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Treasury and Federal Reserve
Foreign Exchange Operatio.ns

Atter rising for a time In August and early September, dollar
exchange rates dropped sharply afler an announcement on
September 22 by the Ministers of Finance and Central
Bank Governors of the five major industrial nations, The
monetary authorities agreed to pursue additional, specific
policies to sustain and accelerate more balanced expan-
gion with low inflation, and to cooperate more clossly in fur-
thering an orderly appreciation of non-dollar currencias. For
the August-October perlod as a whole, the dollar extended
the decline that had begun in early 1985, against a back-
ground of spreading perceptions that U.S. economic growth
was slowing while activity abroad was picking up. By end-
October, the dollar had fallen nearly 11 percent in terms of
the Japanese yen cormpared with its end-July jevel, by
about 6 percent relative to Continental currencies, and by 2
percent against the pound steriing. On a trade-weighted av-
arage basis, the dollar closed about 51 percent lowar than
its end-July lavels, and 22 percent balow its highs of late
February 1985,

As the period opened, the dollar continued the irregular
decline that had occurred during the praevious five months,
but the pace of decline was slowing, Economic statistics
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were still suggesting that growth of U.S. production and em.
ployment ramained sluggish during the summar months. But
market participants doubted that U.S. interaest rates would
axtend the decline that had begun earlier in the spring since
they viewed the Federal Reserve as likely to be increasingly
cautious in the face of continued rapid monetary growth.
Starting in late August, the dollar actually began 1o rige as it
appeared that the outiook for U.S. economic growth might
be more favorable than earlier predicted. Better-than-
anticipated trade and employment data prompled market
participants to change their expactations for tha U.S, econo-
my and for interest rates. Under these circumstances, com-
mercial customers as wall as professionals acted to cover
short positions and reduce hedges against doliar assets e3-
tablished when the dollar had fallen. Moreover, evidence of
a ranewad flow of private forelgn capital into the U.S. securi-
tles markets during September, after a temporary slacken-
ing in August, helped to dispel concern that tha dollar's de-
cline since the apring would cause a major shift of investor
praferences toward non-dollar currencies. The dollar
reached its highest levels of the three-month period under
review during the second week of September, as traders
anticipated that upcoming “flash” GNP estimates would re-
veal strong growth in the third quarter.

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



Table 1
Federal Reserve Reciprocal
Currency Arrangamants
{n mitlions of dollars
Amount of
facility
Qufober 31,
nstlubion 1985
Austnan National Bank ................. oo 250
Nakonal BankofBelguam ..o oL 1,000
Bankof CanBda . ... e 2,000
Nabonal Bank of Denmark ... ool 250
Bank ot England., ... ... o e 3,000
Bank Of FIARCE ... .. o e 2,000
GemanfedarsiBank . ... 00 e 5,000
Bankofltaly .. ... oo 3,000
Bank of JADAN .. oo i 5.000
Bark QOITMEXICO . s 700
Netherlands Bank .. ........o oo 500
Bank of NOrWay .o ovveoee oo e 250
Bank OF BWeOEN ... e 300
Swigs NationalBenk .. .. L. 4.000
Bank for International Seltiements
Swiss francs-dollars ... 0 860
Other authorized European
currency-gofiars. . ... e 1,280
£ | I 30,100

at the lovels they had reached, which were 4 to @ parcent
higher than those of early August. As these questions led
some professionals 1o take profits, the dollar feli, dropping
further when the “flash” GNP estimate turnad out to be low-
er than most market forecasts.

The dollar's fall then gained momentum after September
22, when the G-5 Finance Ministers and Central Bank
Governors made their announcement following a maeting in
New York. The statement (see announcemant on page 5)
drew attention to changes already occurring In fundamental
economi¢ conditions around the world, in particular the shift
to more moderate growth in the United States, stronger
growth in other countries, and the convergence of inflation
rates at a lowsr level. Recognizing that thase changes had
not yet baen fully reflected in exchange rates, the officials
affirmed the strong prospects for pragress in reducing inter-
natienal economic imbalances and the intentions of the G-5
governments to implement policies to sustain and acceler-
ate these improvements. Each of the countries issued a
specific staterent of policy intantions to intensify individual
and cooperative efforts to achieve sustained noninfiationary
expansion,

The G-5 announcement had an immediate and strong af-
fect on dollar exchange rates. In part, the exchange market
reaction reflected the fact that the announcement was un-
expacted. More importantly, markst participants noted that

the initiative had come trom the United States and viewed it
as a change in the U.S, governmant's praviously perceived
attitude of accepting ot even welcoming the strong dollar. In
addition, the agresment was interpreted as eliminating the
likelihood that the Federal Reserve would tighten reserve
conditions in response to rapid U.S, monaetary growth.

