investors sought 
alternatives to dollar-denominated assets, the prices of

Table 1
Federal Reserve
Reciprocal Currency Arrangements
In millions of dollars

Institution
Amount of Facility 

April 30, 1987
Austrian National Bank 250
National Bank of Belgium 1,000
Bank of Canada 2,000
National Bank of Denmark 250
Bank of England 3,000
Bank of France 2,000
German Federal Bank 6,000
Bank of Italy 3,000
Bank of Japan 5,(XX)
Bank of Mexico 700
Netherlands Bank 500
Bank of Norway 250
Bank of Sweden 300
Swiss National Bank 4,000
Bank for International Settlements:

Dollars against Swiss francs 600
Dollars against other

authorized European currencies 1,250
Total 30,100

Japan
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The top chart shows long-term government bond yields 
and the bottom chart shows the differentials between 
U.S. Treasury bonds and foreign government securities.
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bonds denominated in other currencies rose. As a result 
of the divergent forces in the world’s bond markets, 
long-term interest rate differentials moved strongly in 
favor of the dollar (Chart 4).

Meanwhile, market participants came to believe that 
new incentives would be needed to maintain the cred
ibility of official efforts to stabilize exchange rates and 
halt the dollar’s decline. As a result, they looked forward 
to a scheduled meeting of the G-7 finance ministers and 
central bank governors in Washington on April 8 for 
evidence that the authorities were firmly committed to 
exchange rate stability.

The G-7 ministers and governors welcomed the pro
posals announced by the governing party in Japan for 
substantial measures to stimulate Japan’s economy. But 
market participants were disappointed that additional 
new initiatives were not announced. Also, U.S trade 
statistics for February, released on April 14, left the 
impression that the adjustment in the w orld ’s trade 
imbalances, at least in nominal terms, was still disap
pointingly small. Under these circumstances, sentiment 
towards the dollar remained bearish. Market participants 
questioned whether interest differentials favoring the 
dollar were sufficient to maintain foreign investors’ 
appetite for dollar-denominated assets. As a result, the 
dollar was again heavily offered in early April, especially 
against the yen but also against other currencies that 
provided attractive capital market outlets for foreign 
investors. The U.S. authorities continued to intervene

on occasion, buying dollars at times to foster exchange 
rate stability. They operated on three of the nine busi
ness days between April 7 and April 17, buying $532 
million against yen. As before, these operations in yen 
were closely coordinated with those undertaken by the 
Bank of Japan and several European central banks.

Statements by U.S. and Japanese officials in mid-April 
were interpreted as indicating that the officials were 
genuinely concerned about the risks of further sharp 
downward movements in dollar rates and that other 
action might be forthcoming to enhance efforts to sta
bilize exchange rates. Comments by Bank of Japan 
Governor Sumita and other Japanese officials suggested 
that new arrangements were under consideration to 
finance concerted intervention operations. In a speech 
before the Japan Society in New York, Treasury Sec
retary Baker, making specific reference to the dollar-yen 
rate, said that U.S. and other authorities intended to 
cooperate close ly to fos te r exchange rate stab ility  
despite trade difficulties and that a further decline of 
the do lla r against other major currencies could be 
counter-productive. Also around mid-April, U.S. short
term interest rates firmed, and this was taken by some 
market participants as an indication that U.S. monetary 
policy might be tightening somewhat to ease the pres
sures on the dollar.

Even so, many in the market continued to doubt that 
the authorities were sufficiently committed to exchange 
rate stability to make major adjustments to domestic

Table 2
Drawings and Repayments by Foreign Central Banks under Regular Reciprocal Currency Arrangements
In millions of dollars; drawings (+) or repayments ( - )

Central Bank Drawing on the 
Federal Reserve System

Outstanding as of 
February 1, 1987 February March April

Outstanding as of 
April 30, 1987

Bank of Mexico 61.4 -61.4 0 0 0

Data are on a value-date basis

Table 3
Drawings and Repayments by Foreign Central Banks under Special Swap Arrangement with 
the U.S. Treasury
In millions of dollars; drawings (+ ) or repayments ( - )

Central Bank Drawing 
on the U.S. Treasury

Amount of 
Facility

Outstanding as of 
February 1, 1987 February March April

Outstanding as of 
April 30, 1987

Bank of Mexico 273.0 61.6 -61.6 * * *

Central Bank of Argentina 225.0 0 0 + 225.0 0 225.0

Data are on a value-date basis 
*No facility
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economic policies. Thus, the dollar again came under 
strong selling pressure during the last full week of April 
as hopes of more economic policy convergence faded. 
In Japan, official comments suggested that there would 
be no further easing of credit policy, and there seemed 
to be litt le  evidence of m ovement tow ard a more 
expansionary budget. Doubts developed that the Federal 
Reserve had much scope to tighten monetary policy, 
given the decline in U.S. final domestic demand as 
reported in the first quarter GNP data. Moreover, reports 
emerged from U.S.-Japanese trade negotiations indi
cating little progress, and, towards the end of the month, 
the U.S. House of Representatives added to its trade 
bill a provision calling for mandatory restrictions on U.S. 
imports from countries with large trade surpluses.

Thus, the dollar was again subject to episodes of 
intense se lling pressure in the third week of April. 
Against the yen it declined below ¥140, reaching a 40- 
year low of ¥ 13 7 .2 5  on A pril 27. The do lla r also 
declined against the European currencies, easing below 
DM1.80 to trade as low as DM1.7710 against the 
German mark. The Desk intervened on three more 
occasions in late April, both in yen and marks, pur
chasing $424.9 m illion against yen and $99 million 
against marks.

In the final days of April, comments by Chairman 
Volcker and by Prime Minister Nakasone during his visit 
to Washington indicated that the central banks of the 
two countries were making more adjustments in their 
monetary policies. Mr. Nakasone announced that the 
Bank of Japan would act to ease short-term market 
rates, and Mr. Volcker stated that the Federal Reserve 
had “ snugged up”  monetary policy in light of the 
exchange rate pressure. With the market perceiving that

monetary authorities were acting to widen interest rate 
differentials in favor of the dollar, the currency recovered 
from its lows against the yen and the mark to close the 
period at ¥140.85 and DM1.7925, respectively. At these 
levels, the dollar was down 8 3/8 percent against the 
yen from both its opening in February and its level in 
mid-March. Against the mark, the dollar closed the 
period down 2 1/8 percent from its opening in February 
and down 4 3/8 percent from its highs in mid-March. 
On a trade-weighted basis as measured by the Federal 
Reserve Board index, the dollar declined 3 7/8 percent 
against all G-10 currencies between the opening in 
February and the end of April.

For the three month period as a whole, intervention 
dollar purchases by the U.S. m onetary authorities 
totalled $4,063.6 million, while dollar sales totalled $30 
million. All intervention was financed out of foreign 
currency balances. The bulk of the authorities’ dollar 
purchases, or $3,964.6 million, was against sales of 
yen, of which $1,962.3 million equivalent was drawn 
from the Treasury’s balances and $2,002.3 m illion  
equivalent was drawn from the Federal Reserve. In 
addition, the Federal Reserve and the Treasury each 
sold $49.5 million equivalent of German marks. On one 
occasion in the period, as indicated above, the Federal 
Reserve and the Treasury each sold dollars by pur
chasing $15 million equivalent of German marks.

During the three-month period, foreign central banks 
also bought dollars in extraordinary amounts in the 
exchange markets. In part, these purchases reflected 
operations of the Bank of Japan, the Bundesbank, and 
several other European central banks which purchased 
dollars against yen and other currencies in accordance 
with the understandings of the Paris Accord and the 
April G-7 statement to foster exchange rate stability. But 
in part, these reflected the purchases of a number of 
European central banks that took advantage of the rel
ative firmness of their currencies against the mark, the 
dollar, or both, to replenish official reserves by pur
chasing dollars.

During the three-month period, the Treasury Depart
ment through the Exchange Stabilization Fund (ESF) 
joined with other central banks to provide a multilateral 
short-term credit facility totalling $500 million for the 
Central Bank of the Argentine Republic in support of 
Argentina’s economic program to achieve sustainable 
growth and a viable balance of payments position. The 
ESF’s portion of the facility was $225 million. The facility 
was established on March 5, and the full amount was 
drawn by the Central Bank of the Argentine Republic 
on March 9.

Table 4
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

Fund
February 1, 1987 - + 688.1 + 571.9
April 30, 1987
Valuation profits and losses on out
standing
assets and liabilities
as of April 30, 1987 + 1,981.3 +1,809.8

Data are on a value-date basis.
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Meanwhile, Mexico fully repaid on February 13 the 
$61,6 million drawing on the ESF and $61.4 million 
drawing on the Federal Reserve that were outstanding 
under a two-tranche $1.1 billion multilateral near-term 
contingency support facility provided jointly by the U.S. 
monetary authorities, the Bank for International Settle
ments (acting for certain central banks), and the central 
banks of Argentina, Brazil, Colombia, and Uruguay. The 
facility has now lapsed. As noted in previous reports, 
the first tranche of $850 million had been made avail
able to Mexico on August 29, 1986, with the Federal 
Reserve providing $210.2 million and the ESF providing 
$211.0 million. On December 8, after Mexico had 
become eligible to draw the second tranche of $250.0 
million, Mexico had drawn $61.8 million from the Federal 
Reserve and $62.0 million from the ESF. Drawings on 
the first tranche were fully repaid in the previous 
reporting period.

In the period from February 1 through April 30, the 
Federal Reserve and ESF realized profits of $688.1 
million and $571.9 million, respectively, on sales of

foreign currency balances. As of April 30, cumulative 
bookkeeping or valuation gains on outstanding foreign 
currency balances were $1,981.3 million for the Federal 
Reserve and $1,809.8 million for the Treasury's ESF. 
These valuation gains represent the increase in the 
dollar value of outstanding currency assets 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 ESF invest foreign 
currency balances acquired in the market as a result 
of their foreign 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 April 30,
1987, under the authority provided by the Monetary 
Control Act of 1980, the Federal Reserve held invest
ments totalling $1,091.1 million equivalent of its foreign 
currency holdings in securities issued by foreign gov
ernments. In addition, as of the same date, the Treasury 
held the equivalent of $2,566.1 million in such securities.
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(This report was released to Congress 
and to the press on March 9, 1987)

Treasury and Federal Reserve 
Foreign Exchange Operations
November 1986 -  January 1987

After trading fairly steadily throughout November and the 
first half of December, the dollar moved sharply lower 
until the end of January. It closed the period down more 
than 11 percent against the German mark and most 
other Continental currencies, about 7 percent against 
the Japanese yen and the British pound, and almost 4 
percent against the Canadian dollar. There were large 
dollar purchases by foreign central banks during the 
period. The U.S. authorities intervened on one occasion 
in late January.

As the period opened, the dollar had moved up from 
the lowest levels reached against the yen and the mark 
in the third quarter. Many market participants were 
beginning to believe that the dollar, after a long decline, 
was entering a stage of greater near-term stability 
(Chart 1). There were some indications that the favor
able side of depreciation was starting to show through 
in the U.S. economy. The trade deficit seemed to have 
stabilized at last, though remaining large at $14 billion 
a month. Output growth in the third quarter also 
appeared to have been a little stronger than many 
market participants had previously expected, suggesting 
some strengthening of export demand.

Meanwhile, the cumulative effects of the dollar’s pro
longed depreciation were seen in financial markets to 
be exerting pressures in other countries for more 
exchange rate stability. Although Japan’s trade surplus

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. Christopher Rude was primarily responsible for 
preparation of the report.

remained high in nominal terms, the yen’s sharp 
appreciation was eroding competitive positions, resulting 
in some production cutbacks for overseas markets, and 
contributing to a rise of unemployment rates. Questions 
arose whether Japanese domestic demand would 
remain strong enough to sustain the modest rate of 
economic growth forecast for the current year. In late 
October, there had been an announcement of a 1/2 
percentage point cut in the Bank of Japan’s discount 
rate and of an economic policy accord between U.S. 
Treasury Secretary Baker and Japanese Finance Min
ister Miyazawa. The monetary policy action, together 
with the accord’s assurances with respect to Japanese 
and U.S. fiscal policies, was seen as supportive of more 
favorable prospects for the Japanese economy and for 
a reduction in the two nations’ external imbalances. At 
the same time, understandings reached in the Baker- 
Miyazawa agreement—that the exchange-rate realign
ment already accomplished between the two currencies 
was “now broadly consistent with the present underlying 
fundamentals” and that the two nations were reaffirming 
their willingness to cooperate on exchange rate issues— 
took pressure off the yen in the exchange market. The 
accord seemed to imply agreement that the yen’s 
appreciation was sufficient, at least for the time being. 
Many market participants also believed that, henceforth, 
official intervention—perhaps on a coordinated basis— 
would be used if necessary to counter a new rise in 
the yen.

In the case of Germany, the mark’s appreciation was 
seen in the market as increasing pressure on German 
authorities to take steps to ease currency strains within

64 FRBNY Quarterly Review/Spring 1987Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Spring 1987



The d o lla r ’s e igh teen  m onth d e c lin e  
paused during  the  au tum n o f 1986.

Percent*

Chart 1

-------------------------------- 1------------------------------------
Canadian dollar

Japanese yen
V__ \  \\ \  \

\  N̂ ' \ v
Swiss
franc British pound

German
■V-^S^mark

II I  I I I I I I  I I I I I I I I I I I  L I
F M A M J J A S O N D J F M A M J J  A S O N D J

1985 1986 1987

* Percentage change of monthly average rates for dollars 
from the average for the month of February 1985. All 
figures are calculated from New York noon quotations.

the European Monetary System (EMS). Since the mid- 
September Economic Community (EC) meeting in 
Gleneagles, Scotland, central banks participating in the 
EMS m onetary arrangem ents had used exchange 
market intervention to try to protect the EMS from ten
sions associated, in part, with the decline in the dollar. 
Although there was little  evidence that G erm any’s 
internal economy was suffering heavily from the effects 
of the mark’s appreciation, many market participants 
expected  the B undesbank to buy d o lla rs  in the 
exchange market if the dollar resumed a significant 
downward movement.

Under these circumstances, market professionals 
moved in early November to cover short dollar positions 
assumed earlier. This bidding for dollars helped push 
up dollar rates to their highs of the three-month period, 
around DM 2.08 against the mark and Y 165 against 
the yen. The dollar continued for a time to be reason
ably well bid, especially against the Japanese yen as 
institutional investors from Japan bought a broad variety 
of dollar-denominated assets, including equities and real 
estate investments. The continuing firmness of the dollar 
vis-^-vis the yen took on a self-reinforcing character; 
with the dollar standing well above Y 160 after announce
ment of the Baker-Miyazawa accord, confidence grew that 
the dollar would stay around these levels. Consequently,

Japanese investors not only bought new dollar-denom- 
inated securities, they also repaid loans used to finance 
previous investments. In early December, when dollar 
interest rates began to rise, largely for seasonal and 
tax-re la ted reasons, the costs of do lla r-borrow ings 
increased and Japanese inves to rs  unwound th e ir 
hedges further.

The dollar was not as strong against the European 
currencies as it was against the yen. After the dollar 
reached its high against the mark in early November, 
market pro fessiona ls began to build up the ir mark 
positions, and many European-based investors who had 
hedged the ir do lla r assets earlie r in the year were 
content to retain their protection against a renewed 
dollar decline. In addition, market participants came to 
the view that the agreement between Secretary Baker 
and Minister Miyazawa was not relevant for the dollar/ 
mark exchange rate. In these circumstances, the dollar 
eased back against the mark in November and early 
December. It subsequently rose against the mark in mid- 
December, however, when reports of a trip by Secretary 
Baker to Europe generated  expecta tions  tha t the 
German authorities would jo in  in an agreem ent on 
exchange rate stability similar to the Baker-Miyazawa 
accord. By the middle of December, the dollar was 
trading near DM 2.03, down a modest 11/2 percent 
against the mark since the end of October; it was vir
tually unchanged against the yen at about Y 163.

Table 1
Federal Reserve
Reciprocal Currency Arrangements
In millions of dollars

Institution
Amount of Facility 
January 30, 1987

Austrian National Bank 250
National Bank of Belgium 1,000
Bank of Canada 2,000
National Bank of Denmark 250
Bank of England 3,000
Bank of France 2,000
German Federal Bank 6,000
Bank of Italy 3,000
Bank of Japan 5,000
Bank of Mexico 700
Netherlands Bank 500
Bank of Norway 250
Bank of Sweden 300
Swiss National Bank 4,000
Bank for International Settlements:

Dollars against Swiss francs 600
Dollars against other

authorized European currencies 1,250
Total 30,100
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While the view that the dollar was in a period of sta
bility dominated trading until mid-December, a number 
of developments were taking place at the same time 
that gradually undermined the market’s confidence in 
that view. Many market participants were becoming 
convinced that U.S. domestic demand was slowing and 
that any signs of strength would prove temporary, 
reflecting shifts in the timing of transactions before new

tax laws took effect at the start of the year. The pros
pects for 1987 were increasingly seen as dependent on 
a turnaround in the U.S. trade position.

At the same tim e, U.S. C ongressiona l e lections 
resulted in a Republican loss of the Senate majority. 
This outcome was in terpreted as com plicating the 
Administration’s efforts to maintain control of economic 
policy, most especially to resist pressure for protectionist 
legislation or calls for a lower dollar. Political uncer
tainties intensified following revelations that some U.S. 
officials had participated in controversial arms sales.

Meanwhile, developments in Germany and Japan 
indicated that the major industrial countries might be 
moving away from the economic conditions needed for 
greater exchange rate stability. In Germany, short-term 
in te re s t ra tes  rose  m a rked ly  in N ovem ber and 
December. While some of the tightness was attributed 
to seasonal factors, there was concern in the market 
that the German central bank might have adopted a 
more restrictive monetary stance to curb above-target 
expansion in central bank money. Comments by some 
German officials seemed to support this view. In Japan, 
the government adopted a budget late in December for 
the fiscal year beginning in April 1987 that did not 
appear to provide the degree of fiscal support to the 
economy expected after the Baker-Miyazawa accord.

Although the dollar started to soften during the second 
half of December in response to these developments, 
market forces did not turn decidedly against the dollar 
until year-end. On December 31, preliminary U.S. trade 
statistics were released showing a massive deficit for 
November of $19.2 billion (Chart 2). Several days later, 
Secretary Baker and o ther A dm in istra tion  o ffic ia ls  
commented that special and temporary factors distorted 
the figures for November and that some of these factors 
could also influence December trade flows, which might 
show a similarly large gap.

The preliminary November trade figures were a severe 
disappointment to the market. They dispelled the belief 
that a favorable shift in U.S. trade performance had 
begun and cast an even more pessimistic shadow on

Chart 2
The re lease o f p re lim ina ry  trade  s ta t is t ic s  
fo r N ovem ber at the  end of the  year 
d is p e lle d  the v iew  th a t the U.S. trade  
d e fic it  had s topped  d e te rio ra tin g .

Billions of U.S. dollars5---------------------------------------------------------
Trade balance*

|  Revised | | Preliminary

_ 2qL
Nov-Jan Feb-Apr May-Jul Aug-Oct Nov 
1985-86 1986

♦Census data. Three-month averages for periods 
indicated, monthly value for November.

Table 2
Drawings and Repayments by Foreign Central Banks under Regular Reciprocal Currency Arrangements
In millions of dollars; drawings ( + ) or repayments ( - )

Central Bank Drawing on the 
Federal Reserve System

Outstanding as of 
November 1, 1986 November December January

Outstanding as of 
January 30, 1987

Bank of Mexico 143.4 - 66.8 -39.6 
+ 61.8

-37.4 61.4

Data are on a value-date basis.
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the outlook fo r econom ic growth in the new year. 
Moreover, the figures enhanced the position of those 
arguing that the United States needed to take an 
aggressive approach to improving its trade position. The 
debate on trade policy gained new attention with the 
reopening of Congress early in January. Against this 
background, statements attributed to several U.S. offi
cials were interpreted by market participants as being 
consistent with the view that the United States now wel
comed a lower dollar. By the start of the new year, market 
sentiment towards the dollar had turned clearly bearish, and 
dollar rates moved sharply lower—to DM 1.92 and Y 158, 
down more than 5 percent and 3 percent since mid- 
December against the mark and the yen, respectively.

In early January, the selling of dollars against the 
mark subsided temporarily as the market focused its 
attention on a rapidly changing situation within the EMS 
(Chart 3). As the mark was rising against the dollar and 
emerging at its top intervention limit within the EMS 
arrangement, some other EMS currencies were being 
weakened by concerns about underlying competitive
ness and the sustainability of balance of payments 
pos itions. Earlier, m arket p a rtic ip a n ts  had w ide ly 
assumed that no adjustment of EMS parities would take 
place before national elections in Germany in late Jan
uary. But as pressures within the EMS intensified and 
intervention to preserve existing parities ballooned, the 
prospect of an earlier realignment developed. During the 
first weekend in January, press commentary suggested 
that the German authorities would accept an immediate 
realignment rather than face several weeks of massive 
intervention which might undermine the Bundesbank’s 
efforts to maintain control over monetary growth. The 
next week, the EMS currencies were caught up in a 
speculative whirlwind as residents of EMS countries 
other than Germany sought to hedge their mark com
m itm ents. The EMS exchange rate s truc tu re  was 
maintained by intervention until the January 10 weekend

Table 3
Drawings and Repayments by Foreign Central Banks under Special Swap Arrangement with 
the U.S. Treasury
In millions of dollars; drawings ( + ) or repayments ( - )

Central Bank Drawing 
on the U.S. Treasury

Amount of 
Facility

Outstanding as of 
November 1, 1986 November December

Outstanding as of 
January January 30, 1987

Bank of Mexico 273.0 144.0 -67.0 -39.8 -37.6 61.6
+ 62.0

Central Bank of Nigeria 37.0 22.2 -  7.4 -14.8 *

Data are on a value-date basis. 
*No facility.

