
Treasury and Federal Reserve 
Foreign Exchange Operations
February-April 1990

The dollar gained support during the February-April 
reporting period as the prospects for U.S. growth came 
to be viewed as somewhat better and earlier expecta
tions that monetary policy would ease were replaced 
by consideration of a possible tightening. At the same 
time, factors abroad strongly influenced individual 
exchange rates. Accordingly, the dollar moved up the 
most against the Japanese yen, which was affected by 
political uncertainties and weakness in Japan’s stock 
market. The dollar also stopped its decline against the 
German mark amid concern about the potential infla
tionary implications for Germany of economic and 
monetary union between East and West.

During the three-month period, the dollar declined 
less than V2 percent against the mark and more against 
some other European currencies, ending the period 
about 18 percent below its mid-June 1989 highs against 
the mark. In contrast, the dollar rose 10 percent 
against the yen to trade nearly 5 percent above its mid- 
June 1989 levels. On a trade-weighted basis as meas
ured by the staff of the Federal Reserve Board of Gov
ernors, the dollar rose more than 1 percent to end the 
period 121A> percent below its highs of mid-June 1989.

Intervention operations carried out by the U.S. mone
tary authorities during the period were aimed primarily 
at moderating the rise of the dollar against the yen. 
During the three-month period, the Desk sold a total of 
$1,780 million, of which $1,580 million was sold against 
yen and the remainder against marks. Of these totals,

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 B. 
Steward was primarily responsible for preparation of the report.

$375 m illion of the dollar sales against yen was 
financed by the Federal Reserve System. The remain
ing $1,205 million sold against yen, together with the 
entire $200 million sold against marks, was financed by 
the U.S. Treasury through the Exchange Stabilization 
Fund (ESF).

February through the beginning of April
Reports indicating that U.S. economic growth was 
quickening helped improve sentiment toward the dollar 
as the period opened, tending to dispel the prevailing 
impression that U.S. monetary policy was likely to 
ease. In the firs t weeks of February, data were 
released showing strong increases in employment, a 
strengthening of retail sales, and a sharp rise in pro
ducer prices for January. About the same time, com
ments from some Federal Reserve officials suggested 
that the likelihood of a recession in the United States 
had diminished. Subsequent data and testimony by 
U.S. monetary officials reinforced the view that the bal
ance of policy concerns had shifted from supporting 
growth to restraining inflation.

This shift in assessments of economic and policy 
conditions in the United States provided a foundation 
for a firmer tone to the dollar for much of the period 
under review. Within that framework, the extent to 
which the dollar advanced against another country’s 
currency depended very much on developments in that 
country.

Thus, as the period began, the European currencies 
continued to gain support from the enthusiasm engen
dered late last year by reforms in Eastern Europe. With 
institutional investors, especially Japanese investors,
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reportedly expanding the ir portfo lio  investm ents in 
European currencies, the dollar extended the decline 
against the mark that had begun when the Berlin Wall 
was opened in October. On February 7 the dollar 
reached DM 1.6490 — its lowest level against the mark 
in almost two years.

Then on February 7, the West German government 
announced plans for imm ediate talks on m onetary 
union between East and West Germany, and the dollar 
began to firm against the mark as attention quickly 
focused on the possible inflationary consequences of

such a move. Market participants feared that the con
version of East German marks into West German 
marks would result in a worrisome increase in German 
monetary aggregates or unleash pent-up demand for 
German products. They noted that the new source of 
demand would materialize at the same time that West 
German residents would be feeling the effects of a tax 
cut. A new round of wage negotiations by the country’s 
largest trade union was an additional source of con
cern. As inflation anxieties mounted, German bond 
prices softened, and yields hit levels above comparable

Chart 1

The dollar again came under strong upward pressure against the Japanese yen during the period . . .
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The top chart shows the percent change of weekly average rates for the dollar from May 1989. The bottom chart shows the percent change of 
weekly average rates for the dollar from February 23, 1987, the date of the Louvre Accord. All rates are calculated from New York 
closing quotations.
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U.S. bond yields for the first time in ten years.
Against the yen, the dollar was trading in a fairly nar

row range when the period opened, as market partici
pants awaited the results of parliamentary elections in 
Japan on February 18 to see whether the ruling Liberal 
Democratic party (LDP) could maintain control in the 
lower house. On news that the LDP had won a larger 
than expected majority, the dollar declined to touch its 
period low against the yen of ¥143.60 on February 19. 
But soon thereafter, the dollar began to firm as market 
pa rtic ipan ts  questioned w hether the LDP’s strong 
showing would be sufficient to ward off pressures from 
the opposition-dominated upper house and address in 
a meaningful way the challenging economic and trade 
issues confronting Japan. Before the elections, Japa
nese short- and long-term money market yields had 
been rising slowly in the expectation that an increase 
in the Bank of Ja pa n ’s d iscoun t rate w ould be 
announced soon afterward. In the event, concerns over 
escalating interest rates abroad and accelerating mon
etary expansion at home combined to trigger a sharp 
drop in Japanese stock and bond prices in the weeks

following the elections. The Nikkei Dow index of the 
Tokyo stock market fell 10 percent and Japanese gov
ernment bond yields climbed well above 7 percent. 
Market participants came to believe that the Bank of 
Japan would be reluctant to tighten monetary policy in 
these circum stances, but they remained concerned 
whether adequate measures would be taken to break 
the rapidly deteriorating sentiment surrounding Japan’s 
financial markets.

Against this background, upward pressure on the dol
lar against the yen intensified. On February 23, the 
U.S. monetary authorities, in keeping with Group of 
Seven (G-7) understandings on exchange rate cooper
ation, intervened to resist the dollar’s rise against the 
Japanese currency. As upward pressure on the dollar 
against the yen continued, the U.S. authorities inter
vened in moderate amounts through March 2, selling a 
total of $650 million against yen. Financing of these 
operations was shared equally by the Federal Reserve 
and the U.S. Treasury.

At that time, the dollar also came under more intense 
upward pressure against the mark as fears of German

Chart 2

The Japanese stock market came under intense 
downward pressure during the period, stabilizing 
in mid-April.

Percentage points

The chart shows the percentage changes for the weekly average 
stock indexes from September 31, 1989. All figures are based 
on closing rates.

Chart 3

Long-term interest rates rose nearly 
1 percentage point in Germany and Japan 
and about 1/2 of 1 percentage point in 
the United States.

Percentage points

Oct Nov Dec Jan Feb Mar Apr 
1989 1990

The chart shows daily U.S., German, and Japanese government 
long-bond yields.
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in f la t io n  in te n s if ie d . As the d o lla r advanced  to 
DM 1.7237 on March 1, its highest level against that 
currency since January, widespread reports circulated 
through the markets that the Bundesbank and other 
European central banks were intervening in the foreign 
exchange markets to support the mark and resist the 
dollar’s rise.

On March 5, with the dollar rising against both cur
rencies, U.S. Treasury officials decided to reinforce 
their intervention in yen with sales of dollars against 
marks. Prior to those mark purchases, several officials 
within the Federal Reserve had expressed concern that 
the size of the intervention operations might contribute 
to uncerta in ty about the Federal Reserve’s p rio rity  
toward achieving price stability. Concerns were also 
voiced that expanding the operations to include other 
currencies might be seen as an attempt to promote a 
broad-based decline in dollar exchange rates. At the 
time, Federal Reserve holdings of foreign currencies, 
taking into account anticipated further interest earn
ings, were approaching the limit of $21 billion autho
rized by the Federal Open Market Committee (FOMC). 
Under these circumstances, the decision was made not 
to seek authorization from the FOMC for continued

Table 1

Federal Reserve
Reciprocal Currency Arrangements
In Millions of Dollars

Institution
Amount of Facility 

April 30, 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

Chart 4

Data released during the period were seen as indications of stronger growth and price pressures in 
the U.S. economy.
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The left chart shows monthly industrial production figures for January, February, and March, seasonally adjusted. The right chart shows the 
monthly rise in the seasonally adjusted U.S. consumer price index, annualized. Consumer price data for January, February, and March were 
released on February 21, March 20, and April 17, respectively. Industrial production figures for January, February, and March were released 
on February 16, March 16, and April 17, respectively.
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Federal Reserve operations pending a review of Fed
era l R eserve  fo re ign  cu rrency ope ra tions  at the 
FOM C’s March 27 m eeting . Thus, from  March 5 
through March 27, all U.S. in tervention operations, 
tota ling $830 m illion against yen and $200 m illion 
against marks, were financed solely by the U.S. Treas

ury through the ESF.
At the March 27 m eeting , the FOMC voted  to 

approve an increase in the authorized limit on Federal 
Reserve holdings of foreign currencies from $21 billion 
to $25 billion. When the dollar again came under 
upward pressure against the yen on March 28, the

Table 2

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

Central Bank Drawing on the 
Federal Reserve System

Amount 
of Facility

Outstanding as of 
January 31, 1990 February March April

Outstanding as of 
April 30, 1990

Bank of Mexicot 700.0 700.0 -700.0 _ 0
Bank of Mexicof 700.0 — — + 700.0 -158 .2 541.8

Data are on a value-date basis.
fDrawn as a part of the $2,000 million near-term credit facility established on September 14, 1989. Facility expired on February 15, 1990. 
^Represents the FOMC portion of a $1,300 million short-term credit facility established on March 23, 1990.

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 
January 31, 1990 February March April

Outstanding as of 
April 30, 1990

Bank of Mexicot 125.0 34.1 -34.1 ' - - -

Data are on a value-date basis.
fDrawn as a part of the $2,000 million near-term credit facility established on September 14, 1989. Facility expired on February 15, 1990.

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 
January 31, 1990 February March April

Outstanding as of 
April 30, 1990

Bank of Mexicof 425.0 334.1 -334.1 _ _ _

Bank of Mexicof 600.0 — — + 600.0 -135.6 464.4
Central Bank of Venezuela§ 104.0 — _ + 25.0 -25 .0 —

National Bank of Poland|| 200.0 86.0 -8 6 .0 0.0 0.0 0.0

Data are on a value-date basis. 
fRepresents the ESF portion of a $2,000 million near-term credit facility that expired on February 15, 1990. 
^Represents the ESF portion of a $1,300 million short-term credit facility established on March 23, 1990. 
§Represents the ESF portion of a $400 million near-term support facility that expired on April 30, 1990. 
j|Represents the ESF portion of a $500 million short-term credit facility established on December 27, 1989. 
The ESF facility will expire on May 31, 1990.
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Desk in te rvened  to se ll $50 m illion  aga inst yen, 
financed once more by the Federal Reserve and the 
U.S. Treasury equally.

As April began, sentiment toward the yen was still 
n eg a tive  and Japanese  s to ck  and bond p rice s  
remained under downward pressure amid market con
cerns about political leadership and economic policy in 
Japan. A March 20 increase of 1 percentage point in 
the Bank of Japan’s discount rate had not immediately 
relieved the pressures against the yen. An important 
round of negotiations under the Structural Impediments 
Initiative was getting under way between the United 
States and Japan in an atmosphere of growing U.S. 
concern and considerable uncertainty in Japan over 
their possible outcome. On the first trading day of the 
new Japanese fiscal year, the Nikkei Dow index closed 
nearly 25 percent below — and yields on Japanese gov
ernment bonds about 75 basis points above — levels 
prevailing at the beginning of the period. Against that 
background, the dollar reached ¥160.35 on April 2, the 
highest level for the dollar against that currency since 
December 1986.

Up to that point, most market participants had not 
expected the upcoming G-7 meeting to focus strongly 
on currency issues. But as developments in Japan 
unfolded, reports began to circulate that the G-7 might 
implement a massive yen support package. Market par
ticipants therefore adopted a more cautious attitude as 
the date of the April 7 meeting approached, and the 
dollar began to ease somewhat against the yen.

April developments follow ing the Paris G-7 meeting
The statement released following the G-7 meeting on 
April 7 reported that the G-7 “ Ministers and Governors 
discussed developments in global financial markets, 
especially the decline of the yen against other curren
cies, and its undesirable consequences for the global 
adjustment process and...reaffirmed their commitment 
to economic policy coordination, including cooperation 
in the exchange markets.”

On the Monday following the G-7 meeting, the dollar 
moved erratically as market participants assessed the 
implications of the statement. In Far Eastern trading 
before the opening of the Tokyo market, the dollar rose 
sharply against the yen as market participants inter
preted the statement as indicating a lack of G-7 com
mitment to aggressive intervention in support of the 
yen. In Tokyo, however, m arket reports  p red icting  
stepped-up concerted intervention by the G-7 coun
tries brought the dollar under strong downward pres
sure, and the dollar moved down from ¥160 to ¥155.45 
within a few hours. During the day, the dollar began to 
rise once again on reports of coordinated, but not 
large-scale, intervention. As the dollar continued to rise

against the yen in New York, the U.S. monetary author
ities, in their only intervention in the month of April, 
sold $50 million against yen, shared equally between 
the Federal Reserve and the U.S. Treasury.

In the weeks that followed, a number of develop
ments combined to lessen negative sentiment towards 
the yen. First, market participants came to view the 
Bank of Japan’s March discount rate increase as suffi
cient, at least for the time being, and expectations of a 
further rise in interest rates dissipated. Furthermore, in 
retrospect, market participants came to see the variety 
of international negotiations leading up to the Struc
tural Impediments Initiative talks and the G-7 meeting 
as being rather successful and diminishing the strains 
within the Japanese leadership. Finally, Japanese stock 
and bond markets became more settled in early April, 
recouping some of the losses sustained earlier in the 
period.

In Europe, the focus of market attention during April 
remained on Germany and German monetary union. 
Market participants began to feel that the inflationary 
risks of monetary union had been exaggerated. As 
confidence grew that Bundesbank policy would be suf
fic ien tly  restrictive  to contain pressures that might 
emerge, sentim ent toward the mark became more 
favorable.

Under these c ircum stances, the do lla r stopped 
advancing against the mark and the yen during April. 
But at the same time that sentiment towards these 
other currencies was improving, the dollar continued to 
draw support from  U.S. data re leases suggesting 
strong economic activity and from the belief that U.S. 
monetary policy would remain directed at dealing with 
price pressures. The dollar therefore closed the period 
near its three-month high against the yen at ¥158.90

Table 5

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

February 1, 1990 to 
April 30, 1990

Federal
Reserve

U.S. Treasury 
Exchange 

Stabilization 
Fund

Realized 0 + 292.4
Valuation profits and losses on

outstanding assets and
liabilities as of
April 30, 1990 + 1,996.9 + 881.8

Data are on a value-date basis.
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and around the midpoint of its three-month trading 
range against the mark at DM 1.6790.

For the period as a whole, the U.S. monetary authori
ties sold a total of $1,780 m illion— $1,580 million 
against Japanese yen and $200 million against Ger
man marks. The U.S. Treasury, through the ESF, sold 
$1,205 million against yen and $200 million against 
marks, while the Federal Reserve sold $375 million 
against yen. During March, the ESF “ warehoused" 
$2,000 million equivalent of foreign currencies with the 
Federal Reserve, bringing the total of warehoused 
funds to $9,000 million equivalent. The warehousing 
transactions resulted in realized profits of $292.4 mil
lion for the ESF, reflecting the difference between the 
rate at which the warehoused funds had originally been 
acquired in the market and the rate at which they were 
exchanged with the Federal Reserve.

*  *  *

In other operations during the period, on February 9,
1990, Poland repaid in full its outstanding commitment 
to the ESF of $86.0 million. The commitment was from 
a drawing made at the end of 1989 under a $500 mil
lion short-term support package established with the 
ESF and the Bank for International Settlements (acting 
for certain participating member banks).

Also in February, Mexico repaid in full its outstanding 
commitments under the $2,000 million multilateral facil
ity established on September 14, 1989. Mexico made 
partial repayments of $6.1 million each to the Federal 
Reserve and ESF on February 2. Final repayments of 
$728.0 million and $328.0 million were made to the 
Federal Reserve and ESF, respectively, on February 15.

On March 23, the Federal Reserve and Treasury 
agreed to establish a $1,300 million short-term credit 
facility with Mexico. The Federal Reserve’s share of

$700 million was provided under an existing reciprocal 
swap line, while the ESF’s share of $600 million was 
provided under a special swap arrangement. On March 
28, Mexico drew the entire amount of the facility. Sub
sequently, Mexico made partial repayments on two 
occasions in April, reducing its outstanding commit
ments to $541.8 million for the Federal Reserve and 
$464.4 million for the ESF by the end of the period.

On March 16, 1990, the U.S. Treasury and the Bank 
for International Settlements (acting for certain partici
pating member banks) agreed to provide the Republic 
of Venezuela with short-term support of $400 million 
for economic adjustment efforts. The ESF’s share in 
the facility was $104 million, of which $25.0 million was 
drawn on March 30. Venezuela repaid $15.3 million to 
the ESF on April 6 and the balance on April 30, 
thereby liquidating the facility.

As of the end of April, cumulative bookkeeping or 
valuation gains on outstanding foreign currency bal
ances were $1,996.9 million for the Federal Reserve 
and $881.8 m illion for the ESF (the la tte r figure 
includes valuation gains on warehoused funds). 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 that 
have a high degree of quality and liquidity. A portion of 
the balances is invested in securities issued by foreign 
governments. As of the end of April, holdings of such 
securities  by the Federal Reserve amounted to 
$6,631.3 million equivalent, and holdings by the Treas
ury amounted to the equivalent of $6,977.3 million val
ued at end-of-period exchange rates.
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A New Publication of the Federal Reserve Bank of New York

U.S. MONETARY POLICY AND FINANCIAL MARKETS
Ann-Marie Meulendyke

U.S. Monetary Policy and Financial Markets describes 
the development of monetary policy by the Federal 
Open Market Committee and its implementation at the 
Open Market trading desk. Author Ann-Marie Meulen
dyke, a senior economist and manager in the Open 
Market Function at this Bank, offers a detailed exam
ination of the tools and procedures used to achieve 
policy goals. She takes the reader through a typical 
day at the trad ing  desk, exp la in ing  how the s ta ff 
gathers and analyzes information, decides on a course 
of action, and executes an open market operation.

The book also places monetary policy in broader his
torical and operational contexts. It traces the evolution 
of Federal Reserve monetary policy procedures from 
their introduction in 1914 to the end of the 1980s. It 
describes how policy operates through the banking 
system and the financial markets. Finally, it considers 
the transmission of monetary policy to the U.S. econ
omy and the effects of policy on economic develop
ments abroad.

This book should be of particular interest to students 
of money and banking and to people working in the 
financial industry who seek a fuller understanding of 
the Federal Reserve’s role.

1990, paper, 231 pages

Orders should be sent to  the Public Information 
Department, Federal Reserve Bank of New York, 33 
L iberty  Street, New York, N.Y. 10045. Checks should 
be made payable to the Federal Reserve Bank of 
New York. Postpaid: $5.00 U.S., $10.00 foreign.
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Recent FRBNY Unpublished Research Papersf

9006. Peristiani, Steve, and Gikas A. Hardouvelis. “ Mar
gin Requirements, Speculative Trading and Stock 
Price Fluctuations: The Case of Japan.”  May 1990.

9007. Bennett, Paul. “ Evidence on the In fluence  of 
Financial Changes in Interest Rates and Monetary 
Policy.”  May 1990.

9008. Ryding, John. “ Housing Finance and the Transmis
sion Mechanism of Monetary Policy.”  May 1990.

9009. Hirtle, Beverly. “ Bank Loan Commitments and the 
Transmission of Monetary Policy.”  May 1990.

9010. H irtle , Beverly. “A Simple Model of Bank Loan 
Commitments and Monetary Policy.”  May 1990.

9011. Cantor, Richard. “A Panel Study of the Effects of 
Leverage on Investment and Employment.”  May
1990.

9012. Lee, William. “ Corporate Leverage and the Conse
quences of Macroeconomic Instability.”  May 1990.

9013. Hirtle, Beverly, and Jeanette Kelleher. “ Financial 
Market Evolution and the Interest Sensitivity of 
Output.”  May 1990.

9014. Chan, Anthony, Carl R. Chen, Cheng F. Lee, and 
Shafiqur Rahman. “A Cross-Sectional Analysis of 
Mutual Funds’ Market Timing and Security Selec
tion Skill.”  June 1990.

9015. W orthington, Paula R. “ Investm ent and Market 
Power: Evidence from the U.S. Manufacturing Sec
tor.”  June 1990.

9016. McCauley, Robert N., and Dan P. Eldridge. “ The 
British Invasion: Explaining the Strength of U.K. 
Acquisitions of U.S. Firms in the Late 1980s.”  June
1990.

tS in g le  cop ies of these papers are ava ilab 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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Treasury and Federal Reserve 
Foreign Exchange Operations
May-July 1990

The dollar generally declined during the May-July 
reporting period. At first the easier tone for the dollar 
largely reflected improving sentiment towards other cur
rencies, especially the mark and yen. But by late June, 
the focus began to shift to the dollar, and sentiment 
towards the dollar deteriorated in the midst of talk of a 
worsening U.S. fiscal deficit, a weakening domestic 
economy, and possible declines in U.S. interest rates in 
an environment of rising worldwide demand for capital. 
By the close of the period, the dollar had declined 
more than 8 percent against the yen and 51/2 percent 
against the mark, approaching the previous postwar 
low against the latter currency. Against sterling, the 
dollar declined 12 percent. On a trade-weighted basis, 
as measured by the staff of the Federal Reserve Board 
of Governors, the dollar declined about 6 percent.

During the period, no operations aimed at influencing 
the level of the dollar were carried out. Over the course 
of the reporting period, the Desk sold a total of $1 bil
lion equivalent of marks in the market on behalf of the 
Exchange Stabilization Fund (ESF). The sales were 
part of a U.S. Treasury operation to adjust balances 
and facilitate the retiring of a portion of the amounts 
held by the Federal Reserve under the ESF’s ware
housing arrangements with the Federal Reserve.

May through mid>June
The dollar was trading narrowly around DM1.68 and 
¥159 as the period opened. The dollar benefited from
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. Paul DiLeo was primarily responsible for preparation of 
the report.

the release of reports late in the previous period and 
early in May suggesting that U.S. economic growth and 
price pressures were strong enough that any move in 
monetary policy would be toward greater restraint. That 
perception of U.S. economic prospects was temporarily 
challenged early  in May fo llow ing  a weaker than 
expected April U.S. employment report released May 4, 
growing concerns about the U.S. budget deficit, and 
nervousness about the impact of the savings and loan 
crisis on the economic outlook. The April retail sales 
and producer price data released on May 11 raised fur
ther questions about the strength of the economy, and 
th e  d o l la r  m o ve d  d o w n  to  DM 1 .6 2 6 0  and 
¥152.62. These factors were offset later in the month 
by comments from a number of Federal Reserve offi
cials reaffirming their view that the principal challenge 
facing the economy was the persistence of inflationary 
pressures.

Much of the market’s attention during the weeks of 
May and early June, however, focused on other curren
cies. A major area of interest was how the mark would 
be affected by German economic and monetary union. 
Ever since the West German government had firs t 
announced in February its commitment to rapid eco
nomic and monetary union, there had been great inter
es t in the  te rm s  o f the  fo r th c o m in g  c u rre n c y  
conversion. Market participants had been wary of the 
possibility that, in an effort to stabilize the East Ger
man economy, the authorities might set a conversion 
rate for the East German “ ost-mark” so favorable to 
the East G erm ans as to genera te  an exp los ive  
increase in deutsche mark monetary aggregates and 
spending power. The actual terms of the conversion,
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announced in early May, alleviated these concerns. 
Accordingly, early in the period, with most market par
ticipants convinced that union would boost an already 
strong German economy and impart to monetary policy 
a further bias towards restraint for the period ahead, 
the mark found renewed support in the exchange 
markets.

Nevertheless, some market partic ipants remained 
leery of Germany’s ability to accommodate union with
out serious negative repercussions for financial mar
kets, price pressures, or the political landscape. As a 
result, sentiment towards the mark tended to fluctuate 
for most of May and June, alternating between more 
and less sanguine views of the likely short-term reper-

Chart 1

Through mid-June the dollar fluctuated without clear direction, largely in response to developments affecting 
other currencies, then declined through the end of the period as sentiment deteriorated.
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cussions. Among the issues attracting market attention 
were the mix of tax and debt financing that the West 
German government would use to help finance struc
tural adjustment in East Germany, the possibility of a 
backlash against the incumbent political parties by 
West German voters alarmed by the potential costs of 
union, and recurrent reports of conflicts between the 
Bundesbank and the government over the mechanisms 
of monetary union.

The yen, on the other hand, consistently strength
ened during much of May. Analysts were articulating a 
more balanced assessment of Japanese economic pol
icy and political stability than had been heard for sev
eral months. Political, financial, and economic concerns 
that had weighed on that currency earlier in the year 
subsided. Public opinion polls indicated that Prime Min
ister Kaifu had succeeded in clearly establishing his 
own leadership and in translating his personal popu
larity into renewed support for the ruling Liberal Demo
cratic Party. The May 6 Group of Seven (G-7) meeting 
was seen in the market as demonstrating more cohe
sion among the governments with respect to Japanese 
concerns. The volatility displayed by Japanese finan
cial markets earlier in the year had dampened — in fact,

the Nikkei Dow-Jones index had recovered steadily 
since early April —and concerns that Japanese finan
cial market conditions would have a major negative 
impact on economic performance gave way to renewed 
expectations that interest rates might tend to firm. In 
this context, reports circulated that Japanese investors 
were reconsidering their expectations of persistent yen 
weakness and the hedging strategies for dollar invest
ments associated with those expectations. Amid these 
conditions, the dollar declined through the ¥150 level 
on May 25 before recovering somewhat.

Thus, the dollar moved up on balance against the 
mark from its early May low and was trading around 
DM 1.68 by the middle of June, showing at times a 
tendency to firm . Against the yen, in contrast, it 
declined more than 3 percent since early May to trade 
around ¥154 by mid-June.

Meanwhile, a number of h igh-yield ing currencies 
showed strength, as they would from time to time 
through the end of the period. The Canadian dollar, 
although weighed down during May and June by con
cerns over political uncertainty relating to the constitu
tional status of Quebec, demonstrated considerable 
underlying buoyancy as differentials over U.S. interest

Chart 2

Data released during the period provided evidence of the persistence of price pressures, with the consumer price 
index rising more sharply again in June, notwithstanding a slowing of the economy in the second quarter.
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rates increased from already high levels. Even though 
the Quebec question was left unresolved when a 
June 23 deadline for unanimous provincial approval of 
the so-called Meech Lake Accord passed without the 
necessary action, the Canadian do lla r rebounded 
quickly. The currency then traded near ten-year highs

for most of July.
Sterling also benefited during this period as relatively 

high yields coincided with an increasing sense on the 
part of market participants that the United Kingdom 
would soon join the Exchange Rate Mechanism (ERM) 
of the European Monetary System. Attention to the

Chart 3

U.S. interest rates appeared to be on a declining trend, while rates abroad were steady or rising.
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possibility of early ERM entry was sparked by a press 
report on June 12 that the government was contemplat
ing e n try  as ea rly  as the fa ll. S te rling  p rom ptly  
strengthened, rising above $1.70, and subsequently 
reached a nineteen-month high of $1.8650 on July 31.

Finally, the higher yield ing ERM currencies also 
strengthened as market partic ipants perceived that 
there was little risk of an ERM realignment in the fore
seeable future. In particular, the Italian lira remained at 
the top of the narrow band throughout the period and 
the Spanish peseta moved to the top of its wider band. 
All other currencies tended to bunch together at the 
bottom of the bands against the lira and the peseta,

and a number of currencies reached their b ilateral 
limits at times.

Late June and Ju ly
A succession of statements by Federal Reserve offi
cials during June had strengthened the view that the 
central bank remained sensitive to the need to resist 
inflation and that the economic signs did not warrant a 
change in policy direction. At the same time, market 
participants adopted a moderately cautious attitude 
towards the yen as the final round of the Structural 
Impediments Initiative (SII) negotiations approached 
with what appeared to be major areas of disagreement 
outstanding. There was also some caution towards the 
mark as the July 1 effective date of economic and mon
etary union neared. By June 25 the dollar was trading 
around DM 1.67 and ¥155.

Toward the end of June, market participants began to 
reassess the outlook for the U.S. economy and mone
tary policy. After President Bush’s statement acknowl
edging that tax revenue increases could be a part of a 
deficit reduction package, market participants began to 
expect that agreement with Congress on such a pack
age might lead to a decline in U.S. interest rates at a 
time when German and Japanese rates appeared likely 
to remain steady or, looking further ahead, even rise. 
The initial reaction of the foreign exchange market was 
muted as attention was focused on political and eco
nomic developments elsewhere.

In the weeks that followed, the dollar softened as 
developments in Germany and Japan were seen as 
favorab le  for the ir currencies. In Germany, in itia l 
reports fo llow ing German econom ic and monetary 
union and the currency conversion were reassuring. 
Indications were that the feared surge in consumption 
was not materializing. Although some monetary tight
ening was still expected eventually, there appeared to 
be no immediate large increase in demand pressures, 
as East Germans took a cautious view of their pros
pects in light of the economic restructuring and uncer-

Table 1

Federal Reserve
Reciprocal Currency Arrangem ents
In Millions of Dollars

Institution
Amount of Facility 

July 31, 1990

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

Deutsche Bundesbank 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
tv! £•' ' SB ■  - i n  t  -

Table 2

Drawings and Repayments by Foreign Central Banks under Reciprocal C urrency 
Arrangem ents 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 
April 30, 1990 May June July

Outstanding as of 
July 31, 1990

Bank of Mexicof 700.0 541.8 -28 .4 -117 .0 -396.5 0

Note: Data are on a value-date basis. Components in Table 3 may not add to totals because of rounding. 
■(•Represents the FOMC portion of a $1,300 million short-term credit facility established on March 23, 1990.
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tainties that lay ahead. Nevertheless, the mark, which 
had moved down in the ERM since early in the year, 
declined further to trade near its bilateral parity limit 
with the Italian lira and Spanish peseta. With regard to 
the yen, the conclusion of the Sll negotiations was 
seen as a positive development. Fears that the nego
tiations would result in agreements that would under
mine support for the Kaifu government were largely 
erased when the highly visible issue of increased pub
lic works spending by the Japanese government was 
satisfactorily resolved. By July 9 the dollar had drifted 
down more than 1 percent against the mark and almost 
3 percent against the yen from its level in late June to 
close at DM1.65 and ¥151.