In thesge circumstances, the dollar dropped sharply on the
day following the G-5 announcement even before any offi-
clal intervention occurred. With Tokyo closed for a holiday,
the firet central bank operations weare in Europe; the doilar
had already fallen against major foreign cutrencies by the
time the Bundesbank stepped in to sell doliars at the after-
noon fixing in Frankfurt for the first time in more than six
months. Later the same day, the U.S. authorities conducted
their first operation during the period under raview, seiling
dollars against Japanesa yen and German marks in a visible
manner to resist a riger of the dollar from the lower lavels.

During the next few days, there was some skepticlam in
the market that the lower dollar levels would bs malintained,
and a number of commercial ¢ustomers responded to the
apparantly attractive rates by buying doitars. This phenomae-
non wag most dramatic In Tokyo where, whan the market
opanead on Tuasday, September 24, after a three-day week-
end, dollar demand from corporations and investors spurred
the largest turnover on racord for spot dollar/yen trading.
The Bank of Japan responded with massive dollar sales.
Even though these sales were partly offset by sizable nor-
mal intarast earnings, Japan's published foreign exchange
reserves dropped by nearly $1 billion in the month of Sep-
tember. Following these and other oporations in subssquent
days by tha Japanese and other -5 central banks, market
participants came to believa that the authorities were firmly
committed to the joint effort and upward pressures on the
dollar abated. The U.S. authorities sold a total of $199 mil-
lion against German marks and $262 million against the
Japanese yen during the last week of September and the
first waek of October, operating repeatedly and visibly at
times when the dollar showed a tendency to rise from the
lower lavels it had reached.

In the two waeks beginning October 7, the dollar came
under heavier upward pressure, reflecting strong commer-
ciat and investor demand. While imprassed with the central
bank intervention, market participants still anticipated addi-
tional ecenomic policy initiatives, The demand for dollars
was spurred when the annual World Bank/IMF meetings in
Saoul, Korea, passed without any such announcements. in
addition, some statements, attributed to monetary officials
at the Saou! meatings, were viewaed as exprassing satisfac-
tion with the extent of the dollar's decline and suggesting
that it would not falt much turther. Also contributing to up-
ward pressure on the dollar were growing perceptions that
U.S. ecohomic activity was picking up and that new esti.
mates of third quarter GNP growth would show a substantial
upward revision,
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The demand for dollars, especially against the German
mark, intensified ‘around mid-October when commercial
participants who had held off meefing their dollar needs
after the G-5 announcement re-enterad the market. But
the dollar's rise was largely held in check by coordinated
intervantion by the United States and other monetary au-
thorities. On October 16, as the dollar staged its strongest
rebound since the G-5 announcement, the Desk sold
$797 million against German marks and $67 million
against Japanese yen, and on the next day it sold addi-
tional amounts as the dollar eased back when the upward
revision of tha U.S. GNP statistics failed to live up to ox-
pectations. During the second two wesks following the
Septamber 22 communique, the United States sold a total
of $1,550.2 mitlion against German marks and $617.6 mil-
lion against Japaness yen. These operations, some of
which were conducted in Far Eastern markets as wall as
in New York, were closely coordinated with those of the
Bank of Japan and uropean G-5 central banks in thair
own ¢cantars.

During the last two weeks of October, much of the upward
pressure on the dollar relative to the European currencies
abated in response both to the intervention operations and
to a fading of optimism about the U.S. economic outiook,
The upward pressure on the doliar vis-a-vis the Japanase
yen, however, was slower t0 subside-~sven though the gov-
ernment of Japan had announced on October 15 a program
1o increasa the rate of growth of domestic demand. Accord-
ingly, the Desk’s dolilar sales in this two-week period, while
more modest in size, were concentrated in yen. In all during
these two weeks, the U.S. authorities sold $482.9 milllon
against Japanese yen and $87 million against the German
mark.

Late in October the Bank of Japan sallowed Japanese

money market intérest rates to drift higher. It was then that
the doltar began 10 decline particularly sharply against the
yen, Many market observers viewed the Japanese actions
on interest rates as possibly representing the first of & series
of steps to be taken by the G-5 countries to lower intarest
differentials favorable to the dollar, Despite denials by U.S.,
German, and Japanesse officials that any agreement existed
for such coordinated interest rate policy moves, the ides
persisted, and the dollar declined across the board to close
near its lowest lavels of the three-month period under re-
view. It ended October some 13 percent below the level at
which it had traded in the week before the G-5 maesting in
terms of the Japanese yen, 10, percent down in terms of
the German mark, and 8 percent down v/s-d-vis sterling. To-
tal intervention sales of dollars by the U.S. authorities, which
were split squally batween the U.S. Treasury and the Fader-
al Reserve, came to $3,188.7 million during the thres
monthg. After September 22, the central banks of France,
Germany, Japan, and the United Kingdom sold about $5
billior. The centrat banks of other G-10 countries sold more
than $2 billion.