Chart 3
Tens ions  w ith in  the EMS increased  in 
N ovem ber and D ecem ber, p ro m p tin g  a 
rea lig nm en t over the January 10 w eekend.

Percent*

7 14 21 28 5 12 19 26 2 9 16 23 30 
Nov Dec Jan

1986 1987

Weekly averages of 9 a.m. rates in New York for the 
weeks ending on dates shown.

*  Percentage deviation of each currency from its ECU 
central rate. Dotted lines correspond to the System’s 
2'/4 percent limit on movement from bilateral central 
exchange rates for all participating currencies except 
the Italian lira. The lira may fluctuate 6 percent from 
its central rates against other EMS currencies.

"f"The bilateral central rates of the German mark and 
Netherlands guilder were revalued by 3 percent 
and those of the Belgian franc by 2 percent against 
the other participating currencies.
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when a rea lignm ent was agreed upon. A fte r the 
realignment, reflows out of marks back into other EMS 
currencies were slow to materialize.

Once the EMS realignment was over, traders per
ceived the Bundesbank as unlikely to intervene in dol
lars to prevent movements in dollar exchange rates from 
aggravating EMS strains. Thus, the dollar came under 
sharp selling pressure when trading resumed following 
the realignment, pressure that was to continue for most 
of the rest of the month (Chart 4).

Selling of dollars against yen also built up rapidly. 
With the dollar below Y 160 against the yen, market 
participants questioned whether the Baker-Miyazawa 
accord would indeed assure exchange market stability. 
Finance Minister Miyazawa and Bank of Japan Governor 
Sumita were reported to have made it known, in order 
to reassure the markets, that the Japanese central bank 
would intervene to prevent the dollar from depreciating 
further, almost regardless of cost. At the same time, 
m arket partic ipants commented that there were no 
similar statements by U.S. officials. On January 13, after 
the dollar broke through Y 158, Japanese exporters 
rushed to sell dollars, and Japanese investment houses 
and pension funds flooded the market with forward sales 
to hedge their dollar exposures. The dollar declined by 
more than 1 percent against the yen that day in heavy 
trading. The Japanese press reported that the Bank of 
Japan had bought huge amounts of dollars. Traders 
interpreted the report as indicating that the pressure on 
the dollar was so strong that official intervention without 
the participation of the U.S. authorities would fail.

Against this background, a news report on January 
14, citing an unidentified U.S. official as stating that the 
U.S. Administration wanted the dollar to decline further, 
unleashed new selling of dollars against both the mark 
and the yen. The dollar fell by more than 3 percent 
against both currencies in a few hours of extremely 
nervous trading.

The dollar’s decline continued throughout most of 
January as strong selling pressure mounted on three 
additional occasions. Each occurred in response to 
various statements, attributed to Administration officials, 
that market participants believed reflected a continuing 
lack of official concern about the dollar’s decline. The 
dollar hit a post-World War II low of Y 149.98 against 
the yen on January 19, and a seven-year low of DM 
1.7675 against the mark on January 28.

On January 21, a consultation between Secretary 
Baker and Finance Minister Miyazawa resulted in a joint 
statement that, among other things, reaffirmed their 
willingness to cooperate on exchange rate issues. When 
the dollar moved down on the morning of January 28, 
after the President’s State of the Union Message, U.S. 
authorities intervened in yen, in a manner consistent

D uring  the second ha lf o f the  p e riod  
under rev iew , the d o lla r m oved 
sharp ly  low er.

Percent *

C hart 4

Percentage change of weekly average rates from the 
week ending August 1, 1986. All figures are calculated 
from New York noon quotations.

Table 4
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

Fund
November 1, 1986- 
January 30, 1987 + 8.0 + 6.6
Valuation profits and losses on 
outstanding assets and liabilities 
as of January 30, 1987 + 2,322.8 + 1,975.0

Data are on a value-date basis.
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with the joint statement. Operating in coordination with 
the  Japanese  m oneta ry  a u th o r it ie s , the  Fore ign  
Exchange Trading Desk purchased $50 million against 
the sale of yen, financed equally by the Federal Reserve 
and the U.S. Treasury.

During the final days of the month, pressures against 
the do lla r subsided. Reports of the U.S.-Japanese 
intervention operation and talk of an upcoming meeting 
of financial authorities of the major industrial countries 
encouraged expectations for broader cooperation on 
exchange rate and econom ic policy matters. Also, 
release of preliminary U.S. trade data for December, 
showing a much smaller deficit of $10.7 billion, and a 
substantial downward adjustment in the revised data for 
November revived the view that the U.S. trade deficit 
had stabilized (Chart 5).

Moreover, doubts had developed about the future 
course of U.S. interest rates. The swift decline in dollar 
exchange rates raised questions in the market whether 
the Federal Reserve would let short-term rates ease. 
Market participants also noted that U.S. market interest 
rates had not com plete ly fa llen back to the levels 
prevailing before year-end (Chart 6). Interest rates in

Chart 5

At the  end o f January, the  trade  d e fic it  
rep o rte d  fo r D ecem ber was narrow er 
than  expected  and the rev ised  N ovem ber 
s h o rtfa ll was reduced.

Billions of U.S. dollars5 --------------------------------------------------------------

I Trade balance*
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♦ Census data.

other countries were, by contrast, below late November 
levels, especially in Germany after the Bundesbank 
announced on January 22 cuts of 1/2 percentage point 
in its discount and Lombard rates to 3 percent and 5 
percent, respectively, effective January 23, in conjunc
tion with other monetary policy measures.

Thus, the dollar firmed from its lows against both the mark 
and the yen to close the period at DM 1.8320 against 
the mark and Y 153.70 against the yen. As measured 
by the Federal Reserve Board’s trade-weighted index,

Chart 6
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it had declined 9 percent since the beginning of the 
three-month period.

* * * *

At the beginning of the three-month period, Mexico 
and Nigeria had drawings outstanding on short-term 
financing facilities of the U.S. Monetary Authorities.

Mexico. As noted in the previous report, $850 million 
of a $1.1 billion multilateral near-term contingency 
support facility for Mexico’s international reserves was 
made available jointly by the U.S. Monetary Authorities, 
the Bank for International Settlements (acting for certain 
central banks), and the central banks of Argentina, 
Brazil, Colombia, and Uruguay on August 29. On that 
date, the Central Bank of Mexico drew $211 million from 
the U.S. Treasury through the Exchange Stabilization 
Fund (ESF) and $210.2 million from the Federal 
Reserve through its regular swap facility with the Bank 
of Mexico. As of November 1, $144 million was out
standing from the drawings on the ESF and $143.4 
million was outstanding from the drawings on the Fed
eral Reserve. The Central Bank of Mexico repaid its 
August 29 drawings from the ESF and the Federal 
Reserve in three installments starting on November 26, 
liquidating them by January 5.

On December 8, after Mexico received disbursements 
under loans from the International Bank for Recon
struction and Development, the Central Bank of Mexico 
became eligible to draw the remaining $250 million 
under the multilateral facility. On this date, Mexico drew 
$62 million from the ESF and $61.8 million from the 
Federal Reserve. On January 5, the Central Bank of 
Mexico repaid the ESF and the Federal Reserve each 
$0.4 million in connection with its other repayments, 
leaving $61.6 million outstanding on its December

drawing from the ESF and $61.4 million outstanding on 
its drawing from the Federal Reserve at the end of the 
period. After the period closed, Mexico fully liquidated 
these outstanding commitments.

Nigeria. At the beginning of the period, Nigeria had 
a $22.2 million swap drawing outstanding from a $37 
million short-term facility provided by the ESF. This 
facility was part of a $250 million short-term credit 
facility organized under the leadership of the Bank of 
England. The Central Bank of Nigeria repaid $7.4 million 
on November 28 and the remaining $14.8 million on 
December 10.

* * * *

In the period from November 1 through January 30, 
the Federal Reserve and ESF realized profits of $8 
million and $6.6 million, respectively. As of January 30, 
cumulative bookkeeping or valuation gains on out
standing foreign currency balances were $2,322.8 mil
lion for the Federal Reserve and $1,975 million for the 
Treasury’s ESF. These valuation gains represent the 
increase in the dollar value of outstanding currency 
assets valued at end-of-period exchange rates, com
pared with the rates prevailing at the time the foreign 
currencies were acquired.

The Federal Reserve and the ESF invest foreign 
currency balances acquired in the market as a result 
of their foreign 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, as of 
January 30, the Federal Reserve held $3,103.6 million 
equivalent in securities issued by foreign governments. 
As of the same date, the Treasury held the equivalent 
of $4,265.5 million in such securities.
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(This report was released to Congress 
and to the press on September 3, 1987)

Treasury and Federal Reserve 
Foreign Exchange Operations
M a y - J u l y  1 9 8 7

Early in May, the dollar moved down against major for
eign currencies, continuing a trend that had prevailed 
throughout the year. But during the rest of the three- 
month period ending in July, the dollar first stabilized 
and then advanced modestly to close up 6V2 percent 
against the Japanese yen and roughly 4 percent against 
the German mark and other European currencies. The 
U.S. authorities intervened in the market during three 
episodes in the period.

As the May-July period opened, many market partic
ipants were not yet convinced that the authorities of the 
major industrialized countries were committed to 
exchange rate stability. To be sure, statements by both 
U.S. and Japanese officials during preceding weeks had 
been interpreted as indicating a genuine concern about 
the effects of further sharp downward movements in 
dollar rates and a willingness to cooperate closely to 
foster exchange rate stability. Nevertheless, traders were 
disappointed that, after the dollar’s 21/2-year decline, 
progress in diminishing the world’s external imbalances 
was so slow. They were mindful of the intense political 
pressure in the United States over trade issues and 
wary that there might be new calls for a lower dollar. 
They were concerned that any further exchange rate 
decline might add to domestic inflation. They noted, as 
well, that a decline in U.S. final domestic demand was 
reported in the first quarter GNP data. Consequently, 
many market participants remained skeptical that the

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. Christopher Rude was primarily responsible for 
preparation of the report.

authorities would attach a high enough priority to 
exchange rate stability to alter domestic economic pol
icies if necessary.

Thus, traders retained their bearish attitude toward the 
dollar, even though they were aware that the authorities 
of the Group of Seven (G-7) industrial nations had 
intervened to purchase dollars in substantial amounts 
since late March. There was skepticism that private 
investors, already experiencing substantial exchange 
rate losses on their dollar portfolios, would continue to 
place funds in the United States. Although long-term 
interest rate differentials favoring dollar assets were at 
their highest levels since the dollar was at its peak in 
1985, market participants questioned whether this 
interest rate advantage would prove sufficient to induce 
heavy participation by Japanese and other investors in 
the U.S. Treasury’s refunding operation early in May. 
The dollar, therefore, continued to decline during the first 
week of May. It moved down to DM 1.7590, its lowest 
level against the mark in nearly seven years. Against 
the yen, it eased back to Y 137.95, not far above the 
40-year low touched just weeks before.

In these circumstances, the U.S. authorities entered 
the market in early May, in keeping with the February 
Paris and April Washington agreements, to contain the 
intense selling pressure on the dollar. On the first 
two business days of May, the Desk purchased $140 
million against marks and $20 million against yen in 
the first intervention episode of the period under 
review.

Meanwhile, market participants had taken note of 
comments made by Chairman Volcker and by Japanese 
Prime Minister Nakasone in late April, indicating that
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the central banks of the two countries were willing to 
adjust their monetary policies in a way that would lend 
support to the dollar. Mr. Nakasone announced that the 
Bank of Japan would act to ease short-term interest 
rates. Mr. Volcker stated that the Federal Reserve had 
“ snugged up” monetary policy in light of the exchange 
rate pressure. Short-term interest rate differentials had 
already widened in favor of the dollar even before these 
comments, as U.S. market rates responded to growing 
inflation concerns. But when U.S. interest rates con
tinued to firm and these differentials continued to 
expand in May, market participants came increasingly 
to see the industrialized countries as committed to 
exchange rate stability.

At the same time, some of the markets’ worst fears 
proved to be unfounded. It soon became clear that 
Japanese institutions had, in fact, made sizable bond 
purchases at the May Treasury refunding. Reports that 
the U.S. unemployment rate had fallen to 6.3 percent 
in April and that producer prices had increased sharply 
by 0.7 percent for the same month were seen as giving 
the U.S. monetary authorities both more room and a 
greater need to tighten policy. Meanwhile, officials in 
Japan indicated that they were willing to guide money 
market rates lower. Also, the Bundesbank lowered the 
minimum rate on its repurchase agreements and

reduced the lower limit for money market rates by cut
ting the rate at which it stood ready to sell three-day 
Treasury bills. These actions were interpreted by the 
markets as indicating that the German authorities were 
willing to join the Japanese and U.S. central banks in 
adjusting monetary policies to foster exchange rate 
stability.

Other developments also helped to reduce selling 
pressures against the dollar. After Japanese authorities 
urged financial institutions in Japan to refrain from 
speculative dollar sales and required these institutions 
to report their foreign exchange positions much more 
frequently, traders in Tokyo became reluctant to make 
sizable dollar sales. Later in May, the prospect for 
greater economic policy convergence improved when 
Japan’s Parliament finally approved the budget for the 
fiscal year ending March 1988, paving the way for an 
extraordinary parliamentary session during the summer 
to draw up a supplementary budget aimed at expanding 
domestic demand. Then, following reports of an attack 
on a U.S. naval vessel in the Persian Gulf, the dollar 
also began to derive some benefit from the view that 
a disruption in oil supplies would be relatively less det
rimental to the United States than to many other 
developed countries. In response to these develop
ments, the dollar gradually moved up from its early May
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*P e rcen tage  change of monthly average rates fo r dollars 
from the average for the month of February 1985. All 
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lows to trade at DM 1.7830 and at Y 140.40 on May 18.
The underlying market sentiment toward the dollar 

remained cautious, however, and the dollar was still 
vulnerable to potentially adverse news. In fact, two 
episodes did occur between mid-May and early June 
that temporarily precipitated renewed bouts of selling 
pressure against the dollar. The first occurred on May 
19 when a major U.S. money-center bank announced 
a restructuring of its capital and loan-loss reserves that 
would imply a substantial reported loss for the second 
quarter. The second episode occurred on June 2 fol
lowing the announcement that Paul Volcker would not 
serve a third term as Chairman of the Federal Reserve. 
In both episodes the U.S. authorities intervened to blunt 
the selling pressures. In the first, the Desk purchased 
a total of $133 million against the mark, partly in New 
York and partly in Pacific markets in coordination with 
the Bank of Japan. In the second, the Desk purchased 
a total of $410 million against marks along with $103 
million against yen in New York and the Far East. This 
latter operation was undertaken in cooperation with the 
Bundesbank, the Bank of France, the Bank of Italy, and 
the Bank of Japan. In both episodes, the intervention 
operations helped reassure market participants, and the 
dollar promptly moved up to levels higher than had 
prevailed beforehand. Market participants began to feel 
that the dollar was regaining notable resiliency.

In mid-June, at the time of the Venice summit 
meeting, the leaders of the G-7 industrial nations reaf
firmed the earlier Paris and Washington agreements with 
respect to exchange rates. Moreover, the communique 
announced a plan for enhanced multilateral surveillance, 
including more extensive use of medium-term economic 
objectives and interim performance indicators. The call 
for improved surveillance, though seen by some 
observers as a sign that international economic policy 
cooperation would increase in the future, left market 
participants initially disappointed that no concrete ini
tiatives to support the dollar were forthcoming. But the 
dollar softened only temporarily during the meeting, 
subsequently reversing the decline without intervention 
support.

By late June, traders were becoming increasingly 
impressed with the resilience that the dollar had shown 
to adverse news in the preceding weeks. In addition, 
the dollar began to benefit from the release of several 
economic statistics and other evidence suggesting a 
better-than-expected performance for the U.S. economy. 
During the course of the summer, anecdotal reports of 
rising export volumes gave market participants a basis 
for seeing the external sector as a growing source of 
demand. Preliminary estimates of the GNP data for the 
second quarter released in mid-July, indicating that the

Table 1

Federal Reserve Reciprocal Currency 
Arrangements
In M illions of Dollars

Institution
Amount of Facility 

July 31, 1987

Austrian National Bank 250
National Bank of Belgium 1 , 0 0 0
Bank of Canada 2 , 0 0 0
National Bank of Denmark 250
Bank of England 3,000
Bank of France 2 , 0 0 0
German Federal Bank 6 , 0 0 0
Bank of Italy 3,000
Bank of Japan 5,000
Bank of Mexico 700
Netherlands Bank 500
Bank of Norway 250
Bank of Sweden 300
Swiss National Bank 4,000
Bank for International Settlements:

Dollars against Swiss francs 600
Dollars against other
authorized European currencies 1,250

Total 30,100

Chart 2

Short-term interest rates moved higher in 
the United States in May while declining 
somewhat further abroad.
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The chart shows w eekly average rates on three-m onth 
E uro -deposits  denominated in dollars, German marks, and 
Japanese yen.
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change in the level of net exports was positive for the 
third consecutive quarter, seemed to confirm this view. 
Under these circumstances, the market showed only 
short-lived disappointment when, in the middle of July, 
the U.S. trade figures showed a modest widening in the 
deficit to $14.4 billion in May after having declined in 
March and April. Indeed, this was yet another occasion 
when selling pressure against the dollar was quickly 
shaken off.

By contrast, market participants were becoming dis
appointed about the economic outlook for many of the 
United States’ trading partners. Although there were 
some indications that the Japanese economy was 
beginning to recover from the depressing effects of the 
yen’s earlier rise, news in Germany that manufacturing 
orders and retail sales had declined in May and that 
unemployment remained high underscored market views 
about the underlying weakness of the economy there. 
Even in the United Kingdom, the European country with 
the most optimistic outlook just a few months before, 
a series of disappointing statistics tended to suggest 
that the economy was beginning to overheat and raised 
questions in the market about the near-term outlook for 
sterling-denominated bonds and stocks.

Against this background, market participants began 
to buy back dollars previously sold. Reports of increased 
corporate demand ahead of the quarter end, buying by 
Japanese investors to reduce hedges on U.S. invest
ments, and renewed investor interest in U.S. securities 
circulated in the market. Meanwhile, rising tensions in 
the Persian Gulf and talk of large dollar purchases from 
the Middle East tended to strengthen the dollar’s role 
as a store of value and currency of choice for flight 
capital at times of political uncertainty.

Thus, the dollar moved up steadily for several weeks 
after mid-June and then firmed within a fairly narrow 
range for the rest of the period under review. The more 
stable dollar, together with the receding of inflationary 
fears following a report of a slowdown in producer price

inflation for May, gave a lift to U.S. bond prices and 
led to an easing of market interest rates generally. At 
the same time, some of the bullish sentiment that had 
prevailed in the Japanese and German bond markets 
faded, so that interest rate differentials favoring the 
dollar narrowed somewhat.

As the dollar firmed, market participants came 
increasingly to expect the G-7 central banks to intervene 
at some point to sell dollars in an effort to restrain the 
dollar’s rise. Traders assumed that the U.S. authorities 
would try to retain the favorable trade effects of the 
dollar’s depreciation of the past two years and noted 
that the U.S. authorities had sold dollars in early March

The U.S. trade performance continued to 
contribute to U.S. economic growth.
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Table 2

Drawings and Repayments by Foreign Central Banks under Special Swap Arrangement 
with the U.S. Treasury
In Millions of Dollars; Drawings ( + ) or Repayments ( - )

Central Bank Drawing 
on the U.S. Treasury

Amount of 
Facility

Outstanding as of 
May 1. 1987 May June July

Outstanding as of 
July 31, 1987

Central Bank of the 
Argentine Republic 225.0 225.0 0 0 -2 2 5 .0 *

Data are on a value-date basis. 
*No facility
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Chart 4

The upward trend in long-term U.S. interest 
rates slowed while rates abroad 
rebounded . . .
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The top chart shows long-term  governm ent bond yields 
and the bottom chart shows the d iffe ren tia ls between 
U.S. Treasury bonds and fore ign governm ent securities.

Chart 5

Dollar purchases by the U.S. authorities 
were far smaller during the current 
three-month period . . .

B illions of dollars equivalent
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and the foreign exchange reserves of 
other G-7 countries stopped rising.