On July 10, at the time of the Houston Summit, a 
number of comments by U.S. officials served to revive 
market participants’ expectations of an early easing in 
U.S. monetary policy. The dollar began to trade with a 
softer tone. The dollar firmed somewhat the next day 
when the final summit communique was released and 
did not contain any references to new initiatives on 
exchange rates, which some had expected. Then, on 
July 12, Chairman Greenspan told the Senate Banking 
Committee that the Federal Reserve might ease mone
tary policy to offset a firming in credit market condi
tions suggested by a tightening of terms on credit from 
banks and sluggish growth in M2. The market had not 
expected that s ta tem ent and the do lla r prom ptly 
declined, closing the day at ¥147.45 and DM1.6355.

During the remaining two weeks of the period, the 
dollar declined by a modest amount as interest rate 
and financial market developments further reduced the

attractiveness of dollar investments. In particular, mar
ket participants noted the decline in the U.S. stock 
market on July 23, which was associated with disap
pointing earnings by a number of firms. New signs of 
weakening U.S. economic growth, particularly the sec
ond-quarter GNP data released July 27, were seen in

W arehousing O perations

During the three-month period, the Exchange Stabiliza
tion Fund (ESF) of the Treasury both unwound and 
renewed warehousing transactions with the Federal 
Reserve. Warehousing operations have been carried 
out from time to time since 1963. In carrying out such 
an operation, the Federal Reserve buys the foreign cur
rency in a spot purchase from the Treasury and simul
taneously sells it back to the Treasury at the same 
exchange rate for a future maturity date. A key aspect 
of this arrangement is that the Federal Reserve and the 
Treasury agree to use the same exchange rate to initi
ate and reverse the transaction; consequently, neither 
party incurs any foreign exchange rate risk as a result 
of the transaction itself. The ESF may realize a profit or 
loss at the time the warehousing transaction is under
taken or renewed, and it remains exposed to valuation 
gains or losses on the foreign currencies being ware
housed (Table 4). A warehousing transaction is reversed 
when the Treasury repays dollars and the Federal 
Reserve repays the foreign currency it has acquired 
from the Treasury.

Table 3

Drawings and Repayments by Foreign Central Banks under Specia l Swap Arrangem ents 
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 
April 30, 1990 May June July

Outstanding as of 
July 31, 1990

Central Bank of Costa Ricaf 27.5 - + 27.5 
-27 .5

- - | |

Bank of Mexicot 600.0 464.4 -24 .3 - 1 0 0 . 2 -339 .9 0 . 0

Bank of Guyana§ 31.8 - - + 31.8 -18 .3 13.4
National Bank of Hungary! 2 0 . 0 - - + 1 1 .1 + 8.9 2 0 . 0

Central Bank of Honduras# 82.3 — — + 82.3 -2 5 .0 57.3

Note: Data are on a vaiue-date basis. The ESF's facility with the National Bank of Poland, inactive since February 9, expired on May 31, 1990. 
Components may not add to totals in Table 2 because of rounding. 

fRepresents intraday facility with the ESF established May 18, 1990.
^Represents the ESF portion of a $1,300 million short-term credit facility established on March 23, 1990.
§Represents the ESF portion of a $178 million short-term credit facility established on June 18, 1990.
||Represents the ESF portion of a $280 million short-term credit facility established on June 18, 1990.
#Represents the ESF portion of a $147.3 million short-term credit facility established on June 28, 1990.
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contrast with continued strong growth in a number of 
other countries. These factors suggested that interest 
rate differentials would move further against the dollar. 
Despite occasional upward movements associated with 
increased tensions in the Middle East, the dollar closed 
the period at DM1.5868 and ¥145.85, within a few 
basis points of its lows for the period reached earlier 
that day.

The U.S. monetary authorities did not intervene in 
the exchange market during the reporting period to 
influence exchange rates. From late May through mid- 
July, the Desk acquired dollars against sales of marks 
on behalf of the ESF as part of an operation to adjust 
ESF balances and facilitate reversal of a portion of the 
outstanding warehousing of foreign currency with the 
Federal Reserve. During this time, a total of $2,000 
m illion was acquired, of which $1,000 m illion was 
acquired in the market and $1,000 million in a direct 
transaction with another central bank. The market 
transactions were conducted as conditions permitted 
without significantly influencing prevailing exchange 
rates.

The ESF exchanged the dollars acquired through 
these transactions for foreign currencies it had ware
housed with the Federal Reserve, leaving at the close 
of the period an amount of $7,000 million equivalent of 
foreign currency still warehoused with the Federal 
Reserve. The Treasury realized profits of $329.7 million 
from the sale of German marks, as well as profits of 
$459.0 million from renewals of warehousing transac
tions that also occurred during the period.

In other operations during the period, the Treasury 
agreed with the International Monetary Fund (IMF) to 
exchange SDRs fo r do lla rs  w ith fore ign m onetary

authorities that needed SDRs for payment of IMF 
charges and for repurchases. Through end-July, a total 
of $120.9 million equivalent of SDRs was exchanged. 
The Treasury, through the ESF, also participated in 
multilateral credit facilities to provide near-term eco
nomic support to Guyana, Honduras, and Hungary and 
provided assistance to Costa Rica through an intraday 
facility. Mexico repaid in full the remainder of its com
mitments to the U.S. authorities.

Guyana. On June 18, the ESF, along with the Bank 
for International Settlem ents (representing certa in  
member central banks) and the Kreditanstalt fur Wied- 
eraufbau of West Germany, agreed to establish a multi
la tera l financing  fa c ility  for Guyana to help c lear 
arrears with the IMF and with other international finan
cial institutions and to facilitate the introduction of an 
economic adjustment program supported by the IMF 
and the World Bank. The ESF’s share of the $178 mil
lion facility was $31.8 million. Guyana drew the entire 
amount of the facility on June 20 and repaid $18.3 mil
lion to the ESF on July 31.

Honduras. On June 28, the ESF, together with certain 
Latin American central banks, established a financing 
facility for Honduras totaling $147.3 million to facilitate 
implementation of an IMF-supported economic adjust
ment program. Honduras drew the full amount on the 
same day. The ESF participation in the facility was 
$82.3 million. On July 5, Honduras repaid $25.0 million 
to the ESF.

Hungary. On June 18, the ESF and the Bank for 
International Settlements (acting for certain member 
central banks) agreed to provide a multilateral facility 
for Hungary. Hungary received the full proceeds of the 
$280 million facility through three drawings made on 
June 21, July 16, and July 30. The ESF provided 
$20 million under the facility.

Costa Rica. The ESF agreed to provide Costa Rica a 
$27.5 million intraday facility to facilitate the implemen
tation of its debt restructuring agreement. On May 21, 
Costa Rica drew the entire amount of the facility and 
repaid on the same day, thereby liquidating the facility.

Mexico. At the beginning of the period, Mexico’s out
standing commitments on a short-term credit facility to 
the Federal Reserve and Treasury stood at $541.8 mil
lion and $464.4 m illion, respectively. Partial repay
ments were made on May 23, June 1, and July 11 and a 
final payment on July 31.

As of the end of July, cumulative bookkeeping or val
uation gains on outstanding foreign currency balances 
were $3,547.5 m illion for the Federal Reserve and 
$1,519.5 million for the ESF (the latter figure includes 
valuation gains on warehoused funds). These valuation 
gains represent the increase in dollar value of out
standing currency assets va lued at end-o f-pe riod

Table 4

Net Profits ( +  ) o r Losses ( - )  on
United States Treasury and Federal Reserve
Foreign Exchange O perations
In Millions of Dollars

May 1, 1990 to 
July 31, 1990

Federal
Reserve

U.S. Treasury 
Exchange 

Stabilization Fund

Realized 0 + 788.7
Valuation profits and

losses on outstanding
assets and liabilities as
of July 31, 1990 + 3,547.5 + 1,519.5

Note: Data are on a value-date basis.
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exchange rates, compared with 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 the end of July, holdings of such 
s e c u rit ie s  by the Federa l R eserve  am ounted  to 
$7,239.2 million equivalent, and holdings by the Trea
sury amounted to the equivalent of $7,391.7 million val
ued at end-of-period exchange rates.
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NEW FROM THE FEDERAL RESERVE BANK OF NEW YORK

Available Now 

Funding and L iq u id ity
Funding and Liquidity provides a comprehensive look at recent changes in prac
tices and instruments used to manage liquidity at large U.S. commercial banks and 
securities firms. The study, prepared by the staff of the Federal Reserve Bank of 
New York, shows how the financial changes and innovations of the 1980s encour
aged an evolution toward similar liquidity practices at banks and securities firms 
and greatly expanded the range of risk strategies available to these institutions. 
The authors also assess the implications of these developments for supervisory 
practices and public policy formulation. 1990, paper, 244 pages. Postpaid: $10.00 
U.S., $15.00 foreign.

Available in December

In term ediate  Targets and Ind ica tors  fo r M onetary Policy: A C ritica l Survey
The Federal Reserve has relied on a variety of financial variables in formulating 
and implementing monetary policy. Intermediate Targets and Indicators for Mone
tary Policy: A Critical Survey evaluates the usefulness of various policy guides 
adopted or proposed during the last three decades, including a range of financial 
aggregates, nominal GNP, and various market measures such as commodity prices 
and dollar exchange rates. The volume also contains a historical overview of the 
Federal Reserve’s targets and operating guides in the postwar period and an anal
ysis of recent academic literature on the theory of policy rules that may have 
implications for the role of intermediate targets. Postpaid: $5.00 U.S., $10.00 
foreign.

In te rna tiona l F inancial In tegration  and the C onduct o f U.S. M onetary Policy
The dramatic increase in the international integration of financial markets over the 
last decade has significant implications for monetary policy. In International Finan
cial Integration and the Conduct of U.S. Monetary Policy, the proceedings of a 
colloquium held at the Federal Reserve Bank of New York in October 1989, leading 
academic researchers and Bank staff members examine the conceptual and practi
cal issues confronting monetary authorities in a financially interdependent world 
economy. The authors analyze the role of international factors in the formulation of 
U.S. monetary policy and assess the effects of increased international financial 
integration on the transmission of monetary policy actions to financial markets and 
aggregate economic activity. Postpaid: $5.00 U.S., $10.00 foreign.

Orders should be sent to the Public Information Department, Federal Reserve 
Bank of New York, 33 Liberty Street, New York, N.Y. 10045. Checks should be 
made payable to the Federal Reserve Bank of New York.
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Recent FRBNY Unpublished Research P apers f

9017. Chan, Anthony. “An Empirical Examination of 
Government Expenditures and the Ex Ante 
Crowding Out Effect for the British Economy.” 
July 1990. With Elizabeth Gustafson.

9018. Akhtar, M.A., and Betsy Butrill White. “ The U.S. 
Financial System: A Status Report and a Struc
tural Perspective.”  July 1990.

9019. Englander, A. Steven. “ Optimal Monetary Policy 
Design: Rules vs. Discretion.” August 1990.

9020. Seth, Rama. “ Explaining LBOs and Acquisi
tions.”  August 1990.

9021. Chan, Anthony. “ How Well Do Asset Allocation 
Managers Allocate Assets?”  August 1990. With 
Carl R. Chen.

9022- Frydl, Edward J., et al. A special compendium
9029. of research papers entitled “ Studies on Corpo

rate Leverage.” September 1990.

9030. Brauer, David. “The Effect of Import Competi
tion on M anufacturing  W ages.”  Septem ber 
1990.

9031. Boldin, Michael D. “ Sunspots, Asset Bubbles, 
and the Store of Value Motive in Overlapping 
Generations Models.”  September 1990.

9032. Orr, James A. “ Foreign Direct Investment in 
U.S. Manufacturing: Effects on the Trade Bal
ance.”  September 1990.

fS in g le  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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Treasury and Federal Reserve 
Foreign Exchange Operations
November 1990—January 1991

The dollar was subjected to conflicting forces during 
the November-January period. Sentiment toward dollar 
investments continued to deteriorate as the U.S. econ
omy weakened and as interest rate differentials moved 
further in favor of foreign currencies. But at times, 
political developments abroad— particularly the Persian 
Gulf conflict— encouraged greater demand for dollars 
and limited the extent to which negative sentiment 
toward the currency was reflected in exchange rates. 
With these offsetting factors helping to maintain a 
sense of two-way risk to dollar exchange rates, the 
dollar ended the period mixed against major foreign 
currencies, and the U.S. monetary authorities con
ducted no intervention operations in the foreign 
exchange market. The dollar closed the period down 
slightly against the German mark and up slightly 
against the Japanese yen (Chart 1). On a trade- 
weighted basis as measured by the staff of the Federal 
Reserve Board of Governors, the dollar ended the 
period 1 percent below its level at the beginning of the 
period.

The first part of the period: early to mid-November
In the early part of the period, market attention cen
tered on evidence of diverging growth and interest rate 
trends in the major industrial economies. Ever since the 
Iraqi invasion of Kuwait in August and the associated 
rise in oil prices and decline in consumer confidence, 
analysts had been progressively revising downward

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

their forecasts for U.S. economic growth. The release of 
October payroll employment data in the first week of 
November revealed an unexpectedly large drop which, 
together with subsequent data, reinforced the view that 
the U.S. economy was slowing down (Chart 2). At the 
same time, preliminary indications suggested inflation
ary pressures were subsiding. Under these circum
stances, market participants widely expected the 
Federal Reserve to continue to ease money market 
conditions and possibly to reduce its discount rate.

In contrast, market forecasts for the German and 
Japanese economies remained relatively upbeat. The 
need to rebuild eastern Germany was seen as providing 
ongoing stimulus to the German economy. Japanese 
economic data provided little evidence that the econ
omy or price pressures were slowing in response to the 
central bank’s tight policy stance. Mindful of these eco
nomic trends, market participants expected German 
and Japanese interest rates either to rise further or to 
remain at existing levels. Indeed, on the first day of the 
period, the Bundesbank announced a one-half percent
age point increase in its official Lombard rate, and many 
market participants expected further tightening after 
German national elections in early December. The Bank 
of Japan was considered less likely than the Bun
desbank to tighten monetary policy, but was nonethe
less seen as unwilling to ease monetary conditions 
given high oil prices and Japan’s tight labor market 
conditions.

The divergent outlook for interest rates weighed on 
the dollar in early to mid-November. Short-term interest 
rate differentials had been steadily moving against the 
dollar since the spring of 1989, when dollar investments
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held a 4 to 6 percentage point interest rate advantage 
relative to the mark and yen (Chart 3). By late summer 
of 1990, the dollar’s short-term interest rate advantage 
had been entirely eliminated. Thus, in early November, 
expected further declines in dollar interest rates, cou
pled with steady to higher rates abroad, threatened to 
push short-term U.S. interest rates well below mark and 
yen rates for the first time since 1980. Under these 
circumstances, the dollar declined 3'A percent against 
the mark from its opening level of DM1.5170 to its 
November low of DM1.4660 on November 16. Its decline 
against the yen measured 21/2 percent from ¥130.07 at 
the opening of the period to ¥126.70 on November 22.

The dollar was not the only currency affected by the 
divergent performance of major national economies. 
Pressures also developed among the European curren
cies during early November as the pace of German 
expansion contrasted with slowing growth or actual 
declines in the United Kingdom, Italy, France, and cer
tain other European countries. The market conditions 
that had allowed several European central banks to 
lower domestic interest rates earlier in the year dissi

Chart 1

Concerns over the Persian Gulf conflict limited the 
extent to which negative sentiment toward the 
dollar was reflected in exchange rates.

Percent change

Note: The above chart shows the percentage change of weekly 
average rates for the dollar from January 1990 through 
January 1991.

pated with the November increase in German interest 
rates. As the mark moved up from its relatively low 
position in the exchange rate mechanism of the Euro
pean Monetary System (EMS), a number of participat
ing central banks responded to the softening of their 
currencies relative to the mark by raising interest rates 
at a time when their economies were weakening or by 
intervening against marks to support their currencies. 
The Italian lira, the French franc, and the British pound 
were the currencies to come under the strongest down
ward pressures in November.

Dollar selling in response to the diverging economic 
trends was tempered somewhat by developments in the 
Persian Gulf. The Gulf conflict, while not the dominant 
market force that it later became, served as a back
ground factor supporting the dollar at times during early 
and mid-November. Developments in the military and 
diplomatic arena at that time suggested that the proba
bility of a war in the near term was rising. Many market 
participants interpreted the U.S. Administration’s

Chart 2

Declines in employment pointed to a weakening 
U.S. economy.
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Note: The above chart shows changes in monthly U.S. nonfarm 
payroll employment from January through December 1990. The 
shaded area represents data released during the period. The 
December figure is preliminary.
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announcement on November 8 of a large reinforcement 
of U.S. forces in the Gulf as indicating that the United 
States was preparing for an outbreak of hostilities. Past 
experience had demonstrated a tendency for the U.S. 
dollar exchange rate to benefit from “safe haven” 
inflows during periods of political instability or military 
conflict abroad, and market participants increasingly

came to build in a safe haven premium for the dollar. 
Inthat environment, dealers became increasingly reluc
tant to take on large short dollar positions. Thus, not
withstanding negative sentiment about the U.S. 
economy and the belief that interest rate differentials 
against the dollar would increase, the prospect of a safe 
haven effect associated with the outbreak of war helped

Chart 3

U.S. short-term interest rates continued to decline . . .
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to cushion the dollar’s decline.

The middle of the period: late November to mid- 
January
Beginning in late November, the dollar came under 
several waves of upward pressure that pushed the cur
rency above its opening levels and to its highs of the 
period. These pressures primarily reflected heightening 
expectations that the Gulf conflict would result in an 
early war. But the dollar’s rise was aided by other 
factors, including a perceived deterioration of the politi
cal situation in the Soviet Union and two episodes of 
acute upward pressure on U.S. money market rates.

From November 29, when the U.N. Security Council 
set a deadline for Iraq to withdraw from Kuwait, until 
January 16, when Operation Desert Storm began, mar
ket attention focused almost entirely on the Gulf crisis. 
As the threat of war hung over the market during this 
month and a half, market participants of all types 
showed an increased reluctance to take on new risks or 
to respond fully to changes in underlying economic 
conditions. With interbank dealing in any case about to 
wind down as the year-end approached, many dealing 
institutions took the opportunity to impose an early halt 
to or reduction in their market-making activities. Many 
commercial and institutional participants decided to 
move to the sidelines and, to the extent possible, to 
postpone further transactions until the Persian Gulf 
situation was clarified. In this environment, markets 
became unusually thin and illiquid, and managers of 
interbank trading rooms at many institutions took steps 
to reduce the position-taking latitude of their trading staff.

Meanwhile, pressures in the federal funds and other 
short-term money markets began to appear in late 
November as banks bid aggressively to secure money 
to cover year-end accounting statements. These pres
sures, coming earlier and with much greater intensity 
than in past years, occurred against a background of 
heightened concerns over bank credit quality. At the 
same time, the efforts of many institutions to improve 
capital ratios, trim balance sheet size, and enhance 
internal liquidity reduced the availability of and 
increased the demand for short-term interbank funds, 
thereby pushing rates upward. Some market partici
pants unable to secure funds in the interbank market 
bought dollars in the foreign exchange market to meet 
their year-end requirements. In response, the dollar 
moved up in late November and early December. When 
these pressures temporarily subsided in early Decem
ber, the dollar retraced most of its rise and, in fact, 
edged down to touch a new post-World War II low 
against the mark of DM1.4625. But year-end pressures 
reemerged late in December and again helped support 
the dollar at that time.

Another reason for the dollar’s rise starting in 
lateNovember was the growing expectation that the 
finance ministers and central bank governors of the 
Group of Seven (G-7) would soon meet and discuss 
exchange rate issues. With strains appearing in the 
exchange market involving the dollar and other curren
cies, some market participants believed the G-7 might 
take steps to stabilize exchange rates. This notion 
gained credence as several G-7 officials indicated that a 
meeting would occur in January.

Around mid-December, market unease over the politi
cal situation in the Soviet Union also contributed to the 
dollar’s resilience. The December 20 resignation of 
Soviet Foreign Minister Shevardnadze raised concerns 
about the outlook for the success of the Soviet leader
ship’s policies of political openness and economic 
restructuring. Because Germany was viewed as most 
vulnerable to the spillover effects of negative develop
ments in the Soviet Union, the mark eased. The mark 
moved lower not only against the dollar and the yen but 
also against its partner currencies in the EMS. The 
mark’s softer tone helped reduce, albeit temporarily, 
pressures that had been building throughout December 
within the EMS exchange rate mechanism.

In these circumstances, the dollar reacted only mod
estly to a series of actions by the Federal Reserve to 
ease monetary conditions. These included three moves 
in December and early January which led to declines in 
the federal funds rate totaling 75 basis points and one 
move to reduce the Federal Reserve’s discount rate by

Table 1

Federal Reserve
Reciprocal Currency Arrangements
In Millions of Dollars

Institution
Amount of Facility 
January 31, 1991

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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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 
November 1, 1990 November December January

Outstanding as of 
January 31, 1991

Central Bank of Hondurasf 82.3 34.8 -3 4 .8 - —

Note: Data are on a value-date basis. Components may not add to totals due to rounding.
-(-Represents the ESF portion of a $147.3 million short-term credit facility established on June 28, 1990.

50 basis points on December 18. In addition, the Fed
eral Reserve on December 2 announced plans to elimi
nate reserve requirements on nonpersonal time 
deposits and on net Eurocurrency liabilities in two 
stages during December.

Trading in the foreign exchange market remained list
less even after the usual year-end holiday lull. During 
the early weeks of January, as participants awaited the 
January 15 U.N. deadline for Iraq to withdraw from 
Kuwait, the dollar tended to move during the day in 
response to the latest statements or signals regarding 
diplomatic efforts to avert war. Thus, the dollar eased 
following announcements that U.S. Secretary of State 
Baker would meet his Iraqi counterpart in Geneva and 
that the U.N. Secretary General would visit Iraqi leader 
Saddam Hussein in Baghdad, only to rebound later 
when these approaches proved fruitless. Against this 
background, however, the dollar edged up intermittently. 
The dollar’s movements around this time were greatest 
against the Japanese yen, which was seen as having 
the most to lose from any disruption in oil supplies as a 
result of war and the most to gain from an expected oil 
price decline in the event of a peaceful settlement. But 
the dollar also rose against the mark. By mid-January, 
the dollar was trading up to levels as high as ¥137 
against the yen and DM 1.55 against the mark, or 
roughly 5 percent and 2 percent, respectively, above its 
early November levels against those two currencies.

The end of the period: mid- to late January
The dollar’s response to the outbreak of war on January 16 
took many market participants by surprise. Having 
anticipated a wave of sustained dollar buying upon the 
outbreak of war, many interbank dealers had quietly 
been building up long dollar positions as the January 15 
deadline approached. In the event, the dollar did move 
up on the first reports of bombing over Baghdad to 
highs of DM1.5525 and ¥138.00. However, the currency 
quickly gave way to selling pressures as market partici
pants took profits on these long positions. Within a few

Table 3

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

U.S. Treasury
Federal Exchange
Reserve Stabilization Fund

Valuation profits and losses
on outstanding assets and
liabilities as of
October 31, 1990 +5,363.3 + 2,876.3

Realized
November 1, 1990-January 31, 1991 0 0
Valuation profits and losses

on outstanding assets and
liabilities as of
January 31, 1991 +5,688.0 + 3,027.2

Note: Data are on a value-date basis.

hours after Operation Desert Storm began, the dollar 
had declined from its highs by about 3 to 4 percent. Oil 
prices fell back sharply while bond and stock markets 
around the world rallied.

Thereafter, the dollar edged lower through the 
remainder of January. From time to time, dollar demand 
increased in response to concerns over the severity and 
scope of the Gulf conflict. This was the case, for 
instance, when missile attacks on Israel raised fears 
that the war might widen. But the dollar’s tendency to 
firm on negative reports out of the Gulf began to wane 
as market participants appeared to grow more confident 
that the war would be relatively short and that the 
United States and its allies would be victorious.

As the exchange market grew accustomed to news 
from the Gulf and liquidity returned to more normal 
levels, market participants directed more attention to 
the economic developments and interest rate changes
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that had gone almost unnoticed in December and early 
January. Against this background, the dollar began to 
decline again. Statements by Federal Reserve Chair
man Greenspan on the potential for further monetary 
easing if growth of the monetary aggregates remained 
sluggish, and on the risks of a long and deep recession 
if the Gulf war were to drag on, were noted. These 
comments, coupled with President Bush’s call for lower 
interest rates in his State of the Union speech, height
ened expectations of further near-term cuts in dollar 
interest rates.

In a statement issued after their January 21 meeting, 
G-7 finance ministers and central bank governors 
“agreed to strengthen cooperation and to monitor devel
opments in exchange markets” and stated they were 
“prepared to respond as appropriate to maintain sta
bility in international financial markets.” Market partici
pants did not conclude at the time, however, that offi
cials were prepared to take immediate and concrete 
action to stem further dollar declines.

Some market participants came to interpret the Janu
ary 21 G-7 statement as suggesting that further interest 
rate increases abroad might be avoided as U.S. rates 
declined. Indeed, the expectation that Germany would 
postpone further tightening became so widespread dur
ing the last two weeks in January that pressures within 
the EMS eased, and European authorities were report
edly able to scale back their intervention mark sales. 
On the last day of the period, however, the Bundesbank 
increased its official discount and Lombard rates by 50 
basis points, an action whose timing took the market by 
surprise. However, the Bundesbank characterized its 
move as technical and subsequently took steps to keep 
money market rates from rising.

Thus, as the period closed, sentiment toward the 
dollar remained negative as market participants, believ
ing that dollar interest rates would decline further, 
expected interest rate differentials to continue to move 
against the dollar. The dollar closed the period at 
DM1.4768 against the mark, down percent from its 
November opening levels and only slightly above its 
post-World War II low against that currency. Against the 
yen, the dollar closed the period 1 percent above its

opening levels at ¥131.25.
*  * * *

As noted in our report for the August-September 1990 
period, the U.S. Treasury Exchange Stabilization Fund 
(ESF) repurchased $2,500 million of foreign currencies 
from the Federal Reserve on November 1 to reverse 
certain previous warehousing operations. From that 
date through the close of the period, outstanding ware
housing of foreign currencies with the Federal Reserve 
remained at $4,500 million, down from the peak of 
$9,000 million reached in March 1990.

The Treasury also continued to provide SDRs in 
exchange for dollars to foreign monetary authorities 
requiring SDRs for the payment of IMF charges and for 
repurchases. These exchanges totaled $204.3 million 
equivalent of SDRs over the three-month period.

The ESF’s share of a multilateral credit facility estab
lished in June 1990 for Honduras was repaid in full 
during the period, with payments of $34.0 million on 
November 15 and $0.8 million on November 20. The 
ESF portion of this special facility expired at the end of 
November, and as of the end of January 1991, the 
Treasury had no specia l swap arrangem ents  
outstanding.

As of the end of January, cumulative bookkeeping or 
valuation gains on outstanding foreign currency bal
ances amounted to $5,688.0 million for the Federal 
Reserve and $3,027.2 million for the ESF. The latter 
figure includes valuation gains on warehoused funds. 
These valuation gains represent the increase in dollar 
value of outstanding currency assets valued at end-of- 
period exchange rates, compared with 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 the end of January, holdings of such 
securities by the Federal Reserve amounted to $8,114.8 
million equivalent, and holdings by the Treasury 
amounted to the equivalent of $8,000.6 million valued at 
end-of-period exchange rates.
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Treasury and Federal Reserve 
Foreign Exchange Operations
August-October 1990

During the August-October period, sentiment towards 
the dollar was generally negative. Exchange market 
participants continued to focus on signs of sluggish 
economic activity in the United States and on the move
ment of interest rates against the dollar. The growth 
prospects of the U.S. economy were widely perceived 
as weak, and the adverse trend in interest rate differen
tials, which had narrowed by several hundred basis 
points since early 1989, was expected to continue.

The crisis in the Persian Gulf had both positive and 
negative effects on the dollar. Immediately following the 
Iraqi seizure of Kuwait on August 2, the dollar rose to its 
highs of the period amid expectations that the conflict 
would trigger heavy flows into the dollar. Thereafter, 
although market participants were attracted to U.S. 
assets at times when fears of war intensified, the dollar 
was undermined by concerns that the U.S. economy 
was more vulnerable than other major economies to the 
steep rise in oil prices caused by the conflict.

In this environment, the dollar moved generally lower 
during the period, declining almost 5 percent on a 
trade-weighted basis as measured by the index of the 
staff of the Federal Reserve Board of Governors. 
Against individual currencies, the dollar declined 
between 4 percent and 4V2> percent on balance against 
the major European currencies, reaching record lows 
against the German mark and Swiss franc. It declined 
against the Japanese yen by almost 11 percent to trade

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. Thaddeus D. Russell was primarily responsible for 
preparation of the report.

at its lowest levels against that currency since January 
1989. The dollar was relatively unchanged against the 
Canadian dollar. The U.S. authorities did not intervene 
in the foreign exchange market during the period.