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

in the period August through October the Federal Re-
sarve and the Exchange Stabilization Fund (ESF) realized
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Net Profits (+) or Losses (=) on
United States Treasury and Faderal Ragserve
Current Foreign Exchange Operations

in millions of dollars

United Staies Treasury

Federal Exchange
Penng Rasarve Siabilization Fund
August 1, 1985—Cclober
2V 18BE L Q- A
VARIVFHON protits god
losses on outstanding
assels and liabilities
as ot October 31, 1985 ... ... —-451.0 —202.7

Dala are on g velue-nate basis.

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

The Federal Resarve and the ESF invest foreign currency
balances acquirad in the market as a rasult of their foreign
operations in a variety of instruments that yield market-
related rates of return and that have a high degree of quali-
ty and liquidity. Under the authority provided by the Mone-
tary Control Act of 1980, tha Fedaral Resarve had investad
$1,796.6 milllon equivalent of its foreign currency holdings
in securities issued by foreign governments as of October
31. in addition, the Treasury held the equivalent of $2,672.1
milllon in such securities as of tha and of October.



Announcement of the Ministers of Finance and
Central Bank Governors of France, Germany,
Japan, the United Kingdom, and the United States

Ministers of Finance and Central Bank Governors of France,
the Fedaral Republic of Germany, Japan, the United King-
dom, and the United States met today, September 22, 1985,
in the context of thelr agreement to conduct mutual surveil-
lance and as part of their preparations for wider international
discugsions at the forthcoming meetings in Seoul, Korea.
They raviewed economic developments and policies in each
of their countries and assessed their implications for eco-
nomic prospects, external balances, and exchange ratas.

At the Bonn Economic Summit in May 1885 the Heads of
State or Government of seven major indusirial countries and
the President of the Commission of the European Communi-
ties issued an Economic Declaration Toward Sustained
Growth and Higher Employment, In that Dectaration ths par-
ticipants agreed that:

The best contribution we can make to a lasting new pros-

perity in which all nations can share i unremittingly to

pursue, individually in our own countries and cooperativaly
together, policies conducive to sustained growth and
higher employment.

The Ministers and Governors were of the view that signifi-
cant progress has been made in their efforts to promote a
convergenca of favorable economic performance among
their countries on a path of steady noninflationary growth.
Furthermore, they conciudad that their countries are restor-
ing the vitality and responsiveness of their economies. As a
result of these developments, they are confident that a firm
basis has bsen established for a sustained, mare batanced
expansion armong their countries. This sustained growth will
benefit other industrial countries and will halp ensure ex-
panding export markets for developing countries, thereby
contributing importantly to the resolution of probiems of

heavily indebted developing countries.

They believe that this convergence of favorabie economic
parformance has been influenced increasingly by policy ini-
tiativag undertaken by their countries. Moreovaer, each of
their countries is committed {o the implamentation of further
policy meéasures which will reinforce favorable convergsnce
and strengthen the sustainability of the current expansion.

Ministers and Governors weare of the view that recent
shifts in fundamental economic conditions among their
countries, together with policy commitments far the future,
have not been reflected fully in exchange markets.

Racant economic developments and policy changes
Ministers and Governors expeact that real growth in aggre-
gate for their countrias will be about 3 percent this year,
compared with negative growth of =0.7 percent in 1982.
Although this figurs is down slightly from 1984, growth will
be more balanced than at any tims in the last four years.
Aftar tha particularty rapid U.S, growth of 1983-84, there is
now increased evidence of internal growth in other coun-
trias. In particular, private investment has picked up
strength. The current éxpansion is occurring in a context of
fiscat consolidation; it is not depandent on short-lived fiscal
stimulus. As a result of the changas in the componenis of
growth, real growth in their countries can be axpscted to
remain strong as U.S. growth moderates.

The current sustained expansion is occurring within a

" framework of declining inflation, a phenomenon that is un-

precedanted in the past three decades. Inflation rates are
at thair lowest in nearly 20 years, and they show no signs
of reviving.

Thera has been a signiticant fall in interest rates in recent



‘years. Apart from welcome domestic effects, this has been
parnticularly haipful in sasing the burden of debt repayments
for developing countries.

This successiul performance is the direct result of the im-
portance given to macroeconomic policies which have re-
duced inflation and inflationary expectations, to continued
vigitance over government spending, to greater emphasis
on market forces and compatition, and to prudent monetary
policies.