B illions of do lla rs  equiva len t 
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The bottom chart shows monthly changes in fore ign 
exchange reserves of the G-7 industria l countries, 
exclud ing the United States, as reported in the 
International Monetary Fund’s International Financial 
S tatistics, various issues.
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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
Fund

May 1, 1987 -  
July 31, 1987 + 103.2 +  109.7
Valuation profits and 
losses on outstanding 
assets and liab ilities 
as of July 31, 1987 + 1,580.2 + 1,422.8

Data are on a value-date basis.

at around DM 1.87 against the mark. They were also 
aware that, with central bank money in Germany 
growing more rapidly than targeted by the Bundesbank 
for the year, the German central bank might try to 
absorb liquidity once the dollar strengthened— either 
through domestic monetary operations or by selling 
dollars in the exchange market. As the rate approached 
DM 1.87, rumors circulated in the market at various 
times that the Federal Reserve or the Bundesbank were 
selling dollars. As long as some market participants 
believed the central banks would effectively contain any 
significant upward pressure against the dollar, there was 
little incentive for them to build up speculative long 
positions in the dollar.

Consequently, the dollar fluctuated generally in a 
narrow range through the end of July. It closed the 
three-month reporting period at DM 1.8600, up 53/4 
percent against the mark, and at Y 150.05, up 83A» 
percent against the yen, from its lows in early May. On 
a trade-weighted basis in terms of the other G-10 cur

rencies, as measured by the index developed by the 
staff of the Federal Reserve Board, the dollar had risen 
by nearly 4 percent during the three-month period. 
During the period, the U.S. authorities sold a total of 
$806 million equivalent of foreign exchange— $683 
million equivalent of marks and $123 million equivalent 
of yen. These operations were financed equally from 
Federal Reserve and U.S. Treasury balances.

*  *  *  *

On July 15, the Central Bank of the Argentine 
Republic fully repaid a $500 million multilateral short
term credit facility provided by the U.S. Treasury through 
the Exchange Stabilization Fund (ESF) and the central 
banks of a number of other countries. As noted in the 
previous report, the full amount was drawn on March 
9. The ESF’s portion of the facility was $225 million.

In the period from May 1 through July 31, the Federal 
Reserve and ESF realized profits of $103.2 million and 
$109.7 million, respectively, on sales of foreign currency. 
As of July 31, cumulative bookkeeping or valuation 
gains on outstanding foreign currency balances were 
$1,580.2 million for the Federal Reserve and $1,422.8 
million for Treasury’s ESF. These valuation gains rep
resent the increase in the dollar value of outstanding 
fore ign currency assets valued at end-o f-pe riod  
exchange rates, compared with the rates prevailing at 
the time the currencies were acquired.

The Federal Reserve and the ESF regularly invest 
foreign currency balances acquired in the market as a 
result of their foreign exchange operations in a variety 
of instruments that yield market rates of return and that 
have a high degree of quality and liquidity. A portion of 
the Federal Reserve’s invested balances— $953.6 mil
lion equivalent as of July 31, 1987— were held in 
securities issued by foreign governments under the 
authority provided by the Monetary Control Act of 1980. 
The Treasury also held some of its invested balances— 
$2,537.2 million equivalent as of the same date— in 
such securities.
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(This report was released to Congress 
and to the press on December 3, 1987.)

Iheasury and Federal Reserve 
Foreign Exchange Operations
August-October 1987

The dollar came under heavy downward pressure in 
mid-August and again in October to close the three- 
month period under review down 7 to 8 percent on 
balance against major foreign currencies (Chart 1). 
There were three episodes of U.S. intervention in the 
exchange markets during this period. The U.S. author
ities intervened first to restrain the dollar’s rise in early 
August and then to support the dollar in late August- 
early September and again in late October.

As the period opened, the dollar was extending an 
advance that had begun in late spring. Market partici
pants had been impressed by official efforts to stabilize 
dollar rates earlier in the year, both through heavy 
intervention and through coordination of economic pol
icies among the major nations. The dollar had shown 
increasing resilience to potentially adverse develop
ments. The U.S. external performance finally appeared 
to be improving, with U.S. net exports in real terms 
rising for three consecutive quarters. The U.S. economy 
was relatively buoyant, with output and employment up 
significantly, especially in the manufacturing sector. Thus 
market participants bid for dollar-denominated assets, 
believing that they offered attractive investment oppor
tunities with limited exchange rate risk.

Meanwhile, the dollar benefited from developments 
abroad. Doubts persisted that the German economy had 
shaken off the weakness so apparent early in the year. 
Disappointing figures for German industrial production

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. David L. Roberts and Thaddeus D. Russell were 
primarily responsible for preparation of the report.

and employment stood in sharp contrast with indicators 
from the United States and Japan that pointed to a 
brighter outlook (Chart 2). Against this background, there 
were substantial long-term capital outflows from Ger
many during the summer. Also, increasing hostilities in 
the Persian Gulf raised the possibility of a disruption 
of oil shipments, which would have greater adverse 
effects on Europe where oil inventories stood at rela
tively low levels. When, in addition, reports of a violent 
riot in Mecca on August 1 revived interest in the dollar 
as a safe haven, the dollar rose abruptly. As it passed 
its highs of March against the mark, market participants 
began to sense that the dollar might advance much 
further. The demand for dollars became intense, and 
commercial and other interests began defensively to bid 
for dollars.

On August 4, with the dollar’s rise against the mark 
accelerating, the Desk intervened on behalf of the U.S. 
authorities to resist the upward pressure. In keeping with 
the Louvre accord, the U.S. authorities continued to 
intervene to foster greater exchange rate stability on 
subsequent days, selling a total of $631 million against 
marks by August 10. The intervention by the U.S. 
authorities was undertaken in cooperation with the 
authorities in Germany and other countries. On August 11, 
the dollar touched a 7-month high of DM 1.9030 against 
the mark, up 21/« percent from the end of July.

On August 14, the report of a $15.7 billion U.S. trade 
deficif for June brought into question the view that the 
U.S. trade performance was on an improving trend. Not 
only was the deficit larger than any previous month in 
1987, but also the deterioration was pervasive, 
appearing in every regional and commodity group. The
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*  The top chart shows the percentage change of monthly 
average rates for dollars from February 1985. The 
bottom chart shows the percentage change of weekly 
average rates from the week ending May 1, 1987. All 
figures are calculated from New York noon quotations.

Chart 1

The dollar again came under heavy  
downward pressure during the three-m onth  
period under review . . .

Percent *  
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declining 7 to 8 percent on balance  
against major foreign currencies and 
moving below the lows of late spring.

Percent *  
10

exchange market response to this disappointing news 
was initially limited. Many market participants tempo
rarily postponed selling dollars in the expectation that 
the resilience the dollar had shown to negative news 
earlier in the summer would reappear, and that they 
could avoid taking any significant exchange rate loss. 
But a few days later, when the dollar failed to show 
signs of renewed buoyancy, heavy selling emerged as 
many market participants perceived that further post
ponement of do lla r sales could expose them to 
substantial exchange rate risk. A decline in dollar 
rates began. By early Septem ber the do lla r had 
declined to lows of Y 140.35 against the yen and 
DM 1.7880 against the mark, levels not seen since 
late spring.

The dollar’s decline was accompanied by a rise in 
inflation expectations. Although there was little evi
dence of a generalized increase in inflation, the U.S. 
economy was operating at relatively high levels of 
employment and capacity utilization, and there were 
some signs of upward pressure on materials prices. 
Against this background, some market participants 
worried that a fu rthe r do lla r deprec ia tion  would 
quickly be reflected in price increases for a wide 
range of imports and import-competing products. 
In these circumstances, U.S. market interest rates, 
particularly at the long end of the market,

Chart 2

Industrial production continued to rise in the  
United States and picked up strongly in 
Japan while remaining sluggish in Germany.
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*The chart shows a three-month moving average of the 
percentage change in industrial production over a 
year earlier.
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moved sharply upward. Some also argued that U.S. 
interest rates would have to be higher to compen
sate investors for the risk that the do lla r might 
decline further.

In late August and early September, when dollar rates 
moved toward levels that had not been tested since the 
period of dollar weakness of late spring, the U.S. 
authorities intervened on several occasions. The Desk 
purchased a total of $389.5 million against Japanese 
yen on five occasions between August 24 and Sep
tember 2. After the dollar moved through DM 1.80 against 
the mark on September 2, trading conditions deterio
rated briefly not only in the foreign exchange market 
but also in the domestic securities markets, and the 
Desk purchased $50 million against marks along with 
its continuing operations in yen. The Desk’s operations 
in late August and early September were undertaken 
in coordination with the Bank of Japan, the German 
Bundesbank, and several other central banks.

The announcement of a one-half percentage point 
increase in the Federal Reserve’s discount rate to 
6 percent on September 4 helped to interrupt the dollar’s 
decline. This action, which was undertaken to signal the 
intent of the Federal Reserve “ to deal effectively and 
in a timely way with potential inflationary pressures,” 
helped reassure market participants. As the month 
progressed, the dollar benefited in addition from further 
increases in U.S. market interest rates. The dollar also 
firmed in anticipation of, and then following, meetings 
in Washington late in September, at which the Finance 
Ministers and Central Bank Governors of the Group of 
Seven (G-7) reaffirmed their commitment to cooperate 
closely to foster the stability of exchange rates around 
current levels. News that President Reagan would sign 
legislation mandating further reductions in the U.S. fiscal 
deficit also encouraged the market’s sense of progress 
in the G-7’s efforts to coordinate economic policies to 
promote the adjustment of external imbalances.

Against th is background, demand for do llars 
increased, particularly on the part of some foreign 
investors who reportedly bought dollars to remove 
hedges on their U.S. investments, given the renewed 
expectation that the dollar would remain reasonably stable. 
Even the report on September 11 of a $16.5 billion U.S. 
trade deficit for July had only a limited effect on exchange 
rates. By the beginning of October, the dollar recovered to 
DM 1.8500 against the mark and Y 147.60 against the yen.

At the same time, however, market participants began 
to feel that, in view of the diminished pressures on 
exchange rates, foreign monetary authorities would 
place more emphasis on other policy objectives. Offi
cials of both the German and Japanese central banks 
had for some time been publicly emphasizing the 
importance of responding promptly to a possible renewal

of inflationary pressures. In both countries, money 
supply growth was well above official targets or pro
jections. In Japan, price rises in equity and real estate 
markets were interpreted as indicating excess liquidity 
and potential inflationary pressures. Moreover, in both 
countries the beneficial effects of declining oil prices and 
currency appreciation on domestic prices were wearing 
off, so that price indices were beginning to tilt upwards 
(Chart 3). Notwithstanding the continued disappointment 
about economic growth in Germany, market participants 
expected the monetary authorities of both countries to 
take advantage of any opportunity to absorb liquidity. 
As operators moved to secure their funding needs, long
term interest rates remained under upward pressure and 
short-term interest rates started to rise as well (Chart 4). 
Then, Japanese officials announced new curbs on 
commercial bank lending for the October-December 
quarter; rumors began to circulate that the Bank of 
Japan would soon raise its discount rate, and Japan’s 
long-term credit banks raised their prime lending rate 
by more than had been expected. In Germany, the key 
interest rate on the Bundesbank’s repurchase agree
ments moved progressively to moderately higher levels, 
from 3.60 percent in mid-September to 3.85 percent by

Chart 3

Although inflation rem ained low in 
Japan and Germ any, price indices had 
begun to tilt upwards.

Percent *
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*T he  chart shows changes in wholesale prices for each 
month relative to the same month of the previous year.
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Chart 4

Through m id-October, long-term interest  
rates remained under upward pressure in 
the United States, Germany, and Japan . . .

Percent *

and short-term  rates started to rise as well 
in all three countries.

Percent *

*The top chart shows government bond yields and the 
bottom chart shows domestic three-month interest rates.

mid-October, following sharp increases in short-term 
money market rates.

As interest rates moved higher abroad, market par
ticipants took the view that, given the commitment to 
exchange rate stability, interest rates in the United 
States must move up at least as much to maintain suf
ficient interest rate differentials. In this context, the 
announcement on October 14 of another large U.S. 
trade deficit for August at first had a much more pro
nounced impact on securities and equities markets than 
on the exchange markets.

But over the following days, the exchange markets 
grew more concerned about the lack of adjustment in 
the U.S. trade performance and perceived greater scope 
for a further downward movement of the dollar. Then, 
comments by Secretary of the Treasury Baker—to the 
effect that surplus countries should not raise interest 
rates in the expectation that U.S. interest rates would 
surely follow, and that the Louvre framework could 
accommodate further currency adjustments—imparted 
new uncertainties to the markets. A press article 
asserting that Secretary Baker wanted to see the dollar 
decline was widely assumed to be true, despite his 
express denial of its accuracy. In these circumstances, 
some market participants questioned the depth of 
international cooperation, and others speculated that, 
in the context of the Louvre accord, the authorities had

Table 1

Federal Reserve Reciprocal Currency 
Arrangements
In millions of dollars

Institution
Amount of Facility 
October 31, 1987

Austrian National Bank 250
National Bank of Belgium 1,000
Bank of Canada 2,000
National Bank of Denmark 250
Bank of England 3,000
Bank of France 2,000
German Federal Bank 6,000
Bank of Italy 3,000
Bank of Japan 5,000
Bank of Mexico 700
Netherlands Bank 500
Bank of Norway 250
Bank of Sweden 300
Swiss National Bank 4,000
Bank for International Settlements:

Dollars against Swiss francs 600
Dollars against other
authorized European currencies 1,250

Total 30,100
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decided to let the dollar depreciate to a lower level. 
Consequently, the dollar, which had moved down to 
around the DM 1.80 level in the days immediately fol
lowing the release of the trade figures, moved decisively 
below this level during the weekend of October 17. In 
the turmoil immediately surrounding the sharp decline 
in world equity markets on October 19, dollar rates 
moved without clear direction as market participants 
positioned themselves defensively. The dollar then 
gained temporary support from news that Secretary 
Baker and German officials had met in Frankfurt and 
had agreed to continue economic cooperation under the 
Louvre agreement.

But soon strong downward pressure on the dollar 
resumed. Press commentary about the U.S.-German 
discussions in Frankfurt suggested that an agreement 
had been reached on a lower range for the dollar. In 
addition, all interest rates in the United States fell 
sharply after the stock market decline, as investors 
shifted back into fixed interest rate securities, particu
larly Treasury bills and bonds. While interest rates 
abroad also declined, they declined by less than U.S. 
interest rates, so that interest rate differentials favoring 
the dollar contracted sharply (Chart 5). Later on, 
pessimism about efforts to reduce the U.S. fiscal deficit

Chart 5

After widening progressively, interest  
differentia ls  favoring the dollar contracted  
sharply in late O ctober in the a fterm ath  of 
the worldwide drop in stock m arket prices.

Percentage po in ts*
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1987

*T h is  chart shows weekly average differentials at the 
three-month maturity between Eurodollar deposit rates 
and Euromarket deposit rates for marks and yen.

weighed on the dollar. Also, there was widespread 
commentary in the press questioning the priority for the 
United States of stabilizing exchange rates in view of 
concerns that the stock market decline might seriously 
weaken U.S. economic activity.

Selling pressure on the dollar became intense on 
October 27 when the dollar declined below its lows of 
last May against the mark. In order to resist a further 
decline in the dollar/mark rate, the Desk entered the 
market on behalf of the U.S. authorities. While these 
operations for a time stabilized the rate, the dollar again 
moved sharply lower following commentary that the U.S. 
authorities were prepared to allow the dollar to decline 
considerably further. Although the U.S. Treasury denied 
that the remarks reflected U.S. government policies, 
strong selling pressure persisted and the Desk con
tinued to intervene, operating in yen as well as in 
marks. Over the three days, the U.S. authorities bought 
a total of $395 million against marks and $65 million 
against yen. These operations were conducted in 
cooperation with the Bank of Japan, the German Bun
desbank, and other central banks. On October 29, the 
dollar traded as low as DM 1.7220 against the mark, 
close to its previous all-time low of eight years earlier, 
and Y 137.15 against the yen, its lowest level in 40 
years. The dollar closed the period only slightly higher 
at DM 1.7275 and Y 138.30, down 7 percent 
and 73/4 percent, respectively, from end-July levels.

In summary, over the three months the United States 
monetary authorities intervened both to sell and to buy 
foreign currencies. They sold a total of $899.5 million 
equivalent of German marks and Japanese yen. The 
Treasury and Federal Reserve intervened in equal 
amounts. The Treasury sold $284.75 million equivalent

Table 2

Net Profit ( + ) or Losses ( - )  on
United States Treasury and Federal Reserve
Currency Foreign Exchange Operations
In millions of dollars

Period
Federal
Reserve

United States 
Treasury
Exchange

Stabilization
Fund

August 1, 1987 - 
October 31, 1987 + $92.6 + $117.2

Valuation profits and losses 
on outstanding assets and 
liabilities as of October 31, 
1987 + $2,099.9 + $1,790.7

Data are on a value-date basis.
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of yen and $165.0 million equivalent of marks. The 
Federal Reserve sold $169.75 million equivalent of yen 
and $280.0 million equivalent of German marks. In the 
intervention activity early in the period, the Federal 
Reserve and Treasury each bought $315.5 million 
equivalent of German marks. The Federal Reserve also 
bought from customers $85.3 million equivalent of 
Japanese yen during the period.

In the period from August 1 through October 31, the 
Federal Reserve and the Treasury’s Exchange Stabili
zation Fund (ESF) realized profits of $92.6 million and 
$117.2 million, respectively. Valued at end-October 
exchange rates, the valuation gains on outstanding 
foreign currency balances were $2,099.9 million for the 
Federal Reserve and $1,790.7 million for the Treasury’s 
ESF. These valuation gains represent the increase in 
the dollar value of outstanding currency assets 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 ESF invest foreign 

currencies acquired in the market as a result of their 
foreign 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 Monetary 
Control Act of 1980, the Federal Reserve is authorized 
to invest in securities issued by foreign governments, 
and as of October 31, 1987, $980.1 million equivalent 
of its foreign currency holdings were invested in such 
securities. In addition, the Treasury held the equivalent 
of $2,473.5 million of its foreign currency holdings in 
such securities as of the end of October.

On October 30, the Treasury Department through the 
ESF joined with several central banks to provide a 
multilateral near-term credit facility totaling $500 million 
for the Central Bank of the Argentine Republic. The 
ESF’s portion of the facility was $200 million. No 
drawing was made during the period under review.
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(This report was released to Congress 
and to the press on March 4, 1988.)

Treasury and Federal Reserve 
Foreign Exchange Operations
November 1987-January 1988

The dollar experienced recurrent periods of downward 
pressure throughout November and December, then 
firmed in early January. On balance, the dollar ended 
the three-month period 71A> percent lower against the 
Japanese yen and 3 to 4 percent lower against most 
European currencies and the Canadian dollar. The U.S. 
authorities intervened to support the dollar at various 
times during the period, most heavily in early November 
and around the turn of the year.

Early November pressure on the dollar
In November, as the period under review opened, the 
dollar was already under selling pressure stemming from 
several sources.

Given the sharp decline in stock prices in October and 
the relatively greater importance of equity holdings in 
the United States than elsewhere, the U.S. economy 
was seen to be in danger of weakening considerably, 
and more so than the economies of other countries. 
Under these circumstances and with the Federal 
Reserve acting to provide liquidity to the market, U.S. 
interest rates had declined significantly. Meanwhile 
interest rates in other countries had declined less 
sharply. As a result, interest rate differentials favoring 
the dollar had narrowed.

Following the stock market developments in October, 
market participants looked to the Administration and 
Congress for decisive action to reduce the U.S. fiscal

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. Christopher Rude was primarily responsible for 
preparation of the report.

deficit. Progress was not yet visible, even though the 
Administration and Congress had begun discussions on 
a two-year deficit reduction program.

In light of these factors and the continuing large trade 
imbalances, many doubts were expressed in the press 
and in the market that the Group of Seven (G-7) coun
tries would place a high priority on maintaining 
exchange rate stability and international policy coordi
nation. As a result, market participants were looking for 
evidence that the economic policy coordinating mech
anisms established at the February 1987 Louvre accord 
were still intact.

During the first week of November, the dollar’s decline 
began to accelerate. Some press reports asserted that 
the U.S. authorities’ primary concern, at least for the 
moment, was to prevent a recession, even at the risk 
of a further decline in the dollar. Other reports tended 
to reinforce doubts about the strength of the commit
ment of the G-7 countries to foster stability in exchange 
rates. The dollar’s decline continued despite explicit 
reaffirmation of the U.S. adherence to the Louvre 
accord.

In fact, the Desk had already begun to intervene in 
the market on behalf of the U.S. monetary authorities. 
In concert with other central banks, the Desk purchased 
$1,095 million from November 2 through November 10, 
of which $717 million was against marks and $378 mil
lion against yen. The dollar traded as low as DM1.6485 
against the mark and Y133.20 against the yen on 
November 10.

Following these intervention operations and a state
ment by President Reagan on November 10 that he did 
not want to see a further decline of the dollar, the selling
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pressures subsided. The report a few days later that 
the U.S. trade deficit had declined in September and 
President Reagan’s subsequent statement that the 
budget negotiations could result in $80 billion in deficit 
reductions over two years seemed to suggest progress 
toward reducing the U.S. external and internal imbal
ances. At the same time, the Bundesbank took action 
to lower German short-term interest rates, which 
reduced the tendency for the German mark to appre
ciate against its partner currencies within the European 
Monetary System (EMS) as well as against the dollar. 
In that environment, market participants questioned 
whether the stage was being set for a G-7 meeting that 
would reaffirm the commitment to exchange rate sta
bility. The dollar firmed to DM1.7170 against the mark 
and Y137.30 against the yen on November 16.