* * * *

The outlook for the U.S. economy was a focus of 
attention in the exchange market throughout the period 
under review as market participants looked to each new 
economic statistic for signs of how significantly the U.S. 
economy was slowing. A report released just before the 
period had shown second-quarter GNP growth to be 
less rapid than had been expected at an annual rate of 
1.2 percent. In early August, a number of data releases 
and reports reinforced impressions of slowing economic 
activity, including data on employment, industrial pro
duction, and capacity utilization as well as the Federal 
Reserve’s “beige book” survey of economic conditions 
around the country.

As the period progressed, subsequent data releases 
provided mixed and hard-to-interpret signals about the 
U.S. economy. But the view of the economy in the 
exchange market and among observers more generally 
became increasingly negative, in large part because of 
concern over the economic impact of the sharp 
increases in oil prices resulting from the Persian Gulf 
crisis. Market participants believed that the U.S. econ
omy was less able to cope than some of the other 
industrial economies with the potential effects of 
sharply higher oil prices on business activity and 
prices. A September 25 report revising second-quarter 
economic growth downwards to a 0.4 percent rate sug
gested to market participants that the U.S. economy
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was weakening markedly, even before the economic 
effects associated with the Persian Gulf crisis had 
begun to affect it. Other economic data released over 
the period provided a more mixed impression, including 
preliminary U.S. GNP data released on October 30 
estimating growth of 1.8 percent at an annual rate for 
the third quarter.

Chart 1

The dollar moved generally lower through the 
period. The downward movement was particularly 
sharp against the Japanese yen,. . .

Percent change5--------------------------------------------
Canadian dollar
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making the dollar’s decline against the yen over the 
course of the year comparable to its decline 
against the German mark.

Percent change15---------------------------------------------

1990

Notes: The top chart shows the percent change of weekly 
average rates for the dollar from July 31, 1990. The bottom chart 
shows the percent change of weekly average rates for the dollar 
from December 31, 1989. All rates are calculated from New York 
closing quotations.

Spreading perceptions of slowing U.S. economic 
activity added to the view that interest rates in the 
United States would continue to go down and that 
interest rate differentials would move further against the 
dollar. Expectations of lower interest rates were rein
forced by the prospect that some form of compromise 
would be reached to reduce the U.S. fiscal deficit. After 
a major U.S. money center bank announced large staff 
cuts and increased provisions for problem loans late in 
September, U.S. banks also became a focus of discus
sion in the exchange market, with some market partici
pants believing that the condition of U.S. banks added 
to the likelihood that the Federal Reserve would ease.

On September 30, news of a budget accord between 
negotiators from the White House and Congress also 
increased expectations that the Federal Reserve would 
soon allow an easing in the federal funds rate. After that 
initial budget package failed to pass Congress on Octo
ber 5, however, the focus of market attention shifted 
away from interest rates. As the budget negotiations 
became protracted, the market grew preoccupied with 
the stalemate itself, which was widely viewed as evi
dence of the unmanageability of the budget process 
and of serious disarray within the U.S. government over 
economic management generally. Thus, concern over 
the impasse continued to weigh on the dollar until the

Chart 2

During the past two years, the pace of economic 
activity measured on a year-on-year basis has slowed 
in the United States while remaining strong in Japan 
and Germany.
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closing days of the period. Even when a new budget 
acceptable to the President was finally approved by 
Congress on October 27, it gave little lift to market 
sentiment toward the dollar.

The decline in the dollar during the period occurred 
principally during three waves of selling pressure.

The first occurred during the first three weeks of 
August. Although the dollar initially firmed on news of 
Iraq’s invasion of Kuwait, reaching its period highs on 
August 2 of DM 1.6215 against the mark and ¥151.60 
against the yen, it quickly started to decline against the 
European currencies as market participants became

-1
J F M A M J  J A S O N  D J F M A M J J  A S O

1989 1990

Notes: The top chart shows weekly average three-month Euro interest rates. The bottom chart shows the dollar rate less the foreign rate.

Chart 3

Since early 1989, increases in Japanese and German interest rates, together with declines in U.S. rates,. . .
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more concerned over U .S. econom ic prospects. At this 
time, the dollar showed little net movement against the 
Japanese yen, the currency initially the most negatively 
affected by fears of a disruption of oil flow from the 
Middle East.

The second wave took place around m id-Septem ber 
when the dollar declined against the yen but traded  
relatively steadily against other major currencies. The  
dollar’s decline against the yen stalled for a time around 
the Septem ber 22 meeting in Washington of the Group 
of Seven Finance Ministers and Central Bank Gover
nors. The com m unique released after the m eeting  
stated that the officials had noted the yen’s appreciation  
since their last m eeting and that they had “concluded 
that exchange rates were now broadly in line with con
tinued adjustm ent of external im balances.”

From late Septem ber through mid-October, the third 
wave occurred, with the yen leading a generalized rise 
of foreign currencies against the dollar. At that time, 
m arket partic ipants becam e increasingly concerned  
about the impasse over the U.S. government budget, 
and perceptions developed in the market that officials, 
both in the United States and abroad, were not concerned

Chart 4

Oil prices rose sharply during the period.
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Note: The chart shows weekly average prices per barrel of West 
Texas oil.

about the dollar’s decline. The dollar traded as low as 
¥ 1 2 3 .7 5  against the yen on O ctober 18 and DM 1.4910  
against the mark the next day, its lows for the period.

Late in October, steps were taken toward dispelling  
the impression of a lack of official concern. Treasury  
officials made clear in statem ents to the press that the 
Administration was concerned about the dollar, and 
rejected suggestions that the decline was w elcom ed. At 
about the sam e time, m arket rumors of U .S . interven
tion served as a rem inder to m arket participants of the 
possibility of official action to support the dollar. In fact, 
the U .S. m onetary authorities did not intervene during 
the three months under review.

The extent to which the dollar moved against indi
vidual currencies was further influenced by develop
ments in their respective countries. With the formal 
unification of G erm any on O ctober 3, the pressures and 
anticipated costs associated with the integration of the 
East G erm an econom y into that of W est G erm any were 
a m atter for reevaluation in the exchange m arket. The  
G erm an mark continued to benefit from the perception  
that a large fiscal deficit and the fast pace of dom estic  
economic expansion underway in the western part of 
the country, driven in part by dem and from the east, 
would keep G erm an interest rates firm or rising. M arket 
participants noted repeated assurances from the Bun
desbank that it would adhere to a strict, anti-inflationary  
policy stance, as well as the call for a strong mark to 
keep inflation in check and to help attract capital to

Table 1

Federal Reserve
Reciprocal Currency Arrangements
In Millions of Dollars

Institution

Amount of Facility 

October 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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finance economic integration. The mark’s strength was 
dampened periodically during the period as large 
upward revisions in estimates of the expenses associ
ated with unification suggested that the costs and diffi
culties had been misgauged. Concerns about these 
problems and the upward trend in German interest rates 
also contributed to the sharp declines in German stock 
prices during the period.

Among other European currencies, the pound sterling 
moved higher against the dollar during the period. It 
thereby moved broadly in line with the rise of the mark, 
despite signs of a weakening in economic activity, rising 
unemployment, and declining output and retail sales. 
The pound gained some support from safe-haven flows 
and from the perception that sterling would benefit from 
the United Kingdom’s North Sea oil fields. Also, through 
much of the period, sterling was buoyed by expectations 
that the currency would soon join the Exchange Rate 
Mechanism (ERM) of the European Monetary System. 
On October 5, these expectations were borne out when 
it was announced that the pound was entering the ERM 
with a 6 percent margin of fluctuation. During the rest of 
October, the pound declined, moving below its ERM 
parity rate against the mark of DM 2.95.

Like the mark, the Swiss franc closed the three-month 
period almost 41/2 percent higher on balance against the 
dollar. Early in the period, the Swiss franc led the rise 
against the dollar and strengthened against all major 
currencies. At that time, the franc appeared to benefit to 
some extent from the nervousness and uncertainties 
surrounding the situation in the Middle East. Its strength 
was also based on the Swiss National Bank’s tight, anti- 
inflationary policy stance. After moving up to an all-time 
high of SF 1.2525 against the dollar on August 23, the 
franc fluctuated below this level through the end of 
October, while other foreign currencies subsequently 
moved higher. The franc’s rise stalled after the Swiss 
central bank took advantage of the leeway provided by 
the currency’s strength to moderate its tight monetary 
policy slightly, a move acknowledged in public com
ments towards the end of August.

The Japanese yen appreciated significantly against 
other major currencies during all but the initial days of 
the three-month period. The first effect of the invasion 
of Kuwait was to push the yen down against other 
currencies as the exchange market initially reacted to 
Japan’s heavy dependence on imported oil and fears of 
a complete disruption of Persian Gulf oil shipments.

Chart 5

The world’s major stock markets declined during August and September.

Percentage change10-------------------------------------------------------- change

U.K. FT-100

U.S. Dow Jones

Japanese Nikkei \  A \  German DAX j  
\ /  \  /

August September October
1990

Notes: The panel on left shows the percent change in weekly averages of daily closing levels. Panel on right shows the percent change in the 
weekly averages since the beginning of the quarter under review.
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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 
July 31, 1990 August September October

Outstanding as of 
October 31, 1990

Bank of Guyanaf 31.8 13.4 0.0 -1 3 .4 _ _
National Bank of Hungary}: 20.0 20.0 -12 .1 - 7 .9 _ —
Central Bank of Honduras§ 82.3 57.3 -2 2 .6 0.0 0.0 34.8

Note: Data are on a value-date basis. Components may not add to totals because of rounding.
The ESF’s special facility with the Bank of Mexico, inactive since July 31, 1990, expired on September 14, 1990. 

fRepresents the ESF portion of a $178 million short-term credit facility that expired on September 20, 1990. 
^Represents the ESF portion of a $280 million short-term credit facility that expired on September 14, 1990. 
§Represents the ESF portion of a $147.3 million short-term credit facility established on June 28, 1990.

However, the yen soon began moving higher against 
both the dollar and other currencies as these concerns 
receded and market participants came to focus more on 
the rising cost of oil— a cost which the Japanese econ
omy seemed better able to absorb than other countries. 
Furthermore, market participants expected that move
ments in interest rate differentials would continue to 
favor the yen. Market participants believed that the 
Bank of Japan, already concerned about the fast pace 
of Japan’s economic expansion and inflationary pres
sures, would be quick to raise interest rates in response 
to the increase in energy costs resulting from the Per
sian Gulf crisis. In fact, the Japanese central bank did 
raise its discount rate by 3A percentage point on 
August 30.

In response to rising market interest rates that both 
preceded and followed the discount rate hike, talk 
spread that Japanese investors were finding the returns 
they were getting at home to be adequate and would no 
longer be investing abroad as much as before, espe
cially in the United States. Meanwhile, the decline in 
Japanese equity prices resumed, with the Nikkei index 
of the Tokyo Stock Exchange down 48 percent at the 
beginning of October from its levels at the start of the 
year. Accordingly, a number of Japanese banks, in 
response to the sharp falls in values of their domestic 
stock investments as well as their bond holdings, 
repatriated funds to shore up their domestic capital 
positions ahead of the end of the fiscal half year Sep
tember 30. The yen’s rise gained more momentum as 
Japanese companies and investors also moved to raise 
their hedge ratios on foreign holdings from below-aver- 
age to above-average levels.

As the yen rose, Japanese officials were increasingly 
questioned about their attitudes towards exchange 
rates as some small- and medium-sized Japanese firms

Table 3

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

Federal
Reserve

U.S. Treasury 
Exchange 

Stabilization 
Fund

Valuation profits and losses on 
outstanding assets and 
liabilities as of July 31, 1990 + 3,547.5 + 1,519.5

Realized
August 1, 1990-0ctober 31, 1990 0 + 415.6

Valuation profits and losses on 
outstanding assets and 
liabilities as of October 31, 1990 + 5,363.3 + 2,876.3

Note: Data are on a value-date basis.

began to report that they were losing export competi
tiveness. Official comments at first left questions in the 
market as to whether either the Japanese or the U.S. 
authorities cared if the yen continued to rise. But in late 
October a large customer purchase of dollars against 
yen carried out by this Bank was seen in the market. 
Then, various remarks by U.S., Japanese, and French 
officials renewed market participants’ wariness that the 
authorities might intervene to support the dollar.

The U.S. dollar rose slightly on balance against the 
Canadian dollar during the three months. In the early 
part of August, the Canadian currency firmed to its 
highest levels in twelve years against the U.S. dollar. At 
that time, market concerns over a possible disruption of 
Persian Gulf oil shipments helped buoy the currency
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because of Canada’s position as a net exporter of oil. 
However, the currency subsequently began to move 
lower, particularly after Canadian officials confirmed 
that the economy had entered a recession and that they 
were prepared to lower interest rates.

The Exchange Stabilization Fund (ESF) renewed 
warehousing arrangements with the Federal Reserve 
that fell due within the period. These transactions 
resulted in realized profits of $415.6 million for the ESF, 
reflecting the difference between the rates at which the 
Treasury had acquired the funds and the rates at which 
the warehousing agreements were renewed. As of Octo
ber 31, the last day of the period under review, the 
ESF’s outstanding warehousing of foreign currencies 
with the Federal Reserve totaled $7,000 million, 
unchanged for the period under review.

The U.S. Treasury, however, had initiated steps prior 
to the end of the period that resulted in the reversal of 
$2,500 million of the warehousing of foreign currencies 
effective November 1, the day after the period’s close. 
The reversal of warehousing of foreign currencies final
ized on November 1 was financed in part by the Treas
ury’s issue on October 31 of an additional $1,500 million 
of SDR certificates to Federal Reserve Banks. The 
remainder was financed from ESF cash balances. As of 
November 1, outstanding warehousing of foreign curren
cies with the Federal Reserve totaled $4,500 million, 
half the level outstanding earlier in the year.

The Treasury also continued to exchange SDRs for 
dollars with foreign monetary authorities that needed 
SDRs for payment of IMF charges and for repurchases, 
exchanging a total of $558.4 million equivalent of SDRs 
during the period.

Multilateral credit facilities previously established for 
Guyana and Hungary, in which the ESF participated, 
were repaid in full during this period, while a similar facility 
for Honduras was partially repaid. On September 14,

a special Mexican short-term credit facility established 
in March by the U.S. monetary authorities expired. All 
drawings on the facility had been repaid prior to the 
period under review.

Guyana. At the beginning of the period, Guyana’s out
standing commitment to the Treasury on its multilateral 
financing facility totaled $13.4 million. Guyana made four 
payments in September, including final repayment on Sep
tember 20, the facility’s expiration date.

Hungary. The Treasury’s $20 million share of the first two 
drawings by Hungary was outstanding at the start of the 
period. Hungary reduced the amount outstanding on its 
second drawing by $4.8 million on August 1 and the amount 
outstanding on its first drawing by $7.3 million on August 20. 
The drawings were fully repaid on September 5. Hungary 
also completed repayments to the BIS (representing certain 
member central banks) before the September 14 expiration 
date of the facility.

Honduras. On August 1, Honduras made a partial repay
ment of $22.6 million to the Treasury, leaving an outstanding 
balance of $34.8 million on the Treasury’s part of a multi
lateral facility.

As of the end of October, cumulative bookkeeping or 
valuation gains on outstanding foreign currency balances 
were $5,363.3 million for the Federal Reserve and $2,876.3 
million for the ESF (the latter figure includes valuation gains 
on warehoused funds). These valuation gains represent the 
increase in dollar value of outstanding currency assets val
ued at end-of-period exchange rates, compared with rates 
prevailing at the time the foreign currencies were acquired.

The Federal Reserve and the ESF invest their foreign 
currency balances in a variety of instruments 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 the end of 
October, holdings of such securities by the Federal Reserve 
amounted to $8,238.7 million equivalent, and holdings by 
the Treasury amounted to the equivalent of $8,331.6 million 
valued at end-of-period exchange rates.
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fSingle copies of these papers are available upon
request. Write Research Papers, Room 901, Research
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NEW FROM THE FEDERAL RESERVE BANK OF NEW YORK

Intermediate Targets and Indicators for Monetary Policy: A Critical Survey
The Federal Reserve has relied on a variety of financial variables in formulating and 
implementing monetary policy. Intermediate Targets and Indicators for Monetary Policy: 
A Critical Survey evaluates the usefulness of various policy guides adopted or proposed 
during the last three decades, including a range of financial aggregates, nominal GNP, 
and various market measures such as commodity prices and dollar exchange rates. The 
volume also contains a historical overview of the Federal Reserve’s targets and operating 
guides in the postwar period and an analysis of recent academic literature on the theory 
of policy rules that may have implications for the role of intermediate targets. Postpaid 
$5.00 U.S., $10.00 foreign.

International Financial Integration and U.S. Monetary Policy
The dramatic increase in the international integration of financial markets over the last 
decade has significant implications for monetary policy. In International Financial Integra
tion and U.S. Monetary Policy, the proceedings of a colloquium held at the Federal 
Reserve Bank of New York in October 1989, leading academic researchers and Bank staff 
members examine the conceptual and practical issues confronting monetary authorities 
in a financially interdependent world economy. The authors analyze the role of interna
tional factors in the formation of U.S. monetary policy and assess the effects of increased 
international financial integration on the transmission of monetary policy actions to 
financial markets and aggregate economic activity. Postpaid $5.00 U.S., $10.00 foreign.

U.S. Monetary Policy and Financial Markets
U.S. Monetary Policy and Financial Markets describes the development of monetary 
policy by the Federal Open Market Committee and its implementation at the Open Market 
trading desk. Author Ann-Marie Meulendyke offers a detailed examination of the tools 
and procedures used to achieve policy goals. She takes the reader through a typical day 
at the trading desk, explaining how the staff compiles and analyzes information, decides 
on a course of action, and executes an open market operation.

The book also places monetary policy in broader historical and operational contexts. It 
traces the evolution of Federal Reserve monetary policy procedures from their introduc
tion in 1914 to the end of the 1980s. It describes how policy operates through the banking 
system and financial markets. Finally, it considers the transmission of monetary policy to 
the U.S. economy and the effects of policy on economic developments abroad. Postpaid 
$5.00 U.S., $10.00 foreign.

Orders should be sent to the Public Information Department, Federal Reserve Bank of 
New York, 33 Liberty Street, New York, N.Y. 10045. Checks should be made payable to 
the Federal Reserve Bank of New York.

FRBNY Quarterly Review/Winter 1991Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Winter 1990-1991



Single-copy subscriptions to the Quarterly Review (ISSN 0147-6580) are free. Multiple 
copies are available for an annual cost of $12 for each additional subscription. Checks 
should be made payable in U.S. dollars to the Federal Reserve Bank of New York and sent to 
the Public Information Department, 33 Liberty Street, New York, N.Y. 10045-0001 
(212-720-6134). Single and multiple copies for U.S. 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 and then 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, provid
ing they are reprinted in full 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

Winter 1990-1991



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

Winter 1990-1991



Treasury and Federal Reserve 
Foreign Exchange Operations
February-April 1991

After setting new historical lows against the mark in 
mid-February, the dollar rebounded strongly during the 
February-April period to close up on balance by more 
than 15 percent against the mark and nearly 4 percent 
against the yen. The turnaround in the dollar was ini
tia lly triggered by official intervention, but then was 
quickly reinforced both by optimism engendered by the 
swift conclusion of the Persian Gulf war and accom
panying expectations of an early recovery of the U.S. 
economy from recession. The dollar’s rise was particu
larly pronounced against the mark and certain other 
European currencies and occurred mainly during late 
February and March. In April, when the initial euphoria 
about U.S. economic prospects began to fade, the dol
lar lost upward momentum while retaining a generally 
firm tone.

Early February—continued dollar decline
The period opened with the dollar renewing a decline 
that had begun in late 1989. During the months just 
preceding the period, this decline had been temporarily 
interrupted, with market participants wary of selling 
dollars aggressively out of concern that war in the 
Persian Gulf might trigger large “safe-haven” flows into 
the dollar and push up the exchange rate. By early 
February, however, this possibility appeared remote. 
The dollar had not received lasting support from the 
outbreak of war in mid-January. With aerial bombing by 
the United States and its allies in Operation Desert 
Storm well underway, the likelihood that the conflict

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.

would widen to the point of generating new and sub
stantial flows into dollars receded. At the same time, 
concern that the war might become prolonged and 
serve as a drag on the U.S. economy intensified. In that 
environment, the dollar became vulnerable to selling 
pressure because of the continued movement of interest 
rate differentials against the dollar and the more attrac
tive investment opportunities available elsewhere. Mar
ket participants fe lt there was little  offic ia l concern 
about exchange rate developments and saw little rea
son to expect the decline to end— even though the 
dollar appeared increasingly undervalued in terms of 
purchasing power.

On the last day of January, the Bundesbank had 
increased its official discount and Lombard rates in a 
move whose timing surprised many in the market. One 
day later, on February 1, as the period opened, the 
Federal Reserve discount rate was reduced 50 basis 
points to 6 percent and the fed funds rate also moved 
down 50 basis points. The juxtaposition of the moves in 
the two countries served to reinforce the prevailing 
market expectation that the dollar was likely to continue 
to decline and encouraged those who had dollars to buy 
to postpone their purchases, and the dollar reached a 
low of DM 1.4645 against the mark.

Beginning on the next business day, February 4, the 
U.S. monetary authorities intervened with the aim of 
reintroducing a sense of two-way risk for the dollar. On 
that day, the U.S. authorities purchased $100 million 
against marks and were joined in concerted interven
tion by a large number of foreign central banks. This 
intervention, coming after a considerable absence, in i
tia lly surprised the market and was taken as a show of
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concern, prom pting the do llar to recover somewhat. 
Over the days that followed, the U.S. m onetary authori
ties continued to operate in the market to dispel the 
im pression that the do lla r would continue to decline. In 
the seven days between February 4 and February 12, 
the U.S. au thorities purchased a total of $1,389 m illion 
against marks, operating genera lly in concert w ith other 
m onetary authorities.

For a tim e, doubts lingered in the market over official 
aims and resolve. O ffic ia l com m ents suggesting that 
U.S. econom ic weakness would be addressed by fur
ther in terest rate reductions and that other countries 
m ight be concerned about the impact of a do llar recov
ery on the ir own econom ies le ft many market pa rtic i
pants believing the authorities were not com m itted to 
stopping the do lla r’s decline. Thus, although the dollar 
showed som ewhat greater s tab ility  and at tim es firmed 
in response to ins tances of in te rven tion , sentim ent 
rem ained genera lly negative and do llar rates drifted 
downward on balance. On February 11, the do llar set a 
new h is toric  low of DM 1.4430 against the mark while

declin ing to ¥  127.20 against the yen. At that point the 
do llar was 2 percent to 3 percent below its level at the 
end of January and more than 6 percent below its level 
of January 15, before the com m encem ent of Operation 
Desert Storm.

Thereafter, the persistence of the centra l banks and 
the cum ulative im pact of the ir operations, in pa rticu la r a 
round of concerted do lla r purchases in itia ted on Febru
ary 12 by European centra l banks before U.S. m arkets 
opened, fina lly helped convince m arket pa rtic ipan ts  of 
the offic ia l com m itm ent to ending the d o lla r’s decline. 
Market partic ipants paused to reassess exchange rate 
levels, and a sense of two-way risk returned to the 
market after a prolonged, a lbe it not continuous, decline 
in do llar exchange rates.

M id-February th rough  M arch: the d o lla r recovers
As the do llar steadied, a num ber of o ther factors com 
bined to engender a sharp recovery. At first, ind ica tions 
that the Gulf war would end qu ick ly  on term s favorable 
to the United S tates and its a llies buoyed the dollar. On

Chart 1

The dollar rebounded strongly as optimism over U.S. economic prospects grew in the aftermath of the Gulf war.
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Note: The above chart shows the percentage change of weekly average rates for the dollar from January 1990 through April 1991.
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February 15, a radio broadcast from Baghdad suggest
ing cond itions  under which Iraq m ight w ithdraw  its 
forces from Kuwait represented the first indication that 
the war m ight have reached a decisive point. Then, as 
the s ta rt of the a llied ground offensive was seen as 
bringing the war to a quick end, the do llar gained 
fu rther support. M arket partic ipants, recalling Chairm an 
G reenspan’s concerns in January about the econom ic 
im pact of a long war, associated a short war w ith an 
e a rly  e co n o m ic  recovery. W hen the ce a se fire  was 
declared February 27, m arket pa rtic ipan ts  becam e 
increasingly confident that the do llar and the U.S. econ
omy would benefit.

M eanwhile, the assum ption that interest rate d ifferen
tia ls would move inexorably against dollar investm ents 
no longer appeared realistic. A number of other coun
tries  were beg inn ing  to feel the e ffects of slow ing 
dem and, and around m id-February, o ffic ia l in terest 
rates were reduced in the United Kingdom, Spain, the 
Netherlands, and Belgium . Rumors also circu lated of a 
possible easing in Japan. Meanwhile, German market 
rates had moved up only m odestly fo llow ing the official 
rate increase of late January. Together, these develop-

Chart 2

After an initial surge in consumer confidence in the 
United States, hopes for quick economic recovery 
faded as employment and other data failed to 
provide clear evidence of an upturn.
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Note: The above chart shows changes in monthly U.S. nonfarm 
payroll employment from January 1990 through March 1991. The 
shaded area represents data released during the period. The 
March figure is preliminary.

ments called into question the view that the United 
S tates w ould rem ain a lone in pursu ing  an accom 
m odative m onetary policy. At the same tim e, com m ents 
by various Federal Reserve o ffic ia ls, includ ing C hair
man G reenspan’s C ongressional testim ony of February 
20, rem inded m arket partic ipan ts  that there would be 
lim its to the easing of m onetary po licy in the United 
States.

Another factor contribu ting  to the d o lla r’s rise during 
th is period was the poss ib ility  that large m arket pur
chases of do llars to cover cash con tribu tions for D esert 
Storm expenses and postwar reconstruction costs in the 
Persian Gulf m ight be fo rthcom ing. The approval on 
March 6 by the upper house of the Japanese parliam ent 
of a ¥1.17 tr illion  contribu tion  to the D esert Storm 
operation and the prospect that such a large paym ent 
m ight be converted from yen into do lla rs in the m arket 
was a factor affecting the dollar/yen rate during much of 
the rest of the month of March.

At the same tim e, concerns began to grow about the 
im plications for the German mark of the prob lem atic 
econom ic s itua tion  in eastern  G erm any and of the 
social and po litica l strife  in the Soviet Union. S trikes 
and dem onstra tions in eastern Germ any id ling thou 
sands of workers h igh lighted the d ifficu lties  of the eco
nom ic re s tru c tu r in g . The d e c is io n  of the  G erm an 
governm ent late in February to seek a package of tax 
increases to help finance German un ification was taken 
as an indication that the costs were also like ly to be

Table 1

Federal Reserve
Reciprocal C urrency A rrangem ents
Millions of Dollars

Institution
Amount of Facility 

April 30, 1991

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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greater than previously believed. At about the same 
tim e, stra ins among the republics of the Soviet Union 
and protests against the leadership of President Gor
bachev in tensified, leading to a fu rther reassessm ent of 
the view  that Germ any was like ly to reap early benefits 
from  libera liza tion  in the Soviet Union and elsewhere in 
eastern Europe. These and other signs of uncerta in ty 
tended to weigh on the mark throughout the period.

For all of these reasons, sentim ent towards the dollar 
had turned quite positive by early March. As the dollar 
rose, it gathered mom entum that neither d isappointing 
econom ic data nor fu rthe r easing of U.S. m onetary 
policy appeared to d im in ish. In early March, the do llar 
moved up through its January 15 levels. In the days that 
followed, it was pushed up fu rthe r as market pa rtic i
pants scram bled to cover short positions or to meet 
previously delayed requirem ents. The do lla r’s rise was 
accelerated at tim es by actions in the options markets. 
W riters of foreign currency options that had been pur
chased when the do lla r’s d irection seemed uncerta in 
hastened to cover the ir exposure as the like lihood  
qu ick ly  increased that those options would be exer
cised. The reversal of sentim ent also triggered large 
sh ifts  into do lla r investm ents by portfo lio  and funds

managers. By the end of March, the do lla r had moved 
above DM 1.70 and ¥140 , 18 percent and 10 percent, 
respectively, above the lows for the period reached six 
weeks earlie r on February 11.

As the d o lla r con tinued  its upward move du ring  
March, exchange rates becam e increasing ly suscep ti
ble to sharp m ovem ents. The rapid apprecia tion in the 
d o lla r  m ade m a rk e t p a r t ic ip a n ts  w ary, u n c e rta in  
w hether the do lla r’s rise would continue, and traders  
became more reluctant to m aintain positions. On March 
11, in one episode, the do lla r rose sharp ly aga inst the 
mark in Asian trading, and a num ber of European cen 
tral banks responded by in terven ing to sell do lla rs. The 
U.S. m onetary au thorities cooperated by se lling a tota l 
of $200 m illion against marks and $30 m illion aga inst 
yen in New York that same day and la ter that week to 
support the ir e ffo rts  in an environm ent of unsettled  
m arket conditions. On March 19 and 22, in another such 
episode, the U.S. au thorities jo ined other centra l banks 
and sold a total of $170 m illion against marks. Treasury 
Under Secretary Mulford stated that the U.S. au thorities  
were concerned about the rap id ity  of the d o lla r’s rise 
and would continue to cooperate w ith o ther centra l 
banks.

Chart 3

The dollar strengthened after mid-February even though interest rate differentials against the dollar continued to widen.
Percent

1990 1991

Note: The above chart shows weekly average U.S., German, and Japanese three-month Eurocurrency interest rates from January 1990 
through April 1991.
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Table 2
D raw ings and Repaym ents by Foreign Central Banks under Specia l Swap A rrangem ents 
w ith  the U.S. Treasury
Millions of Dollars; Drawings ( + ) or Repayments ( - )

Central Bank Drawing 
on the U.S. Treasury

Amount 
of Facility

Outstanding as of 
January 31, 1991 February March April

Outstanding as of 
April 30, 1991

National Bank of Romania 40.01" — — + 40.0 
-40 .0

— —

Note: Data are on a value-date basis. Components may not add to totals because of rounding.
-(-Represents the ESF portion of a $300 million short-term credit facility with the National Bank of Romania that was established on March 4, 1991, 

and expired on March 28, 1991.

Table 3

Net P rofits ( +  ) o r Losses ( - )  on
United States Treasury and Federal Reserve
Foreign Exchange O perations
Millions of Dollars

U.S. Treasury
Federal Exchange
Reserve Stabilization Fundf

Valuation profits and losses
on outstanding assets and
liabilities as of
January 31, 1991 + 5,688.0 + 3,027.2

Realized
February 1, 1991-April 30, 1991 + 179.4 + 146.9

Valuation profits and losses
on outstanding assets and
liabilities as of
April 30, 1991 + 2,316.3 + 570.6

Note: Data are on a value-date basis. Valuation profits (losses) 
represent the increase (decrease) in dollar value of outstanding 
currency assets valued at end-of-period exchange rates, com
pared with rates prevailing at the time the foreign currencies were 
acquired.
-(-Includes valuation of funds warehoused with the Federal Reserve 
System.

A p ril: the d o lla r ’s rise  subsides
By early April the in itia l reaction to the end of the Gulf 
war had run its course. M arket partic ipants then turned 
the ir a ttention to the near-term  econom ic and m onetary 
policy prospects for various countries. With c lear trends 
in these areas d ifficu lt to discern, exchange rates fluc tu 
ated, som etim es sharply, but w ith less d irection for the 
balance of the period.

The m arke t’s optim ism  about the near-term U.S. eco
nom ic outlook was yet to be confirm ed by statistica l 
ev idence. Em ploym ent data released early  in April 
pointed to a continu ing drop in jobs after the end of the 
G ulf war. A lso, m onetary conditions in the United States 
continued to ease, and U.S. short-term  interest rates 
were roughly 150 and 300 basis points lower, respec
tively, than those in Japan and Germany. Yet market 
partic ipants  held to the ir belie f that econom ic recovery 
would soon em erge in the United States, and they took 
note of early April reports suggesting that the Federal 
Reserve was adopting a more cautious attitude towards 
easing m onetary policy.

In add ition, m arket partic ipants had come to expect 
that w ith econom ic growth slow ing or actually turning 
negative in most of Europe and North Am erica, world 
in terest rates would trend downwards. Canada and the 
United Kingdom were a lready embarked on a path of 
m onetary easing in the face of severe recessions. W ith 
the exception of Germany, most European countries 
had already sta rted  to lower in terest rates, or appeared 
poised to do so, to the extent that EMS constra ints 
would perm it. In Japan, Bank of Japan and governm ent 
o ffic ia ls continued to express the ir com m itm ent to a 
tigh t m onetary policy. M arket partic ipants, however, not
ing the sharp decline in Japanese money supply growth 
and the apparent stab iliza tion , a fter steep declines, of 
asset prices, increasingly came to expect an ease in the 
weeks ahead, and the yie ld curve remained steeply 
inverted.

Only for G erm any did the m arket expect that interest

rates m ight remain high, or increase further. Adding to 
the uncerta in ty about the Germ an situa tion  were the 
continuing concerns about the Sovie t Union, Eastern 
Europe, and the Germ an governm ent’s handling of the 
challenges of unification. In th is context, the do lla r rose 
fu rther against the mark, reaching a seventeen-m onth 
high of DM 1.7690 on April 22. In the days that fo llowed, 
a num ber of foreign centra l banks entered the m arket 
on several occasions to restrain the d o lla r’s rise against 
the mark.

As the period drew to a close, m arket pa rtic ipan ts  
began to focus on an upcom ing m eeting of the Group of 
Seven (G-7) in W ashington. Some sought to protect 
them selves against the poss ib ility  that the G-7 m ight 
undertake some action to restrain the d o lla r’s rise. In
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addition, there was speculation that the meeting might 
produce some understandings on interest rates in which 
most countries except Germany would agree to reduce 
rates in a more or less coordinated fashion.

When markets first opened on April 29 following the 
weekend G-7 meeting, the dollar was quickly marked 
higher in the absence of any explicit statement in the 
G-7 communique of official intention to limit the dollar’s 
rise. After briefly reaching DM 1.7835, the dollar then 
started to fall back as market participants reconsidered 
the significance of the G-7 meeting and shifted their 
focus to the apparent absence of agreement on coordi
nated interest rate reductions. Many thought that the 
United States might be the only G-7 member to ease 
monetary policy in the near term. When in fact the 
Federal Reserve announced a reduction in the discount 
rate, effective April 30, the dollar declined further. 
Altogether, in the last two days of the period the dollar 
fell nearly 8 pfennigs against the mark, or almost 5 per
cent, before subsequently stabilizing. Nevertheless, the 
dollar closed up 151/2 percent on balance for the three- 
month period as a whole, at DM 1.7060. The dollar’s 
movements against the yen in the final days of the 
period were more moderate, with the dollar closing the 
period at ¥136.10, up on balance 33A percent. The 
dollar rose 12% percent on a trade-weighted basis as 
measured by the staff of the Federal Reserve Board of 
Governors.

During the three-mo.tfh period, the U.S. monetary 
authorities purchased a total of $1,389 million, all 
against German marks, and sold a total of $400 million, 
of which $370 million was against German marks and 
$30 million was against Japanese yen. Both the pur
chases and sales of foreign currencies were shared 
equally by the Federal Reserve and the Treasury’s 
Exchange Stabilization Fund (ESF).

* ★ *

In other operations, the Treasury, through the ESF, 
continued to provide SDRs in exchange for dollars to 
certain foreign monetary authorities that required SDRs 
for the payment of IMF charges and for repurchases. 
The ESF exchanged a total of $87.4 million worth of 
SDRs during the period. Since these operations began 
in July 1990, the Treasury has received a total of 
$971.1 million on sales of nearly SDR 700 million.

On March 6 , the Treasury, through the ESF, along 
with the Bank for International Settlements (acting for 
certain participating member banks) established a 
$300 m illio n  nea r-te rm  su p p o rt fa c ility  to  a s s is t 
Romania in its economic adjustment efforts. The ESF 
share of the facility was $40 million. Romania drew the 
full amount on March 7. Romania repaid $38.7 million to 
the ESF on March 20 and, on the following day, repaid 
in full the remaining balance. The facility expired on 
March 29.

During the period, the Federal Reserve and the ESF 
realized profits of $179.4 million and $146.9 million, 
respectively, from sales of foreign currencies. As of the 
end of April, cumulative bookkeeping or valuation gains 
on outstanding foreign currency balances were $2,316.3 
million for the Federal Reserve and $570.6 m illion for 
the ESF. The Federal Reserve and the ESF regularly 
invest their foreign currency balances in a variety of 
instruments that yield market-related rates of return and 
that have a high degree of quality and liquidity. A por
tion of the balances is invested in securities issued by 
foreign governments. As of the end of April, holdings of 
such securities by the Federal Reserve amounted to 
$7,896.7 million equivalent, and holdings by the Trea
sury amounted to the equivalent of $7,726.2 million 
valued at end-of-period exchange rates.
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Room 901, Research Function, Federal Reserve Bank of New York, 33 Liberty S treet, 
New York, N.Y. 10045.
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NEW FROM THE FEDERAL RESERVE BANK OF NEW YORK 

In term ediate  Targets and Ind ica to rs  fo r M onetary P o licy: A C ritica l Survey
The Federal Reserve has relied on a variety of financial variables in fo rm ulating and 
im plem enting m onetary policy. In term ediate  Targets and Ind ica to rs  fo r M one ta ry  Po licy: 
A C ritica l Survey  evaluates the usefu lness of various policy guides adopted or proposed 
during the last three decades, including a range of financial aggregates, nom inal GNP, 
and various m arket measures such as com m odity prices and do lla r exchange rates. The 
volum e also conta ins a h istorica l overview  of the Federal R eserve’s ta rge ts and operating 
gu ides in the postwar period and an analysis of recent academ ic literature on the theory 
of policy rules that may have im plications for the role of in term ediate  ta rge ts. Postpaid 
$5.00 U.S., $10.00 foreign.

In te rna tiona l F inancia l In tegration  and U.S. M onetary Po licy
The dram atic increase in the in ternational in tegration of financial m arkets over the last 
decade has significant im plications for m onetary policy. In In te rna tiona l F inanc ia l In te g ra 
tion and U.S. M onetary Policy, the proceedings of a colloquium  held at the Federal 
Reserve Bank of New York in O ctober 1989, leading academ ic researchers and Bank staff 
m em bers exam ine the conceptual and practical issues confronting m onetary au thorities 
in a financia lly  in terdependent world economy. The authors analyze the role of in te rna 
tiona l factors in the form ation of U.S. m onetary policy and assess the effects of increased 
in te rnationa l financial in tegration on the transm ission of m onetary policy actions to 
financial m arkets and aggregate econom ic activity. Postpaid $5.00 U.S., $10.00 foreign.

U.S. M onetary Po licy and F inancia l Markets
U.S. M onetary Policy and F inancia l M arkets  describes the developm ent of m onetary 
policy by the Federal Open Market Com m ittee and its im plem entation at the Open M arket 
trad ing desk. Author Ann-M arie M eulendyke offers a deta iled exam ination of the too ls 
and procedures used to achieve policy goals. She takes the reader through a typ ica l day 
at the trading desk, explaining how the staff com piles and analyzes in form ation, decides 
on a course of action, and executes an open m arket operation.

The book also places m onetary policy in broader h istorica l and operationa l contexts. It 
traces the evolution of Federal Reserve m onetary policy procedures from  the ir in troduc
tion in 1914 to the end of the 1980s. It describes how po licy operates through the banking 
system  and financial markets. Finally, it considers the transm ission of m onetary po licy to 
the U.S. econom y and the effects of policy on econom ic developm ents abroad. Postpaid 
$5.00 U.S., $10.00 foreign.

O rders should be sent to the Public Information Departm ent, Federal Reserve Bank of 
New York, 33 L iberty Street, New York, N.Y. 10045. Checks should be made payable to 
the Federal Reserve Bank of New York.
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Treasury and Federal Reserve 
Foreign Exchange Operations
May-July 1991

The dollar rose significantly in June and early July, only 
to ease back during the next few weeks and end the 
May-July reporting period with little net change. Over 
the three months as a whole, the dollar rose about 2 
percent against the mark, about 1 percent against the 
yen, and just under 1 percent on a trade-weighted 
basis.1

Shifting assessments of the strength of economic 
recovery in the United States were important in stim
ulating movements of the dollar exchange rate during 
the period. In addition, political turbulence in Eastern 
Europe helped support the dollar against the mark 
through most of the period, while intervention and evi
dence of international cooperation around the time of 
the Group of Seven (G-7) summit meeting in July was 
seen in the market as limiting the prospect of a continu
ing dollar rise.

The U.S. monetary authorities intervened on two 
occasions to signal an interest in resisting the rise of 
the dollar, selling a total of $150 million against marks 
as part of their cooperation with other central banks. 
The U.S. monetary authorities also engaged in off- 
market transactions with foreign monetary authorities, 
selling $8,548.5 million equivalent of their foreign cur
rency reserves for dollars.

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 M anager of Foreign Operations for the System Open  
Market Account. Vivek Moorthy was primarily responsible for 
preparation of the report.

’ The trade-w eighted basis is as measured by the Federal Reserve 
Board index.

The dollar fluctuates without clear direction in May
As the period opened, sentiment toward the dollar was 
favorable but market participants appeared uncertain 
whether the dollar could extend the sharp rise that it 
had experienced during the preceding two months. The 
U.S. discount rate cut of 50 basis points to 5.5 percent 
on April 30 had been unexpected, and that move gener
ated some downward pressure on dollar rates on May 1. 
The U.S. employment data for April, released on May 3, 
were stronger than expected, but on inspection, other 
details of the report revealed areas of continuing weak
ness. In that environment, the dollar traded in a narrow 
range for the first half of May.

Then, late in European trading on Friday, May 17, 
Sweden’s Riksbank announced that it would link the 
Swedish krona to the ECU, replacing its trade-weighted 
basket of currencies, in which the dollar carried the 
largest weight, with a basket composed entirely of Euro
pean Community currencies. Within a few. hours of the 
announcement the dollar moved up by about four pfen
nigs against the mark as Swedish and other Scandina
vian entities rushed to adjust the currency composition 
of their liabilities to that of the ECU by purchasing 
dollars to repay dollar-denominated liabilities. With 
Swedish interest rates relatively high, Swedish entities 
had borrowed extensively abroad, partly to finance 
domestic operations, confident that they were largely 
shielded from exchange rate risk because the Swedish 
authorities would limit the movement of the krona’s 
exchange rate relative to the trade-weighted basket to 
only a couple of percentage points. With the change in 
the krona’s peg, the exchange risk these companies 
would henceforth face on their dollar liabilities was
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perceived to be much higher than before, and they had 
an incentive to replace dollar-denom inated liab ilities 
w ith those of European currencies more heavily repre
sented in the ECU. With U.S. markets still open after 
the Swedish announcem ent, and with the mark rela
tive ly w idely traded in the U.S. market, the pressures 
resulting from the May 17 exchange-m arket operations

Chart 1

After generally rising through June and early 
July, the dollar eased towards the end of 
the period.
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closing rates for the German mark and  the Japanese yen 
from January 1991 through July 1991.

were concentrated in do lla r/m ark transactions, resulting 
in the sharp rise of the do lla r aga inst the mark. Under 
these circum stances, there was some in te rvention ; the 
U.S. authorities sold $50 m illion on that Friday. A fte r the 
weekend, w ith pressures continu ing, there was in ter
vention by a num ber of foreign centra l banks. Soon 
the rea fte r the m arkets se ttled  down and the do lla r 
traded in a narrow range for the rest of the month.

The dollar advances during June and early July
During early June, a slew of U.S. econom ic indicators 
were released that were genera lly  much more favorable 
than expected, and m arket observers began to ta lk 
about the possib ility  that the U.S. recovery m ight be 
more vigorous than previously antic ipated. In response, 
expectations of a fu rthe r decline in U.S. in terest rates 
faded and the do llar sta rted  to rise. In particu lar, on 
June 7, when it was reported that May em ploym ent rose 
well above expectations, the do lla r rose a lm ost two 
pfennigs on the day to close at DM 1.7720.

Developments in G erm any during June also tended to 
strengthen the dollar. News of G erm any’s first trade 
deficit since 1981, evidence that in fla tion was h igher 
than previously an tic ipa ted— even before the im position 
of a consum ption tax that would raise all m ajor price 
indexes for the upcom ing m onths— and what some saw 
as the reluctance of the Bundesbank to raise offic ia l 
interest rates all weighed on the mark. By late June, the
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do lla r had risen well above DM 1.80 in intraday trading.
W ith respect to the yen, the do llar showed its greatest 

s trength of the reporting period during the first half of 
June, breaking above the ¥142  level three times. The 
dollar-yen exchange rate reflected not only the more 
buoyant outlook for the U.S. economy but also concerns 
in Japanese financial m arkets about possible problems 
w ith banking and stock m arket practices.

As the do llar moved up to levels not seen for more 
than a year, m arket partic ipants became wary of the 
poss ib ility  that some action to curb the do lla r’s rise 
m ight be decided upon at the G-7 meeting of finance 
m in isters and centra l bankers, scheduled to be held in 
London on June 23. As a result, the m arket became 
less concerned about the upside risk for the dollar, and 
the currency traded in a narrow range as the meeting 
approached.

In the event, the G-7 m inisters and governors issued 
a com m unique that “ reaffirmed their com m itm ent to 
co o p e ra te  c lose ly , ta k in g  accoun t of the  need for 
o rde rly  m arkets, if necessary  through appropria te ly  
concerted action in foreign exchange m arkets.” Market 
partic ipants did not in itia lly  construe the G-7 statem ent

as a firm com m itm ent to in tervene to resist the d o lla r’s 
rise. But com m ents fo llow ing the m eeting by several 
o f f ic ia ls ,  in c lu d in g  J a p a n e s e  F in a n c e  M in is te r  
H ashim oto, French F inance M in is te r Beregevoy and 
U.S. Treasury Under Secretary M ulford, re inforced the 
feeling that the possib ility  of in te rvention  was being 
actively considered. Rumors about o ff-m arket transac
tio n s  b e tw een  the  B u n d e s b a n k  and th e  F e d e ra l 
Reserve, which were later confirm ed by the au thorities 
(see below), were also taken as ind ications that prepa
rations to contain the do lla r’s rise were underway.

Thereafter, the do lla r remained well below its earlie r 
highs against the yen. The release on June 25 of data 
indicating a larger than expected rise in U.S. durable 
goods orders for May tem porarily  supported the do lla r 
against all currencies. But the spreading ta lk  of new 
financial scandals in Japan was by th is tim e having o ff
setting effects on the yen. On the one hand, m arket 
partic ipants came to expect that the au thorities m ight 
move more qu ickly than otherw ise to lower in terest 
rates as Japanese share prices continued to decline. In 
fact, the Bank of Japan announced a one-ha lf pe rcen t
age point cut in its d iscount rate, to 5.5 percent, on

Chart 3

Data released during the period first supported the dollar and later led it to ease. The employment report for 
May was much stronger than anticipated while that for June was much weaker.
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July 1. On the other hand, m arket partic ipants viewed 
the adverse impact of the stock m arket’s decline on 
Japanese banks’ capita l ratios as increasing the like
lihood that m ajor Japanese investors would be repatri
ating overseas funds to invest in new subordinated debt 
instrum ents that these banks would be issuing to shore 
up the ir capita l positions. These offsetting develop
ments helped to keep the dollar-yen exchange rate 
relatively steady, trading around ¥138  for the remainder 
of the three-m onth reporting period.

The mark, however, came under fu rther selling pres
sure at the end of June and early July. The dollar 
in itia lly  strengthened against the mark in response to 
the better than expected U.S. data for May durable 
goods orders released on June 25. Two days later, 
when, in response to a controversial German court 
ruling, German offic ia ls reportedly suggested that a 
w ithhold ing tax on investm ent income might be rein
stated, the dollar broke decisive ly through the DM 1.80 
level. The idea that such a tax— very unpopular when it 
was imposed in 1989 and quickly w ithdrawn— might 
aga in  be u nde r c o n s id e ra tio n  had an im m e d ia te  
depressing impact both on the mark and m ark-denom i
nated assets. The DAX index of share prices slumped 
2.5 percent the fo llow ing day, and the do llar continued 
to rise in the fo llow ing days to reach its high against the 
mark for the period and the year of DM 1.8427 in

European trading on Ju ly 5.

The dollar gives back most of its gains during the 
rest of July
Just as the do llar was reaching its highs of the period 
against the mark, m arket confidence in the U.S. recov
ery began to weaken. U.S. economic data released during 
the month no longer provided unam biguous evidence of 
econom ic  recovery. The re lease  on Ju ly  5 of the 
employm ent report for June, in particular, showed an 
unexpected drop in em ploym ent.

S im ultaneously, expectations began to grow that the 
Bundesbank would tighten m onetary policy and pursue 
a more aggressive m onetary stance than previously 
supposed. By then, the release of price figures for 
several German states that suggested a sharp acce ler
ation in prices for “ core” items was seen as giving the 
Bundesbank more reason for an early policy tigh ten ing  
move. Market partic ipants appeared to be uncerta in  
only about the extent and tim ing of such a m ove—  
w hether it would come before or a fter the succession of 
Dr. Schlesinger to the Presidency of the Bundesbank at 
the end of July.

Against this background, the d o lla r’s rise against the 
mark stalled, and the exchange rate fluctuated w ithout 
direction just above DM 1.80. However, on Ju ly 11, when 
the Bundesbank did not raise offic ia l in terest rates at its 
b iweekly meeting and when a sharp drop in U.S. weekly 
unem ploym ent insurance cla im s was reported, the do l
lar jumped back up to alm ost DM 1.84. Early the next 
morning, as the do lla r continued to move higher, foreign 
central banks conducted several rounds of in tervention, 
selling dollars against both marks and other currencies. 
A fter the New York m arket opened, the U.S. m onetary 
a u th o r it ie s  a lso  p a rt ic ip a te d , s e llin g  $100 m illio n  
against marks. The w idespread partic ipa tion  of central 
banks in the concerted in tervention, ahead of the G-7 
sum m it meeting the next week, and the fact that the 
central banks continued to operate throughout the day 
suggested to m arket partic ipan ts  that the central banks 
were united in the ir in tention to curb the do lla r’s rise. As 
a result, the do llar declined by about five pfennigs 
during the day to close in New York at DM 1.7893. This 
episode of in tervention, together w ith an increasingly 
uncerta in U.S. econom ic scenario, set the tone for 
trading for the rest of the month. The do lla r again 
reached the DM 1.80 level on two occasions the next 
week in response to strong industria l production data 
and Chairm an G reenspan ’s s ta tem ent in his sem i
annual Hum phrey-Hawkins testim ony that a recovery 
was under way, but it fa iled to move higher.

The com m unique released on July 17 after the G-7 
summ it meeting reiterated support for close coopera 
tion in foreign exchange markets, m onetary and fiscal

Table 1

Federal Reserve
Reciprocal Currency Arrangements
in Millions of Dollars

Institution

Amount of Facility 

July 31, 1991

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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polic ies to foster low real interest rates, and Soviet 
econom ic and po litica l transform ation. W hile the com 
m unique had little  im m ediate impact on exchange rates, 
it contributed to an atm osphere in which the fear of 
concerted in tervention remained. In that environm ent, 
the do llar did not strengthen even when unexpectedly 
favorable housing s ta rts  data were released later that 
day.

During the rest of July, new U.S data releases brought 
into question the v igor and even the susta inab ility  of 
econom ic recovery. Sentim ent also spread among U.S. 
financial m arket analysts that a significant decline in 
U.S. inflation, both actual and prospective, would be 
reflected in a decline in long bond yie lds. Moreover, 
statem ents by a variety of U.S. officials, including some 
FOMC m em bers, about the need to respond if M2 
growth remained weak revived market expectations that 
U.S. short rates m ight still decline. As a result, the 
do llar fell below DM 1.80 during the third week of July 
and to levels around DM 1.75 for the rest of the period.

The do llar closed the May-July reporting period about 
2 percent higher against the mark and 1 percent higher 
against the yen. The do llar rose about 5.5 percent 
against the Swiss franc as expectations grew that the 
m onetary authorities in Sw itzerland would not follow 
those in Germ any by tighten ing m onetary policy. The 
do lla r eased very s ligh tly  against the Canadian dollar 
as the m arket came to believe that the C anadian 
authorities would be more restrained about easing m on
etary policy than would the U.S. m onetary authorities.

D uring  the  re p o rtin g  pe riod , the U.S. m one ta ry  
au tho rities  conducted o ff-m arke t opera tions d irectly  
w ith foreign m onetary authorities to adjust the foreign 
currency reserve assets of both the Exchange S tab iliza 
tion Fund (ESF) and the Federal Reserve. The U.S. 
au thorities exchanged $8,548.5 m illion equivalent of 
foreign currencies for dollars:
•  On June 25, the U.S. authorities purchased a total of 
$ 5 ,5 4 8 .5  m illio n  a g a in s t G erm an m arks from  the 
Deutsche Bundesbank in spot and forward transactions. 
The U.S. and G erm an authorities  agreed tha t the ir 
respective hold ings of German marks and dollars were 
in excess of current needs and that it was to their 
mutual advantage to reduce those holdings. For each of 
these transactions, 60 percent of the purchase was to 
be executed for the account of the Federal Reserve and 
40 percent for the account of the ESF. A spot transac
tion of $2,230.5 m illion settled on June 27. A forward 
transaction of $556.2 m illion settled on July 29. The 
rem aining forward transactions are to be settled during 
the rem ainder of the ca lendar year.
•  On July 16, the U.S. authorities purchased a total of

$3,000 m illion against another fore ign currency in spot 
and fo rw ard  tra n s a c tio n s  w ith  a fo re ig n  m o n e ta ry  
authority. The do lla rs  purchased were sp lit equa lly  
between the ESF and the Federal Reserve. A spot 
transaction of $1,000 m illion settled on July 18. Forward 
transactions to ta ling $2,000 m illion are to be settled 
during the next quarte rly  reporting period.

In addition, in July, the ESF sold a tota l of $130.2 
m illion equivalent of marks against SDRs. The ESF also 
purchased a total of $230.4 m illion against sales of 
SDRs in transactions w ith foreign m onetary au thorities 
in need of SDRs e ither for paym ent of IMF charges or 
for repurchases. Both the sales and purchases of SDRs 
were arranged by the IMF.

Primarily because of its acquis ition of do lla rs in the 
fo re ign  cu rrency  exchanges and SDR tra n s a c tio n s  
described above, the ESF was able, a fter the end of the 
reporting period, to repurchase $2,500 m illion equ iv 
a lent of foreign currency warehoused w ith the Federal 
Reserve. These repurchases reduced the am ount of 
ESF foreign currency balances warehoused w ith the 
Federal Reserve from  $4,500 m illion  equ iva len t to 
$2,000 m illion equivalent as of the end of August.

During the May-July period, the Federal Reserve rea l
ized profits of $147.5 m illion from the o ff-m arket foreign 
currency exchanges described  above. The Treasury 
realized profits of $60.3 m illion, of w hich $18.8 m illion 
was from the o ff-m arke t fo re ign currency and SDR 
exchanges and $41.5 m illion was from the renewal of 
certa in  warehousing operations.

The Federal Reserve and the ESF regularly invest

Table 2

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

Federal
Reserve

U.S. Treasury Exchange 
Stabilization Fund

Valuation profits 
and losses on 
outstanding assets 
and liabilities as of 
April 30. 1991 + 2,316.3 + 570.6

Realized 
April 30, 1991 to 

July 31, 1991 + 147.5 + 60.3

Valuation profits and 
losses on
outstanding assets 
and liabilities as of 
July 31, 1991 + 1,919.9 + 321.4

Note: Data are on a value-date basis.
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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 are invested in securities issued by for
eign governments. As of the end of July, holdings of

such securities by the Federal Reserve amounted to 
$7,807.7 million equivalent, and holdings by the Trea
sury amounted to the equivalent of $7,540.2 million 
valued at end-of-period exchange rates.
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Treasury and Federal Reserve 
Foreign Exchange Operations
November 1991-January 1992

The dollar declined through the end of the calendar 
year, approaching historical lows against both the Ger
man mark and the Japanese yen as sentiment toward 
the prospects for U.S. economic recovery turned 
increasingly negative and large short-dollar positions 
were built up. Early in the new year, however, the dollar 
recovered somewhat as expectations about the econ
omy tended to stabilize and short positions were signifi
cantly reduced. The dollar’s decline was consequently 
pared back at the end of the period to a net 31/2 percent 
against the mark and 4 percent against the yen. On a 
trade-weighted basis, the dollar declined 23A percent, 
on balance, over the period.1 On January 17, the U.S. 
authorities sold $50 million against yen in their only 
intervention operation of the period.

November and December
As the period opened, skepticism was deepening about 
the prospects for a U.S. economic recovery. During the 
fall, it had become increasingly apparent that the tenta
tive pickup in consumer spending following the Persian 
Gulf War had served merely to work off inventories and 
would not lead to a sustained pattern of growth. Then, 
just prior to the period, any remaining hopes of recovery 
suffered a severe blow when the Conference Board’s

A report presented by William J. McDonough, 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. Robert Ennis was primarily 
responsible for preparation of the report.

’ The trade-weighted value of the dollar is measured by the Federal 
Reserve Board staff’s index.

index of consumer confidence took an unexpected 
plunge. Thus, by early November, market participants 
were beginning to question what mechanism might still 
be able to spark recovery, noting that up to that point 
monetary policy had been about the only instrument 
available to support the economy.

Under these c ircum stances, the November 6 
announcement that the Federal Reserve had cut its 
discount rate Vz percentage point to 41/2 percent was 
widely anticipated. But market observers noted thett the 
Federal Reserve had now cut the discount rate five 
times in eleven months, producing a cumulative drop of 
21/2 percentage points, and they were beginning to 
doubt whether monetary policy could do much more to 
facilitate recovery. At the same time, they were sensitive 
to the political pressures generated by disappointment 
about the economy and concerned about what alter
native measures might be proposed. Operators in the 
exchange markets, who were mindful that interest rate 
differentials were already widely unfavorable to the dol
lar, especially in relation to the German mark, felt a 
strong incentive to sell the dollar short.

The dollar declined as events in November and early 
December tended to confirm pessimism about U.S. eco
nomic prospects. In mid-November, when financial mar
kets grew nervous about a congressional proposal to 
spur consumer spending by capping credit card interest 
rates, a sharp drop in U.S. equity prices dragged the 
dollar down for a few days. In late November and early 
December, release of data showing a further drop in 
consumer confidence and a much sharper than 
expected drop in payroll employment prompted another 
sell-off. Meanwhile, statistics for consumer price infla
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tion suggested to financial markets that the Federal 
Reserve had further leeway to ease monetary policy. In 
addition, speculation mounted that an excessively 
expansionist fiscal package might be forthcoming.