Reemergence of pressure in late 
November and December
The dollar came under pressure again as hopes faded 
for rapid progress in the budget reduction negotiations. 
Expectations of an early G-7 meeting receded after

Chart 1

The dollar cam e under recurrent dow nw ard  
pressure in N ovem ber and Decem ber — 
then firm ed  in early January.

Percent *

German mark

Canadian dollar

statements by a number of foreign officials seemed to 
indicate that a meeting would not occur until a U.S. 
budget accord had been negotiated and approved by 
Congress. By November 20, when the Administration 
and Congressional negotiators agreed upon a plan to 
reduce the budget deficit by around $75 billion over two 
years, the dollar was already moving lower as market 
participants wondered whether the program would be 
adequate and how long it would take for Congress to 
enact the measures. With market attention focused 
almost exclusively on the progress of the budget 
reduction plan through Congress, news of coordinated 
interest rate adjustments in Germany and several other 
European countries on November 24 again helped to 
ease tensions within the European Monetary System but 
provided only limited support for the dollar. In the 
presence of continued doubts about the strength of the 
G-7 commitment to foster stability in exchange rates, 
the dollar continued to move lower.

During late November and early December, the U.S. 
authorities again entered the market to contain the 
dollar’s decline on various occasions when it came 
under pressure. Between November 27 and December 
4, the U.S. authorities purchased $272 million against 
marks and yen, again in cooperation with other central 
banks.

The dollar steadied during the first week of December. 
The Bundesbank cut its discount rate on December 3

*The chart shows the percent change of weekly average 
rates for dollars from January 1987. All figures are 
calculated from New York noon quotations.

Chart 2

In terest rate d if fe ren tia ls  favoring  the  
dollar f luc tua ted  w idely .
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♦ This chart shows weekly d iffe ren tia ls  at the 
three-month maturity between Eurodollar deposit 
rates and Euromarket deposit rates for marks and yen.
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to 2 1/2 percent in a move accompanied by official rate 
cuts in France, the United Kingdom, Switzerland, Bel
gium, the Netherlands, and Austria. Market participants 
were encouraged by these signs of renewed interna
tional cooperation.

The announcement on December 10 that the U.S. 
trade deficit had jumped to a record $17.6 billion (not 
seasonally adjusted) in October underlined the difficul
ties in reducing the U.S. external imbalance and had a 
strong market impact. As traders rushed to liquidate 
their dollar positions, the dollar gapped downward by 
1 1/2 to 2 percent w ith in  a few m inutes of the 
announcement. The U.S. authorities entered the market, 
in concert with several European central banks, to 
restrain the dollar’s decline. The next day, when market 
conditions again deteriorated, the Desk reentered the 
market. Over the two-day period, the U.S. authorities 
purchased $351 million against marks and yen.

For the rest of the month, market sentiment remained 
bearish as the dollar came under recurrent strong selling 
pressure in an atmosphere of pessimism and uncer
tainty. Market participants remained skeptical that the 
budget reductions being considered by Congress would 
be sufficient to deal effectively with the U.S. fiscal deficit 
problem. Erroneous press reports, though quickly 
denied, raised doubts about the commitment of the 
Administration to exchange rate stability and added to 
the uncertainty.

Table 1

Federal Reserve Reciprocal Currency 
Arrangements
In Millions of Dollars

Institution
Amount of Facility 
January 31, 1988

Austrian National Bank 250
National Bank of Belgium 1,000
Bank of Canada 2,000
National Bank of Denmark 250
Bank of England 3,000
Bank of France 2,000
German Federal Bank 6,000
Bank of Italy 3,000
Bank of Japan 5,000
Bank of Mexico 700
Netherlands Bank 500
Bank of Norway 250
Bank of Sweden 300
Swiss National Bank 4,000
Bank for International Settlements:

Dollars against Swiss francs 600
Dollars against other authorized

European currencies 1,250

Total 30,100

Meanwhile, market participants were reassessing the 
economic outlook generally and found the performance 
abroad to be mixed. The Japanese economy remained 
buoyant, driven by accelerating domestic demand, while 
in Germany the mark’s continuing rise was seen as 
possibly leading to a decline in both German net exports 
and investment spending. The view that the Japanese 
economy was fairly strong and that the Japanese 
authorities had less scope than others to lower interest 
rates added to the selling pressure on the dollar against 
the yen. In these circumstances, the dollar fell more 
rapidly against the yen than against other major foreign 
currencies during the second half of December. The 
strength of the yen relative to European currencies also 
was consistent with a view that, since Japan’s trade 
surplus with Europe had widened in previous months, 
the yen had considerable scope to appreciate vis-a-vis 
the European currencies.

At the same time, market participants were no longer 
quite so pessimistic about the effects of the October 
stock market decline on the U.S. economy. Evidence 
that consumer confidence may have fallen sharply in 
October and remained weak in November kept alive 
concerns about the possible effect of the stock market 
decline on U. S. economic growth. But the release of 
other statistics, including better-than-expected employ
ment and industrial production figures for November, 
suggested that the market’s initial worries that the 
decline might seriously weaken U.S. economic activity 
were exaggerated.

On December 22, officials of the G-7 nations issued 
a statement reaffirming the basic objectives and policy 
directions set forth in the Louvre accord, agreeing that 
a further decline of the dollar could be counterproduc-

Table 2

Net Profit ( + ) or Losses ( - )  on United 
States Treasury and Federal Reserve 
Currency Foreign Exchange Operations
In Millions of Dollars

Period
Federal
Reserve

United States 
Treasury 

Exchange 
Stabilization 

Fund

November 1, 1987- 
January 31, 1988 + 612.4 + 749.7

Valuation profits and losses on 
outstanding assets and 
liabilities as of January 29, 
1988 + 1,846.8 + 1,350.5

Data are on a value-date basis.
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tive. However, traders were disappointed that the 
statement offered no explicit new economic policy 
moves aimed at s tab iliz ing  exchange rates and 
redressing trade imbalances.

Against this background, the dollar again came under 
strong downward pressure as the year drew to a close. 
U.S. corporations and Japanese banks sold dollars in 
thin holiday markets, at a time when most banks in 
Europe and the United States were unwilling to adjust 
their positions ahead of year end, and the market 
became one-sided. The U.S. monetary authorities 
intervened heavily in concerted intervention operations. 
During the period December 16 through December 31, 
the Desk purchased a total of $1,707 million, approxi
mately half of which was against marks and half against 
yen. By early morning January 4 the dollar had declined 
to record lows of DM1.5615 against the mark and 
Y120.20 against the yen in the Asian/Pacific markets. 
At that point, the dollar was almost 10 percent lower 
against the mark and more than 13 percent lower 
against the yen from the start of the period.

Recovery of the dollar in January
Market sentiment changed dramatically beginning later 
that day, when active trading resumed in New York after 
the New Year, in response to unmistakable evidence of

concerted, visible, and aggressive intervention opera
tions. These operations provided a clear signal that U.S. 
and foreign officials were seriously committed to fos
tering exchange rate stability and gave new weight to 
the December G-7 statement. Reported comments by 
foreign officials also reinforced the view that new initi
atives to halt the dollar’s decline might be underway. 
The dollar advanced by 13/4 percent against the mark 
and 2V4 percent against the yen by the close of New 
York trading from its lows earlier that day and continued 
to strengthen during the remainder of the first week of 
January.

In this context, the announcement of reductions in 
official interest rates in three European countries on 
January 5 was interpreted as a further sign that officials 
were willing to take steps to adjust their monetary 
stance and coordinate policy to support the dollar. The 
release on January 8 of better-than-expected U.S. 
em ploym ent s ta tis tics  fo r December helped to 
strengthen the view that a sharp slowdown in domestic 
economic activity was not imminent and, accordingly, 
that there might be less downward pressure on U.S. 
interest rates. On January 13, Japanese Prime Minister 
Takeshita and President Reagan met in Washington and 
reaffirmed the December G-7 statement. They indicated 
that arrangements had been made to assure the ade-

Statement of the Group of Seven on 
December 22

Paragraph 8

The Ministers and Governors agreed that either exces
sive fluctuation of exchange rates, a further decline of 
the dollar, or a rise in the dollar to an extent that 
becomes destabilizing to the adjustment process could 
be counterproductive by damaging growth prospects in 
the world economy. They re-emphasized their common 
interest in more stable exchange rates among their cur
rencies and agreed to continue to cooperate closely in 
monitoring and implementing policies to strengthen 
underlying economic fundamentals to foster stability of 
exchange rates. In addition, they agreed to cooperate 
closely on exchange markets. The Ministers and Gov
ernors stressed the need for consistent and mutually 
supportive policies and believe that the measures being 
taken will accelerate progress toward the increased, 
more balanced economic growth and sustainable external 
positions necessary for greater exchange rate stability.

Chart 3

The w ide swing in trade figures released 
during the period was an im portant fac to r 
a ffec ting  exchange rates.
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quacy of resources needed for their cooperative efforts.
On January 15, the report that the U.S. trade deficit 

for November had narrowed to $13.2 billion (not sea
sonally adjusted) pushed the dollar sharply higher. 
Market participants were encouraged that the deficit, 
which had declined with virtually all geographic regions 
and across all commodity groups, was finally narrowing, 
albeit slowly and erratically. Stronger-than-expected U.S. 
retail sales figures for December, released at about the 
same time, reinforced earlier evidence that a recession 
was not likely in the immediate future. The dollar closed 
on January 15 at Y130.85 against the yen and at 
DM1.6865 against the mark, 9 percent and 8 percent 
higher, respectively, from its period lows on the morning 
of January 4. Although profit taking brought the dollar 
back from its highs, market participants had gained 
confidence in the view that the dollar had stabilized, at 
least for the time being.

Between January 4 and January 15, intervention 
dollar purchases by the U.S. monetary authorities 
totaled $685 million against marks and yen. The bulk 
was purchased during the first two business days of the 
new year.

The dollar traded within a narrow range from the 
release of the U.S. trade figures through the remainder 
of the month. Market participants were impressed by 
the early January intervention operations and expected 
the U.S. authorities to act forcefully to counter any 
renewed sharp decline of the dollar. As it happened, the 
U.S. authorities intervened on only one other occasion, 
purchasing $30 million against yen on January 21 when 
the dollar came under some downward pressure. At the 
same time, events abroad reinforced the sense that 
policies were being directed toward lessening exchange 
market pressures. In Germany, the Bundesbank 
changed its monetary target to a broader aggregate 
(M3) from the narrower aggregate central bank money. 
The Bundesbank issued a statement that the new target 
would allow the German authorities to pursue the twin 
goals of providing monetary stability and stimulating 
domestic demand. Although the change was technical, 
observers felt that it might imply a reduced likelihood 
of a tightening of monetary policy.

As the period came to a close, the exchange market 
was quiet and the dollar was trading in a narrow range. 
However, the dollar was perceived as still vulnerable to 
disappointing trade figures. Market participants, there
fore, awaited further evidence that a bottom for the 
dollar had been reached and that the underlying eco
nomic conditions were in place for a more sustained 
period of exchange rate stability. The dollar closed the 
three-month period at DM1.68 against the mark and at 
Y128 against the yen, down on balance almost 3 per
cent and 71/2 percent, respectively, from levels at the

Chart 4
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production over a year earlier.

58 FRBNY Quarterly Review/Winter 1987-88
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Winter 1987



Table 3

Drawings and Repayments by Foreign Central Banks under Special Swap Arrangement 
with the U.S. Treasury
In Millions of Dollars; Drawings ( + ) or Repayments ( -  )

Central Bank Drawing 
on the U.S. Treasury

Amount of 
Facility

Outstanding as of 
November 1, 1987 November December January

Outstanding as of 
January 29, 1988

Central Bank of Argentina 200 0 + 190 -1 9 0 0 *
Central Bank of Ecuador 31 0 H H + 31 -3 1 *

Data are on a value-date basis. 
*No facility.

end of October.
During the three-month period, the U.S. monetary 

authorities purchased a total of $4,140 million dollars, 
of which $2,388.5 million was against German marks 
and $1,751.5 million against Japanese yen. The U.S. 
Treasury and the Federal Reserve intervened in nearly 
equal dollar amounts, though the currency composition 
differed. The Federal Reserve sold $2,030 million 
equivalent of German marks and no yen; the Treasury’s 
Exchange Stabilization Fund (ESF) sold $358.5 million 
equivalent of marks and the entire $1,751.5 million 
equivalent of yen.

Over the same period, the U.S. authorities acquired 
yen in a variety of ways. In particular, $30.9 million 
equivalent was received representing interest payments 
under the Supplemental Financing Facility of the Inter
national Monetary Fund (IMF), $184.5 million equivalent 
resulted from the exchange of SDRs with other mone
tary authorities, and $1.4 million equivalent was pur
chased from customers.

In the November-January period, the Federal Reserve 
and the ESF realized profits of $612.4 million and 
$749.7 million, respectively, from foreign currency 
operations. As of the end of January, cumulative book
keeping or valuation gains on outstanding foreign cur
rency balances were $1,846.8 million for the Federal 
Reserve and $1,350.5 million for the ESF. These val
uation gains represent the increase in the dollar value 
of outstanding currency assets 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 ESF regularly invest 

their foreign currency balances in a variety of instru
ments that yield market-related rates of return and that 
have a high degree of quality and liquidity. A portion of 
the balances is invested in securities issued by foreign 
governments. As of end January, holdings of such 
securities by the Federal Reserve amounted to $1,051.7 
m illion equivalent, and holdings by the Treasury 
amounted to the equivalent of $996.1 million.

During the period under review, the U.S. Treasury 
through the ESF provided short-term financing facilities 
to Argentina and Ecuador.

Argentina. As noted in the previous report, on October 
30, 1987, a $500 million near-term credit facility was 
made available jointly by the ESF, the Bank for Inter
national Settlements (acting for certain central banks), 
and the central banks of Mexico, Uruguay, and Colombia 
to the Central Bank of the Argentine Republic. On 
November 12, the Argentine central bank drew $190 
million from the ESF’s portion of $200 million. The 
central bank of Argentina repaid $90.1 million on 
December 7, $84.3 million on December 21, $10.3 mil
lion on December 23, and the remaining $5.3 million 
on December 30.

Ecuador. On December 3, 1987, the ESF agreed to 
provide a $31 million short-term credit facility for the 
Central Bank of Ecuador. On the next day, the Central 
Bank of Ecuador drew the full amount, which was sub
sequently repaid on January 26, 1988.
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(This report was released to Congress 
and to the press on June 8, 1988.)

Treasury and Federal Reserve 
Foreign Exchange Operations
February-April 1988

The dollar traded in a narrower range during the three- 
month period ending in April than in recent reporting 
periods, remaining above the record lows seen at the 
beginning of the year against the mark and the yen 
(Chart 1). On balance, however, from the end of January 
to the end of April, the dollar declined by 11/2 percent 
on a trade-weighted basis in terms of the other Group 
of Ten currencies, as measured by the index developed 
by the staff of the Federal Reserve Board. In particular, 
the dollar declined by V* percent against the German 
mark, 21A percent against the Japanese yen, 33U per
cent against the Canadian dollar, and 53/4 percent 
against the British pound.

Among the main influences on the dollar during the 
period were: changing expectations about the U.S. 
economic outlook; shifting assessments about the 
progress of external adjustment, prompted by data on 
the U.S. trade deficit; growing perceptions in the market 
that official policy actions, including exchange market 
intervention, would be taken as needed to foster greater 
stability of exchange rates; and improving interest rate 
differentials for the dollar.

There were two brief episodes of U.S. intervention to 
support the dollar in the foreign exchange market during 
the period. The U.S. authorities first intervened toward 
the end of March when the dollar came under selling 
pressure as the Japanese fiscal year was coming to a 
close. The second episode occurred in mid-April when

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. Christopher Rude was primarily responsible for 
preparation of the report.

the dollar declined following the release of disappointing 
U.S. trade statistics for February.

February to early March
During February and early March, market participants 
sensed that the exchange markets for the dollar were 
relatively well-balanced. They saw the extent of foreign 
participation in the U.S. Treasury’s quarterly refunding 
in early February as an indication that private investors 
had regained sufficient confidence in dollar-denominated 
assets to finance the large U.S. current account deficit 
primarily by private capital inflows. They were also 
inclined to believe that the monetary authorities of the 
major industrial nations were firmly committed to fos
tering exchange rate stability. Traders had been 
impressed by the coordinated intervention operations 
conducted by the United States and other authorities at 
the beginning of the year. Dealers continued to expect 
that the U.S. and other Group of Seven (G-7) authorities 
would intervene promptly and forcefully if necessary to 
counter any renewed sharp decline in the dollar. Market 
participants also interpreted Chairman Greenspan’s 
testimony to the Congress as indicating that the U.S. 
monetary authorities would pay attention to exchange 
rates in administering monetary policy.

More fundamentally, many market participants became 
more confident that economic conditions warranted the 
dollar’s staying around current levels for the months 
ahead. Though there were still some lingering concerns 
about the possibility of recession, traders were 
impressed with the resilience of U.S. output and 
employment after the October break in stock prices, and 
the prospect that interest differentials would move
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adversely for the dollar began to look increasingly 
remote. At the same time, some moderation of U.S. 
domestic demand growth was seen as helping to curb 
the growth of U.S. imports and thereby sustaining the 
needed adjustment in the U.S. trade balance. The mid- 
February report that the U.S. trade deficit had narrowed 
again in December, this time to $12.2 billion, seemed 
to provide evidence that the economic adjustment 
process was on track.

Immediately following the release of these trade sta
tistics, the dollar, after trading within a fairly narrow 
range in early February, moved up to reach its highs 
for the three-month period of DM1.7250, Y132.00, and 
$1.7275 against the pound on February 12. The dollar 
then drifted lower against these three currencies over 
the next several weeks and on Friday, March 4, closed 
in New York at DM1.6895, Y128.75, and $1.7750, 
respectively, almost unchanged from the levels at the 
beginning of the period.

Chart 1

After declining sharply against most major 
foreign currencies toward the end of 1987, 
the dollar traded within a narrower range 
during the three-month period ending 
in April 1988.

P ercent

1987 1988

The cha rt shows the pe rcen t change of w eekly  average 
ra tes fo r the do lla r from  February  6, 1987. A ll figu res  
are ca lcu la ted  from  New Y ork noon quotations.

With the dollar trading within a fairly narrow range 
against these currencies during February and early 
March, investors shifted funds to currencies that offered 
high yields. The Canadian dollar was one of the cur
rencies to benefit as investors were attracted by favor
able interest rate differentials relative to the U.S. dollar 
and the Bank of Canada’s strong commitment to a fur
ther deceleration of Canadian inflation.

Early to mid-March
During early March several developments led market 
participants to question official resolve to foster stability 
in exchange rates. On March 7, the British authorities 
chose not to resist the rise of sterling above the DM3.00 
level against the mark, a level the Bank of England had 
defended with heavy intervention through much of the 
past year. Some market participants had apparently 
assumed that Britain’s efforts to keep sterling from 
appreciating against the mark were associated with the 
G-7’s commitments to foster exchange rate stability more 
generally. Britain’s decision was, therefore, seen by 
those market participants as an indication of a move 
away from G-7 policy coordination to stabilize exchange 
rates. A few days later, when the Bank of France tem
porarily let the franc decline within the European Mon
etary System in the face of a large order, some market 
observers saw this action as possible further evidence

Table 1

Federal Reserve Reciprocal Currency 
Arrangements
In Millions of Dollars

Institution
Amount of Facility 

April 30, 1988

Austrian National Bank 250
National Bank of Belgium 1,000
Bank of Canada 2,000
National Bank of Denmark 250
Bank of England 3,000
Bank of France 2,000
German Federal Bank 6,000
Bank of Italy 3,000
Bank of Japan 5,000
Bank of Mexico 700
Netherlands Bank 500
Bank of Norway 250
Bank of Sweden 300
Swiss National Bank 4,000
Bank for International Settlements:

Dollars against Swiss francs 600
Dollars against other authorized

European currencies 1,250

Total 30,100
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that the G-7 authorities might henceforth be prepared 
to allow more exchange rate movement.

About the same time, some market participants began 
to worry that the latest economic statistics were pointing 
to a new threat to the process of economic adjustment. 
Most notably, the report of a larger-than-expected 
increase in U.S. nonfarm employment in February, 
together with data showing increased consumer confi
dence and a rapid expansion of consumer credit, sug
gested that U.S. domestic demand was indeed stronger 
than had been previously expected. Market participants 
were concerned that, if these developments continued, 
the U.S. economy could soon reach capacity constraints 
that would choke off further export growth and provide 
new impetus to a rise in imports. In this environment, 
the dollar traded downward in early March, declining 
sharply against the pound and more gently against other 
foreign currencies.

The dollar’s decline against most major foreign cur
rencies paused in mid-March. Chairman Greenspan 
reiterated in Congressional testimony the need to be 
alert to the possibility of a reemergence of inflation and 
suggested the U.S. monetary authorities might adopt a 
tighter monetary stance, if needed. At the same time, 
interest rates rose in the United States, and short-term 
interest rate differentials favoring the dollar began to 
widen (Chart 2). Market observers were also reassured 
of the G-7 monetary authorities’ intentions to maintain 
stability in the exchange markets when the Bank of 
England lowered its money market dealing rates by 
V2 percentage point on March 17 in a move thought 
to be designed to curb the attractiveness of sterling 
in the exchange market. Previously, Secretary Baker 
had indicated in Congressional testimony that ster
ling ’s rise above DM3.00 was not inconsistent with 
the G -7 ’s December 22 statem ent. Of the major 
currencies, only the Canadian dollar continued to

rise against the U.S. dollar as the former continued 
to benefit from fairly wide favorable interest rate 
differentials.

Late March
But in late March, the dollar did not regain the buoyancy 
it had demonstrated earlier. Although the trade figures 
for January showed that the U.S. trade deficit had 
declined again for the third consecutive month, the 
exchange market reaction to the statistics was subdued. 
Indeed, several market participants expressed concern 
that fu ture trade figures would not show much 
improvement because of the strength of demand in the 
United States. In this environment, the dollar quickly lost 
the boost it had received immediately on the publication 
of the figures.

For the rest of March, market participants remained 
skeptical about the outlook for the dollar. Throughout this 
period, the Japanese yen was the currency that gained 
the greatest attention. Market observers were most 
impressed with the apparent ability of the Japanese 
economy to adjust. A boost in domestic demand had 
spurred the economy to grow at an annual rate of 7 
percent during the fourth quarter of 1987, even as the 
Japanese trade surplus was declining in real terms. 
Traders also believed that the yen was temporarily being 
held down ahead of the Japanese fiscal year end on 
March 31 because of certain tax and bookkeeping con
siderations. Market participants expected that the 
underlying strength of the Japanese economy and con
tinuing balance of payments imbalances would cause 
the yen to move substantially higher once the fiscal year 
end passed. Moreover, some market participants worried 
that Japanese financial institutions would sell their dollar 
assets soon after the year end in order to shift their 
investments either to currencies with less currency risk 
or higher yields, or back into yen. As March came to a

Table 2

Drawings and Repayments by Foreign Central Banks under Special Swap Arrangement with 
the U.S. Treasury
In M illions of Dollars; Drawings ( + ) or Repayments ( - )

Central Bank Drawing 
on the U.S. Treasury

Amount of 
Facility

Outstanding as of 
February 1, 1988 February March April

Outstanding as of 
April 29, 1988

Central Bank of the Argentine Republic 550.0 * + 390.0 + 160 
-3 9 0

0 + 160.0

Data are on a value-date basis. 
*No facility
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Short-term interest rate differentials 
favoring the dollar began to increase 
in mid-March . . .

C hart 2

P ercentage po in ts
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as interest rates rose in the United States 
and declined or were stable abroad.
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The top chart shows w eekly average in te rest rate 
d iffe ren tia ls  betw een three-m onth Eurodollar ra tes and 
the three-m onth Eurom arket deposit ra tes fo r m arks and 
yen. The bottom  ch a rt shows w eekly  average in te res t 
ra tes  fo r th ree-m onth  Eurodollar, Euromark, and 
Euroyen deposits .

close and it became apparent that the accounting con
straints were becoming less binding, traders moved to 
establish long-yen positions against both the dollar and 
the mark.

Under these circumstances, the dollar resumed its 
decline in late March, dropping especially against the 
yen. By Friday, March 25, foreign exchange market 
conditions had deteriorated significantly, and a sharp 
decline in U.S. equity prices was interpreted in the 
market as evidence that Japanese investors had begun 
to liquidate dollar assets. In these circumstances, the 
U.S. monetary authorities intervened to limit the dollar’s 
decline and to reassure the market, purchasing dollars 
against yen that day and again after the weekend on 
March 28. On March 29, when the dollar was moving 
higher, the Desk made further dollar purchases against 
yen to encourage the dollar’s rise. Market participants 
were reassured by the intervention, and the dollar began 
to firm. The Desk’s operations on these three days, 
totaling $318 million against yen, were undertaken in 
cooperation with the Bank of Japan.

April
Foreign exchange markets in Europe and New York 
quieted with the approach of the long Easter weekend 
early in April. Nonetheless, market participants continued 
to express the view that Japanese investors would be 
unwilling to invest heavily abroad in their new fiscal year. 
Therefore, they questioned whether Japanese and 
possibly other foreign investors would have enough 
confidence in dollar-denominated assets to continue 
financing the U.S. current account deficit in the future. 
Thus, the dollar resumed its decline briefly and reached 
its lows for the three-month period of DM1.6480 and 
Y123.40 in Far Eastern trading on April 4. With the dollar 
also declining to $1.8950 against the pound, it was down 
2, 31/2, and 63/4 percent, respectively, from its opening 
levels in early February.

In the event, the expected heavy dollar sales did not 
materialize. Moreover, U.S. interest rates had risen fur
ther following the release on April 1 of data indicating 
an unexpectedly large increase in U.S. nonfarm 
employment for March. Market participants began to 
reassess the outlook for the dollar and to reconsider 
whether their earlier concerns about a lack of investor 
interest in dollar-denominated assets were overdone. As 
market participants became more assured that private 
capital inflows would continue to finance the U.S. current 
account deficit, the dollar started to move higher.

The dollar continued to move higher in subsequent 
days. As evidence of sustained U.S. economic growth 
accumulated, market perceptions that the U.S. monetary 
authorities had greater scope to tighten monetary policy 
strengthened. The larger-than-expected employment
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figures for March were followed on April 13 by a report 
of strong U.S. retail sales for the same month. In this 
context, interest rate differentials favoring the dollar 
widened further (Chart 3), and market participants 
interpreted the rise in Federal Funds rates in early April 
as an indication of a slight tightening in Federal Reserve 
policy.

Confidence in the firmness of international commit
ments to foster exchange rate stability was also growing. 
Traders looked forward to the forthcoming meeting of 
the G-7 industrial nations for a reaffirmation of official 
cooperation to stabilize exchange rates. On April 13, the 
G-7’s official communique welcomed recent evidence 
that a correction of the world’s external imbalances was 
underway and, as expected, reaffirmed the G-7’s com
mitment to exchange rate stability.

A test of this commitment came the next day. To be 
sure, the announcement that the U.S. trade deficit had 
widened in February was a significant disappointment 
to the market and triggered an abrupt decline in dollar 
exchange rates (Chart 4). But market participants noted 
that the monetary authorities of the United States and 
other countries quickly intervened to stabilize the dollar. 
The U.S. monetary authorities bought a total of $240 
million against marks and $260 million against yen on 
April 14 and 15 as the dollar briefly tested on April 14 
its earlier low against the yen. The prompt and con
certed response by the U.S. and foreign monetary 
authorities reassured the market. Consequently, after 
edging slightly lower to DM1.6555 as well as to a three- 
month low of $1.9065 against the pound on April 18, 
the dollar soon stabilized.

For the remainder of April, the dollar was underpinned

Table 3

Net Profit ( + ) or Losses ( - )  on United 
States Treasury and Federal Reserve 
Foreign Exchange Operations
In M illions of Dollars

Period
Federal
Reserve

United States 
Treasury 

Exchange 
Stabilization 

Fund

February 1, 1988 -
April 30, 1988 + 89 9 + 50.9

Valuation profits and losses on
outstanding assets and
liabilities as of April 29, 1988 + 1,753.6 + 1,318.2

Data are on a value-date basis.

Long-term interest rate differentials 
favoring the dollar also increased during 
the three-month period . . .
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by expectations that U.S. interest rates might continue 
to rise. Market participants perceived an increasing 
convergence of the monetary policy stance needed for 
domestic stability and that needed for external adjust
ment. News of a sharp rise in U.S. consumer prices 
during March, followed by evidence of strong demand 
in the prelim inary first-quarter U.S. GNP figures, 
increased market expectations that the Federal Reserve 
might tighten monetary policy. Statements by several 
Federal Reserve officials, expressing concerns about the 
potential risks for inflationary pressures of relatively tight 
labor markets and capacity constraints in some indus
tries (Chart 5), reinforced these expectations. In these 
circumstances, the dollar moved gradually higher in late 
April. It also began to recover against the Canadian 
dollar from the low of CAN$1.2213 reached on April 20 
to close the period at CAN$1.2285. The dollar closed 
the period at DM1.6775, Y125.10, and $1.8765 against 
the pound.

During the three-month period, the U.S. monetary 
authorities purchased a total of $818.0 million dollars, 
of which $240.0 million was against German marks and

Chart 4

Sharply reduced U.S. trade de fic its  for 
December and January benefited the dollar 
early in the period, but the markets were 
disappointed by the de fic it for February.
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$578.0 million was against Japanese yen. The Federal 
Reserve provided the $240 million equivalent of German 
marks as well as $60 million equivalent of Japanese 
yen. The Treasury’s Exchange Stabilization Fund (ESF) 
provided the remaining $518 million equivalent of Jap
anese yen.

As in the previous period, the U.S. authorities acquired 
yen in various ways, including $425.2 million equivalent 
of yen received through the sale of SDRs to other 
monetary authorities and $2.5 million equivalent of yen 
received as repayment of borrowings from the United 
States under the Supplemental Financing Facility of the 
International Monetary Fund.

In the February-April period, the Federal Reserve and 
ESF realized profits of $89.9 million and $50.9 million, 
respectively, from foreign currency operations. As of 
end-April, cumulative bookkeeping or valuation gains on 
outstanding foreign currency balances were $1,753.6 
million for the Federal Reserve and $1,318.2 million for 
the ESF. These valuation gains represented the increase 
in the dollar value of outstanding currency assets 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 ESF regularly invest 
their foreign currency balances in a variety of instru
ments that yield market-related rates of return and that 
have a high degree of quality and liquidity. A portion of 
the balances is invested in securities issued by foreign 
governments. As of end-April, holdings of such securities 
by the Federal Reserve amounted to $1,024.9 million 
equivalent, and holdings by the Treasury amounted to 
the equivalent of $945.8 million.

On February 23, 1988, the U.S. Treasury through the 
ESF provided a $550 million short-term financing facility 
to Argentina. This facility provided for two separate 
drawings: the first for an amount of up to $390 million 
and the second for an amount of up to $160 million. 
The Central Bank of the Argentine Republic drew $390 
million on February 24 and the additional $160 million 
on March 11. The first drawing of $390 million was 
repaid on March 24.
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Treasury and Federal Reserve 
Foreign Exchange Operations
May-July 1988

Market sentiment toward the dollar turned strongly pos
itive during the three months ending in July, and the 
dollar moved higher for most of the period. On balance, 
the dollar rose 9V2 percent in terms of the other Group 
of Ten currencies on a trade-weighted basis (Federal 
Reserve Board of Governors staff index). But the 
increase against individual currencies varied consid
erably. The dollar rose approximately 12 percent 
against the German mark and most Continental curren
cies, returning close to its level against the German mark 
of a year ago. It advanced a more modest 6V2 percent 
and 93/4 percent, respectively, against the Japanese 
yen and British pound, remaining well below its levels 
of a year ago. Against the Canadian dollar, the dollar 
declined IV2 percent.

In keeping with the Group of Seven (G-7) under
standings about fostering exchange rate stability— 
most recently reiterated in the June Toronto Summit 
Economic Declaration—the U.S. authorities entered the 
market at times to counter the dollar’s rise, operating in 
coordination with other central banks. Market sales of 
dollars by the U.S. authorities between late June and 
the end of July totaled $2.9 billion, all against German 
marks.

Throughout the period, the dollar was buoyed by any
new signs of strength in the U.S. economy, which were
thought likely to lead to a tighter monetary policy and
higher interest rates. With statistics measuring U.S.
economic growth continuing to point to greater gains
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. H. Randi DeWitty was primarily responsible for preparation 
of the report.

than had previously been expected, market partici
pants recognized that the focus of policy attention had 
shifted from concerns about recession to concerns 
about inflation. Statements by several Federal Reserve 
officials had conveyed uneasiness about the potential 
risks for inflation of relatively tight labor markets and 
capacity constraints in some industries. As it was, 
short-term interest rates in the United States had 
already firmed somewhat between mid-March and the 
beginning of May, maintaining and in some cases 
increasing interest differentials favoring investment in 
dollar-denominated assets.

Until mid-June, the factors supporting a higher dollar 
were partially counterbalanced by uncertainty about 
the sustainability of external adjustment and about offi
cial reactions to any rise in dollar exchange rates. 
Thus, the dollar’s rise early in the period was relatively 
modest. The dollar strengthened more decisively after 
mid-June with market participants increasingly perceiv
ing that international adjustment was indeed proceed
ing and that major industrial nations might tolerate 
some further increase in the dollar.

For the period as a whole, the dollar’s upward move
ment against the mark was especially pronounced. 
There were questions about the longer-term prospects 
for investment in the German economy, in part stem
ming from labor costs, and continued concern over the 
government’s intended imposition of withholding taxes 
on foreign investments in Germany. In these circum
stances, there were heavy flows of capital out of Ger
many, amounting in the first half of 1988 to a record 
DM 50.6 billion.

The dollar’s relative stability against the yen in part
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reflected favorable assessments of the outlook for the 
Japanese economy. In particular, market participants 
were impressed with the extent to which the Japanese 
economy appeared to be adjusting to its external 
imbalances and experiencing vigorous increases in 
domestic demand.

May to mid-June
The dollar rose gradually against the mark from May 
un til the m iddle of June. From its open ing of 
DM1.6775, it moved irregu la rly  higher, breaking 
through the DM1.70 level by mid-May and reaching 
DM1.7224 by mid-June. It showed little increase on 
balance against the yen, however.

The dollar’s rise partly reflected a widening percep
tion that U.S. economic growth continued to be buoy
ant and that the Federal Reserve’s policy stance might

Chart 1

After trading within a relatively narrow 
range against most major foreign 
currencies throughout the spring, . . .

P ercent

1987 1988

the dollar rose by varying amounts against 
several major currencies, especially in the 
second half of the May-July 1988 period.

The chart shows the pe rcen t change of weekly average 
ra tes  fo r the do llar from July 3, 1987. A ll figu res are 
ca lcu la ted from  New Y ork noon quotations.

be tightened if pressures on capacity became trouble
some. The report, in early May, of a decline in U.S. 
civilian unemployment to its lowest level in 14 years 
and of strong gains in manufacturing employment, 
together with a larger-than-expected upward revision in 
first-quarter GNP figures later that month, provided fur
ther evidence that economic activity was expanding 
rapidly. The fact that the country’s export sector and 
manufacturing industries were contributing strongly to 
the economy’s improved performance provided reas
surance that adjustment was well underway. Moreover, 
market participants detected that the Federal Reserve 
had adopted a firmer policy stance. With financial mar
kets generally reassured by the authorities’ concern 
about inflation, U.S. long-term interest rates eased 
somewhat, and long-term interest rate differentials 
favoring the dollar generally narrowed, though they 
remained strongly positive. But as U.S. short-term 
interest rates rose, short-term differentials favoring the 
dollar widened between the beginning of May and mid- 
June, especially against the European currencies.

In addition, confidence in the efforts of G-7 authori
ties to foster exchange rate stability had increased as

Chart 2

Short-term interest rate differentials  
favoring the dollar widened from May 
through mid-June, especially against the 
European currencies.
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the dollar traded in a relatively narrow range through
out the spring and U.S. export performance improved. 
As a consequence, concerns about exchange rate risk 
diminished, and investors became more confident 
about investing in dollar-denominated assets to take 
advantage of the relatively high yields on fixed-income 
securities available in the United States.

Moreover, reports c ircu la ted  in the market of 
increased demand for dollars by banks’ customers. 
Many firms had previously established short-dollar 
positions in the expectation that the dollar’s three-and- 
one-half-year decline would continue well into 1988.

Table 1

Federal Reserve Reciprocal Currency 
Arangements
In M illions of Dollars

Institution

Amount of Facility 

July 31, 1988

Austrian National Bank 250
National Bank of Belgium 1 , 0 0 0

Bank of Canada 2 , 0 0 0

National Bank of Denmark 250
Bank of England 3,000
Bank of France 2 , 0 0 0

German Federal Bank 6 , 0 0 0

Bank of Italy 3,000
Bank of Japan 5,000
Bank of Mexico 700
Netherlands Bank 500
Bank of Norway 250
Bank of Sweden 300
Swiss National Bank 4,000
Bank for International Settlements:

Dollars against Swiss francs 600
Dollars against other

authorized European currencies 1,250

Total 30,100

When instead the dollar firmed, a number of corpora
tions and financial institutions began to consider that 
the dollar’s long decline had bottomed out. These mar
ket participants reportedly purchased dollars to avoid 
losses that might result from having to convert foreign 
currency receivables at still higher dollar levels. In this 
environment, market professionals perceived that a 
large magnitude of dollar buying might come into the 
exchange market if exchange rate expectations were to 
shift in favor of the dollar, and a sense of upside risk 
for the dollar began to emerge.

Under these circumstances, the market’s longstand
ing bearish sentiment toward the dollar lessened, but 
was not eliminated. One concern was that tightening 
labor markets and capacity constraints in the United 
States might undermine further adjustment as well as 
lead to a buildup of inflationary pressures. This con
cern was reflected in the exchange markets when, on 
May 17, the dollar gained only modest ground from the 
announcement of an unexpected improvement in the 
U.S. trade deficit for March. This muted response 
occurred, in part, because the data recorded a sharp 
rise in imports that, if continued, might hinder further 
improvement in the trade balance.

Another element of uncertainty about how far the 
dollar might advance was the presumed reaction of for
eign monetary authorities to any significant exchange 
rate move. For several months, rumors had circulated 
in the exchange markets that those central banks that 
had intervened heavily to support the dollar in 1987 
were taking advantage of opportunities to sell dollars. 
Talk of dollar sales by G-7 central banks intensified 
shortly after the release of the March trade figures in 
mid-May. Throughout late May there was persistent talk 
in the market that the Bundesbank was regularly sell
ing dollars. Gradually, market participants became con
vinced that foreign officials would act to contain the

Table 2

Drawings and Repayments by Foreign Central Banks under Special Swap Arrangements 
with the U.S. Treasury
In M illions of Dollars; Drawings ( + ) or Repayments ( - )

Central Bank Drawing 
on the U.S. Treasury

Amount of 
Facility

Outstanding 
as of 

May 1, 1988 May June July

Outstanding 
as of 

July 29, 1988

Central Bank of the Argentine Republic 550.0 160.0 -1 6 0 .0 0 0 *
National Bank of Yugoslavia 50.0 * 0 +  50.0 -1 6 .1 + 33.9
Central Bank of Brazil 250.0 0 0 + 232.5 + 232.5

Data are on a value-date basis. 
*No facility
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dollar’s rise through intervention. At the end of May, the 
Bundesbank began selling small amounts of dollars 
open ly at the F rank fu rt fix in g . On June 3, the 
Bundesbank reported sharp declines in its net mone
tary reserves, particu larly  in the foreign currency 
reserves component. From late May through mid-June, 
these declines, attributed by the market largely to dol
lar sales, amounted to DM 7.4 billion. Press reports 
indicated that other G-7 countries might also seek to 
reduce their dollar holdings.

Market participants also began to anticipate that for
eign monetary authorities would take advantage of any 
increases in U.S. interest rates to increase their own 
interest rates. Monetary aggregates were growing rela
tively rapidly in a number of countries. Also, during the 
first week of June, officials of a number of industrial 
countries openly expressed concerns about a potential 
rise in inflation worldwide against a background of ris
ing commodity prices. German and Japanese officials 
also noted the inflationary impact of the dollar’s rise

and underscored the importance of maintaining domes
tic price stability.

In these circumstances, the dollar fluctuated irregu
larly upward, as market participants adjusted their eval
uations of o ffic ia l a ttitudes toward exchange rate 
movements. In the middle of June, the dollar was trad
ing about 21/2 percent higher on balance against the 
mark and o the r European cu rrenc ies  and was 
unchanged on balance against the yen from the begin
ning of the period.

Mid-June through July
As time passed, market participants became increas
ingly impressed with the dollar’s resilience. They noted 
that the dollar had shrugged off both intervention and 
statements by foreign officials aimed at resisting the 
declines of their own currencies. They also watched for 
reactions to the Bundesbank’s June 21 decision to 
increase the interest rate on its repurchase agree
ments and looked to the upcoming communique from 
the Summit meeting in Toronto for further indications of 
policy actions that might affect exchange rates.

On June 14, the announcement of a much smaller- 
than-expected U.S. trade deficit for April reassured 
market participants that the correction of global imbal
ances was continuing, even in the face of a relatively 
robust U.S. economy. The m arket’s concerns that 
strong domestic demand and capacity constraints 
would limit the scope for further trade adjustment were 
diminished by the data for April, which showed a 
decline in imports. The dollar’s reaction to this set of 
trade figures was stronger than that of the previous 
month, with dollar exchange rates moving up sharply to 
trade at DM 1.7450 and Y 126.50 soon after the trade 
figures’ release.