The dollar declined more against the German mark 
during this period than against other currencies. This 
was in part because interest rates in Germany were at, 
and were expected to stay near, historically high levels. 
The German economy was still going through the transi
tion associated with unification. Although the full force 
of the unity-related boom had dissipated earlier in the 
year, credit demands were still significant enough to 
keep monetary aggregate growth stronger than desired, 
and inflationary pressures were being kept alive by high 
wage demands. Accordingly, market partic ipants 
believed that the German Bundesbank would seek to 
maintain a tight monetary policy stance. They inter
preted the Bundesbank’s money market operations as 
clear evidence of its intention to resist domestic and 
international pressures to ease. They saw this policy 
stance as implying that the large interest rate differen
tials against the dollar would be maintained for the 
foreseeable future. Market participants also suspected 
that there might be tension between the monetary pol
icy objectives of Germany and those of other European 
countries where economic activity was generally 
decelerating more rapidly. And they were wary of the 
possibility that these tensions might be reflected sooner 
or later in pressures within the exchange rate relation
ships of the European Monetary System (EMS), pres
sures that might spill over into the exchange markets 
more broadly— especially because final negotiations 
over eventual monetary union in Europe were sched
uled for early December in Maastricht, the Netherlands.

In this environment, two announcements by the Fin
nish authorities in mid-November, first, that the Fin
nish markka would float and, later, that it would be 
effectively devalued by about 12 percent, heightened 
the sense of exchange rate risk and boosted the Ger
man mark. This episode served as a reminder that 
market pressures could at times force unwanted 
changes in exchange rate policy. In response, market 
participants rushed to reduce their holdings of assets 
denominated in those European currencies that had 
previously appeared attractive because of their high 
yields but that no longer carried a yield sufficient to 
compensate for their perceived exchange risk. The 
Swedish krona, for example, came under significant 
pressure, forcing the Swedish Riksbank to raise its 
marginal lending rate by a total of 7 percentage points 
by early December.

As market participants sought to shift funds from 
higher yielding currencies into the mark, the Exchange 
Rate Mechanism (ERM) of the EMS became strained. 
Market participants questioned whether an ERM real
ignment at the upcoming Maastricht summit could be 
avoided, raising further uncertainty about the effects 
such developments might have on the dollar. Support

Chart 1

During the first two months of the period, the 
dollar declined steadily amid evidence of weakness 
in the U.S. economy. After the new year, the dollar 
reversed course as market participants bought 
dollars to cover short positions.
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for the mark was partly offset, from time to time, by 
concerns about the rapidly moving political situation in 
the Soviet Union and its possible negative effects on 
European countries, including Germany.

In the event, the Maastricht summit proceeded with
out incident and tensions among European currencies 
abated somewhat by mid-December. But the growing 
disparity in economic conditions between the United 
States and Germany persisted. As wage negotiations in 
Germany became more tense, the Bundesbank moved 
to increase interest rates both sooner and by a larger 
amount than the market had expected, announcing 
1/2  percentage point rises for both its discount and Lom
bard rates on December 19. To avoid renewed exchange 
rate pressures, all other EMS central banks except the 
Bank of England followed this interest rate move, at 
least in part, over the next several days. By contrast, on 
December 20, the Federal Reserve reduced its discount 
rate by more than had been expected. The 1 percentage 
point cut brought the discount rate to 31/2 percent, its 
lowest level since 1964. The Federal Reserve also 
appeared to signal that it had relaxed reserve pressures 
to an extent consistent with about a Vz percentage point 
decline in the federal funds rate.

As the foreign exchange market responded to these 
divergent moves in interest rates, the dollar continued 
its decline against the German mark. After moving 
irregularly lower in November and early December, the 
dollar moved down a further 31/2 percent after Decem
ber 19, hitting its low of the period of DM 1.5025 on 
December 27. At this level, the dollar had depreciated 
10 percent from DM 1.6713 at the period’s start and 
181/2 percent from its 1991 high.

The dollar’s decline against the yen during November 
and December was more tempered than its decline 
against the mark. Evidence was accumulating that the 
pace of expansion in Japan was clearly decelerating. 
Japan’s monetary growth was slowing, business confi
dence and investment intentions were weakening, and 
flagging domestic demand was being reflected in a 
widening of Japan’s trade surplus. Market participants 
had therefore come to expect that the Japanese mone
tary authorities, who had eased official interest rates 
the previous July, would continue moving to a some
what more accommodative monetary policy stance, so 
that U.S.-Japanese interest differentials would remain 
relatively stable. Indeed, official Japanese interest rates 
declined during these two months. The Bank of Japan 
trimmed its official discount rate once in mid-November 
and again at the end of December. At the same time, 
persistent weakness in Japan’s equity market and politi
cal uncertainty caused by recent scandals also weighed 
on the yen at a time when the dollar was declining 
generally.

As a result, the dollar eased only moderately against 
the yen during November. Although the pace of decline 
quickened during December, the dollar rebounded at 
the end of the year to close December at ¥124.80, 
down on balance 43A percent from ¥130.75 at the 
beginning of the period.

January
By early January, the dissolution of the Soviet Union 
was introducing a new level of uncertainty, especially 
regarding the outlook for Europe. Although recurring 
rumors about the Soviet Union’s financial condition had 
been a concern during the earlier months, market par
ticipants were now faced with the prospects of greater 
disarray stemming from changing political structures 
and moves to liberalize prices in January. Accordingly, 
the German mark was increasingly susceptible to sell
ing pressures whenever new financial or political diffi
culties in the former Soviet Union became evident.

Meanwhile, market participants’ assessment of the 
German mark and the German economy weakened con
siderably after the new year. Press commentary at that 
time increasingly focused on the sustained slowdown in 
Germany’s expansion. Not only was the pace of domes
tic demand moderating, but export orders were also 
sagging under the weight of slowing economies in other 
industrialized countries. Market participants did not 
believe that this evidence would lead to any near-term 
moderation of the Bundesbank’s tight monetary pol
icies; indeed, the Bundesbank appeared still to be con
cerned about wage inflation and credit demands. But 
the evidence did suggest that the scope for further 
policy tightening was more limited and the prospects for 
growth in the coming year more clouded than previously 
perceived. Under these circumstances, market partici
pants began to question whether interest differentials 
so unfavorable to the dollar would continue to widen.

Moreover, the financial markets appeared to react 
positively to the Federal Reserve’s policy move of mid- 
December. The capital markets in the United States had 
responded favorably, with long-term interest rates 
easing and the stock market showing sustained 
strength. Also, the move appeared to have broken the 
pattern of market expectations concerning U.S. interest 
rates. Market participants were less certain that a 
weaker than expected U.S. economic statistic would 
immediately trigger another monetary policy action, and 
they were more likely than before to attribute weakness 
in the data to temporary factors. Moreover, they became 
mindful once again of the possibility that some statistics 
might show greater than expected strength.

The dollar’s decline against the European currencies 
therefore lost momentum early in January. Market par
ticipants were aware that the dollar had been under
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virtually continuous selling pressure for almost six 
months. Many investors as well as foreign exchange 
market operators had portfolios that were heavily 
weighted in assets denominated in European curren
cies. The developments of November and December 
had led to an even greater concentration in these port
folios of assets denominated in German marks. Under 
the circumstances, there was a perception of a large 
risk of loss if market sentiment should switch in favor of

Chart 2

Data released early in the period reinforced the 
negative outlook for U.S. economic recovery. 
Consumer confidence fell for a second consecutive 
month in November. Employment remained 
depressed, failing to show the rebound typical of 
previous recoveries.
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the dollar and a perception of diminishing chance of 
gain if sentiment should remain negative to the dollar.

For a short while, however, the focus of market atten
tion was the Japanese yen, a currency against which 
the dollar continued to decline in early January. Talk 
had already begun to circulate before the turn of the 
year that the United States and Japan would agree on 
some official action to support yen appreciation. Com
mentary about President Bush’s trip to Japan to meet 
with Prime Minister Miyazawa suggested that the deteri
orating condition of the U.S. economy would prompt the 
President to seek ways to reduce the U.S. trade deficit. 
There was also speculation that the Japanese govern
ment was looking for ways to counter weakness in 
Japan’s stock market. In this context, an upward move 
in the yen’s exchange rate was thought to be acceptable 
to both governments.

In response to these expectations, the dollar received 
only a temporary boost from the year-end cut in the 
Bank of Japan’s discount rate. During the first five 
business days of January, the dollar resumed its down
ward trend against the yen, declining 11/2 percent to a 
low of ¥122.80 on January 7, the day President Bush 
arrived in Tokyo. At this level, the dollar was down 
6 percent from the start of the period and 131/2 percent 
from its 1991 high.

Thereafter, expectations of official action to support 
the Japanese yen gradually faded. Market participants 
became less convinced during President Bush’s stay in

Table 1

Federal Reserve
Reciprocal Currency Agreements
In Millions of Dollars

Institution
Amount of Facility 
January 31, 1992

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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Table 2

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 
October 31, 1991 November December January

Outstanding as of 
January 31. 1992

National Bank of Panama 143.01 + 143.0 143.0

Note: Data are on a vaiue-date basis. Components may not add to totals because of rounding.
^Represents a bilateral credit facility with the National Bank of Panama that was established on January 28.

Japan that the two countries would take immediate 
steps to strengthen the yen against the dollar. In keep
ing with these diminished expectations, the President 
and the Prime Minister agreed “that recent exchange 
rate movements were consistent with current economic 
developments.” Nonetheless, market participants con
tinued to focus on the possibility that a more gener
alized Group of Seven (G-7) policy towards the yen 
might be considered at an upcoming G-7 meeting on 
January 25. This possibility seemed credible to market 
participants because the yen had lagged behind rising 
European currencies during previous months and 
because this gap appeared to be generating economic 
and political concerns in a number of countries other 
than the United States. But in time, even this proposi
tion lost standing in the marketplace.

When the G-7 meeting occurred in New York, the 
finance ministers and central bank governors issued a 
communique in which they agreed to intensify their 
cooperative efforts to strengthen world economic 
growth. With reference to exchange markets, the G-7 
“agreed to continue to monitor market developments 
and reaffirmed their commitment to cooperate closely in 
exchange markets, thus contributing to favorable condi
tions for stable exchange markets and economic recov
ery.” Market participants, however, were somewhat 
disappointed by the absence of any specific mention of 
the yen exchange rate.

As expectations of a yen appreciation subsided, mar
ket participants began to worry that there was an over
hang of short-dollar positions against the yen as well as 
against the European currencies. Concerns about the 
technical position of the market came to the surface 
when the dollar did not fall off sharply on news that 
President Bush had become ill and had had to leave a 
state dinner during his Tokyo trip. The dollar’s unusual 
lack of sensitivity to potentially disturbing news about

Table 3

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

Federal
Reserve

U.S. Treasury 
Exchange 

Stabilization 
Fund

Valuation profits and losses on 
outstanding assets and 
liabilities as of October 31, 1991 + 2,764.8 + 1,132.6

Realized November 1, 1991- 
January 31, 1992 + 75.0 + 3.9

Valuation profits and losses on 
outstanding assets and 
liabilities as of January 31, 1992 + 3,615.2 + 1.941 6

Note: Data are on a value-date basis.

an American president’s health was interpreted as indi
cating how unwilling market professionals were to 
extend their short-dollar positions further and how great 
the risks were that the dollar might rise abruptly if a 
general effort to cover some of these short-dollar posi
tions were to develop.

Under these circumstances, the dollar drifted higher 
and staged an uneven recovery during most of January. 
In some instances, particular events triggered dollar 
buying: the announcement in January of a stronger 
than expected report for U.S. employment, testimony by 
Chairman Greenspan that further dampened expecta
tions of an early easing of Federal Reserve monetary 
policy, and rumors out of the former Soviet Union of 
violence and political upheaval. In other instances, how
ever, the dollar’s rise was precipitated by the bidding of 
market professionals and their customers that reflected 
pent-up demand from previous months.
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These pressures were particularly intense around 
mid-month. The dollar rose sharply to trade at levels 
that had not been expected just weeks before and that 
therefore threatened to unleash yet further rounds of 
bidding as market participants continued to cover their 
short positions. Under these circumstances, the U.S. 
monetary authorities entered the market on January 17, 
in an operation coordinated with the Japanese mone
tary authorities, selling $50 million against yen. The 
intervention sale was shared equally by the Federal 
Reserve and the Treasury’s Exchange Stabilization 
Fund (ESF). After this operation, the dollar declined 
sharply. While subsequently finding support, it 
remained below the highs of DM 1.6355 and ¥129.37 
reached on January 15. The dollar closed the period at 
DM 1.6125 and ¥125.75, down on balance over the 
three months by nearly 4 percent against the two cur
rencies. At these levels, the dollar was about 12 percent 
below its 1991 highs against both the mark and the yen.

In other operations, a total of $1,301 million in off- 
market spot and forward foreign currency sales, exe
cuted by the U.S. monetary authorities with foreign 
monetary authorities, settled during the period.

•  The two rem ain ing  fo rw ard  purchases of 
$551.1 million and $549.9 million against marks 
settled on November 27 and December 27, respec
tively, completing the $5,548.5 million of spot and 
forward dollar purchases from the Bundesbank. As 
previously reported, the operation was initiated in 
June 1991 to adjust the foreign currency reserves of 
the Federal Reserve and the ESF. For each trans
action, 60 percent was executed for the account of 
the Federal Reserve and 40 percent for the ESF 
account.

•  On November 22, the Federal Reserve agreed to
purchase $200 million against German marks from a
foreign monetary authority.

The ESF continued to purchase SDRs against marks 
in transactions by agreement with the International 
Monetary Fund (IMF). During the period, a total of 
$341.7 million equivalent of such SDR purchases set
tled, of which $41 million equivalent was transacted in 
the previous report period. The ESF also purchased a 
total of $443.4 million against sales of SDRs in transac
tions by agreement with foreign monetary authorities 
needing SDRs to pay IMF charges or for repurchases. 
An additional $50.6 million, which was transacted in 
October, settled in the period.

The Treasury agreed to participate in a special financ
ing facility for the first time since March 1991. On Janu
ary 28, the Treasury, through the ESF, established a 
$143 million bilateral credit facility to assist Panama in 
repaying its arrears to international creditors. Panama 
drew the full amount on January 31. The facility is 
scheduled to expire on March 20, 1992.

During the November-January period, the Federal 
Reserve and the ESF realized profits of $75 million and 
$3.9 million, respectively, from the sales of foreign cur
rencies. As of the end of January, cumulative bookkeep
ing or valuation gains on outstanding foreign currency 
balances were $3,615.2 million for the Federal Reserve 
and $1,941.6 million for the ESF. The Federal Reserve 
and the ESF regularly invest their foreign currency bal
ances in a variety of instruments 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 the end of January, the Federal Reserve holdings 
in these securities amounted to $8,938.8 million equiv
a lent and the Treasury hold ings am ounted to 
$9,203.5 million equivalent, valued at end-of-period 
exchange rates.
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Treasury and Federal Reserve 
Foreign Exchange Operations
August-October 1991

The dollar, having already come down from its post-Gulf 
war highs before the beginning of August, moved irreg
ularly and moderately lower during the August-October 
period under review. This development occurred as the 
recovery of the U.S. economy appeared both slower to 
emerge and less vigorous than had been anticipated in 
earlier months. The dollar eased during the three-month 
period by over 4 percent against the mark, close to 5 
percent against the yen, and about 33A percent on a 
trade-weighted basis.1 The U.S. monetary authorities 
did not intervene in the foreign exchange markets dur
ing the period.

August
As the period opened, the dollar was generally trading 
with a negative bias, weighed down by widening interest 
rate differentials adverse to the dollar. Previously, mar
ket participants had expected that the United States 
would emerge quickly out of recession at a time when 
some other economies might be slowing, and that the 
large interest rate differentials providing a disincentive 
to investment in dollar-denominated assets would 
thereby be eliminated. But U.S. data released around 
the beginning of August caused a reappraisal of this 
view, raising questions about the vigor of the U.S. 
economy and renewing talk of further declines in U.S. 
interest rates. At the same time, the Japanese authori-

A report presented by Margaret L. Greene, Senior Vice President of 
Foreign Exchange at the Federal Reserve Bank of New York. Roger 
M. Scher was primarily responsible for preparation of the report.

1The trade-weighted value of the dollar is measured by the Federal 
Reserve Board staff's index.

ties were trying to dampen expectations that a reduction 
of the Bank of Japan’s official discount rate in early July 
would quickly be followed by another such move. In 
Germany, new data revealing rising inflation encour
aged expectations that the Bundesbank would raise 
official interest rates to contain inflationary pressures 
before the start of important labor negotiations for the 
coming year.

Against this background, the dollar showed some 
vulnerability to selling pressure in early August, particu
larly against the mark. Publication of a weak July non
farm payroll employment report, following a succession 
of other worse than expected U.S. statistics, prompted 
a 2 percent drop in the dollar from its high of DM 1.7675 
on August 2. Evidence that the Federal Reserve had 
eased the federal funds rate 25 basis points on August 
6 triggered a new round of selling of the dollar against 
the mark that took the exchange rate briefly below 
DM 1.70 on August 8. But around mid-August when the 
Bundesbank announced that it was raising its official 
Lombard rate by less than the market had expected, the 
dollar almost completely reversed its decline of the 
previous weeks. Against the yen, the dollar followed a 
similar pattern, easing from a high of ¥138 on August 2 
to almost ¥135 about a week later before retracing 
some of this decline. But these movements were some
what more subdued since revelations surrounding scan
dals in Japan’s financial markets were weighing on the 
Japanese currency.

News early Monday, August 19, that Soviet President 
Gorbachev had been removed from office sparked a 
sudden scramble for dollars. The prospect that the 
Soviet leader would be replaced by a reactionary gov
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ernment seeking to roll back the reforms that permitted 
liberalization in eastern Europe and the unification of 
Germany inflamed the markets’ deepest anxieties about 
the outlook for Europe in general, and Germany in 
particular. Market participants, seeking currency safe 
havens, moved funds out of marks and into other cur
rencies, including the U.S. and Canadian dollars and 
the Swiss franc— currencies thought to be geographi
cally insulated from whatever potential political disrup
tion and social unrest might ensue. In a matter of hours, 
the dollar rose 7 pfennigs, or about 4 percent, to touch 
DM 1.8350 amid fears that the coup attempt would lead 
immediately to widespread violence. By the time New 
York trading began that day, the dollar had come well off 
its highs after reports circulated that a number of cen
tral banks had been intervening and as the likelihood of 
violence in the Soviet Union appeared to diminish. In 
these circumstances, no intervention was undertaken 
by the U.S. authorities. By Wednesday, August 21, 
reports circulated that the putsch had failed and that 
Gorbachev would return to office. Market participants 
were impressed by the strength of public support for a 
more democratic government in the Soviet Union and at 
the same time surmised that the threat to continued 
liberalization might induce western nations to offer sub
stantial assistance to eastern Europe. Thus, the outlook 
for Germany and the mark appeared somewhat 
improved on balance. In response, the dollar quickly fell 
back below its pre-coup levels. By the end of August, 
the dollar was trading near levels that prevailed at the 
beginning of the month, closing at DM 1.7465 and 
¥136.80.

The very sharp swings in exchange rates that 
occurred around the time of the events in the Soviet 
Union, following the volatility that had been evident 
beforehand, had an unnerving effect on many market 
participants. There were numerous reports that sub
stantial losses arising from the Soviet episode had 
induced many market participants subsequently to 
reduce their position-taking activities. The dollar’s sharp 
rise also served as a reminder of the risk of holding 
short-dollar positions.

The movement of the dollar against the yen, though 
broadly in the same direction, had been less sharp 
because the developments in the Soviet Union were 
perceived to have a less immediate impact on Japan 
than on Germany. As a result, market participants 
became persuaded of the merits of using the Japanese 
yen as a vehicle for taking positions either in favor of or 
against the German mark since the yen might not entail 
as much price risk as the dollar.

Early September
In early September, the release of a new round of

monthly U.S. data reinforced doubts about the strength 
of the U.S. recovery and, in a context of renewed calls 
by U.S. officials for lower U.S. interest rates, revived the 
negative market sentiment toward the dollar. A steep 
downward revision in U.S. nonfarm payroll data was 
reported on September 6, following a downward revi-

Chart 1

The dollar declined moderately and irregularly during 
the period as doubts arose over the vigor of the U.S. 
economic recovery.
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sion in late August of U.S. second-quarter GNP growth. 
The following week, the Bureau of Labor Statistics 
released price data that appeared to suggest that the 
risks of reigniting inflation were low. These data, along 
with reports of anemic growth in monetary aggregates,

further intensified expectations that more aggressive 
easing by the Federal Reserve lay ahead. On Septem
ber 13, the Federal Reserve announced a 50 basis point 
cut in the discount rate to 5 percent.

At the same time, developments in Germany and

Chart 2
Data released during the period reinforced perceptions that the U.S. economic recovery was failing to live up 
to expectations.
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Japan served to improve sentiment for the currencies of 
those countries. Market participants felt that because 
the Bundesbank’s official interest rate hike in August 
was at the lower end of the range of expectations, 
another tightening of German monetary policy could not 
be ruled out. The contrast in monetary policy orienta
tion in the United States and Germany weighed on the 
dollar relative to the mark. With respect to the yen, the 
prospects for interest rates were not so divergent from 
those in the United States. Indeed, the Japanese 
authorities were seen as exerting downward pressure 
on Japanese short-term interest rates to shore up confi
dence in Japanese financial markets and to respond to 
evidence suggesting that the Japanese economy was 
losing steam. At times there was even talk in the market 
that the authorities in Japan and the United States 
might act jointly to lower interest rates. Nevertheless, 
the yen tended to firm relative to the dollar as the 
outflow of portfolio capital from Japan appeared to be 
slowing. Many market participants believed that Jap
anese firms were anxious to improve the yen liquidity of 
their balance sheets, particularly ahead of the fiscal 
half-year reporting date at the end of September. It 
appeared as well that domestic and foreign investors 
were becoming more confident that the time had come 
to take advantage of attractive buying opportunities in 
the Japanese stock market.

Under these circumstances, market participants 
became more willing to sell dollars, and those who 
needed to buy felt content to postpone their dollar 
purchases. During the first two weeks of September, the 
dollar eased more than 3 percent against the mark to 
just under DM 1.69 as well as 2 percent against the yen 
to just under ¥134.

Mid-September to late October
Starting in mid-September, the dollar drew support 
against the mark from developments in eastern Europe. 
The economic and political situation there appeared 
vulnerable to the kind of sudden political or military 
crisis that could cause the dollar to appreciate substan
tially, as it had during the Soviet putsch. The military 
and social disintegration taking place in Yugoslavia was 
both a disturbing development in itself and an example 
of the risks facing countries trying to make the adjust
ment to democratic governance and market economies. 
Moreover, talk began to circulate that the Soviet Union 
might not be able to remain current in its international 
obligations, and these financial pressures were seen as 
posing severe strains on the Soviet economy ahead of 
the difficult winter season.

In early October, economic factors also came to lend 
more support to the dollar. Unexpectedly positive data 
on U.S. employment and new home sales led market

participants temporarily to question their negative view 
of U.S. economic prospects. Furthermore, proposals 
then circulating in the U.S. administration and Congress 
to encourage bank lending and to cut taxes led market 
participants to consider that instruments other than 
monetary policy might be employed in efforts to spur 
the economy. As a result, earlier expectations that U.S. 
interest rates would continue to decline until economic 
activity picked up more decisively in the United States 
diminished.

This change in expectations roughly coincided with a 
revision of expectations concerning German interest 
rates. Market participants were becoming increasingly 
impressed with evidence of decelerating economic 
activity in many of Germany’s neighbors. They were 
also aware of the intensifying pace of negotiations 
within the European Community over European mone
tary union. As time passed and the Bundesbank did not 
move to raise interest rates again in September, many 
market participants began to consider the possibility 
that a combination of domestic and international con
siderations might make another increase in official Ger
man rates unlikely.

Under these circumstances, the pace of the dollar’s 
decline against the mark slowed during the second half 
of September, even as the exchange rate eased to its 
low for the period under review of DM 1.6577 on Sep
tember 30. Then in October, the dollar actually firmed a

Table 1

Federal Reserve
Reciprocal Currency Arrangements
In Millions of Dollars

Institution

Amount of Facility 

October 31, 1991

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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little against the mark and subsequently fluctuated with
out clear direction, trading as high as DM 1.7218 on 
October 28.

Against the yen, by contrast, the dollar showed a 
more pronounced tendency to weaken, especially in 
early October. As market participants considered the 
implications of a deflation of Japan’s asset-price bubble 
and consumer boom, the prospect loomed that Japan 
might once again develop a troublesome current 
account surplus. In fact, Japan’s surplus with Europe 
had grown, attracting political attention in at least some 
European countries. With the approach of the G-7 
meetings in mid-October, talk developed that the major 
industrialized nations would agree to seek an apprecia
tion of the yen as a means of containing Japan’s grow
ing surpluses with Europe and the United States. 
Statements by Japanese government officials suggest
ing that the yen might appreciate, in addition to a 
meeting between U.S. Treasury Secretary Brady and 
Japanese Finance Minister Hashimoto before the G-7 
talks, encouraged these expectations. When the G-7 
communique of October 12 was interpreted as suggest
ing that the yen’s recent appreciation had been appro
priate, the yen advanced further against the dollar, 
reaching an eight-month high close to ¥128.50. But 
thereafter market participants focused anew on the 
prospects for a cut in Japan’s official discount rate. 
Expectations of continued easing of Japanese mone
tary policy were reinforced in late October by several 
factors, including data releases showing both a further 
slowing of growth in Japan’s money supply and a mod
eration of inflation, official comments promoting lower 
interest rates, and the accession to the prime minister’s 
office of former Finance Minister Miyazawa— who was 
viewed as supporting an easier monetary policy. As a

Table 2

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

U.S. Exchange 
Federal Treasury 
Reserve Stabilization Fund

+ 1,919.9

Valuation profits and losses on 
outstanding assets and 
liabilities as of July 31,1991 

Realized
August 1, 1991-October 31,1991 +105.1 
Valuation profits and losses on 

outstanding assets and 
liabilities as of October 31. 1991 +2,764.8

+ 321.4 

+ 9.4

+ 1,132.6

Note: Data are on a value-date basis.

result, outflows of portfolio capital resumed, the yen 
gave up some of its gains, and the dollar was again 
trading as high as ¥132.50 on October 28.

Last days of October
During the last days of October, sentiment toward the 
dollar turned decidedly negative, and the dollar eased 
across the board. Market participants began to forecast 
an even feebler U.S. recovery than had been antici
pated and to expect further easing of U.S. interest 
rates. A much worse than expected U.S. consumer 
confidence report, coupled with what were viewed as 
pessimistic comments about the economy by Federal 
Reserve Chairman Greenspan, revived expectations 
that the Federal Reserve would move soon to ease 
monetary policy. Meanwhile, in Germany, a combination 
of rising money supply growth, double-digit wage 
demands, and reports from the Bundesbank and Ger
man economic institutes warning of inflationary pres
sures appeared to market participants to give the 
Bundesbank reason to tighten monetary policy if it so 
desired.

Therefore, at the close of the period, market attention 
was again focused on the contrasting demands on mon
etary policy in the major countries. With the existing 
interest rate differentials also remaining adverse to the 
dollar, the U.S. currency moved lower. The dollar’s 
decline against the yen was somewhat constrained in 
light of clear evidence that Japanese monetary policy 
was also on an easing trend. Yet, the dollar closed the 
August-October period at DM 1.6713 and ¥130.75, so 
that the decline that had started in midsummer con
tinued well into fall. At these closing levels, the dollar 
was 9 percent below its high against the mark reached 
in July but still 16 percent above the all-time low 
reached in mid-February during the Gulf war. Against 
the yen, the dollar had come down more than 8 percent 
from its high in June to trade only 3 percent above its 
mid-February lows.

The U.S. monetary authorities did not intervene dur
ing the period. However, the settlement of a large por
tion of the U.S. monetary authorities’ forward dollar 
purchases against foreign currencies— which, as pre
viously reported, were initiated in June and July to 
adjust the foreign currency reserves of the Federal 
Reserve and Exchange Stabilization Fund (ESF)— took 
place during the period.
•  Three of the forward transactions, entered into with 

the Bundesbank on June 25, settled during the 
period: $554.9 million on August 27, $553.6 million 
on September 27, and $552.3 million on October 28. 
For each transaction, 60 percent was executed for the 
account of the Federal Reserve and 40 percent for 
the account of the ESF. Of the original $5,548.5
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million of forward dollars purchased at that time, a 
remaining $1,101 million will be settled by the end of 
the calendar year.
•  The two remaining forward transactions of $1,000 

million each against another foreign currency set
tled, one on August 19 and the other on September 
18. The dollars purchased were split evenly 
between the Federal Reserve and the ESF.

In other operations, the ESF continued to execute 
transactions as agreed with the International Monetary 
Fund (IMF) to facilitate transactions in Special Drawing 
Rights (SDRs). During the period, it sold German marks 
against SDRs equivalent to $227.4 million, of which 
$186.4 million was settled during the period. The ESF 
also purchased a total of $324.1 million against sales of 
SDRs with foreign monetary authorities in need of 
SDRs for payment of IMF charges or for repurchases, of 
which $273.6 million was settled during the period.

As previously reported, the ESF repurchased a total 
of $2,500 million of foreign currency warehoused by the 
Federal Reserve in August. These repurchases reduced 
the amount of ESF foreign currency balances ware
housed with the Federal Reserve from $4,500 million 
equivalent to $2,000 million equivalent.

During the August-October period, the Federal 
Reserve realized profits of $105.1 million and the Trea
sury realized profits of $9.4 million from the currency 
exchanges described above conducted directly with for
eign monetary authorities. Cumulative bookkeeping or 
valuation gains on outstanding foreign currency bal
ances at the end of October were $2,764.8 million for 
the Federal Reserve and $1,132.6 million for the ESF 
(the latter figure includes valuation gains on ware
housed funds). These valuation gains represent the 
increase in the dollar value of outstanding currency 
assets valued at end-of-period exchange rates, com
pared with rates prevailing at the time the foreign cur
rencies 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 the end of October, holdings of such 
securities by the Federal Reserve amounted to 
$7,583.4 million equivalent, and holdings by the Trea
sury amounted to $8,684.9 million equivalent, both val
ued at the end-of-period exchange rates.
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9205. Park, Sangkyun. “Loan Contraction within a Framework of Moral Hazard.” 
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fSingle copies of these papers are available upon request. Write Research Papers, 
Room 901, Research Function, Federal Reserve Bank of New York, 33 Liberty Street, 
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Treasury and Federal Reserve 
Foreign Exchange Operations
February-April 1992

The dollar advanced against all major foreign curren
cies during the February to April period as an improved 
outlook for the U.S. recovery contrasted with evidence 
of economic and financial fragility abroad. The dollar’s 
rise was most pronounced against the mark and other 
European currencies early in the period. By late Febru
ary, however, the dollar had leveled off against the 
mark, and the focus of market attention shifted to the 
yen. During late March and April, the dollar largely 
consolidated its gains, trading in a relatively narrow 
range against both currencies. On balance, the dollar 
gained 2V* percent against the German mark, 6 percent 
against the Japanese yen, and 21/4 percent on a trade- 
weighted basis as measured by the staff of the Federal 
Reserve Board.

Shifts in short-term interest rate differentials reflect
ing relative economic and financial conditions in the 
major industrial countries supported the dollar against 
the yen but weighed on it against the mark. In the 
United States, most short-term interest rates rose 
slightly in February and March as U.S. economic 
reports encouraged a more optimistic view of the 
strength of the U.S. recovery and then eased modestly 
during April to end the period 10 to 15 basis points 
below their opening levels. Meanwhile, short-term inter
est rates in Japan declined by 50 basis points over the 
period amid evidence of weakening domestic demand 
and turbulence in Japanese stock and bond markets. In

A report presented by William J. McDonough, 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. Vivek Moorthy was primarily 
responsible for preparation of the report.

Germany, short-term interest rates over the period 
edged up by almost 40 basis points as government 
borrowing remained strong and market concerns about 
inflationary pressures failed to diminish. As a result, the 
interest rate gap favoring foreign short-term invest
ments over their U.S. counterparts tended to narrow 
with Japan and widen with Germany.

February to mid-March
The dollar’s strong rise during the first half of the report
ing period reflected an emerging sense of optimism 
among market participants about the U.S. economy. At 
the outset, sentiment toward the economy was far from 
upbeat. Market participants were concerned about the 
failure of the recovery to spur significant job growth and 
about the ongoing weakness in consumer and business 
confidence. Indeed, the dollar opened the period with a 
soft tone, touching period lows of DM 1.5570 and 
¥124.70 following the release of a much weaker than 
expected January employment report on February 7.

Anxiety about the U.S. recovery, however, soon gave 
way to the view that the economy was strengthening. In 
mid-February, the release of two sets of highly favorable 
economic reports covering the month of January, one 
on retail sales and the other on housing starts, led to a 
rapid run-up of the dollar. Then in early March a series 
of positive reports, beginning with the February survey 
of purchasing managers, pushed the dollar up to levels 
not seen since the fall of 1991.

Statements by U.S. officials around this time rein
forced the market’s more positive outlook towards the 
U.S. economy and spurred the view that further mone
tary easing was unlikely in the near term. Market partic
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ipants paid particular attention to statements by the 
Federal Reserve Chairman suggesting that monetary 
easing already in the pipeline was adequate. As the 
outlook for the U.S. economy improved, short-term 
interest rates began to back up, and the narrowing of 
unfavorable interest rate differentials helped underpin 
the dollar.

The dollar’s rise was most pronounced against the 
mark and other European currencies early in the period, 
although its advance against the yen continued longer 
and was ultimately of greater magnitude. The different 
behavior of the dollar against these two currencies in 
early to mid-February reflected both special factors 
affecting Germany and Japan and market expectations 
that the authorities might intervene in the currency 
markets to strengthen the yen.

In early February, the market’s view that German 
interest rates had peaked and might begin to decline as 
early as midyear helped support the dollar against the 
mark and other European currencies. This view was 
based on two assumptions. Market operatives believed 
that the strong reaction both within Germany and 
throughout Europe to the Bundesbank’s move to tighten 
monetary policy in December 1991 would discourage 
further tightening for some time. Meanwhile, growing 
evidence of a German economic downturn appeared to 
make additional policy action unnecessary.

As February progressed, however, several develop
ments led market participants to reconsider the view 
that the German authorities would soon move to lower 
interest rates. These included reports showing a pick
up in money supply growth and inflation in January as 
well as signs that wage negotiations in Germany in 1992 
would result in settlements larger than those anticipated 
earlier. In this environment, market participants first 
pushed the date of expected policy easing farther into 
the future and then began to anticipate the possibility of 
additional tightening. As a result, the dollar leveled off 
against the mark at about DM 1.65.

The prospect of continued tight German monetary 
policy was seen in the market as having implications for 
other European currencies as well. With respect to the 
Swiss franc, the Swiss authorities had chosen, in late
1991, not to take part in the German-led tightening of 
monetary policies in Europe in order to avoid aggravat
ing Switzerland’s year-long recession. During January, 
the franc managed to remain stable against the mark. 
But in mid-February, when expectations for an early 
ease in Germany monetary policy waned, the Swiss 
franc began a sharp decline against the mark, prompt
ing heavy intervention by the Swiss authorities and an 
eventual rise in Swiss interest rates that exceeded any 
comparable rise in German rates. The experience of the 
Swiss franc revealed to market participants the risks 
facing the authorities in other European countries expe
riencing weak growth, such as the United Kingdom, if 
they eased policy without a corresponding move in 
Germany.

Many of the factors that boosted the dollar against 
the European currencies were also operative in the 
market for the yen. Evidence of a pronounced slowdown 
in the Japanese economy mounted. From early to late 
February, interest rate differentials against the yen, 
although adverse to the dollar, narrowed considerably 
and did so to a greater extent than against the mark. 
N everthe less, in February the d o lla r firm ed less 
strongly against the yen than against the mark.

The dollar’s tendency in February to appreciate less 
against the yen than against the mark in part reflected 
expectations of official intervention to support the yen. 
At the time, Japanese officials were making increas
ingly strong and frequent statements indicating that 
they would not tolerate an excessive yen decline. In 
the event, the Desk entered the Tokyo market on Febru
ary 17, in cooperation with the Japanese authorities, to 
sell a total of $100 million against yen. This operation 
was followed on February 20 with the sale, again in 
Tokyo, of an additional $50 million against yen. The 
February 17 operation was financed by the U.S. Trea
sury. The February 20 operation was financed equally 
by the U.S. Treasury and the Federal Reserve.

Chart 1

The dollar continued to rise against most 
currencies in the early part of the period and 
subsequently traded in a narrow range.
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Notes: The chart shows the percentage change of weekly 
average rates for the dollar from August 1, 1991. All figures 
are calculated from New York closing rates.
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By late February, the dollar’s relative movements 
against the mark and the yen reversed. Having sta
bilized against the mark, the dollar continued to gain 
against the yen amid increasing signs of fragility in the 
Japanese economy and financial system and worries 
over the potential political ramifications of ongoing 
financial scandals. Concerns about the Japanese econ
omy were reflected in an additional decline in Japanese 
short-term rates in late February and March, which

served to further reduce interest differentials unfavora
ble to the dollar.

At the same time, market participants concluded that 
the growing negative sentiment towards the Japanese 
currency would not be reversed by intervention that was 
not perceived as concerted and sustained. Thus, they 
increasingly shrugged off the possibility of intervention. 
In this environment, the dollar continued the steady 
advance against the yen that had begun in early Janu-

Chart 2

The dollar rose more sharply against the mark in February but continued to rise against the yen 
through mid-March.
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ary, rising to levels around ¥134 by mid-March. 

Mid-March through April
After mid-March, the dollar traded in relatively narrow 
ranges against the mark and the yen. The absence of 
clear direction in dollar exchange rates reflected several 
offsetting trends. On the one hand, reports on the U.S. 
economy reinforced the view that the recovery would 
remain weak by historical standards and thus offered 
little to justify a further dollar appreciation. On the other 
hand, governments abroad appeared increasingly pre
occupied with domestic difficulties, a situation inter
preted by market participants as precluding joint official 
action to bring the dollar lower. With dollar markets 
relative ly lackluster through April, position takers 
tended to focus on movements of the European curren
cies against one another, particularly the British pound 
and Swiss franc relative to the mark.

Market sentiment toward the U.S. economy under
went a subtle shift in March and April. Although data 
generally reinforced the earlier view that a recovery was 
under way, market participants tended to focus less on 
the fact of recovery and more on its strength. Many 
questioned whether the recovery would be vigorous 
enough to warrant a reversal in the long-term downtrend

in U.S. interest rates. Moreover, many of the economic 
reports that appeared favorable on the surface were 
attributed to special factors. For instance, the increase 
in February payrolls, though significantly higher than 
expected, was largely discounted on the grounds that a 
big increase in retail jobs may have partially reflected 
problems in seasonal adjustment. Subsequent favor
able data on retail sales, housing starts, and home 
sales were similarly attributed to onetime factors. Thus 
market participants were generally reluctant to push the 
dollar up further. Only when tensions mounted between 
the United Nations inspection team and Iraq over Iraq’s 
nuclear weapons program did the dollar move above 
DM 1.68, the perceived top of its trading range, to reach 
its period high against the mark of DM 1.6860 on March 
20. The dollar reached its period high against the yen of 
¥134.97 on April 2.

By early April, doubts about the strength of the U.S. 
recovery intensified. The March employment report 
released on April 3 showed a small decline in private 
nonfarm payrolls. Meanwhile, the M2 measure of money 
supply, having risen sharply earlier in the year, fell 
toward the lower end of its target range, a decline that 
elicited expressions of concern by several U.S. officials. 
On April 9, the Federal Reserve relaxed reserve pres-

Chart 3

Japanese interest rates declined throughout the period, while German interest rates rose towards the end. U.S. rates 
firmed in early March but then reversed course.
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Chart 4

Housing starts and retail sales data released during February suggested that the recovery was proceeding apace.
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Note: Data are as of end-April. The retail sales figures were released on February 13, March 12, and April 14, while the housing starts data were 
released on February 19, March 17, and April 17, respectively.

Chart 5

Data released during April indicated substantial weakness in money supply and employment.
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sures to an extent consistent with about a 1/4 percentage 
point reduction in the federal funds rate. In this environ
ment, other U.S. short-term interest rates declined, 
interest rate differentials moved against the dollar to 
varying degrees, and the dollar eased. Although the 
dollar received temporary support from favorable data 
in mid-April, most notably a sharp reduction in the 
February merchandise trade deficit, on balance the 
dollar was unchanged against the mark during April.

During the latter half of April, the mark received sup
port from a rise in German short-term interest rates, a 
rise that helped further widen the already substantial 
advantage accruing to short-term mark investments. 
The rise in German rates occurred as the Bundesbank 
issued warnings about the inflationary threat of rapid 
money supply growth and high wage settlements and as

its operations served to lift rates on domestic securities 
repurchase agreements. Indeed, inflationary concerns 
were reinforced during April by German public sector 
employees’ call to strike and by an unexpected acceler
ation of M3 money supply growth from 8.6 percent in 
February to 9.4 percent in March— a rate well above the 
upper end of the Bundesbank’s target range for M3 
growth of 5.5 percent.

Meanwhile, the British pound came under pressure 
within the Exchange Rate Mechanism (ERM) of the 
European Monetary System in response both to con
cerns over elections in the United Kingdom scheduled 
for April 9 and to the rise in German interest rates. 
Market participants expressed concern that the British 
election would not result in a clear mandate for any 
party or that a new government might not be committed 
to sterling’s current parity within the ERM. Despite the 
protracted weakness of the U.K. economy in the months 
leading up to the election, the strong downward pres
sure, coupled with sterling’s position near its lower inter
vention limit in the ERM, precluded any easing of 
monetary policy. In the end, sterling rose strongly fo l
lowing news of the Conservative party’s April 9 election 
victory. Financial markets also rallied, with a key stock 
market index gaining about 6 percent after the results 
were announced.

The dollar remained remarkably stable against the 
yen during mid-March and April despite evidence of 
continuing weakness in the Japanese economy and 
mounting financial woes. This stability occurred against 
a backdrop of relatively steady short-term interest rate 
differentials, with short-term rates in both the United 
States and Japan declin ing  by roughly the same 
amount. The decline in Japanese rates occurred 
throughout the period, both in anticipation of and in 
further reaction to the 75 basis point Japanese discount 
rate cut on April 1.

The decline in Japanese stock prices appeared to 
have largely offsetting influences on the dollar-yen 
exchange rate. On the one hand, weakness in the stock 
market was seen both as increasing the prospects for

Table 1

Federal Reserve
Reciprocal Currency Arrangements
In Millions of Dollars

Institution

Amount of Facility 

April 30, 1992

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

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, 1992 February March April

Outstanding as of 
April 30, 1992

National Bank of Panama 143.0- 143.0 - 8 5  0 -5 8 .0 — “

Note: Data are on a value-date basis. Components may not add to totals because of rounding.

R epresents a bilateral credit facility with the National Bank of Panama that was established on January 28 and repaid in fuil on March 11.
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Table 3

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

Federal
Reserve

U.S. Treasury 
Exchange 

Stabilization Fund

Valuation profits and losses 
on outstanding assets 
and liabilities as of 
January 31, 1992 + 3,615.2 + 1,941.6

Realized
February 1-April 30, 1992 0.0 0.0

Valuation profits and losses on 
outstanding assets and 
liabilities as of April 30, 1992 + 2,653.1 + 1,039.5

Note: Data are on a value-date basts.

further easing in Japan and as discouraging continued 
investment from abroad. On the other hand, market 
participants believed that Japanese institutions were 
repatriating funds from abroad to bolster bank capital 
ratios and that these capital inflows were providing 
support for Japanese currency. Subsequently released 
data indicated that Japanese residents were indeed 
large net sellers of foreign securities in March, resulting 
in an increase in net inflows to Japan.

Toward the end of the month, the possibility of official 
action to support the yen again became a focus of 
market attention with the approach of the Group of

Seven (G-7) meeting in Washington in the last week of 
April. G-7 finance ministers and central bank governors 
issued a statement on April 26 noting that “ the decline 
of the yen since their last meeting was not contributing 
to the adjustment process.” Against the backdrop of this 
statement and subsequent comments by both U.S. and 
Japanese officials, the dollar declined from the higher 
end to the lower end of the ¥132 to ¥135 range in 
which it had traded for most of April.

★  ★  ★

In other operations, the U.S. Treasury Exchange Sta
b iliza tion  Fund (ESF) repurchased the rem ain ing 
$2 billion equivalent of foreign currencies that it had 
warehoused with the Federal Reserve. The ESF also 
received repaym ent in fu ll from  Panam a on a 
$143 million special swap facility initiated in late Janu
ary. As of end-April, the U.S. monetary authorities had 
no forward transactions outstanding.

As of the end of April, cumulative bookkeeping or 
valuation gains on outstanding foreign currency bal
ances were $2,653.1 million for the Federal Reserve 
and $1,039.5 million for the ESF. There were no realized 
profits or losses during the period. The Federal Reserve 
and the ESF regularly invest their foreign currency bal
ances in a variety of instruments 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 the end of April, the Federal Reserve’s holdings of 
these securities totaled $8,776.8 million equivalent and 
the Treasury’s holdings totaled $8,852.7 million equiv
alent, valued at end-of-period exchange rates.
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Treasury and Federal Reserve 
Foreign Exchange Operations
May-July 1992

The dollar came under strong downward pressure dur
ing the May-July period, declining over 10 percent 
against the German mark and most other European 
currencies, nearly 5 percent against the Japanese yen, 
and over 8 percent on a trade-weighted basis.1 The 
dollar’s decline was a product of weaker than expected 
data on U.S. growth and employment and related 
declines in both short- and long-term dollar interest 
rates, which contrasted with an upward tendency in 
European interest rates.

Expectations mounted during the period that the Ger
man authorities would engineer a further rise in short
term mark interest rates, thereby adding to the already 
impressive interest differential in favor of mark invest
ments over their dollar counterparts. At the same time, 
the defeat of a referendum in Denmark to ratify that 
country’s participation in European monetary and politi
cal union triggered large and occasionally destabilizing 
flows of funds out of the higher-yielding European cur
rencies and into the mark. Although the impact of these 
flows was felt primarily within Europe, demand for 
marks reinforced the other pressures weighing on the 
dollar.

Meanwhile, market participants became convinced 
during the period that the Japanese authorities were

A report presented by William J. McDonough, Executive Vice 
President in charge of the Financial Markets Group and Manager of 
Foreign Operations for the System Open Market Account. Daniel H. 
Brotman was primarily responsible for preparation of the report.

’The dollar's movements on a trade-weighted basis are measured 
using an index developed by the staff of the Board of Governors of 
the Federal Reserve System.

eager to see a further appreciation of the yen. This 
belief, supported by numerous official statements from 
Japan, the United States, and Europe and by rumors of 
central bank intervention to support the yen, added 
periodically to the market’s willingness to sell dollars.

With the dollar rapidly approaching historical lows, a 
July summit meeting of the leaders of the Group of 
Seven (G-7) nations heightened the market’s focus on 
official policies toward exchange rates. The absence of 
any reference to exchange rates in the summit’s con
cluding communique, coupled with what appeared to be 
ambiguous official statements during and following the 
meetings, led some market participants to conclude 
that the G-7 was unconcerned about the dollar. Shortly 
thereafter, the German authorities announced an 
increase in their discount rate. While the German dis
count rate increase did not lead to a significant rise in 
other mark interest rates, market participants saw the 
move as potentially opening the door to a further widen
ing of interest rate differentials unfavorable to the dollar.

In this environment, market participants began to 
adopt large short-dollar positions on the premise that 
the dollar faced little risk of an appreciation but good 
prospects of a further decline. This perception of the 
dollar as a one-way bet, coupled with the absence of 
any source of strong support for the dollar in the mar
ketplace, caused the currency’s decline to accelerate. 
Concerned with developments in the market, the U.S. 
monetary authorities intervened on July 20 in 
concert with a number of foreign central banks, pur
chasing $170 million against the mark. The concerted 
operation calmed the market, and the dollar traded

FRBNY Quarterly Review/Autumn 1992 69
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Autumn 1992



quietly through the remainder of the period.

Dollar trends lower in May amid mixed views on 
U.S. economy
Sentiment toward the dollar during the month of May 
reflected the market’s outlook on the U.S. e co n o m y- 
uncertain but hopeful. Earlier in the year, the dollar had 
risen sharply as market participants grew more confi
dent about the strength and sustainability of the U.S. 
recovery. From lows of just above DM 1.50 against the 
mark and ¥122 against the yen in January, the dollar 
climbed to highs of around DM 1.68 against the mark 
and ¥135 against the yen in early spring. By April, 
however, doubts about the durability of the recovery 
began to reemerge. Indeed, market participants viewed 
a decline in the U.S. federal funds rate in April as a sign 
of renewed official concern over weaknesses in the U.S. 
economy, and the dollar opened the period at just below 
DM 1.68 and just above ¥133.

Data on U.S. economic activity in May continued to 
paint a mixed picture of the recovery. The April employ
ment report, released on May 8, showed an unexpected 
pickup in payrolls and a slight drop in the unemploy
ment rate to 7.2 percent from 7.3 percent in March. But 
other reports, including those on M2 money supply

growth, reinforced the view that growth would be slug
gish at best. Meanwhile, press reports and market com
m entary suggested that the Federal Reserve had 
shifted its policy from a bias toward easing to a more 
neutral stance. With these developments proving insuf
ficient to sustain all of the market’s hopes for recovery, 
the dollar edged lower in relatively directionless mar
kets. Having reached highs for the period of DM 1.6510 
against the mark and ¥133.75 against the yen in early 
May, the dollar eased back to end the month around 
DM 1.60 and ¥128.

In May, the dollar traded more softly against the yen 
than it did against the mark. This divergence occurred 
against a backdrop of developments that appeared on 
balance to support the yen and weigh somewhat on the 
mark. With regard to the yen, official statements and 
rumors of central bank intervention were seen as indi
cating general support within the G-7 for Japan’s stated 
preference for a strong yen. M arket p a rtic ip a n ts  
recalled that the G-7, at its April meeting, had stated 
that “ the decline of the yen ... was not contributing to 
the adjustment process.” Although the yen had appreci
ated somewhat since then, the market read signals from 
policy makers as evidence that the authorities sought, 
or would at least tolerate, further gains. For a time, this 
view provided underlying support for the Japanese 
currency.

The mark, in contrast, appeared to be falling out of 
favor among investors amid domestic political uncer
tainty and labor strife. Although many market partic i
pants were wary of the risk of fu rthe r m onetary 
tightening in Germany, the view that German policies 
were not having their desired impact weighed on the 
mark. Indeed, several countries in the European Mone
tary System (EMS) took advantage of the mark’s rela
tive weakness to ease monetary conditions in the hope 
of stimulating economic activity at home.

Danish vote on single European currency 
heightens demand for mark
Investor sentiment toward the mark shifted abruptly in 
early June with the defeat of a referendum in Denmark 
on the M aastricht trea ty— a treaty ou tlin ing  steps 
toward European union, including economic and mone
tary union and the creation of a single European cur
rency. Market participants viewed the Danish rejection 
as a blow to the prospects for a single European cur
rency in the foreseeable future. In their view, abandon
ment of the agreed timetable for monetary union would 
loosen the tight discipline that the Maastricht treaty had 
implied for European inflation rates and budget deficits 
and thus raise doubts about the likelihood of continued 
convergence of European fiscal and monetary policies. 
In this environment, funds that had been invested in

Chart 1

The dollar came under strong downward pressure 
during the May-July period in response to weaker 
than expected data on U.S. growth and employment 
and associated declines in dollar interest rates.
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higher yielding European currencies such as the Italian 
lira, French franc, and Spanish peseta were suddenly 
pulled out and reinvested in the mark. As the mark rose 
sharply within the Exchange Rate Mechanism of the 
EMS, talk of an imminent EMS realignment reemerged.

At the same time, expectations regarding German 
monetary policy began to shift. The conclusion of wage 
negotiations in Germany in mid-May left market partici
pants wondering what the implications of the wage 
settlements would be for German monetary policy and 
whether the Bundesbank would now begin to ease pol
icy. While few observers expected an immediate decline 
in rates, many believed easier policy would be forth
coming before the end of the year. In late May and in 
June, however, a series of official statements out of 
Germany appeared to quash these hopes. Pointing to 
rapid money supply growth, high wage settlements, and 
persistently high inflation results, Bundesbank officials 
cautioned that German interest rates would remain high 
for the foreseeable future.

Dollar’s decline against mark accelerates in June 
and July amid weaker outlook for U.S. economy
Meanwhile, expectations began to build that monetary 
policy in the United States would again be eased. 
Expectations of lower U.S. interest rates grew in tan
dem with mounting evidence that the U.S. recovery was 
not gaining strength. In early June, the Labor Depart
ment reported a smaller than expected gain in payroll

employment and a rise in the unemployment rate to
7.5 percent from 7.2 percent. Subsequent data on both 
inflation and real economic activity reinforced the view 
that the authorities had room to guide short-term rates 
lower. Notwithstanding these reports, market partici
pants continued to believe that the Federal Reserve 
was reluctant to ease policy without conclusive evi
dence of renewed weakness in the U.S. economy.

On July 2, with the release of yet another month’s 
figures for employment, the market became convinced 
that conclusive evidence of weakness was at hand. A 
report of an unexpected decline in payroll employment 
and large rise in the unemployment rate to 7.8 percent 
triggered a sharp decline in dollar exchange rates as 
dealers anticipated a policy response by the Federal 
Reserve. Within the hour, the Federal Reserve cut its 
discount rate V2 percentage point to 3 percent and 
relaxed reserve pressures to an extent consistent with 
about a V2 percentage point reduction in the federal 
funds rate. In response, dollar interest rates began to 
soften, and interest rate differentials between the dollar 
and most m ajor foreign currencies moved fu rthe r 
against the U.S. currency.

Uncertainty surrounding the U.S. presidential cam
paign reinforced, for a time, the market’s negative senti
ment toward the dollar. In June and early July, foreign 
investors expressed confusion and concern over the 
potential implications of a three-way presidential race. 
The possibility that elections in November would not

Chart 2

By July, the dollar was trading within five percent of its historical lows against the German mark and Japanese yen.

German marks per U.S. dollar 
1.70

1.65

1.60

1.55

1.50

1.45

German mark

imiiiiiiimimm tiiUlUiiililll! ! 11111111! I L>11II11!I 111111111! 11111111! 111 I
Apr May Jun

1992
Jul

Japanese yen per U.S. dollar 
140

135

130

125

120

\
V

1 Japanese yen

V w \

V s /  "

11 LLJ.UlIll.UJ.lUlll.il l l l l l l l l l l l l l l l l l l l lllllllLlllLi.L.Llii.LLl llU lllllllllU LU LLlJ
Apr May Jun

1992
Jul

FRBNY Quarterly Review/Autumn 1992 71
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Autumn 1992



result in a clear victory for any candidate was enough, 
when combined with other factors weighing on the dol
lar, to discourage inflows into U.S. stock and bond 
markets.

Concerns over fragility of Japanese economy and 
stock market weigh on yen
As the dollar began declining more rapidly against the 
mark and other European currencies, its decline against

Chart 3

Short-term interest rates declined in the United States and Japan.
Percent

1992

As a result, the interest rate differentials unfavorable to the dollar widened against the German mark while holding 
steady against the Japanese yen.

Percentage points

*  Foreign rate minus U.S. rate.
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the yen moderated somewhat. The dollar’s relative 
resilience against the yen occurred as Japanese inter
est rates softened in response to evidence of increasing 
weakness in the Japanese economy and worries over 
the fragility of the Japanese equity market. In mid-June, 
release of the Japanese central bank’s quarterly survey 
of business conditions reinforced these concerns. The 
report, long regarded as an important indicator of future 
growth, showed an unexpectedly large decline in busi
ness sentim en t. W hile  the Japanese au thorities  
described the report as reflecting the economy’s down
ward adjustment at its most severe point, the Japanese 
stock market responded by tumbling to a new five-and- 
a-half-year low, and short-term Japanese interest rates 
declined as market participants anticipated easier Jap
anese monetary policy.

G-7 summit sharpens focus on official policy 
toward exchange rates
By early July, the dollar was trading below its level at 
the beginning of the year and within 5 percent of its 
historical lows against the major currencies. Official 
comments on exchange rates, when they occurred, 
appeared to express satisfaction with the movement in 
exchange rates. Against this background, the July 7-8 
meeting of G-7 heads of state took on added impor
tance in the market’s view as participants sought clarifi
cation of the authorities’ attitude toward the dollar.

The prevailing view in the weeks leading up to the

Table 1
Federal Reserve
Reciprocal Currency Agreements
In Millions of Dollars

Amount of Facility

Institution July 31, 1992

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

Deutsche Bundesbank 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

meeting was that the authorities would call for a further 
appreciation of the yen to help resolve global trade 
imbalances. But with the dollar near all-time lows, some 
believed that the resulting communique might in fact 
contain language supportive of the dollar. In the event, 
the communique conta ined no d irect reference to 
exchange rates. Comments by individual officials after 
the meeting, including a statement by Secretary Brady 
that the United States “ is not seeking to depreciate the 
dollar,” did not entirely dispel the overall impression that 
the G-7 authorities were unconcerned with the decline 
in the dollar. In this environment, the dollar began to 
decline sharply.

Within days of the G-7 summit, market attention 
shifted to a meeting of the Bundesbank Council in 
Frankfurt on July 16. Expectations that the German 
authorities would announce a tightening of monetary 
policy escalated in the days leading up to the meeting. 
But the announcem ent of a 3A percentage point 
increase in the German discount rate— and subsequent 
increases in official rates in Italy, the Netherlands, Aus
tria, Belgium, and Spain— nonetheless jolted the mar
kets. Although the discount rate hike did not spur signif
icant gains in money market rates and the Bundesbank 
denied that a Lombard rate increase would necessarily 
follow, market participants believed that the move paved 
the way for a subsequent rise in short-term mark rates. 
As a result, downward pressure built against the dollar 
and against the currencies of some EMS members.

In these circumstances, the U.S. monetary authori
ties intervened on July 20 in concert with a number of 
foreign central banks to support the U.S. currency. In 
several rounds of dollar buying, the Foreign Desk of the 
Federa l R eserve Bank of New York purchased 
$170 million against marks. The intervention was fi-

Table 2
Net Profits ( + ) or Losses ( - )  on United States 
Treasury and Federal Reserve Foreign 
Exchange Operations
In Millions of Dollars

U.S. Treasury 
Federal Exchange 
Reserve Stabilization Fund

Valuation profits and losses on 
outstanding assets and 
liab ilities as of April 30, 1992 +2 ,

Realized
April 30 -Ju ly  31, 1992 +

Valuation profits and losses on 
outstanding assets and 
liabilities as of July 31, 1992 +4,

Note: Data are on a va lue-da te basis

653.1 +1,039.5

336.2 +114.4
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nanced equally by the Federal Reserve and the U.S. 
Treasury. Market participants responded strongly to the 
evidence of close cooperation among U.S. and foreign 
monetary authorities, and the dollar rose from its period 
low of DM 1.4470 against the mark in the morning of 
July 20 to over DM 1.48 later that day and to DM 1.50 by 
the end of that week. Pressures within the Exchange 
Rate Mechanism of the EMS also eased somewhat fol
lowing the concerted central bank initiative.

The dollar held steady against the mark during the 
remainder of the period and rose slightly against the 
yen. Statements by German officials that the discount 
rate hike was not the first step of a broader tightening of 
monetary policy, and evidence that the German authori
ties were operating in their domestic markets to resist a 
rise in short-term mark interest rates, gradually damp
ened the market’s expectation of higher German inter
est rates. Meanwhile, continued sharp declines in 
Japanese stock prices fueled expectations of monetary 
easing in Japan, and these expectations were realized 
on July 27 with the announcement of a Vfe percentage 
point cut in the Japanese discount rate. In this environ
ment of steady to lower interest rates abroad, pressures 
on the dollar subsided. The dollar closed the three- 
month reporting period at DM 1.4745 against the mark 
and ¥127.10 against the yen.