Later in June, the Economic Declaration issued after 
the Toronto Summit left the market with the impression 
that the G-7 monetary authorities would tolerate a fur
ther rise of the dollar. A lthough the Declaration 
repeated the precise words of the December 1987 G-7 
statement, the dollar was already 8 percent higher in 
terms of the mark than at the time of the December 
statement. This different market environment, together 
with comments by several officials following the Toronto 
meetings, led to an interpretation that some further rise 
was acceptable.

As a result of these developments, the dollar began 
to rise more quickly in late June. As the dollar broke 
through DM 1.80 and higher levels not previously antici
pated, there were reports of corporations and financial 
institutions moving to reduce their short-dollar posi
tions. There were also dollar purchases associated 
with the covering of options positions that had been 
established in antic ipation of a continued dollar

Chart 3

Rising world commodity prices . . .
Percent

added to concerns about inflationary 
pressures in a number of industrialized  
countries.

The chart show s monthly changes in w orld  com m odity 
p rice s  as reported in the In ternationa l Monetary Fund’s 
In terna tiona l Financial S ta tis tics  and as converted into 
German m arks and Japanese yen.
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C hart 4

Rising capacity utilization raised concerns
that capacity constraints would limit
trade adjustment . . .
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decline.
In these circumstances, the U.S. authorities entered 

the market for the first time during the period on June 27. 
The authorities continued to operate, intervening on 15 
of the remaining 23 business days through the end of 
July and working closely in coordination with other cen
tral banks to foster exchange rate stability.

There were several occasions during July when 
upward pressure on dollar rates was considerable. 
Some of these occurred when new economic statistics 
were released confirming the buoyancy of the U.S. 
economy. The dollar was especially well bid, for exam
ple, after the July 8 report of a further decline in U.S. 
civilian unemployment and after the July 27 release of 
GNP data pointing to a 3.1 percent seasonally adjusted 
rate of growth for the second quarter. The dollar also 
came into demand after the report on July 15 of May 
trade figures that reassured market participants that 
U.S. trade adjustment remained on track. Meanwhile, 
press coverage of Chairman Greenspan’s congressional 
testimony reinforced the expectation that the U.S. 
authorities stood ready to counter inflationary pres
sures. Under these circumstances, the dollar generally 
moved up during early July, reaching its highs of the 
period against the mark and the yen at DM 1.8925 on 
July 18 and Y 135.55 on July 15, respectively. But by 
the end of July, the dollar was trading off its highs at 
DM 1.8780 and Y 133.15, respectively.

Between June 27 and July 29, the U.S. authorities 
sold a total of $2.9 billion in the market, all against 
marks. Of the total, $1,317.5 million was sold by the 
Federal Reserve and $1,612.5 million was sold by the 
Treasury’s Exchange Stabilization Fund (ESF). These 
operations were conducted in cooperation with other

Table 3

Net Profits ( + ) or Losses ( - )  on
United States Treasury and Federal Reserve
Foreign Exchange Operations
In Millions of Dollars

United States
Treasury
Exchange

Federal Stabilization
Period Reserve Fund

May 1, 1988 to
July 31, 1988 0 0

Valuation profits and losses on
outstanding assets and liab ilities
as of July 31, 1988 +1,101.2 +  856.7

Data are on a value-date basis.
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central banks.
In other industrialized countries, the authorities also 

intervened to sell dollars, on occasion in substantial 
amounts. In addition, interest rates in a number of for
eign countries increased as the authorities sought to 
limit the decline of their currencies against the dollar or 
otherwise respond to signs of quickening price 
pressures.

In other operations, the U.S. authorities increased 
holdings of foreign currencies by $1,282.3 million 
equivalent through sales of Special Drawing Rights 
(SDRs) and dollars to other official institutions and 
through receipt of principal repayments and interest 
payments due to the United States under the Supple
mentary Financing Facility of the International Mone
tary Fund.

As of end July, cumulative bookkeeping or valuation 
gains on outstanding foreign currency balances were 
$1,101.2 million for the Federal Reserve and $856.7 million 
for the ESF. These valuation gains represent the 
increase in the dollar value of outstanding currency 
assets valued at end-of-period exchange rates, com
pared with the rates prevailing at the time the foreign 
currencies were acquired.

The Federal Reserve and the ESF regularly invest 
their foreign currency balances in a variety of instru
ments that yield market-related rates of return and that 
have a high degree of quality and liquidity. A portion of

the balances is invested in securities issued by foreign 
governments. As of end July, holdings of such securi
ties by the Federal Reserve amounted to $1,408.2 mil
lion equivalent, and holdings by the Treasury amounted 
to the equivalent of $1,604.8 million.

During the period under review, the U.S. Treasury, 
through the ESF, received repayment of its financing 
facility for Argentina and participated in multilateral 
financing facilities for Yugoslavia and Brazil.

Argentina. On May 31, the Central Bank of the 
Argentine Republic fully repaid the $160 million second 
drawing of a $550 million short-term financing facility 
provided by the U.S. Treasury through the Exchange 
Stabilization Fund, thereby fully liquidating the 
facility.

Yugoslavia. On June 10, the U.S. Treasury, through 
the ESF, together with the Bank for International Settle
ments (BIS) acting for a number of central banks, 
agreed to provide $250 million in short-term financing 
facilities to the National Bank of Yugoslavia. On June 15, 
the National Bank of Yugoslavia drew the full $50 million 
of the ESF facility. On July 1, $16.1 million was repaid.

Brazil. On July 27, the U.S. Treasury, through the 
ESF, together with the BIS acting for a number of cen
tral banks, agreed to provide $500 million in short-term 
financing facilities to Brazil. The ESF's facility was 
$250 million. On July 29, the Central Bank of Brazil 
drew $232.5 million from the ESF facility.
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Treasury and Federal Reserve 
Foreign Exchange Operations
August-October 1988

During the early weeks of the period under review, the 
dollar continued the generally upward trend that had 
prevailed throughout the summer, moving higher 
against all major foreign currencies but especially the 
German mark. At times during August and to a lesser 
extent during September, there were episodes of 
upward pressure whereupon the U.S. authorities inter
vened, selling dollars to restrain the dollar’s rise. As 
the period progressed, shifts in expectations about the 
U.S. economic outlook, about the prospects for further 
increases in U.S. short-term interest rates, and about 
the progress of external adjustment led to a more cau
tious attitude toward the dollar, and the currency 
started to ease. During October selling pressures 
intensified, and late that month the U.S. authorities 
intervened in the foreign exchange market to support 
the dollar. On balance, the dollar ended the three- 
month period about 5 V2 percent lower against the 
Japanese yen and 5 percent lower against the German 
mark from end July levels.

In the opening weeks of the period, the dollar was 
buttressed by the release of economic statistics indi
cating continued strength in the U.S. economy. The 
August 5 announcement of preliminary employment 
data for July, together with an upward revision to June 
employment data and evidence of increasing capacity 
utilization, suggested that U.S. economic growth was 
proceeding at a pace that could give rise to new infla-

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. Cathy McHugh was primarily responsible for preparation of 
the report.

tionary pressures. Market participants interpreted these 
economic statistics as increasing the likelihood that the 
Federal Reserve would tighten its monetary policy 
stance. Some observers already claimed to see signs 
of Federal Reserve tightening and were attracted by 
the prospects of rising short-term interest rates and the 
relatively high yields available on dollar-denominated 
assets. Even so, market participants were somewhat 
surprised when the Federal Reserve raised the dis
count rate by V2 percentage point to 6 V2 percent on 
August 9. Subsequently, short-term interest rate differ
entials favoring the dollar against both the German 
mark and the Japanese yen widened. On August 10, 
the dollar reached its period high of DM 1.9245 against 
the mark while trading as high as ¥ 135.20 against the 
yen. At that time, the dollar was 2 V2 percent higher 
against the mark and 1 1/2 percent higher against the 
yen from the start of the period. From its low point 
around the turn of the year, the dollar had moved up 
more than 23 percent against the mark and more than 
1 2  percent against the yen.

For several weeks thereafter the dollar traded firmly 
as market participants adjusted commercial leads and 
lags and implemented other hedging strategies to take 
account of the dollar’s renewed strength. Sentiment 
toward the dollar remained bullish, with traders inter
preting even potentially unfavorable news as favorable 
for the dollar. In these circumstances, market partici
pants questioned the degree of the Administration’s 
concern over the dollar’s rise.

Perceptions that external adjustment was proceeding 
on track encouraged positive sentiment toward the dol
lar. Market participants noted that the trade deficit had
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narrowed with each of the prior three monthly reports, 
setting in place a trend of improved performance 
based on varying combinations of strong export perfor
mance and slower growth of imports. The August 16 
report that the U.S. trade deficit for June had widened 
to a seasonally adjusted $12.5 billion from a revised 
$9.8 billion in May initially disappointed the market, 
and the dollar briefly declined. But strong upward pres
sure on the dollar soon reemerged as some market 
participants seemed to view the widening of the deficit
— and in particular the rise in imports —as yet another 
indication that the Federal Reserve might further 
tighten its policy stance to counter inflationary pres
sures. Meanwhile, others noted that the substantial rise 
in imports of capital goods had favorable implications 
for increasing U.S. industrial capacity.

The dollar moved as high as DM 1.9230 against the 
mark on August 22 and ¥ 134.70 against the yen on

Chart 1

After rising gradually in August, the dollar 
declined later in the period.

Percent25------------------------------------------------------

1988

The cha rt show s the percent change of w eek ly  ave rage 
rates for the do lla r from  January 8, 1988. All figu res 
are ca lcu la ted  from  New Y ork  noon quotations.

August 24, almost matching the highs reached earlier 
in the month. Between August 5 and August 23, the 
U.S. monetary authorities at times intervened heavily in 
the foreign exchange market to resist the tendency for 
the dollar to advance, selling a total of $1,806 million 
against marks in operations often coordinated with 
other central banks. The intervention operations, rein
forced by official commentary both in the United States 
and abroad expressing concern that any further rise of 
the dollar against the German unit might impede 
improvement in the trade balances, were, by the end of 
August, beginning to be viewed as a forceful demon
stra tion  that in te rna tiona l agreem ents to foste r 
exchange market stability remained intact.

Then on August 25, in a move prompted by develop
ments in the foreign exchange market as well as 
domestic conditions in the individual countries, the 
German Bundesbank and several other European cen
tral banks raised their official interest rates. As German 
interest rates edged higher following the Bundesbank’s 
announcement of a V2 percentage point rise in the dis
count rate, interest rate differentials favoring the dollar 
against the mark narrowed, diminishing the relative 
attractiveness of dollar-denominated assets.

C hart 2

Data reported in the period showed 
continuing high levels of capacity 
utilization.
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Table 1

Federal Reserve
Reciprocal Currency Arrangements
In Millions of Dollars

Amount of Facility
Institution October 31, 1988

Austrian National Bank 250
National Bank of Belgium 1,000
Bank of Canada 2,000
National Bank of Denmark 250
Bank of England 3,000
Bank of France 2,000
German Federal Bank 6,000
Bank of Italy 3,000
Bank of Japan 5,000
Bank of Mexico 700
Netherlands Bank 500
Bank of Norway 250
Bank of Sweden 300
Swiss National Bank 4,000
Bank for International Settlements:

Dollars against Swiss francs 600
Dollars against other

authorized European currencies 1,250

Total 30,100

Chart 3

Short-term in terest rate differentials  
favoring the dollar widened in August 
and again in October.
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and th ree-m onth  E urom arke t depos it ra tes  fo r 
German m arks and Japanese yen.

That day the dollar declined almost 1 percent against 
the mark, bringing the dollar to about the same level as 
at the opening of the period. The yen declined even 
more against the mark on that and subsequent days 
because the Bank of Japan was not expected to follow 
actions by the other central banks to raise official inter
est rates. As the yen weakened, the dollar moved to its 
period high against the yen of ¥ 137.25 on September 2.

Throughout much of September, the dollar traded 
within a relatively narrow range. Market participants 
expressed renewed confidence in the official commit
ments to promote exchange rate stability and per
ceived that monetary authorities would not welcome 
any further rise of the dollar. Many of the factors that 
had contributed to the upward pressure during late 
summer also had become much less evident. In partic
ular, a new round of statistics suggested that U.S. eco
nomic growth was slowing to a more sustainable pace. 
While that development was viewed as generally favor
able for long-run economic prospects, it weakened 
some of the short-term demand for dollars by contribut
ing to expectations that upward pressure on dollar 
interest rates was likely to subside. The financial mar
kets took special note of the September 2 release of 
U.S. nonfarm payroll figures for August that showed 
slower employment growth than the market had previ
ously anticipated. Inflation concerns were also allayed 
by the outlook for declining oil prices and the report of 
unchanged average earnings during August.

As the upward pressures on the dollar eased and as 
market participants perceived prospects for greater 
exchange rate stability, investors were increasingly 
attracted to certain relatively high-yielding currencies, 
such as the Canadian dollar. The Canadian dollar also 
benefited from early public opinion polls in advance of 
the Canadian elections showing strong support for the 
incumbent Conservative party that favored the enact
ment of the U.S.-Canadian free trade agreement. The 
U.S. dollar declined steadily against the Canadian unit 
from early September through mid-October.

Although the positive outlook that had prevailed dur
ing the summer tended to erode during September, 
there were episodes of upward pressure on the dollar. 
One occasion followed the September 14 announce
ment of a smaller-than-expected U.S. trade deficit for 
July that provided reassurance to the market that the 
correction of global imbalances was continuing. 
Another occurred following the release of a statement 
by the Group of Seven (G-7) finance ministers and cen
tral bank governors attending a meeting in Berlin over 
the weekend of September 24. Although that statement 
reaffirmed the basic objectives of previous commit
ments regarding coopera tive  e ffo rts , includ ing 
exchange rate stability, it contained no precise refer
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ence to dollar exchange rates. Some market partici
pants, therefore, concluded that the G-7 was prepared 
to tolerate further dollar appreciation.

During these episodes, the dollar moved up smartly, 
and the U.S. authorities intervened to resist these pres
sures. Between September 14 and September 22, the 
Desk sold $230 million against marks. On September 26, 
the first business day after the G-7 meeting, the Desk 
sold an additional $100 million against marks, and a 
substantial number of other central banks intervened 
forcefully to sell dollars at the same time. The visible, 
concerted intervention operations provided a clear sig

nal to the market that the G-7 had not changed its 
exchange market objectives.

At the end of September, market participants noted 
that there was significant concerted intervention to sell 
dollars against the mark when the dollar, at about 
DM1.89, was still well below the levels reached the 
previous month. Furthermore, subsequent official state
ments from various sources pointed to the economic 
risks of a further dollar rise and gave new weight to the 
September 24 statement.

During October, market sentiment toward the dollar 
turned negative. For one thing, the prospect of upward

Table 2

Drawings and Repayments by Foreign Central Banks under Reciprocal Currency Arrangements 
with the Federal Reserve System
In Millions of Dollars; Drawings (+ )  or Repayments ( - )

Central Bank Drawing on the 
Federal Reserve System

Amount of 
Facility

Outstanding as of 
July 31, 1988 August September October

g
Outstanding as of 
October 31, 1988

Bank of Mexico 700.0 0 + 700.0 -7 0 0 .0 0 0

Data are on a value-date basis.

Table 3

Drawings and Repayments by Foreign Central Banks under Reciprocal Currency Arrangements 
with the U.S. Treasury
In Millions of Dollars; Drawings (+ )  or Repayments ( - )

Central Bank Drawing 
on the U.S. Treasury

Amount of 
Facility

Outstanding as of 
July 31, 1988 August September October

Outstanding as of 
October 31, 1988

Bank of Mexico 300.0 0 +300.0 -3 0 0 .0 0 0

Data are on a value-date basis.

Table 4

Drawings and Repayments by Foreign Central Banks under Special Swap Arrangements 
with the U.S. Treasury
In Millions of Dollars; Drawings (+ ) or Repayments ( - )

Central Bank Drawing 
on the U.S. Treasury

Amount of 
Facility

Outstanding as of 
July 31, 1988 August September October

Outstanding as of 
October 31, 1988

National Bank of Yugoslavia 50.0 33.8 0 -3 3 .8 0 0
Central Bank of Brazil 250.0 232.5 -2 3 2 .5 0 0 0
Central Bank of the 

Argentine Republic 265.0* - - - 0 0

Data are on a value-date basis.
•Arrangement was in effect as of October 20, 1988.

70 FRBNY Quarterly Review/Autumn 1988Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Autumn 1988



pressure on short-term dollar interest rates appeared 
to diminish further. Release of a series of economic 
reports indicated that U.S. economic activity, while still 
showing strength, was moderating even more. News of 
smaller-than-forecast increases in U.S. employment 
during September (later revised upward) and prelimi
nary third-quarter U.S. GNP figures reinforced the view 
that a further tightening of U.S. monetary policy was 
less likely in the near term.

Moreover, market participants, having seen repeated 
evidence of coordinated central bank sales of dollars 
during the summer and early autumn, remained con
vinced that the monetary authorities would firmly resist 
any further substantial rise of the dollar.

In addition, concerns were aroused about the pace of 
adjustment of global imbalances by the October 13 
release of U.S. trade data for August showing a widen
ing of the trade deficit to $12.2 billion. Despite com
ments of U.S. officials cautioning that wide fluctuations 
in monthly trade data were of little significance and 
noting the clear trend of improvement in the U.S. trade

C hart 4

The monthly U.S. trade deficit figures 
continued to show fluctuations against a 
background of a declining trend.
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accounts over a longer period, the market continued to 
focus closely on these monthly trade releases. Partici
pants expressed growing concern about the sus
tainability of U.S. progress in reducing its external 
deficit.

The dollar’s decline against the yen during October 
was particularly noteworthy. Over the course of the 
month, the dollar moved approximately 6 percent lower 
against the Japanese unit. Widespread reports circu
lated of substantial sales of dollars against yen by

Table 5

Net Profits (+) or Losses ( - )  on
United States Treasury and Federal Reserve
Foreign Exchange Operations
In Millions of Dollars

Period
Federal
Reserve

United States 
Treasury 

Exchange 
Stabilization 

Fund

August 1, 1988 to 
October 31, 1988 0 0

Valuation profits and losses on 
outstanding assets and liabilities 
as of October 31, 1988 + 1,536.9 + 1,258.9

Data are on a value-date basis.

C hart 5

During the period, the U.S. economy grew at 
a slightly less vigorous pace.

Percent
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Japanese institutional investors and U.S. investment 
banks seeking to hedge an increasing proportion of 
their dollar portfolios in anticipation of further dollar 
declines. Furthermore, the yen’s strength seemed to 
reflect a relatively favorable market assessment of 
Japan’s progress in adapting to the rise in its currency 
since 1985. Selling pressure intensified as the dollar 
moved below important technical and psychological 
levels, reaching the period lows of about ¥ 124.50 
against the yen and DM 1.76 against the mark at one 
point on October 31. Under these circumstances, the 
U.S. authorities entered the market to buy dollars for 
the first and only time in the period, purchasing that 
day $ 2 0 0  million against yen to support the dollar.

As the period ended, the dollar was underpinned by 
a widely held market view that the authorities would act 
to prevent any sharp fall in the dollar at least through 
early November in advance of the U.S. presidential 
election. In addition, interest rate differentials favoring 
the dollar widened slightly as Japanese money market 
rates eased by a modest amount. However, market 
sentiment toward the dollar remained distinctly nega
tive as skepticism deepened that the policy initiatives 
needed to keep the international adjustment process 
intact, both here and abroad, would be undertaken 
promptly enough.

The dollar closed the three-month period at ¥  125.50 
against the yen, barely 4 1/2 percent above its record 
low of ¥ 120.20 recorded on January 4, 1988. Against 
the mark, the dollar closed the reporting period at 
around DM 1.79, more than 141/2 percent above its 
record low of DM1.5615 in January. On a trade- 
weighted basis, as measured by the index of the Fed
eral Reserve Board staff, the dollar declined by 
4 V2 percent in terms of the other Group of Ten curren
cies during the period.

The U.S. monetary authorities sold a total of 
$2,136 million against German marks and purchased a 
total of $200 million against Japanese yen during the 
three-month period. The Federal Reserve and the Trea
sury’s Exchange Stabilization Fund (ESF) participated 
equally in the financing of all intervention operations.

During the period, there were several other foreign cur
rency transactions of the ESF and the Federal Reserve:

•  On August 1, the Bank of Mexico activated its

reciprocal arrangements with the Federal Reserve and 
the U.S. Treasury, drawing $700 million and $300 mil
lion, respectively. On September 15, both amounts 
were fully repaid.

•  On August 26, the Central Bank of Brazil repaid an 
outstanding $232.5 million drawing on a $250 million 
short-term ESF financing facility. The remaining 
$17.5 million was not drawn during the period.

•  The National Bank of Yugoslavia repaid $17.2 mil
lion to the U.S. Treasury on September 26 and 
$16.6 million on September 30, thereby liquidating the 
$50 million ESF facility. This facility was provided to 
Yugoslavia in June along with a $200 million facility by 
the Bank for International Settlements, acting for a 
number of central banks.