*  *  *  *

In other operations during the period, the U.S. mone
tary authorities purchased a total of $6,176.6 million 
against marks in a series of off-market spot and forward 
transactions with the Bundesbank. The arrangement 
with the Bundesbank was similar to a transaction con
ducted last year. It followed an agreement between the

U.S. and German authorities that their respective hold
ings of German marks and dollars were in excess of 
current needs and that it was to their mutual advantage 
to reduce those holdings. Sixty percent of the marks 
were sold for the account of the Federal Reserve, with 
the remainder sold for the account of the U.S. Treasury. 
A spot transaction of $2,503.9 million settled on May 22 
and a forward transaction of $743.7 million settled on 
July 21. The remaining forward transactions are to be 
settled later in the 1992 calendar year.

During the May-July period, the Federal Reserve real
ized profits of $336.2 million, of which $316.5 million 
resulted from settlement of portions of the aforemen
tioned off-market currency transaction. The U.S. Trea
sury realized profits of $114.4 million, including 
$101.2 million resulting from settlements under that 
transaction. Cumulative bookkeeping or valuation gains 
on outstanding foreign currency balances at the end of 
July were $4,536.7 million for the Federal Reserve and 
$2,503.9 million for the Exchange Stabilization Fund 
(ESF). These valuation gains represent the increase in 
the dollar value of outstanding currency assets valued 
at end-of-period exchange rates, compared with 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 are invested in securities issued by for
eign governments. As of the end of July, holdings of 
such securities by the Federal Reserve amounted to the 
equivalent of $9,315.9 million, and holdings by the Trea
sury amounted to the equivalent of $9,213.6 million, 
both valued at end-of-period exchange rates.
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Treasury and Federal Reserve 
Foreign Exchange Operations
November 1992-January 1993

During the November-January period, the dollar con
tinued to appreciate against the German mark and 
Japanese yen from the low levels established in the 
prior period. The U.S. authorities did not intervene in 
the foreign exchange markets.

Developments in dollar exchange markets
Over the period, the dollar gained 1 percent in value 
against the yen, 4.5 percent against the mark, and 5.5 
percent on a trade-weighted basis.1 The dollar’s upward 
movement was supported, first, by the perception that 
the incoming Clinton Administration would pursue a 
policy of fiscal stimulus and, subsequently, by stronger 
than expected U.S. economic growth and persistent 
expectations of official rate reductions in Germany and 
Japan. The dollar’s trend was interrupted by changing 
estimates of the amount of any U.S. fiscal stimulus, by 
perceived postponements of German rate reductions, 
and by widespread market reports, of European central 
bank sales of dollars.

The dollar trends higher. Following the U.S. election in 
November, analysts were predicting that the U.S. econ
omy would begin to outperform those of other indus-

This report, presented by William J. McDonough, Executive Vice 
President and Manager of the System Open Market Account, 
describes the foreign exchange operations of the United States 
Department of Treasury and the Federal Reserve System for the 
period from November 1992 through January 1993. John W. Dickey 
was primarily responsible for preparation of the report.

1The dollar’s movements on a trade-weighted basis in terms of the 
other Group of Ten currencies are measured using an index 
developed by the staff of the Board of Governors of the Federal 
Reserve System.

trialized countries and that a narrowing of interest rate 
differentials would favor the dollar in the coming year. 
The prospect of a strengthening dollar was given con
tinued support by indications that President-elect Clin
ton would apply fiscal stimulus early in 1993 should 
there be any signs of economic weakness. Although 
hopes for a reduction in official rates by the Bun
desbank were disappointed in both November and 
December, expectations for such a move early in the 
new year persisted. Anticipating a stronger dollar in the 
new year, market participants in late December and 
early January bid up the dollar to its period highs of 
DM 1.6490 on January 8 and ¥126.21 on January 13.

After mid-January, however, there was an unwinding 
of long-dollar positions as it became apparent that a 
reduction in official rates by the Bundesbank was not 
imminent and that the Clinton Administration’s overall 
fiscal policy might put greater weight on reducing the 
budget deficit. Many market participants then assumed 
that if U.S. economic conditions were to worsen, 
responsibility for ensuring adequate economic growth 
would fall on the Federal Reserve. Although a reduction 
in official U.S. rates was still not seen as likely, an 
easing was perceived to be in the range of possible 
monetary policies, and that perception contributed to 
the dollar’s brief reversal. But at the end of January, the 
release of stronger than expected U.S. economic data, 
particu larly the strong fourth-quarter 1992 gross 
domestic product and December 1992 durable goods 
orders, seemed to erase the prospects for interest rate 
reductions by the Federal Reserve and refresh the 
expectation that the U.S. economy would be outper
forming others over the year. Thus, in the closing days
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of the period, the dollar moved up from January lows of 
DM 1.5660 and ¥122.85 to close the period at DM 
1.6102 and ¥124.60.

The market awaits interest rate reductions in Germany 
and Japan. Throughout the period, on-again off-again 
expectations for reductions in official interest rates by 
the Bundesbank and the Bank of Japan punctuated the 
dollar’s movements.

In response to continued pressures within the Euro
pean Exchange Rate Mechanism (ERM), many market 
participants expected the Bundesbank to ease interest 
rates in early November and, when this did not occur, 
attention focused on the prospects for an easing in 
December. Although no official rate reduction came in 
December, the Bundesbank’s market operations were

designed to avoid end-of-year upward pressure on inter
est rates. Moreover, in statements that appeared to 
acknowledge a weakening in the German economy 
while expressing optimism about the central bank’s abil
ity to control inflation, senior Bundesbank officials pre
dicted sharp reductions in German interest rates during 
the course of 1993. In the final week of December, 
Bundesbank officials added that an easing could occur 
earlier in 1993 than was previously expected. It was 
during this period that the dollar posted most of its 
gains toward its January 8 high against the mark.

In early January the Bundesbank did engineer a 
small reduction in market interest rates through its mar
ket repurchase operations. However, by mid-January, 
when the decline in market rates had not been followed 
by a reduction in the Bundesbank’s official Discount and

Chart 1

The Dollar against the German Mark and the Japanese Yen
German marks per U.S. dollar

A  German mark / •

l I ! I l I ..... I I I
Japanese yen per U.S. dollar

/ y a k / v .  W m
r  i

J  \ a af S  v ,
V *y \

i  I - ^  -r  v " ;  Japanese yen
v A - V  V - *  ,  „

v .  !  \ "
V v  V

1 1 1 1 1 1 1 1 1 1 1 ............
Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan

1992 1993

76 FRBNY Quarterly Review/Winter 1992-93
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Winter 1992



Chart 2

The Dollar against Selected Foreign Currencies
Percentage change

1992 1993

Notes: The chart shows the percentage change in daily rates for 
the dollar from November 1992 through January 1993. All figures 
are calculated from New York closing rates.

Table 1
Federal Reserve
Reciprocal Currency Arrangements
Millions of Dollars

Institution January 31, 1993

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

Lombard rates, expectations for an easing in German 
monetary policy were postponed to early March and the 
dollar began its brief reversal against the mark.

Expectations for a reduction in the Official Discount 
Rate (ODR) by the Bank of Japan persisted during the 
period, gaining in strength as the period closed, though 
with less direct effect on exchange rates than in the 
German case. In December, comments by Japanese 
officials focused on the need to stimulate demand 
through fiscal policy and, as a result, prospects for a cut 
in the ODR receded. But in January, the release of weak 
Japanese retail sales, production, and employment data 
and a declining stock market heightened concerns 
about weakness in the Japanese economy and returned 
attention to the prospects for an immediate reduction in 
the ODR. Despite widespread expectations for an ODR 
cut at the end of January, the dollar was not able to 
sustain its mid-January high against the yen as 
exchange market attention focused on the January 22 
report of a record Japanese trade surplus for the calen
dar year 1992 and on the risk that policy makers might 
respond to the trade imbalance by seeking an apprecia
tion of the yen.

Currency tensions in Europe continue. Pressures on a 
number of European exchange rates, particularly the 
German mark/French franc rate, persisted during the 
November-January period. In response to these pres
sures, German and French authorities repeatedly stated 
their commitment to the existing parity between their 
currencies and confirmed their participation in market 
intervention in support of the franc. The Spanish peseta 
and the Portuguese escudo were each devalued within 
the ERM by 6 percent on November 22, and the Irish 
punt was devalued by 10 percent on January 30. In 
addition, the Swedish and Norwegian monetary authori
ties abandoned their currencies’ links to the European 
Currency Unit on November 19 and December 10, 
respectively.

While these exchange rate pressures within Europe 
had little direct impact on dollar exchange rates, partic
ularly in comparison with the previous period, transac
tions related to the financing of official European inter
vention were perceived as affecting the dollar. 
Throughout the period, market participants reported 
that both in the course of rebuilding official reserves and 
in transactions related to financing official borrowings, a 
number of European central banks were heavy sellers 
of dollars and that, at times, this selling pressure 
restrained the dollar’s upward trend against the mark.

★ * * *
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While the U.S. authorities did not execute any foreign 
exchange transactions during the period, settlements 
were completed on a total of $1,455.8 million in forward 
sales of German marks. As previously reported, these

Table 2
Net Profits ( + ) or Losses ( - )  on
United States Treasury and Federal Reserve
Foreign Exchange Operations
Millions of Dollars

Federal
Reserve

U.S. Treasury Exchange 
Stabilization Fund

Valuation profits and losses 
on outstanding assets 
and liabilities as of 
October 31, 1992 + 3,746.3 + 2,293.8

Realized 
October 31, 1992- 
January 31, 1993 + 109.5 + 25.1

Valuation profits and losses 
on outstanding assets 
and liabilities as of 
January 31, 1993 + 2,868.4 + 1,749.9

Note: Data are on a value-date basis.

settlements were executed in May 1992 with the 
Deutsche Bundesbank in an effort by both the U.S. and 
German monetary authorities to adjust the level of their 
respective foreign currency holdings. During the period, 
$729.4 million and $726.5 million against marks settled 
on November 23 and December 21, respectively, com
pleting the total of $6,176.6 million of spot and forward 
dollar purchases from the Bundesbank. For each trans
action, 60 percent was executed for the account of the
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Federal Reserve and 40 percent for the account of the 
Treasury’s Exchange Stabilization Fund (ESF). The Fed
eral Reserve and the ESF realized profits of $109.5 
million and $25.1 million, respectively, from these settle
ments. As of the end of January, cumulative valuation 
gains on outstanding foreign currency balances were 
$2,868.4 million for the Federal Reserve and $1,749.9 
million for the ESF.

The Federal Reserve and the ESF invest their foreign

currency holdings in a variety of instruments that yield 
market-related rates of return and have a high degree of 
liquidity and credit quality. A portion of the balances is 
invested in securities issued by foreign governments. 
As of the end of January, the Federal Reserve and the 
ESF held either directly or under repurchase agree
ments $7,834.0 million and $8,356.0 million equivalent, 
respectively, in foreign government securities valued at 
end-of-period exchange rates.
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Treasury and Federal Reserve 
Foreign Exchange Operations
August-October 1992

The August-October period was marked by serious 
strains in European exchange rate relationships and 
shifting market views about the outlook for interest 
rates in the major countries. Although the dollar briefly 
reached all-time lows against the mark and yen in 
September, it closed the period up on balance 4.5 
percent against the German mark, down about 3.0 
percent against the Japanese yen, and up 6.8 percent 
on a trade-weighted basis.1

The U.S. monetary authorities intervened in the 
exchange markets in two episodes during August in 
their only operations during the period. Entering the 
market on a total of four days that month, they sought to 
counter persistent downward pressure on the dollar by 
buying $1.1 billion against the German mark, in 
amounts shared equally by the U.S. Treasury and the 
Federal Reserve.

Dollar declines against the mark in response to 
interest rate pressures
Interest rate considerations were the dominant factor in 
exchange rate movements during the period. Interest 
rate differentials provided a strong incentive for capital 
flows into the higher yielding securities denominated in 
German marks and in other currencies thought to be

This report, presented by William J. McDonough, Executive Vice 
President of the Federal Reserve Bank of New York and Manager of 
the System Open Market Account for the Federal Open Market 
Committee, describes the foreign exchange operations of the United 
States Department of Treasury and the Federal Reserve System for 
the period from August to October 1992.

1The dollar’s movements on a trade-weighted basis are measured 
using an index developed by the staff of the Board of Governors of 
the Federal Reserve System.

closely linked to the mark. They also made it attractive 
for U.S.-based entities that were building up foreign 
currency receivables to postpone the repatriation of 
these funds so as to benefit from higher interest rates 
overseas and, perhaps, from a continued depreciation 
of dollar exchange rates.

For many market participants, however, the dollar’s 
position in the exchange market carried a two-sided 
risk. On the one hand, the fact that the dollar was 
already trading relatively close to the historical low 
reached in 1991 against the German currency gave rise 
to fears that if selling pressures against the dollar 
became intense enough to break through this level, the 
dollar’s decline might gain significant momentum. On 
the other hand, market participants were still mindful of 
the experience the previous month, when the authori
ties of the United States and other industrialized coun
tries intervened to buy dollars, triggering a sharp short- 
covering rally.

Under these circumstances, market participants were 
particularly sensitive to indications either that the inter
est differentials might widen further—thereby putting 
renewed selling pressure on dollar rates— or that the 
authorities might again intervene. The economic data 
for the United States released early in August gave no 
clear indication of serious further deterioration, but nei
ther did they offer assurance of a sustained upswing. 
The Federal Reserve had eased monetary policy in 
early July, and markets expected further ease in the 
absence of a stronger recovery. Meanwhile, in the face 
of rapid monetary growth in Germany, the Bundesbank 
had tightened monetary policy in mid-July. But above
target money growth continued, and it was thought
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that the Bundesbank would keep monetary policy firm— 
perhaps even tighten policy once more—despite data 
suggesting that the German economy might be begin
ning to slow.

Market participants looked to the release of monthly 
U.S. labor force data early in August to give direction to 
dollar rates. They expected that if the data proved to be 
weaker than expected, the Federal Reserve would soon 
ease pressures on bank reserves. When the data, 
released on Friday, August 7, appeared to confirm eco
nomic weakness, the dollar showed some initial resis
tance but then came on offer later that same day, and 
the U.S. authorities intervened to stabilize the dollar. 
When pressures reemerged the following Tuesday, the 
U.S. authorities again intervened in an operation joined 
by other central banks. Over the two days, the U.S. 
authorities bought a total of $600 million against the 
German mark. Selling pressures were somewhat 
blunted by the interventions, but the operations did not 
interrupt the tendency of the dollar to decline.

By late August, the German mark was strengthening 
not only against the dollar but also against other Euro
pean currencies in response to strains that were to 
become far more intense later in the period. With the

dollar again approaching its 1991 low, the U.S. authori
ties intervened on August 21 and 24, in cooperation 
with other monetary authorities, buying a total of 
$500 million. But when these operations did not appear 
to discourage the bidding for marks, the U.S. authorities 
refrained from further intervention.

The dollar continued to ease, establishing a new 
historical low against the mark of DM 1.3862 on Sep
tember 2. But trading conditions for the dollar were 
relatively orderly, even in the face of the disappointing 
labor market statistics released in early September and 
the continuing market expectations of declining U.S. 
interest rates, which appeared to be confirmed by Fed
eral Reserve operations on September 4 that eased 
conditions in the federal funds market.

European currencies face severe pressures
By late August and during most of September, market 
attention focused on pressures within the Exchange 
Rate Mechanism (ERM) of the European Monetary Sys
tem (EMS) and between the EMS and those currencies 
linked to it through the European Currency Unit 
(ECU)—for example, the Finnish markka and Swedish 
krone. During the lengthy negotiations among European 
Community countries on European Monetary Union that 
had led up to the December 1991 Maastricht Treaty, 
market participants had become impressed by the par
tic ipa ting  governm ents’ evident com m itm ent to 
exchange rate stability. Though the treaty did not pro
vide for fixed exchange rates within the system for 
several more years, market participants came to 
assume that few of these governments would counte
nance devaluation in the interim. As a result, investors 
felt increasingly secure holding securities denominated 
in ERM currencies other than the mark. Investors pur
chasing assets that carried even higher yields than DM- 
denominated assets appeared to give little weight to 
exchange rate risk in ex ante calculations of risk- 
adjusted returns. During the long interval since the last 
general ERM realignment in 1987, the total amount of 
assets allocated on the basis of this view reached 
substantial sums.

Doubts had begun to develop as to the durability of 
existing exchange rate relationships and the effective
ness of efforts to achieve greater economic con
vergence within Europe after Danish voters rejected a 
referendum on the Maastricht Treaty in June. In mid- 
August, reports began to spread that voters in France 
might also vote “no” on a referendum on the Maastricht 
treaty, and pressures on exchange rates within Europe 
intensified. In the ensuing weeks an exchange crisis 
swept through the EMS and related currencies that 
entailed interventions of unprecedented size, large 
changes in interest rate differentials within Europe, a
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small cut in German official interest rates, two realign
ments, and the suspension of the pound sterling and 
the Italian lira from the ERM. The French franc came 
under selling pressure but stabilized amid intervention 
purchases of francs and a rise in French interest rates.

Outside of the EMS, severe pressures had developed 
on the Nordic currencies, resulting in sizable interven
tions and considerable increases in short-term interest 
rates, particularly in Sweden. The Finnish markka’s peg 
to the ECU was also suspended.
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While dollar exchange rates responded at times to 
pressures among European currencies in September, 
the dollar was not the focal point of market attention at 
that time. It initially encountered selling pressure 
against the mark as investors sought to cover their 
intra-European exposures by buying marks. Then, in 
mid-September, the dollar snapped up rather quickly 
against the mark when dollar-based investors and U.S. 
entities sought refuge from the European tensions by 
converting foreign currency investments or balances 
into dollars. With the European intervention being con
ducted in European currencies— mostly in German 
marks—the financial intermediaries effecting these 
transactions sold marks in the market to get dollars 
demanded by their customers. Once the pressures 
began to subside late in September, the dollar began to 
drift down toward the levels of late August.

Developments in the dollar/yen exchange rate
The movements of the dollar against the yen during 
August and September were, in contrast to those 
against the European currencies, relatively muted. The 
interest differentials between the United States and 
Japan were narrower, and market participants believed 
that the authorities in Japan, like their counterparts in 
the United States, would be tending to ease monetary 
conditions. The dollar reached its high for the period of 
¥128.19 on August 10 as evidence mounted that the

Table 1
Federal Reserve
Reciprocal Currency Arrangements
In Millions of Dollars

Institution
Amount of Facility 
October 31, 1992

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

slowdown in the Japanese economy was intensifying 
and as the Japanese equity market showed persistent 
weakness. But the yen then appreciated during Septem
ber. This move reflected some repatriation of capital by 
Japanese companies with the approach of the fiscal 
half-year end on September 30, a reaction to a rebound 
in the Japanese equity market, and some flows into 
yen-denominated assets in response to the develop
ments taking place in the EMS. The dollar gradually 
declined against the yen through September, setting a 
new historical low against that currency of ¥118.60 on 
September 30.

Market tensions subside during October
Early in October, the pressures in the EMS started to 
wane. After the British and Italian governments had 
chosen to suspend their currencies’ participation in the 
ERM, the pound and the lira depreciated to trade well 
below their previous ERM floors. These and other 
changes in exchange rates in Europe led to an effective 
appreciation of the German mark. The Bundesbank 
lowered both of its official interest rates in mid-Septem
ber, and money market rates also subsequently eased. 
Although market participants remained uncertain about 
the outlook for monetary union and the eventual config
uration of the EMS, funds started to flow back to France 
and short-term interest rates in most of the EMS coun
tries were lowered from the crisis levels reached the 
previous month. As market participants noted that the 
slowdown in European economic activity was increas
ingly evident, they came to believe that the trend of 
interest rates abroad might turn supportive of the dollar.

Meanwhile, in the United States expectations dimin
ished that monetary policy in the United States would

.Vtl"-'::-'.:,
Table 2
Net Profits (+ )  or Losses ( - )  on
United States Treasury and Federal Reserve
Foreign Exchange Operations
In Millions of Dollars

Federal
Reserve

U.S. Treasury 
Exchange 

Stabilization 
Fund

Valuation profits and losses on 
outstanding assets and 
liabilities as of July 31, 1992

+ 4,536.7 + 2,503.9

Realized 
July 31-October 31, 1992

+ 358.1 + 119.9

Valuation profits and losses on 
outstanding assets and 
liabilities as of October 31, 1992

+ 3,746.3 + 2,293.8

Note: Data are on a value-date basis.
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continue to be eased. The labor market data for Sep
tember, released in early October, were seen as insuffi
ciently weak to trigger a policy reaction. As the month 
progressed, talk spread that a fiscal stimulus package 
would be introduced early in the next year. Under these 
circumstances, the outlook for interest differentials 
became more favorable to the dollar. With some of the 
leads and lags that had built up against the dollar 
earlier in the year now being reversed, the dollar 
recovered substantially against the mark and to a lesser 
extent against the yen in fairly active trading through 
the rest of October.

Other operations
In other activity, a total of $1,873.1 million in off-market 
spot and forward foreign currency sales, executed by 
the U.S. monetary authorities, settled during the period.

•  Forward purchases of $740.1 million and $733.0 
million against German marks from the Deutsche 
Bundesbank settled on August 21 and October 21, 
respectively. These mark sales constituted a por
tion of the original $6,176.6 million of spot and 
forward transactions initiated in May. As previously 
reported, 60 percent of each transaction was exe
cuted for the Federal Reserve and 40 percent 
was for the Exchange Stabilization Fund (ESF) 
account.

•  On September 8, the Federal Reserve agreed to 
purchase $400 million against German marks in an 
off-market transaction at the request of a foreign 
monetary authority.

The Federal Reserve realized profits of $358.1 mil
lion, including $230.3 million from off-market transac
tions that settled during the August-October period. The 
Treasury realized profits of $119.9 million, which 
included $33.5 million from off-market transactions that 
settled during the same three-month period. Cumulative 
bookkeeping or valuation gains on outstanding foreign 
currency balances were $3,746.3 million for the Federal 
Reserve and $2,293.8 million for the Treasury’s ESF. 
These valuation gains represent the increase in dollar 
value of outstanding currency assets valued at end-of- 
period exchange rates, compared with 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 the end of October, holdings of such 
securities by the Federal Reserve amounted to the 
equivalent of $8,146.1 million, and holdings by the Trea
sury amounted to the equivalent of $8,666.9 million 
valued at end-of-period exchange rates.
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Treasury and Federal Reserve 
Foreign Exchange Operations
February-April 1993

The dollar depreciated modestly against most major 
currencies during the February-A pril period, but 
declined significantly against the Japanese yen amid 
concerns relating to the growing Japanese trade sur
plus. Over the period, the dollar declined 1.6 percent 
against the German mark, 10.9 percent against the 
Japanese yen, and 3.2 percent on a trade-weighted 
basis.1

On April 27, the U.S. monetary authorities intervened 
in the foreign exchange markets, purchasing $200 mil
lion against the yen in amounts shared equally by the 
Treasury and Federal Reserve.

Developments in dollar exchange markets
The Japanese yen appreciated throughout the period. 
Japanese trade data released on February 5 indicated 
that the 1992 Japanese current account surplus was 
materially higher than in 1991. Subsequent observa
tions about the contribution that the exchange rate 
might make to correct Japan’s widening trade surplus, 
and a perceived acquiescence to gradual yen apprecia
tion by Japanese officials, contributed to the dollar’s 
decline from its period high of ¥125.20 on February 2.

The yen’s appreciation was particularly pronounced in

This report, presented by William J. McDonough, Executive Vice 
President and Manager of the System Open Market Account, 
describes the foreign exchange operations of the United States 
Department of Treasury and the Federal Reserve System for the 
period from February through April 1993. John W. Dickey was 
primarily responsible for preparation of the report.

’The dollar’s movements on a trade-weighted basis are measured 
using an index developed by the staff of the Board of Governors of 
the Federal Reserve System.

February, when many market participants expected the 
Group of Seven (G -7) to announce support for a 
stronger yen following its meeting at the end of the 
month. However, the meeting did not result in a call for 
yen appreciation.

The yen’s rise paused temporarily throughout most of 
March in response to indications that policy makers 
were focusing on the merits of revitalizing Japan’s econ
omy as a means both to address Japan’s current 
account surplus and to promote more satisfactory eco
nomic perform ance globally. Consequently, m arket 
attention shifted to the progress the Japanese govern
ment was making in developing a new supplementary 
fiscal package to stimulate the Japanese economy as 
well as to the anticipated repatriation of funds by Jap
anese companies ahead of the fiscal year end.

The yen’s rise resumed in late March. Comments by 
Japanese officials on March 31 that yen appreciation 
was inevitable and acceptable if it remained gradual, 
along with the April 13 announcement that the fiscal 
stimulus package of ¥ 1 3 .2  trillion would allocate a 
larger than expected portion to immediate economic 
recovery, gave continued strength to the yen through 
April.

The dollar hit a historical low of ¥109.15 against the 
yen on April 27. Later that day, the U.S. monetary 
authorities purchased $200 million against the yen in 
operations coordinated with another monetary authority. 
U.S. officials also indicated that “[t]he Administration 
believes that exchange rates should reflect fundamen
tals, and attempts to artificially influence or manipulate 
exchange rates are inappropriate. Moreover, excessive 
volatility is counterproductive for growth. Therefore we
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¥111.05 for the remaining days of the period.

The dollar/mark exchange rate was relatively stable. 
The dollar traded between DM 1.6730, reached on 
March 11, and DM 1.5640, reached on April 26.

The German Bundesbank reduced its official discount 
rate and its Lombard rate each by 100 basis points in a 
series of steps undertaken during the February-April 
period to stimulate the weakening German economy. 
Following official rate reductions, the mark depreciated 
slightly against many European currencies. Tensions 
within the European Exchange Rate Mechanism dimin
ished, although the Spanish peseta faced repeated sell
ing pressure.

Table 1

Federal Reserve
R eciprocal Currency Arrangem ents
Millions of Dollars

Institution ...  .

Amount of Facility 

April 30. 1993

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: 600

Dollars against Swiss francs
Dollars against other 
authorized European currencies

1,250

Total 30,100

Other operations
The Federal Reserve and the Treasury’s Exchange Sta
bilization Fund (ESF) each realized profits of $22.0 
million from the sales of yen in the market. Cumulative 
bookkeeping or valuation gains on outstanding foreign 
currency balances as of the end of April were $4,152.0 
million for the Federal Reserve and $3,221.8 million for 
the ESF.

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 liquidity and credit quality. A 
portion of the balances is invested in securities issued 
by foreign governments. As of the end of April, the 
Federal Reserve and the ESF held either outright or 
under repurchase agreements $9,376.6 m illion and 
$9,438.9 million, respectively, in foreign government 
securities valued at end-of-period exchange rates.

Chart 4

Short-Term Interest Rates for Selected Countries
Percent

Table 2

D raw ings and Repaym ents by Foreign Central Banks under Special Swap Arrangem ents  
with the U.S. Treasury

Central Bank Drawing 
on the U.S. Treasury

Amount 
of Facility

Outstanding as of 
January 31, 1993 February March April

Outstanding as of 
April 30, 1993

Central Reserve Bank of Peru 470.0+ — — + 470.0 
-4 7 0 .0

— —

Note: Data are on a value-date basis. Components may not add to totals because of rounding. 
■^Represents U.S. Treasury’s arrangement with Peru as part of a multilateral credit facility.
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Table 3

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

Federal
Reserve

U.S. Treasury Exchange 
Stabilization Fund

Valuation profits and losses on 
outstanding assets and 
liab ilities as of January 31, 1993

Realized profits and losses 
February 1, 1993-April 30, 1993

+ 2,868 4 

+ 22.0

+ 1,749.9 

+ 22.0

Valuation profits and losses on 
outstanding assets and 
liab ilities as of April 30, 1993 + 4,152.0 + 3,221.8

Note: Data are on a value-date basis.. v- - ■ ' - % ' . - ' ■ , . .. • - . -

In other operations, the Treasury, through the ESF, 
participated in a $900 million multilateral facility to 
assist Peru in repaying its arrears to international cred
itors. The Treasury’s share of the facility was $470

million, established by a special arrangement with Peru 
on March 9. The total amount of the facility was drawn 
on March 18 and repaid in full on the same day. The 
facility expired on March 31.
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RECENT FRBNY UNPUBLISHED RESEARCH PAPERS*

Single copies of these papers are available upon request.
Write Research Papers, Room 901, Research Function, Fed
eral Reserve Bank of New York, 33 Liberty Street, New York,
N.Y. 10045.

9303. Boldin, Michael. “An Evaluation of Methods for Deter
mining Turning Points in the Business Cycle.” Janu
ary 1993.

9304. C larida, R ichard H. “ Permanent Income, Im port 
Prices, and the Demand for Imported Consumer 
Durables: A Structural Econometric Investigation.” 
March 1993.

9305. Johnson, Ronald. “ Bank Mergers and Excess Capac
ity: A Study of the Relative Operating Performance of 
Four Multi-Bank Holding Companies.” May 1993.

9306. Holdsworth, David G. “ Is Consolidation Compatible 
with Competition? The New York and New Jersey 
Experience.” May 1993.

9307. Bankole, Edward. “ Excess Capacity in Insurance: 
The Evidence from the Literature on Scale Econo
mies.” May 1993.

9308. Yuengert, Andrew M. “The Measurement of E ffi
ciency in Life Insurance: Estimates of a Mixed Nor- 
mal-Gamma Error Model.” May 1993.

W s k

9309. Sommer, Joseph H. “The American Origin of the 
Separation of Banking and Commerce.” July 1993.

9310- Studies on Excess Capacity in the Financial Sector, 
9323. ed., Edward J. Frydl. A special compendium  of 

research papers. July 1993.

t Single copies of these papers are available upon request. 
Write Research Papers, Room 901, Research Function, Fed
eral Reserve Bank of New York, 33 Liberty Street, New York, 
N.Y., 10045.
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Treasury and Federal Reserve 
Foreign Exchange Operations
May-July 1993

The dollar appreciated against most major currencies 
during the May-July period, more than reversing its 
decline earlier in the year. It rose 9.9 percent against 
the German mark, for example, and 6.6 percent on a 
trade-weighted average basis.1 The one major excep
tion was the dollar’s performance relative to the Jap
anese yen: the dollar extended its earlier decline by 
dropping 5.8 percent and hitting successive new lows in 
June and July.

These exchange rate movements occurred in a con
text of cumulating evidence that several major indus
trialized countries were experiencing less growth than 
had been expected at the start of the year. At the same 
time, central banks in many of these countries, includ
ing the Federal Reserve, demonstrated by their actions 
and policy statements that they remained cautious 
about the extent to which they would provide more 
monetary accommodation, and long-term interest rates 
continued to decline in the United States and in most of 
the Group of Ten (G-10) countries.

The U.S. authorities intervened on three occasions 
during the period, purchasing a total of $1067.5 million 
against the yen to show that they were willing to cooper
ate with other monetary authorities as appropriate and 
were not favoring a weak dollar as a matter of policy.

This report, presented by Margaret L. Greene, Senior Vice President 
and Deputy Manager for Foreign Operations, describes the foreign 
exchange operations of the United States Department of Treasury 
and the Federal Reserve System for the period from May 1993 
through July 1993. Frank Keane was primarily responsible for 
preparation of the report.

tThe dollar's movements on a trade-weighted basis are measured 
using an index developed by staff at the Board of Governors of the 
Federal Reserve System.

The dollar’s depreciation against the yen resumes
During the first few weeks of the period, the dollar was 
relatively stable against the yen, trading cautiously 
around ¥111 after having declined about 11 percent 
against the yen earlier in the year. Market participants 
had taken note of Japan’s widening trade surplus and 
tried to assess the extent to which the exchange rate 
might be expected to adjust to help redress this growing 
imbalance. In April, just prior to the period, the U.S. 
monetary authorities had intervened in the exchange 
market. They had also issued a public statement that 
underscored the Administration’s belief that exchange 
rates should reflect economic fundamentals and that 
attempts to influence artificially or manipulate exchange 
rates were inappropriate. However, with the passage of 
time, intense trade negotiations with Japan, and the 
release of worse than expected U.S. trade data on May 
19, many market participants came again to believe that 
a dollar decline against the yen would be welcomed by 
the U.S. authorities.

In this context, the yen again began to strengthen 
against the dollar as well as all other currencies. In the 
weeks between the beginning of May and June 15, the 
yen’s strength was reflected in a decline of the dollar 
against the yen of 5.6 percent from ¥111.05 to a low of 
¥104.80 and a drop of the mark against the yen of 8.5 
percent from ¥70.09 to a low of ¥64.12. For much the 
same reasons as in April, the U.S. authorities inter
vened as the dollar moved lower on three days— May 
27, May 28, and June 8— buying $200 million, $492.5 
million, and $375 million against the yen. These opera
tions were shared equally between the Federal Reserve 
and the Treasury’s Exchange Stabilization Fund (ESF).

Around mid-June the yen’s rise temporarily reversed 
course and the dollar rose to a high of ¥111.80 when
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the Miyazawa government lost a confidence vote in the 
Diet, an event that presaged the end of thirty-eight 
years of Liberal Democratic Party rule in Japan. For a 
time, market participants were uncertain whether trade 
negotiations would continue in the midst of a change in 
leadership. They were also unsure what changes in 
economic policy might emerge from this unusual gov
ernment transition. But then the dollar eased below 
¥110 as market participants focused on the upcoming 
Economic Summit of the Group of Seven (G-7) in Tokyo 
on July 7-9.

Although the dollar received some lift from the per
ception that greater than expected progress on trade 
negotiations was made around the time of the summit, 
the dollar’s gains against the yen proved temporary. 
During the balance of the period under review, market 
participants came to believe that achieving near-term 
progress on trade issues with Japan would be difficult. 
In addition, anxieties about the effects of the change in 
leadership on Japan’s economic policy began to dissi

pate. Moreover, with the renewal of exchange rate pres
sure in Europe, market participants bid up the yen as 
Japanese and other investors hedged their assets 
denominated in European currencies. As a result of 
these factors, the dollar again declined against the yen 
as the period ended, recording a historic low against 
the yen of ¥104.23 on July 30.

Dollar appreciates against the mark and other 
European currencies on expectation of narrowing 
interest rate d ifferentia ls
The dollar, as well as many other currencies, was firm
ing against the German mark, especially during June 
when the market focused on growing evidence of reces
sion, a widening fiscal deficit, and high labor costs in 
Germany. From the beginning of May to the end of 
June, the dollar rose against the mark by nearly 8 
percent. During this period, market partic ipants 
expected that the German Bundesbank would continue 
to ease short-term interest rates in response to the

Chart 1
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weakening German economy. These expectations con
tributed not only to the firming of the dollar against the 
mark, but also to a general diminishing of strains within 
the Exchange Rate Mechanism (ERM) of the European 
Monetary System (EMS) that permitted other European 
countries, either within or outside the ERM, to rebuild 
their foreign currency reserves, lower interest rates, or 
do both. Indeed, on July 1 the Bundesbank announced 
a reduction in its official discount and Lombard rates of 
50 and 25 basis points to 6.75 and 8.25 percent, 
respectively.

As July progressed, however, it became evident that 
further easing of German interest rates would come 
only gradually and cautiously. Germany’s money market 
rates continued to trend downward during the month. 
The Bundesbank accepted a drop in the rate at which it 
routinely supplies liquidity to the banking system and 
announced a further reduction in its Lombard rate of 1/2 
a percentage point to 7.75 percent. However, the Bun
desbank did not further reduce the discount rate, an 
adjustment that many market participants had expected 
and hoped might pave the way for a new round of official 
interest rate cuts throughout Europe.

Under these circumstances, other European curren-

Chart 2

Percentage Change of the Dollar against the 
German Mark and the Japanese Yen

Cumulative percentage change

1993

Notes: The chart shows the percentage change in daily rates for 
the dollar from May to July 1993. All figures are calculated from 
New York closing rates.
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Short-Term Interest Rates for Selected Countries
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Table 1
Federal Reserve
Reciprocal Currency Arrangements
Millions of Dollars

Amount of Facility 
Institution July 31, 1993

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

cies came under increasing selling pressure as market 
participants came to question how long European mon
etary authorities could justify using interest rates to 
support existing ERM parities in the face of high unem
ployment and slowing or negative growth. During the 
month, pressures within the ERM intensified. Several 
currencies fell toward their intervention floors against 
the mark, leading to a decision on August 1 to widen 
temporarily, by a significant amount, the obligatory 
intervention bands in the ERM.

The dollar was at times caught up in these pressures 
as market participants attempted to gauge the impact of 
these developments and of possible policy responses 
on the dollar-mark exchange rate. On balance, the dol
lar benefited somewhat as investors either hedged 
exposures resulting from investments in European cur
rencies other than the mark or otherwise turned to the 
dollar as a refuge from the currency turmoil in Europe. 
As a result, the dollar firmed on balance during July, 
gaining roughly another 2 percent, to close near the 
period high at DM 1.7410.

Other opera tions
The Federal Reserve and the Treasury’s Exchange Sta
bilization Fund realized profits of $128.0 million and 
$127.7 million, respectively, from the sales of yen in the 
market during the period. Cumulative bookkeeping or 
valuation gains on outstanding foreign currency bal
ances as of the end of July were $3,226.6 million for the 
Federal Reserve and $3,005.5 million for the ESF.

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 liquidity and credit quality. A 
portion of the balances is invested in securities issued 
by foreign governments. As of the end of July, the

Table 2

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

Federal Reserve
U.S. Treasury Exchange 

Stabilization Fund

Valuation profits and losses on outstanding assets 
and liab ilities as of April 30, 1993

+ 4,152.0 + 3,221.8

Realized profits and losses 
May 1 —July 31. 1993

+ 128.0 + 127.7

Valuation profits and losses on oustandmg assets 
and liab ilities as of July 31, 1993

+ 3,226.6 + 3,005.5

Note: Data are on a value-date basis
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Federal Reserve and the ESF held either directly or $10,115.8 million, respectively, in foreign government 
under repurchase agreements $9,784.6 million and securities valued at end-of-period exchange rates.
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9306. Holdsworth, David G. “ Is Consolidation Compatible with Competition? The 
New York and New Jersey Experience.” May 1993.
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fSingle copies of these papers are available upon request. Write Research Papers, 
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Treasury and Federal Reserve 
Foreign Exchange Operations
August-October 1993

During the August-October period the dollar appreciated 
3.7 percent against the Japanese yen, depreciated 3.2 
percent against the German mark, and was little changed 
on a trade-weighted average basis,1 declining 0.4 percent. 
On August 19, the U.S. monetary authorities purchased 
$165 million against yen in the period’s only intervention 
operation.

The yen appreciates, then reverses against the dollar
During early August, the yen strengthened against the cur
rencies of all major industrialized countries, reaching 
record highs against the dollar, mark, Swiss franc, the 
pound sterling, and the Canadian and Australian dollars. 
On August 11, the release of data indicating a wider than 
expected 28 percent year-on-year expansion of Japan’s 
merchandise trade surplus to $11.84 billion triggered sharp 
yen appreciation, and the yen traded to a new high against 
the dollar of ¥103.50. Continuing weakness in domestic 
economic indicators was perceived as evidence that reduc
tion of Japan’s current account surplus was unlikely in the 
near term, and the yen moved to several new daily highs 
against the dollar, peaking at a postwar high against the 
dollar of ¥100.40 on August 17.

From August 16 to 18, conditions in the Japanese money

This report, presented by Peter R. Fisher, Senior Vice President, Federal 
Reserve Bank of New York, and Manager for Foreign Operations, System 
Open Market Account, describes the foreign exchange operations of the 
U.S. Department of Treasury and the Federal Reserve System for the 
period from August 1993 through October 1993. Frank Keane was 
primarily responsible for preparation of the report.

1 The dollar’s movements on a trade-weighted basis are measured using 
an index developed by staff at the Board of Governors of the Federal 
Reserve System.

markets were eased. On August 19, the Japanese cabinet 
met and agreed to try to devise additional measures to 
stimulate domestic demand. The dollar was trading at 
¥102.50 in early New York dealing on August 19, but then 
declined quickly to ¥101.35 following the release of the 
worse than expected $12.1 billion U.S. merchandise trade 
deficit for June; at the same time, the dollar abruptly 
declined one pfennig against the mark. The U.S. monetary 
authorities intervened shortly after the release of the trade 
data. During the day they purchased a total of $165 million 
against the yen, shared equally between the Federal 
Reserve and the Treasury’s Exchange Stabilization Fund. 
This operation was coordinated with another monetary 
authority.

Initially, the operations surprised market participants, 
and the dollar promptly rose. During the morning, Treasury 
Under Secretary Summers released a statement welcom
ing the decline in Japanese money market rates and 
expressing concern that further yen appreciation could 
retard growth in the Japanese and world economies. Oper
ations continued after Under Secretary Summers’ state
ment but ceased before noon. Market participants subse
quently continued to cover short positions throughout the 
afternoon, and the dollar reached a high of ¥106.75 before 
closing the day at ¥105.95.

In the month following the operation, the dollar-yen 
exchange rate largely traded between ¥103.00 and ¥106.00 
as market participants increasingly focused on the appar
ent weakness of the Japanese economy. A series of Japan
ese data releases showed continued weak business senti
ment, deteriorating corporate profits, and a 0.4 percent 
decline in second-quarter GDP. Consequently, when 
the Bank of Japan lowered the official discount rate (ODR)
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on September 21 by a greater than expected 75 basis 
points to 1.75 percent, the action was perceived as an 
appropriate supplement to the government’s efforts to stim
ulate the economy, not as a device to avoid further yen 
appreciation. Favorable reactions by senior U.S. officials to 
the Bank of Japan’s action led to a perception that tensions 
between the U.S. and Japan on trade issues had given way 
to greater cooperation, and the yen declined about 1.5 per
cent, closing on September 21 at ¥106.18.

The dollar firmed gradually over the latter half of the 
three-month period while expectations of near-term volatil
ity in the dollar-yen exchange rate dwindled substantially. 
The implied one-month option volatility fell from about 14 
percent in mid-September to around 10 percent in late 
October. The period closed with the dollar-yen exchange 
rate trading steadily above ¥108.00 in late October.

Mark appreciates against dollar in wake of ERM crisis
The European Community finance ministers and central 
bank governors agreed, effective Monday, August 2, to per

mit currencies participating in the Exchange Rate Mecha
nism (ERM) to fluctuate within 15 percent of their central 
parities. However, authorities from Germany and the 
Netherlands agreed to maintain their bilateral exchange 
rate within 2.25 percent of their central parity. During the 
uncertainty created by the currency turmoil in Europe, mar
ket participants had aggressively accumulated dollar posi
tions in late July. When widely anticipated European inter
est rate reductions failed to materialize in the first few 
weeks of August, the mark began to appreciate against the 
dollar. The negative sentiment toward the dollar during this 
period was reinforced by market reports of dollar sales by 
European central banks to adjust reserve positions after 
July’s currency turmoil, and by a widening of interest rate 
differentials in the mark’s favor implied by Eurocurrency 
futures contracts.

The Bundesbank Council’s decision on August 26 to 
leave official rates unchanged disappointed market expec
tations of an interest rate cut, and banks were caught short 
of funds at the end of a reserve period. When the Council

Chart 1

The Dollar against the Japanese Yen
Japanese yen per U.S. dollar

Note: Inset panel shows the six-month exchange rate movement.
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did lower the discount and Lombard rates by 50 basis 
points to 6.25 percent and 7.25 percent, respectively, on 
September 9, the concurrent smaller than expected 10 
basis point reduction in the Bundesbank’s money market 
repurchase rate, to 6.70 percent, led to continued tightness 
in short-term German money markets. These develop
ments resulted in continued mark strength against the dol
lar. Although the mid-September political unrest in Russia 
caused the dollar to appreciate briefly against the mark, the 
dollar again drifted lower against the mark when the crisis 
was resolved, closing at DM 1.6013 on October 13.

On October 21, the Bundesbank Council surprised 
exchange markets by again reducing its discount and Lom
bard rates by 50 basis points to 5.75 percent and 6.75 per
cent, respectively. The Council also announced that it would 
conduct the following week’s fourteen-day repurchase agree
ment at a fixed rate of 6.40 percent, a 27 basis point reduction 
from the prior day’s variable rate repurchase agreement. The 
dollar, which had begun rising gradually against the mark

before the announcement, rose steadily over the remainder 
of the period, closing at DM 1.6857 on October 29.

Other operations
The Federal Reserve and the Treasury’s Exchange Stabi
lization Fund (ESF) each realized profits of $22.1 million 
from the sales of Japanese yen in the market. Cumulative 
valuation gains on outstanding foreign currency balances 
as of the end of October were $3,368.5 million for the Fed
eral Reserve and $2,839.0 million for the ESF.

The Federal Reserve and the ESF regularly invest their 
foreign currency balances in a variety of instruments that 
yield market related rates of return and have a high degree 
of liquidity and credit quality. A portion of the balances is 
invested in securities issued by foreign governments. As of 
the end of October, the Federal Reserve and the ESF held 
either directly or under repurchase agreements $10,004.3 
million and $10,276.6 million, respectively, in foreign gov
ernment securities valued at end-of-period exchange rates.
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Chart 3

Doliar-Yen Interest Rate Differential
Implied by the Three-Month Eurodeposit Futures (December Contract) 
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Chart 4

German Mark-Dollar Interest Rate Differential
Implied by the Three-Month Eurodeposit Futures (December Contract) 
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Table 1
Federal Reserve
Reciprocal Currency Arrangements
Millions of Dollars

Institution
Amount of Facility 
October 31, 1993

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

Chart 5

Short-Term Interest Rates for Selected Countries
Percent

1993

Table 2
Net Profit (+) or Losses (-) on
United States Treasury and Federal Reserve
Foreign Exchange Operations
Millions of Dollars

Federal Reserve
U.S. Treasury Exchange 

Stabilization Fund
Valuation profits and losses on outstanding assets 

and liabilities as of July 31, 1993
+3,226.6 +3,005.5

Realized profits and losses 
August 1-October31, 1993

+22.1 +22.1

Valuation profits and losses on outstanding assets 
and liabilities as of October 31, 1993

+3,368.5 +2,839.0

Note: Data are on a value-date basis.
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9328. Abate, Joseph, and Michael Boldin. “The Money-Output Link: Are F-Tests 
Reliable?” September 1993.

9329. McCarty, Jonathan. “Does the Household Balance Sheet Affect Durable Goods 
Expenditures?” November 1993.

9330. Brauer, David. “Why Do Services Prices Rise More Rapidly Than Goods 
Prices?” December 1993.

9331. Malz, Allan M. “New Varieties of Foreign Currency Operations.” December 1993.

9332. Boldin, Michael D. “Econometric Analysis of the Recent Downturn in Housing 
Construction: Was It a Credit Crunch?” December 1993.

9401.

9402.

Packer, Frank. “Venture Capital, Bank Shareholding, and the Certification of 
Initial Public Offerings: Evidence from the OTC Market in Japan.” January 1994.

Osier, C. “Policy Stablization and Exchange Rate Stability." January 1994.

9403. Demsetz, Rebecca S. “Economic Conditions, Lending Opportunities, and Loan 
Sales.” February 1994.

+ Single copies of these papers are available upon request. Write Research Papers, 
Room 901, Research Function, Federal Reserve Bank of New York, 33 Liberty Street, New 
York, N.Y., 10045.
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. F EDERAL RESERVE BANK OF NEW YORK

Studies on Causes and Consequences of the 1989-92 Credit Slowdown
The persistent weakness of the U.S. economy between early 1989 and late 1992 was 
accompanied by an unprecedentedly sharp slowdown in credit growth. Economists have 
debated the linkages between these events, particularly the possibility that credit supply 
constraints may have played a significant role in weakening economic activity it 
period. Studies on Causes and Consequences of the 1989-92 Credit Slowdown, a collec
tion of papers by staff members of the Federal Reserve Bank of New York, explores this 
and other issues relating to the credit slowdown. The volume considers the relative 
importance of credit supply and credit demand factors, the role of bank and nonbank 
credit sources, the impact of credit supply shifts on the economy, and the implications of 
those shifts for monetary policy. Postpaid $5.00 U.S., $10.00 foreign.

Orders should be sent to the Public Information Department, Federal Reserve Bank of 
New York, 33 Liberty Street, New York, N.Y. 10045. Checks should be made payable to 
the Federal Reserve Bank of New York.
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Single-copy subscriptions to the Quarterly Review (ISSN 0147-6580) are free. Multiple 
copies are available for an annual cost of $12 for each additional subscription. Checks 
should be made payable in U.S. dollars to the Federal Reserve Bank of New York and sent 
to the Public Information Department, 33 Liberty Street, New York, N.Y., 10045-0001 (212- 
720-6134). Single and multiple copies for U.S. subscribers are sent via third- and fourth- 
class mail. Subscriptions to foreign countries, with the exception of Canada, are mailed 
through the U.S. Postal Service’s International Surface Airlift program (ISAL) from John F. 
Kennedy International Airport, Jamaica, New York. Copies to Canadian subscribers are 
handled through the Canadian Post.
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Treasury and Federal Reserve 
Foreign Exchange Operations
November 1993-January 1994

The dollar appreciated modestly against most major cur
rencies during the November-January period. It rose 2.9 
percent against the German mark, 0.1 percent against the 
Japanese yen, and 0.5 percent on a trade-weighted basis.1 
The U.S. monetary authorities did not undertake any inter
vention operations during the period.

The dollar ends the period virtually unchanged 
against the yen
After opening at ¥108.64 on November 1, the dollar rose 
against the yen in thin year-end markets, reaching a high of 
¥113.55 before coming down to end the period unchanged. 
Initially, the dollar rose as market participants turned their 
attention to Japan’s lingering recession and to the prospect 
of interest rate differentials moving in favor of the dollar. 
This shift in focus was prompted by continued weakness in 
Japanese money supply growth, employment, industrial 
production, and retail sales. Moreover, Japanese equity 
prices dropped sharply in November—with the Nikkei stock 
index falling nearly 17 percent over the course of the 
month—and remained volatile throughout December. 
Growing pessimism over the economic outlook for Japan, 
as well as the uncertain prospects for the Hosokawa gov
ernment’s long-awaited fiscal stimulus package, helped

This report, presented by Peter R. Fisher, Senior Vice President, Federal 
Reserve Bank of New York, and Manager for Foreign Operations, System 
Open Market Account, describes the foreign exchange operations of the 
U.S. Department of the Treasury and the Federal Reserve System for the 
period from November 1993 through January 1994. Nicholas Pifer was 
primarily responsible for preparation of the report.

1 The dollar’s movements on a trade-weighted basis are measured using 
an index developed by staff at the Board of Governors of the Federal 
Reserve System.

fuel expectations of an additional cut in the Bank of Japan’s 
Official Discount Rate (ODR).

Over the course of December, trading activity in the dol- 
lar-yen exchange market started to ebb as first corporate 
and then interbank participants pulled back from the market 
ahead of the year-end holidays. Japanese exporters, who 
regularly sell dollars to the market to hedge their foreign 
currency receivables, were notably absent towards the end 
of the month. In this environment, market conditions were 
increasingly characterized by the dominance of technically 
oriented traders who bought up the U.S. currency in antici
pation of further dollar gains, and the dollar rose gradually 
through December from a low of ¥107.37 to a high of 
¥112.05.

In late December, Treasury Secretary Bentsen was asked 
whether he saw a need to intervene in the foreign exchange 
market to stem the yen’s decline. He responded that he did 
not think intervention would be necessary, but rather 
thought that the foreign exchange market would focus on 
Japan’s substantial trade surplus when determining the rel
ative value of the dollar and the yen. Secretary Bentsen 
expressed concern that Japan was not meeting its commit
ment to achieve domestic demand-led growth and a signifi
cant reduction in its external surplus. He expanded on this 
view in early January when he said that the proper way for 
Japan to address its economic imbalances was through a 
combination of effective fiscal stimulus and market-opening 
measures, not through a depreciation of the yen.

The dollar reached its period high of ¥113.55 on January 5, 
but soon drifted lower when expected movements in inter
est rates failed to materialize. Market participants turned 
their attention to the shifting fortunes of Japanese political 
reform and to bilateral trade talks with the United States,
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but they were unable to develop a lasting view on how the 
success or failure of these two initiatives would affect 
exchange rates. Reflecting the market’s uncertainty about 
the near-term direction of the dollar against the yen, the 
implied one-month option vo la tility  for the dollar-yen 
exchange rate spiked higher in the second half of January. 
At the same time, foreign investors purchased the equiva
lent of $10.5 billion in Japanese equities during January; 
these flows contributed to a sharp rebound in Japanese 
stock prices and helped support the yen.

The upper house of the Japanese Diet passed Prime 
Minister Hosokawa’s political reform bill on January 29, 
permitting the government to turn its attention to other pol
icy issues. As the period came to a close, U.S.-Japan trade 
talks were continuing and the Japanese government was 
reportedly at work on a record stimulus package for the 
economy. Reflecting the positive implications of such a 
package for Japanese domestic demand growth, the Nikkei 
surged nearly 8 percent on the last day of the period and 
expectations of additional interest rate cuts in Japan 
receded even further. These factors helped strengthen the 
yen, and the dollar closed at ¥108.65 on January 31.

The dollar appreciates modestly against the mark
During November and most of December, the dollar was 
relatively stable against the German mark, trading in a nar
row range around the DM 1.70 level. Market sentiment 
towards the dollar was generally positive, however, with 
dealers taking note of the increasingly divergent paths of 
the U.S. and German economies. In this environment, mar
ket participants began to anticipate a fairly rapid conver
gence of short-term German and U.S. interest rates. The 
Bundesbank, which had surprised the foreign exchange 
market in late October when it cut its discount and Lombard 
rates by 50 basis points, trimmed its key money-market 
repurchase rate from 6.40 percent at the start of the period 
to 6.25 percent on December 1. At its December 2 council 
meeting, the Bundesbank announced a prefixed rate of 6.0 
percent for the next five-weekly auctions of fourteen-day 
repurchase agreements. Market participants generally 
interpreted this move as an effort to nudge short-term inter
est rates lower while also dampening speculation of further 
monetary easing.

The dollar broke out of its trading range in late Decem
ber, jumping four pfennigs higher in the last three days of

Chart 1

The Dollar against the Japanese Yen
Spot Exchange Rate

Japanese yen per U.S. dollar

Source: Federal Reserve Bank of New York.
Note: Inset panel shows the six-month exchange rate movement.
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the month. Dealers expressed initial skepticism over the 
rise, which occurred in thin year-end markets. Nonetheless, 
the dollar subsequently extended its gains to reach a 
twenty-eight-month high of DM 1.7562 on January 14. As 
the dollar moved higher, it gained broad support from a 
series of U.S. and German statistical releases— notably 
retail sales, factory orders, and the purchasing managers 
index for the United States, and industrial production, 
unemployment, and real GDP for Germany—that further 
contrasted economic conditions in the two countries.

During the latter part of January, the dollar settled into a 
new trading range against the mark. Expectations of near- 
term volatility in the dollar-mark exchange rate dropped off 
sharply, with the implied one-month option volatility falling 
from nearly 12 percent in early January to less than 9 per
cent at month-end. While market rumors of central bank 
sales helped cap the dollar’s rise, movements in actual and 
expected interest rate differentials also weighed on the 
U.S. currency. At its two January meetings, the Bundes
bank Council kept its repurchase rate fixed at 6.0 percent, 
disappointing the market and further deflating expectations 
about the pace of German interest rate cuts. Similarly, a 
perceived lack of inflationary pressures in the United States

led dealers to rethink their expectations of a near-term hike 
in short-term U.S. interest rates. During most of January, 
therefore, differentials in three-month Eurodeposit rates, as 
well as those in the expected three-month deposit rates 
implied by futures prices, moved in the mark’s favor. The 
dollar closed the period on January 31 at DM 1.7338.

Other operations
As of the end of January, cumulative valuation gains on 
outstanding foreign currency balances were $2,868.4 mil
lion for the Federal Reserve and $2,513.0 million for the 
Treasury’s Exchange Stabilization Fund (ESF). There were 
no realized profits or losses for the quarter.

The Federal Reserve and the ESF regularly invest their 
foreign currency balances in a variety of instruments that 
yield market-related rates of return and have a high degree 
of liquidity and credit quality. A portion of the balances is 
invested in securities issued by foreign governments. As of 
the end of January, the Federal Reserve and the ESF held 
either directly or under repurchase agreements $10,740.5 
million and $10,436.2 million, respectively, in foreign gov
ernment securities valued at end-of-period exchange rates.

Chart 2
Differential between Dollar and Yen Interest Rates
Implied by the Three-Month Eurodeposit Futures (March 1994 Contracts)
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Source: Bloomberg L.P.
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Chart 3
Dollar-Yen Exchange Rate Volatility Implied by 
Option Prices

Percent per year
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Table 1
Federal Reserve
Reciprocal Currency Arrangements
Millions of Dollars

Amount of Facility 
Institution_________________ January 31, 1994
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
Swis National Bank 4,000
Bank for International Settlements:

Dollars against Swiss francs 600
Dollars against other

authorized European currencies 1,250
Total 30,100

Table 2
Net Profit (+) or Losses (-) on 
United States Treasury and Federal Reserve 
Foreign Exchange Operations
Millions of Dollars I I I  j j j  - i l  1

Federal Reserve

Valuation profits and losses on outstanding assets and +3,368.5
liabilities as of October 31, 1993

U.S. Treasury Exchange Stabilization Fund 

+2,839.0

Realized profits and losses
November 1, 1993-January 31, 1994

0.0

Valuation profits and losses on outstanding assets and +2,868.4
liabilities as of January 31, 1994

Note: Data are on a value-date basis.
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Chart 5

Differential between German Mark and Dollar Interest Rates
Implied by the Three-Month Eurodeposit Futures (March 1994 Contracts)
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Dollar-Mark Exchange Rate Volatility Implied by 
Option Prices
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Chart 7

Short-Term Interest Rates for Selected Countries
Percent

1993 1994

Source: Bank for International Settlements.
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Studies on Causes and Consequences of the 1989-92 Credit Slowdown
The persistent weakness of the U.S. economy between early 1989 and late 1992 was 
accompanied by an unprecedentedly sharp slowdown in credit growth. Economists have 
debated the linkages between these events, particularly the possibility that credit supply 
constraints may have played a significant role in weakening economic activity during this 
period. Studies on Causes and Consequences of the 1989-92 Credit Slowdown, a collec
tion of papers by staff members of the Federal Reserve Bank of New York, explores this 
and other issues relating to the credit slowdown. The volume considers the relative 
importance of credit supply and credit demand factors, the role of bank and nonbank 
credit sources, the impact of credit supply shifts on the economy, and the implications of 
those shifts for monetary policy. Postpaid $5.00 U.S., $10.00 foreign.

Orders should be sent to the Public Information Department, Federal Reserve Bank of 
New York, 33 Liberty Street, New York, N.Y. 10045. Checks should be made payable to 
the Federal Reserve Bank of New York.
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