•  On October 20, the U.S. Treasury through the ESF, 
together with a number of other monetary institutions, 
agreed to establish a facility to provide up to $500 mil
lion in short-term financing to Argentina. The ESF’s 
share was $265 million. No drawings were made as of 
October 31.

As in previous periods, the U.S. authorities acquired 
foreign currencies through sales of dollars to other offi
cial institutions and through receipt of principal repay
ments and interest payments received under the 
Supplementary Financing Facility of the International 
Monetary Fund. Such foreign currency acquisition 
totaled $2,103.4 million equivalent.

As of end October, cumulative bookkeeping or valua
tion gains on outstanding foreign currency balances 
were $1,536.9 million for the Federal Reserve and 
$1,258.9 million for the ESF. These valuation gains rep
resent the increase in the dollar value of outstanding 
currency assets 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 ESF regularly invest 
their foreign currency balances in a variety of instru
ments that yield market-related rates of return and that 
have a high degree of quality and liquidity. A portion of 
the balances is invested in securities issued by foreign 
governments. As of end October, holdings of such 
securities by the Federal Reserve amounted to 
$2,540.1 million equivalent, and holdings by the Trea
sury amounted to the equivalent of $2,816.9 million.
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Treasury and Federal Reserve 
Foreign Exchange Operations
February-April 1989

The dollar traded with a firm undertone during most of 
the three months ending in April, buoyed by persistent 
investment and commercial demand for the currency. 
At times, upward pressure intensified and, in keeping 
with Group of Seven (G-7) undertakings to foster 
exchange rate stability, the U.S. monetary authorities 
intervened to resist the dollar’s rise. On occasion, the 
upward pressure subsided and the dollar eased back 
somewhat. Overall, dollar exchange rates remained 
more stable than in recent quarterly periods, although 
throughout the period the currency continued to edge 
back toward the highs reached in the fall of 1988. On 
balance, the dollar rose V4 percent against the German 
mark and Canadian dollar, 21A percent against the 
Japanese yen, 4 percent against the British pound, and 
5 percent against the Swiss franc (Chart 1). The dollar 
ended the three-month period 1 percent higher on a 
trade-weighted basis as measured by the staff of the 
Federal Reserve Board of Governors.

A variety of factors contributed to the investment 
demand for dollars and dollar assets during this period. 
The currency’s stronger performance in 1988 and early
1989 relative to preceding years prompted investors to 
feel more confident about increasing the share of dollar 
assets in their overall portfolios and reducing the 
hedged proportion of their dollar assets. By such 
actions, they could benefit more from the relatively 
wide short-term interest rate differentials favoring the

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. Daniel Brotman was primarily responsible for preparation of 
the report.

dollar and avoid the increased costs of maintaining 
hedges.

Meanwhile, as positive sentiment toward the dollar 
mounted, commercial market participants also began 
to alter their trading strategies. Those, such as Japa
nese exporters, who at times in the past had been 
heavy forward sellers of dollar receivables scaled back 
their selling in advance of payment. Similarly, those 
who had dollars to buy in the future began to buy more 
dollars during the period lest the U.S. currency rise fur
ther. With the dollar consistently well bid in the market, 
interbank and speculative position-takers became more 
willing to take on long-dollar positions.

Underpinning the more positive sentiment toward the 
dollar were two key factors: interest rate differentials 
and political developments. Interest differentials contin
ued to favor the dollar, providing a strong incentive for 
investors to purchase dollar assets so long as they pre
sumed the dollar would remain stable or rise. During 
the three months ending in April, short-term interest 
rate differentials against the yen increased from what 
were already considered high levels, while against the 
mark they remained sizable but in about the same 
range as earlier (Chart 2).

At times during the period, political developments 
abroad also weighed against several major foreign cur
rencies. In Japan, investigations of an insider trading 
scandal brought the government of Prime Minister 
Takeshita under increasing pressure and raised con
cerns about its viability. In Germany, electoral setbacks 
to the governing coalition’s leading party and other 
centrist parties gave rise to market uncertainty at a 
time when there was already considerable confusion in
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Chart 1

The dollar traded within a relatively narrow 
range during the three months ending in 
April 1989, after recovering from its autumn 
lows late in the previous period.
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Still, the dollar moved higher on balance 
against a number of currencies, with upward 
pressure especially noticeable in March and 
late April.
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♦  The top chart shows the percentage change of weekly 
average rates for the dollar from May 2, 1988. The 
bottom chart shows the percentage change of weekly 
average rates from February 1, 1989. All figures are 
calculated from New York noon quotations.

the market surrounding the imposition and subsequent 
removal of a withholding tax on interest income.

Under these circum stances, m arket pa rtic ipan ts  
appeared increasingly willing to overlook, at least for 
the time being, developments cited last year as giving 
rise to concerns about the dollar. Trade data released 
by the United States and other countries during the 
period suggested that the pace of adjustment of world 
trade and current account balances might be slowing 
(C h a rt 3). S im ila rly , m arke t o b s e rv e rs  at tim es 
expressed disappointment over the absence of plans 
for substantial, long-term reduction of the U.S. budget 
deficit.

During the period, the degree of upward pressure on 
the dollar varied in response to shifting market views 
regarding inflationary pressures and the appropriate 
tightness of monetary policy in the United States and 
abroad. Changing market assessments of official com
m itm ents to exchange rate s ta b ility  at tim es also

Chart 2

Short-term interest rate d iffe ren tia ls  
favoring the dollar over the yen 
continued to widen, while those against 
the mark remained in their recently 
observed range.

Percentage points *

*T he  chart shows monthly average differentia ls at the 
three-month maturity between Eurodollar deposit rates 
and Euromarket deposit rates for marks and yen.
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affected market demand for the U.S. currency. Upward 
pressure was most pronounced at the opening of the 
period in February, during March, and toward the end 
of April. Upward pressure abated and the dollar settled 
back somewhat in mid-February and mid-April.

After a strong opening, the dollar settles back in 
mid-February
When the three-month period opened in February, mar
ket sentiment toward the dollar was distinctly bullish. 
Market participants, mindful of Chairman Greenspan’s 
earlier indications in Congressional testimony of the 
Federal Reserve’s strong anti-inflationary stance, inter
preted evidence of robust U.S. economic growth as a 
portent of higher dollar interest rates. In particular, the 
early February report of an unexpectedly large rise in 
U.S. employment in January reinforced expectations 
that a buoyant economy would lead to further tighten
ing of U.S. monetary policy. As the dollar firmed above

Chart 3

Data released during the period suggested 
a slowing in the U.S. trade adjustment 
process.
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The chart shows monthly and three-month moving 
average U.S. merchandise trade balances, seasonally 
adjusted and reported on a census basis. The trade 
figures for December, January, and February were 
released on February 17, March 15, and April 14, 
respectively.

its January highs, the U.S. monetary authorities sold a 
total of $350 million against marks during the period 
from February 2 through February 6 in the only inter
vention operations during the month.

Thereafter, sentiment toward the dollar took on a 
m ore c a u tio u s  tone . T h is  change  in s e n tim e n t 
appeared, in part, to reflect concern about central bank 
intervention. The currency was approaching levels at 
which central banks had acted forcefully to counter its 
rise in 1988. Believing the central banks would seek to 
limit the dollar’s rise at these levels again, market par
ticipants appeared less aggressive about bidding for 
dollars in the exchange market. Also, after President 
Bush’s budget address before the Congress on Febru
ary 9, market participants began to adopt a more real
istic view regarding the difficulties the Administration 
and the Congress would face in negotiating a long-term 
plan to reduce the U.S. fiscal deficit. A fter rising in 
early February to DM 1.8880 and ¥  130.67, the dollar 
began to edge lower, and upward pressure abated.

By mid-February, inflation and monetary policy had 
become the most immediate market concerns. A vari
ety of economic statistics released at that time seemed 
to indicate a surprising upturn in inflation in several 
industrialized countries, including the United States 
and Germ any (C hart 4), as well as a w orrisom e 
persistence of high inflation in the United Kingdom. 
There was also considerable uncertainty about the

Table 1

Federal Reserve Reciprocal Currency 
Arrangements
In Millions of Dollars

Institution

Amount of Facility 

April 28, 1989

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
Deutsche Bundesbank 6,000
Bank of Italy 3,000
Bank of Japan 5,000
Bank of Mexico 700
Netherlands Bank 500
Bank of Norway 250
Bank of Sweden 300
Swiss National Bank 4,000
Bank for International Settlements

Dollars against Swiss francs 600
Dollars against other

authorized European currencies 1,250

Total 30,100
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extent to which tax changes in several foreign coun
tries might give rise to inflationary wage demands in 
the coming months. Against this background, market 
participants began to wonder whether efforts to subdue 
inflation worldw ide m ight prove more d ifficu lt, and 
require higher interest rates, than had previously been 
assumed. The management of monetary policy by cen-

Chart 4

Data released during the period indicated 
an upturn in price pressures in several 
industrialized countries, focusing the 
market’s attention on inflation and 
monetary policy.

jk
Year-on-year percentage change
6 -----------------------------

Wholesale prices

*T h e  chart shows the change in wholesale prices for the 
three-month period relative to the same three months 
in the previous year. The figures for January-March were 
released during the period under review.

tral banks in various countries tended to come under 
greater market scrutiny.

As for the United States, some market observers 
questioned whether the successive modest tightening 
moves by the Federal Reserve over the past year 
would be sufficient to prevent an acceleration of infla
tion. At the same time, market participants expressed 
concern that the potentia l economic, financial, and 
political implications of further policy tightening might 
deter the U.S. central bank from acting as forcefully as 
needed.

In contrast, market analysts at that time appeared 
more certain that signs of accelerating inflation in Ger
many would lead to a quick tightening of the German 
central bank’s policy stance. This market view showed 
through in a significant increase in German money mar
ket rates as German banks aggressively bid for funds 
in a n tic ip a tio n  of a n ea r-te rm  in c re a se  in the 
Bundesbank’s official interest rates.

In this environment, dollar exchange rates eased 
from their earlier levels. By February 20, the dollar had 
declined to its period low against the yen of ¥  125.25. 
Against the mark, the dollar continued to edge lower 
for another week, reaching its period low of DM 1.8095 
on February 27. Even at these levels, however, the dol
lar remained well above where it had opened the year.

The dollar resumes its advance in March
In late February, market assessments of the relative 
tightness of monetary policy in the United States and 
abroad underwent an abrupt shift.

Questions regarding the U.S. central bank’s counter- 
inflationary stance were put to rest, and U.S. short
term market interest rates began to edge higher, when 
the Federal Reserve unexpectedly drained liqu id ity 
from the banking system on February 23 and the fol
lowing day increased its discount rate by one-half per
centage point.

Table 2

Drawings and Repayments by Foreign Central Banks under Special Swap Arrangements 
with the U.S. Treasury
In Millions of Dollars; Drawings ( + ) or Repayments ( - )

Central Bank Drawing 
on the U.S. Treasury

Amount 
of Facility

Outstanding as of 
January 31, 1989 February March April

Outstanding as of 
April 30, 1989

Central Bank of the 
Argentine Republic 265.0 0.8 -0 .8 • * .

Central Bank of 
Venezuela 450.0 0 0 +450.0 -450.0 0

Data are on a value-date basis. 
•Facility expired on February 28, 1989.
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Shortly thereafter, the Bundesbank appeared to send 
a signal through its public statem ents and money 
market operations that it saw no need at that time to 
tighten its policy stance. Market participants also noted 
the constraints on Bundesbank monetary policy stem
ming from currency relationships within the European 
M onetary System (EMS). W ith the German mark 
approaching the upper limit of its bilateral parity with 
another EMS currency, the Danish krone, further Ger
man tightening was viewed as unlikely, and short-term 
mark interest rates began to decline. Elsewhere, mar
ket participants interpreted actions by both the Bank of 
Japan and the Bank of England as indicating that these 
monetary authorities were also reluctant to see further 
increases in short-term interest rates.

Observers concluded that the Federal Reserve’s dis
count rate increase was unlikely to lead to an immedi
ate tightening of policy elsewhere. With U.S. economic 
statistics released during the month continuing to sug
gest generally strong economic performance, market 
participants expected that the recent widening of inter
est rate differentials favoring the dollar would be main
ta ined. The report that U.S. p roducer p rices had 
increased by a full percentage point in February in par
ticular fueled expectations that dollar interest rates 
would remain firm.

Under these circumstances, upward pressure on the 
dollar reemerged, and by mid-March the dollar had 
more than fully recouped its February decline. As the 
dollar moved up against most major currencies, the 
U.S. m onetary a u thorities  resumed se lling  do llars  
against marks on March 8 , generally operating in coor
dination with other central banks.

At the same time that sentiment toward the U.S. cur
rency was becoming more positive, sentiment toward

Table 3

Net Profits ( + ) or Losses ( - )  on
United States Treasury and Federal Reserve
Foreign Exchange Operations
In Millions of Dollars

February 1, 1989 to 
April 30, 1989 Federal Reserve

United States 
Treasury 

Exchange 
Stabilization 

Fund

Realized 0 0

Valuation profits and losses
on outstanding assets
and liabilities as of
April 30, 1989 +941.9 + 734.5

Data are on a value-date basis.

other currencies, most notably the Swiss franc and 
Japanese yen, was worsening. In Switzerland, reports 
surfaced of heavy selling of the Swiss franc as that 
currency broke out of the range in which it had traded 
for several years against the German mark. As the 
Swiss currency declined, upward pressure on the dollar 
increased, and the dollar rose against not only the 
franc but other continental currencies as well.

In Japan, the political atmosphere in March became 
increasingly tense and uncertain as allegations spread 
of insider trading and influence-peddling by prominent 
individuals in business and politics. Reports that fo r
eign investors were looking to liquidate some of their 
Japanese bond and equity holdings added to the sell
ing pressure on the Japanese yen. Indeed, whereas 
until mid-month the dollar was advancing most strongly 
against the mark among the major currencies, by the 
end of the month upward pressure had shifted to the 
dollar/yen exchange rate. Thus, at the end of March, 
U.S. intervention operations were expanded to include 
dollar sales against yen. In all, the U.S. m onetary 
authorities sold $1,419 million against marks and $100 
million against yen between March 8 and March 30.

By the end of March, the dollar’s renewed rise led 
market participants to question the firmness of official 
commitments to exchange rate stability. As an early 
April meeting of the G-7 Finance Ministers and Central 
Bank Governors approached, some observers specu
lated that the G-7 might tolerate a further rise in dollar 
exchange rates as a consequence of the need to deal 
with inflation. In this atmosphere, the dollar reached its 
period highs of DM 1.9025 against the mark and 
¥  133.50 against the yen at the end of March. At these 
levels, the dollar was trading about 5 percent and 6V2 
percent, respectively, above its late-February lows 
against these two currencies.

Upward pressure on the dollar dissipates in April
Around the time of the April 2 G-7 meeting in Washing
ton, however, market participants began to revise their 
assessment of official attitudes toward the dollar. A 
communique issued after the meeting stated that “ a 
rise of the dollar which undermined adjustment efforts, 
or an excessive decline, would be counterproductive.” 
Market participants interpreted this asymmetrical state
ment as a sign that the authorities remained committed 
to resisting the dollar’s rise but were prepared to see 
some decline in the dollar. U.S. intervention sales of 
dollars against yen during the previous week and mar
ket reports of similar operations by the Bank of Japan 
following the G-7 meeting served to highlight this com
mitment. So, too, did operations on April 10 and 11 
when the U.S. monetary authorities were quick to reen
ter the market, selling a total of $170 million against
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marks, as soon as the dollar began to recover from its 
initial decline after the G-7 meeting.

Around the same time, accumulating, though still 
ambiguous, evidence that the pace of U.S. economic 
growth might be easing added to a more cautious sen
timent surrounding the dollar. In particular, a number of 
economic reports on April 14 suggested that earlier 
fears of a sharp rise in U.S. inflation might have been 
premature and that capacity pressures in the economy 
might have peaked (Chart 5).

Meanwhile, market expectations of a possible tight
ening of monetary policy abroad began to resurface. 
The announcement on April 13 that the Swiss National 
Bank would increase its discount and Lombard rates 
drew market attention once again to the possibility that 
interest rates abroad might need to be raised. Around 
the same time, pressures within the EMS eased, and 
the Bundesbank was thus seen as having more scope 
to tighten its credit stance if ft so chose. In Japan, 
rumors that the Bank of Japan was making prepara
tions to raise its discount rate also became more wide
spread. Moreover, reports that the newly appointed 
German Finance Minister would seek to repeal the 
recently imposed withholding tax on interest earnings 
from domestic securities lent some support to the mark 
against both the dollar and the yen.

When the Bundesbank in fact announced a one-half 
percentage point increase in its discount and Lombard 
rates on April 20, and several other continental Euro
pean central banks joined in by increasing their own 
official rates, the dollar initially eased further. The dol
lar moved as low as DM 1.8410 against the mark and 
¥  130.90 against the yen, to trade 31/4 percent and 2 
percent, respectively, below its March highs.

The dollar closes the period on a strong note
The dollar then quickly began to rebound. Market par
ticipants, noting that the Bundesbank’s tightening move 
had had only a limited impact on market interest rates 
in Germany, reportedly began to take profits on long- 
mark positions established earlier in the month. By the 
following day, the dollar was already above the levels 
at which it had been trading before the German inter
est rate announcement.

At the same time, expectations diminished that other 
countries would soon follow the Bundesbank’s move. 
Market expectations of higher interest rates in Japan 
lessened following a Japanese price report which sug
gested that the inflationary effect of Japan’s new con
sumption tax might prove less than initia lly feared. 
Similarly, in Switzerland, comments by a senior central 
bank official countered the view that the Swiss central 
bank would further tighten its credit stance.

In these circumstances, sentiment toward the dollar

Chart 5

As the period progressed, data indicating 
a stabilization of U.S. industrial 
production . . .

1977=100*
142 ---------------------------------------------------------------

140

138

136

134

n.n.riaaa aa aa
A M J J A S O N D J F M  

1988 1989

and an easing of capacity constraints. . .

Percent *  
85 ----------

84

83

82

a a a a
J J A S O N D 

1988
J F M 

1989

suggested to many market participants 
that the pace of U.S. economic growth may 
have moderated sufficiently to relieve 
upward pressure on U.S. interest rates.

*T h e  top chart shows monthly seasonally adjusted index 
levels of U.S. industrial production. The bottom chart 
shows monthly seasonally adjusted capacity utilization  
rates in U.S. industry. The figures for January-March 
were released during the period under review.
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again became bullish, and investment-related pur
chases of dollars reportedly began to accelerate. With 
the dollar approaching the levels of its period highs of 
late March, the U.S. monetary authorities intervened on 
the last trading day of the period to sell $100 million, 
half against marks and half against yen. The dollar 
closed the quarterly period at DM 1.8810 against the 
mark and ¥133.02 against the yen.

For the period as a whole, the U.S. monetary authori
ties sold a total of $2,139 million, $1,989 million against 
German marks and $150 million against Japanese yen. 
The U.S. Treasury, through the Exchange Stabilization 
Fund (ESF), and the Federal Reserve participated 
equally in these intervention operations.

The U.S. authorities also acquired $228.2 million 
equivalent of Japanese yen through nonmarket opera
tions. Of this amount, the authorities sold $99.1 million 
and $84.8 million equivalent of Special Drawing Rights 
to official institutions for yen and separately received 
$44.3 million equivalent of yen in repayments under the 
Supplementary Financing Facility of the International 
Monetary Fund.

In other ESF foreign currency transactions during the 
period:

•  The Central Bank of the Argentine Republic repaid 
the remaining $0.8 million of its swap arrangement with

the ESF on February 28. The $265 million facility with 
the ESF, part of a $500 million short-term financing 
package arranged in October 1988, expired on Febru
ary 28.

•  The U.S. Treasury, through the ESF, agreed to 
establish a facility to provide up to $450 million in 
short-term financing to Venezuela on March 13. On 
March 15, Venezuela drew the entire amount in the facil
ity, and on April 3, repaid the Treasury in full.

As of end April, cumulative bookkeeping or valuation 
gains on outstanding foreign currency balances were 
$941.9 million for the Federal Reserve and $734.5 mil
lion for the ESF. These valuation gains represent the 
increase in the dollar value of outstanding currency 
assets valued at end-of-period exchange rates, com
pared with the rates prevailing at the time the foreign 
currencies were acquired.

The Federal Reserve and the ESF regularly invest 
their foreign currency balances in a variety of instru
ments that yield market-related rates of return and that 
have a high degree of quality and liquidity. A portion of 
the balances is invested in securities issued by foreign 
governments. As of end April, holdings of such securi
ties by the Federal Reserve amounted to $1,503.3 mil
lion equivalent, and holdings by the Treasury amounted 
to the equivalent of $1,985.0 million.
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Recent FRBNY Unpublished Research Papers*

8901. Rodrigues, Anthony, Charles Engel, Jeffrey A. 
Frankel, and Kenneth A. Froot. “ Conditional 
Mean-Variance Efficiency of the U.S. Stock Mar
ket.”  February 1989.

8902. Kambhu, John. “ R egulatory Standards, Non- 
compliance and Enforcement.”  March 1989.

8903. DiLeo, Paul, and Eli M. Remolona. “ Voluntary 
Conversions of LDC Debt.”  April 1989.

8904. Cantor, Richard. “ Price Limits and Volatility in 
Soybean Meal Futures Markets.”  April 1989.

8905. Estrella, Arturo, and Beverly Hirtle. “The Implicit 
Liabilities of the Pension Benefit Guaranty Cor
poration.”  April 1989.

8906. Englander, A. Steven. “ Tests for Measurement 
of Service Sector Productivity.”  April 1989.

8907. Estrella, Arturo, and Gikas A. Hardouvelis. “ The 
Term Structure as a Predictor of Real Economic 
Activity.”  May 1989.

8908. C u n n in g h a m , T h o m a s  J., and G ik a s  A. 
Hardouvelis. “ Money and Interest Rates: The 
Temporal Aggregation and Data Revision.”  May 
1989.

8909. Hardouvelis, Gikas A. “ Margin Requirements, 
Vo latility , and the T ransitory Com ponent of 
Stock Prices.” May 1989 (formerly no. 8818).

8910. Fons, Jerome. “ The Impact of Supplies on Secu
rities Prices and the Implication of Privatiza
tion.”  June 1989.

8911. Moorthy, Vivek. “ Unemployment in Canada and 
the U.S.: Lessons from the 1980s.”  June 1989.

8912. Remolona, Eli M. “ Risk, Capital Markets, and 
the Large Public Enterprise.” July 1989.

‘ S ingle copies of these papers are available upon 
request. W rite  to R esearch Papers, Room 901, 
Research Function, Federal Reserve Bank of New 
York, 33 Liberty Street, New York, N.Y. 10045.
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FRBNY Payments Studies

The Federal Reserve Bank of New York has initiated a 
series of occasional papers on payments and the clear
ing and settlement of financial markets. The purpose of 
this series is to foster understanding and discussion of 
payments risk issues as they relate to financial markets 
around the world. Notice of newly issued papers will be 
included in the Bank's Quarterly Review. Requests for 
copies should be addressed to Public In form ation  
Department, 33 Liberty Street, New York, N.Y. 10045.

Papers available in the series:

A Study of Large-D ollar Payment Flows Through 
CHIPS and Fedwire. December 1987.

Trading of Foreign Currency Options and Futures in 
Philadelphia. February 1989.

Clearing and Settling the Euro-Securities Market: 
Euro-Clear and Cedel. March 1989.

E xchanges and C le a rin g h o u s e s  fo r F in a n c ia l 
Futures and Options in the United Kingdom. March 
1989.

An Overview of the Operations of the Options Clear
ing Corporation. April 1989.

The International Money Markets in London and 
First Chicago’s Role in Clearing and Settling for Dol
lar Instruments. May 1989.

The Chicago Mercantile Exchange. July 1989.

Other papers in progress:

CHAPS — The Clearing House Automated Payment 
System in London.

The Board of Trade Clearing Corporation.

Securities Lending.

An Overview of the Fedwire Funds and Book-Entry 
System.

The Tokyo Stock Exchange.
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Treasury and Federal Reserve 
Foreign Exchange Operations
November 1989 - January 1990

Movements of the dollar against individual currencies 
diverged widely between November 1989 and January
1990 —a period when the rapid opening up of Eastern 
Europe benefited the German mark and a number of 
factors continued to weigh against the Japanese yen. 
The dollar experienced occasional bouts of upward 
pressure against the yen, and on several of these 
occasions the U.S. monetary authorities intervened to 
resist the dollar’s rise against that currency, selling a 
total of $750 million for yen. On balance, the dollar 
declined against the mark and other European curren
cies, moving down 8V2 percent, TU percent, and 6 per
cent, respectively, against the mark, Swiss franc, and 
British pound. The dollar rose, however, about 1 per
cent against both the yen and the Canadian dollar. On 
a trade-weighted basis, as measured by the staff of the 
Federal Reserve Board of Governors, the dollar 
declined 53/4 percent.

November through mid-December
The movement in dollar exchange rates against the 
European currencies was most marked during the first 
half of the reporting period. Positive sentiment toward 
the mark built rapidly following the opening on Novem
ber 9 of the borders between East and West Germany. 
Market participants anticipated that an influx of East 
German immigrants would benefit the German econ
omy by providing a new supply of skilled labor. At the

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. George G. Bentley was primarily responsible for 
preparation of the report.

same time, the new immigrants were expected to stim
ulate domestic demand and thereby spur higher mark 
interest rates as the Bundesbank sought to contain any 
potential inflationary pressures. More broadly, interna
tional investors focused on the prospects for greatly 
expanded market opportunities for German enterprises, 
and the German equity market surged in response to 
actual and anticipated capital inflows.

Against this background, the mark strengthened 
against all major currencies, and talk began to circu
late, especially around the December 8-9 European 
Community summit, that exchange market pressures 
would lead to a revaluation of the mark within the Euro
pean Monetary System (EMS). Germany has had large 
sustained trade surpluses against most of its European 
trading partners. Moreover, the German authorities 
were presumed to welcome any developments that 
would foster adjustment of the trade surplus or help 
dampen inflationary impulses to the economy. Market 
participants believed that a realignment within the EMS 
would be viewed by Bundesbank officials as consistent 
with both of these objectives. Accordingly, speculative 
flows into marks increased, and reports circulated in 
the market that the Bundesbank’s partner central 
banks were intervening to sell both dollars and marks 
to support their own currencies.

In the process, the dollar declined steadily against 
the mark. From DM 1.8415 at the beginning of Novem
ber, the dollar declined by mid-December to around 
DM 1.7300, a drop of 6 percent.

Against the yen, the dollar showed less of a trend, 
although it experienced upward pressure from time to 
time when there were reports of strong Japanese
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investor demand for portfolio and direct investments in 
the United States. Market participants were particularly 
impressed that Japanese interest in investing in dollar- 
denominated assets appeared to remain strong, even 
though market commentary about the outlook for U.S. 
and Japanese monetary policy implied that the interest

Chart 1

Movements of the dollar against individual 
currencies diverged widely during the period, . . .
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with the dollar declining against the German mark 
while experiencing bouts of upward pressure 
against the Japanese yen.
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The top chart shows the percent change of weekly average rates 
for the dollar from November 1989. The bottom chart shows the 
percent change of weekly average rates for the dollar from January 
1989. All figures are calculated from New York closing quotations.

rate differentials favoring the dollar would continue to 
narrow. Once in November and again in early Decem
ber, the U.S. monetary authorities, in keeping with 
Group of Seven understandings on exchange rate 
cooperation, intervened to sell a total of $150 million 
against yen. These operations were coordinated with 
the Bank of Japan. By mid-December, the dollar was 
trading around ¥  144.00, a level 3U percent higher than 
at the start of the reporting period.

Mid-December through January
In mid-December, one focus of market attention was 
the extent to which monetary policies in the United 
States and Japan might move in opposite directions. 
Economic statistics released through mid-December 
suggested that the U.S. economy was still sluggish and 
price pressures subdued, keeping alive expectations 
that U.S. interest rates would continue to move lower. 
The m arke t’s hope that the Federal Reserve had 
intended to signal a new easing of monetary policy in 
November had proved unfounded. But market partici
pants were still confident that the Federal Reserve 
would continue to respond, as it had in preceding 
months, to evidence of a decelerating economy by 
allowing short-term interest rates to ease a bit further. 
Indeed, the Federal Reserve moved on December 20 
to supply liquidity under circumstances that led market 
participants to believe that another such move had

Table 1

Federal Reserve
Reciprocal Currency Arrangements
In Millions of Dollars

Institution
Amount of Facility 
January 31, 1990

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
Deutsche Bundesbank 6,000
Bank of Italy 3,000
Bank of Japan 5,000
Bank of Mexico 700
Netherlands Bank 500
Bank of Norway 250
Bank of Sweden 300
Swiss National Bank 4,000
Bank for International Settlements:

Dollars against Swiss francs 600
Dollars against other authorized European

currencies 1,250
Total 30,100
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Chart 2

Both short- and long-term interest rate differentials 
favorable to the dollar generally continued to 
narrow during the period.
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The top chart shows weekly average interest rate differentials between 
three-month Eurodollar rates and three-month Euromarket deposit 
rates for marks and yen. The bottom charts shows the weekly average 
differentials between U.S. government long-bond yields and German 
and Japanese government long-bond yields.

occurred, and they antic ipated that fu rther moves 
would be forthcoming early in the new year.

In Japan, market participants had noted that short
term market interest rates had drifted progressively 
higher for several months, and that this trend had con
tinued even after the Bank of Japan raised its discount 
rate in a surprise move in October. Trying to anticipate 
the authorities’ next action, dealers were sensitive to 
the possibility that the Bank of Japan might again raise 
its discount rate to follow up on the move in market 
rates. When such an action did not occur by mid- 
December, market participants began to suspect that 
these expectations might not be fulfilled. They began to 
doubt that the authorities would move on interest rates 
at a time of impending changes in Bank of Japan lead
ership and so soon before parliamentary elections in 
early 1990. It surprised market participants, therefore, 
when Japanese newspapers reported on December 18 
that the Bank of Japan would soon raise its discount 
rate, a move which indeed took place on December 25. 
W hen w o rld w id e  tra d in g  resum ed fo llo w in g  the 
Christmas holidays, the dollar declined to its period low 
against the yen at ¥ 141.70 on December 27 and a 
twenty-month low against the mark at DM 1.6752 on 
December 28 — 1 percent and 9 percent lower, respec
tively, than at the start of November.

In early January, the market’s assessment of the out
look for dollar interest rates began to change. Accu
mulating signs that the U.S. economy had stopped 
decelerating began to raise doubts about both the tim
ing and the extent of any further easing of U.S. mone
tary policy. Data released around the turn of the year 
suggested that growth might not be as fragile as had 
previously been thought and that the slowdown in 
some m anufacturing sectors in late 1989 had not 
sp illed  over into o the r sec to rs  of the econom y. 
Unseasonably cold weather led to a sharp run-up in oil 
prices and heightened concerns about renewed price 
pressures in the food and energy sectors. The January 12 
report of an unexpectedly large jump in U.S. producer 
prices was then interpreted as justifying concerns that 
little scope remained for further immediate declines in 
dollar interest rates. Later in January, the dollar received 
additional support as market participants focused on 
in te rp re tive  press rep o rts  ind ica tin g  the Federal 
Reserve’s continuing concerns with inflation and its more 
optimistic assessment of economic growth prospects in 
1990. When trading resumed after the new year, this 
reassessment helped to move the dollar up from its lows 
of late December and provided continuing support to the 
dollar throughout the rest of January.

Against the yen, the dollar also benefited early in 
January from the potential uncertainties surrounding 
the upcoming parliamentary elections in Japan. Around
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the start of the new year, rumors of scandals involving 
members of the ruling Liberal Democratic Party once 
again unsettled the exchange markets, and the dollar 
reached its three-m onth  high aga inst the yen at 
¥ 146.80 on January 3. With upward pressure on the 
dollar/yen exchange rate persisting throughout the first 
half of the month, the U.S. monetary authorities again 
intervened, on three days, to sell $600 million against

yen. These operations, which were coordinated with 
the Bank of Japan, brought the total of U.S. interven
tion for the November-January period to $750 million, 
shared equally by the Federal Reserve and the U.S. 
Treasury. The dollar closed the period at ¥  144.45, 
roughly 1 percent higher than at the start of November.

The dollar recovered little against the mark in early 
January. At th is time, ta lk revived of a revaluation

Table 2

Drawings and Repayments by Foreign Central Banks under Reciprocal Currency Arrangements with 
the Federal Reserve System
In Millions of Dollars; Drawings ( + ) or Repayments ( - }

Central Bank Drawing on the 
Federal Reserve System

Amount 
of Facility

Outstanding 
as of 

October 31, 1989 November December January

Outstanding 
as of 

January 31, 1990
Bank of Mexicof 700.0 700.0 - - - 700.0

Data are on a value-date basts. 
fDrawn as a part of the $2,000 million near-term credit facility established on September 21, 1989.

Table 3

Drawings and Repayments by Foreign Central Banks under Special Swap Arrangements w ith the 
Federal Reserve System
In Millions of Dollars; Drawings ( + ) or Repayments ( - )

Central Bank Drawing on the 
Federal Reserve System

Amount 
of Facility

Outstanding 
as of 

October 31, 1989 November December January

Outstanding 
as of 

January 31, 1990
Bank of Mexico! 125.0 84.1 -6 .5 -35.8 -7 .7 34.1

Data are on a value-date basis.
fDrawn as a part of the $2,000 miltion near-term credit facility established on September 21, 1989.

Table 4

Drawings and Repayments by Foreign Central Banks under Special Swap Arrangements with 
the U.S. Treasury
In Millions of Dollars; Drawings ( + ) or Repayments ( - )

Central Bank Drawing on the 
U.S.Treasury

Amount 
of Facility

Outstanding 
as of 

October 31, 1989 November December January

Outstanding 
as of 

January 31, 1990
Bank of Mexico! 425.0 384.1 -6 .5 -35 .8 -  7.7 334.1
Central Bank of Bolivia! 100.0 75.0 — -75.0 — 0
Central Bank of Bolivia§ 75.0 — — + 75,0 -75 .0 0
National Bank of Poland|| 200.0 — — + 86.0 — 86.0

Data are on a value-date basis. 
fRepresents the ESF portion of $2,000 million near-term credit facility.
!The facility, which was established for $100 million on July 11, 1989, was renewed on September 15, 1989. 
§The latest facility was established on December 29, 1989, and expired upon repayment on January 12, 1990. 
||Represents the ESF portion of a $500 million short-term credit facility established on December 27, 1989.
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of the German mark within the EMS. In fact, an adjust
ment of the EMS was announced on January 5 to 
accommodate a request from the Italian government to 
bring the Italian lira within the narrow band of the 
exchange rate mechanism of the EMS. When this rela
tively modest adjustment occurred smoothly and with
out a generalized realignment, expectations of further 
near-term adjustments of exchange rates diminished. 
The dollar’s low for the period was DM 1.6630 on Janu
ary 8.

For the remainder of January, movements in the dol
lar/mark exchange rate were dominated by events in 
Eastern Europe. Although indications of heavy investor 
demand for the mark continued to support that cur
rency, reports in mid-January began to reveal the fra
gility of the government structure in East Germany and 
elsewhere in Eastern Europe. Doubts also were voiced 
about political stability in the Soviet Union, especially 
in light of mounting separatist movements in several 
Soviet republics. These fears somewhat dampened the 
near-term enthusiasm for the mark, which traded with 
little clear direction for the rest of the month. The dollar

closed the period against the mark at DM 1.6850.
Uncertainty about the implications of the widespread 

p o litica l and econom ic changes taking place was 
reflected in increased volatility in the world equity and

Table 5

Net Profits ( + ) or Losses ( - )  on United 
States Treasury and Federal Reserve Foreign 
Exchange Operations
In Millions of Dollars

October 31, 1989 to 
January 31, 1990

Federal
Reserve

U.S. Treasury 
Exchange 

Stabilization 
Fund

Realized 0 0
Valuation profits and losses on

outstanding assets and
liabilities as of
January 31, 1990 + 2,709.6 + 2,011.0

Data are on a value-date basis.

Chart 3

In the latter half of the period, evidence about the performance of the U.S. economy began to raise doubts 
about both the timing and the extent of a further easing of U.S. monetary policy.
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The left chart shows the monthly index of total U.S. industrial production, seasonally adjusted. The industrial production figures for 
October, November, and December were released on November 14, December 15, and January 17, respectively. The right chart 
shows monthly U.S. manufacturers’ total new orders for durable goods, seasonally adjusted. The new orders figures for October, 
November, and December were released on November 22, December 22, and January 26, respectively.
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bond markets during January. This volatility, together 
with convergence of long-term interest rates in the 
United States, Germany, and Japan and the attraction 
of new investment opportunities in Europe, revived 
concerns about the continued smooth financing of the 
U.S. current account deficit. In this context, dollar rates 
from day to day were sometimes influenced by sharp 
movements in other financial markets. But for the 
month as a whole, these developments appeared to 
have little lasting effect on dollar exchange rates.

Against the Canadian dollar, the dollar trended lower 
throughout the three-month period until mid-January. 
The dollar reversed its course at that time, when a 
move by the Bank of Canada to ease interest rates 
precipitated a sell-off of the Canadian currency.

In other operations, the U.S. Treasury through the 
Exchange Stabilization Fund (ESF), together with the 
Bank for International Settlements (BIS) (acting for cer
tain participating central banks), agreed to provide 
short-term support of $500 million to the National Bank 
of Poland for its economic stabilization and reform 
efforts, effective December 27. The ESF’s share in the 
facility was $200 million. On December 28, Poland 
drew $86 million of the ESF’s portion.

Also during the period, Bolivia on December 29 
repaid in full its $75 million outstanding drawing of a 
$100 million facility established with the ESF. On the 
same day, Bolivia drew the full amount of a newly

established $75 million facility. The drawing was fully 
repaid upon maturity on January 12.

On four separate occasions, Mexico repaid portions 
of its outstanding swap commitments under the $2,000 
million facility established with the U.S. monetary 
authorities, the BIS (acting for certain participating 
central banks), and the Bank of Spain. The Federal 
Reserve and ESF each received a total of $50 million.

As of end January, cumulative bookkeeping or valua
tion gains on outstanding foreign currency balances 
were $2,709.6 million for the Federal Reserve and 
$2,011.0 million for the ESF. (Valuation gains on hold
ings warehoused by the ESF with the Federal Reserve 
are excluded in the first figure and, correspondingly, 
included in the second figure.) These valuation gains 
represent the increase in dollar value of outstanding 
currency assets 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 ESF regularly invest 
their foreign currency balances in a variety of instru
ments that yield market-related rates of return and 
have a high degree of quality and liquidity. A portion of 
the balances is invested in securities issued by foreign 
governments. As of end January, holdings of such 
securities by the Federal Reserve amounted to 
$7,180.4 million equivalent, and holdings by the ESF 
amounted to the equivalent of $7,477.6 million.
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FRBNY Payments Studies

The Federal Reserve Bank of New York has initiated a 
series of occasional papers on payments and the clearing 
and settlement of financial markets. The purpose of this 
series is to foster understanding and discussion of pay
ments risk issues as they relate to financia l markets 
around the world. Notice of newly issued papers will be 
included in the Bank’s Quarterly Review. Requests for 
copies should be addressed to the Public Information 
Department, 33 Liberty Street, New York, N.Y. 10045.

Papers available in the series:

1. A Study of Large-Dollar Payment Flows Through 
CHIPS and Fedwire. December 1987.

2. Trading of Foreign Currency Options and Futures in 
Philadelphia. February 1989.

3. Clearing and Settling the Euro-Securities Market: 
Euro-clear and Cedel. March 1989.

4. Exchanges and Clearinghouses for Financial Futures 
and Options in the United Kingdom. March 1989.

5. An Overview of the Options Clearing Corporation. 
April 1989.

6. The International Money Markets in London and First 
Chicago’s Role in Clearing and Settling Dollar Instru
ments. May 1989.

7. The Chicago Mercantile Exchange. July 1989.

8. Securities Lending. August 1989.

9. The Federal Reserve Wire Transfer Network. August
1989.

10. CHAPS: The Clearing House Automated Payments 
System. October 1989.

11. Clearing and Settlement Through the Board of Trade 
Clearing Corporation. February 1990.
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Recent FRBNY Unpublished Research Papersf

8917. Korobow, Leon, and David P. Stuhr. “A New Look at 
U.S. Banking Strategy and Structure in the 1980s.”  
November 1989.

8918. Englander, A. Steven, and Gary Stone. “ Inflation 
Expectations Surveys as Predictors of Inflation and 
Behavior in Financial and Labor Markets.”  Decem
ber 1989.

8919. Kambhu, John. “ Concealment of Risk and Regula
tion of Bank Risk Taking.”  December 1989.

9001. Hung, Juann. “Are Exchange Rates Misaligned or 
Excessively Volatile? An Intertemporal Balance of 
Payments Equilibrium Approach.”  January 1990.

9002. Remolona, Eli M. “ Why International Trends in 
Leverage Have Been So Different.” February 1990.

9003. Hung, Juann, B ruce Kasm an, and A n thony 
Rodrigues. “ U.S. External Imbalances: Financial 
Strains and Macroeconomic Choices.” March 1990.

9004. H ardouvelis, G ikas A. “ Stock M arket Bubbles 
before the Crash of 1987?” March 1990.;f| III | | | | |  | | |  . . i |  ;f| | |  | lllll !|J |

9005. Mullin, John J. “ The Im plications of M onetary 
versus Bond Financing of Debt-Peso Swaps.”  April
1990.

tS in g le  copies of these papers are availab le  upon 
request. Write to Research Papers, Room 901, Research 
Function, Federal Reserve Bank of New York, 33 Liberty 
Street, New York, N.Y. 10045. 

___________________________________________________________
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Copies of “ Monetary Policy and Open Market Opera
tions during 1989,”  a report prepared by the Open Mar
ket Function, will be available in early May from the 
B ank’s Public In fo rm ation  D epartm ent, 33 L ibe rty  
S treet, New York, N.Y. 10045 (212-720-6134). The 
report will also appear in the spring 1990 issue of the 
Quarterly Review.
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