These positive sconomic developments notwithstanding,
there are large imbalances in external positions which pose
potential problems, and which reflect a wide range of fac-
tors. Among these are: the deterioration in its external posi-
tion which the United States experienced from its period of
very rapid relative growth; the particularly large impact on
the U.S. current account of tha economic difficulties and the
adjustment efforts of some mafor developing ¢ountries; the
difficulty of trade access in some markets; and the apprecia-
tion of the U.S. doliar. Tha interaction of these factors—rela-
tive growth rates, the debt problems of developing coun-
triag, and exchange rate developments-—has contributed to
large, potentially destabilizing external imbalances among
maijor industrial countries. In particular, the United States
has a large and growing current account deficit, and Japan,
and to a lesser axtent Germany, largs and growing current
account surpluges,

The U.8. eurrent account deficit, together with other fac-
tors, is now contributing to protectionist pressures which, I
not resisted, could lead to mutually destructive rataliation
with serious damage to the world economy: world trade
would shrink, real growth rates could even turn negative,
unemployment would rise still higher, and debt-burdenad
developing countries would be unable to secure the export
aarnings they vitally need.

Policy intentions

The Finance Ministers and Governors affirmed that each of
thair countries remains firmly committed to its international
responsibilities and obligations as a leading industrial nation.
They also share special responsibilities to ensure the mutual
consistency of the individual policies. The Ministers agreed
that establishing more widely strong, noninflationary domes-
tic growth and open markets will be a key tactor in ensuring
that the current expansion continues In a more balanced
fashlon, and they committed themselves to policles toward
that end. In countries where the budget deficit is too high,
further measures to reduce the deficit substantially are ur-
gently required.

Ministers and Governors agreed that it was essential that
protectionist pressures be resisted.

Ministers recognized the importance of providing access
to thair markets for LOC axports as those countries continua
their assentlal adjustment efforts, and saw this as an impor-
tant additional reason to avoid protectionist policies. They

welcomed the GATT preparatory meeting scheduled for late
September and expressed their hope that it will reach a
broad consensus on subject matter and modalities tor a new
GATT round.

in this context, they recalled and reaffirmead the statement
in the Bonn Economic Dsglaration on the debt situation:

Sustained growth in world trade, lowaer interest rates,
open markets, and continued financing in amounts and
on lerms appropriaté to each individual case are essen-
tial to enable developing countries to achieve sound
growth and to overcome their economic and financial
difficultias.

The Ministers agread that they would monitor progress in
achieving a sustalned noninflationary expansion and intensi-
fy thair individual and cooperative efforts to accomplish this
objective. To that end, they affirmed the statements of poli-
¢y intentions by each of their countries.

Conclusions

The Ministers of Finance and Central Bank Governors
agreed that recent economic developments and policy
changes, when combined with the spacific policy intentions
described in each country's statemant, provide a soung ba-
sis for a continued and more balanced expansion with low
inflation. They agreed on the importance of these improve-
ments for redressing the large and growing external imbal-
ances that have developed. In that ¢connection, they noted
that further market-opening measurses will be important to
resisting protectionism,

The Ministers and Governors agreed that exchange rates
should play a roie in adjusting external imbaiances. In order
to do this, exchange rates should better reflect fundamental
aconomic conditions than has been the case. Thay believe
that agreed policy actions must be implemented and rein-
forced to improve the fundamentals turther, and that in view
of the present and prospective changes in fundamentais,
some further orderly appreciation of the main non-dollar cur-
rencies against the dollar is desirable. They stand ready to
cooperate more clossly to encourage this when to do so
would be helpful.

The French Government intends 1o pursue ite policy
aimed at reducing inflation, moderating income growth, and
achieving continued improvements in external accounts. It
will further intensify its efforts to speed up structural adjust-
ment and modernization and thus lay the basis for job-
creating growth,

Therefore, it is determined;

+ To pursue vigorously disinflation.

o To secure the attainment of monetary aggregates
growth targets, consistent with decelerating inflation.

« To curb public expenditures progressively so as 1o low-



er the tax burden while reducing the government bor-
rOWING raquirement.

» To foster the investmant recovery allowsd for by the
improved financial situation in the business sector,

* To take furthar steps toward liberalization and modern.
ization of financial markets, to increase competition in
the financial sector 80 as to reduce financial intermedia-
tion costs and give a greater roie to interest rates in
monetary control.

« To foster job creation through the implementation of an
innovative and active policy in the field of education and
training and by promoting constructive discussions be-
twaan soclal partners on work organization.

» To regist protectionism,

The Government of the Federal Republic ot Gaermany,
noting that the German economy is already embarked on a
courae of steady economia racavery based increasingly on
internally generated growth, will continue to implement poli-
¢cigs to sustain and extend tho progress achieved in
strangthening the underlying conditions for continuing, vig-
orous, job-creating growth in the context of stable pricas
and low interast rates.

In particular, the Government of the Federal Republic of
Gearmany will implement policies with the following explicit
intentions:

« The priority objective of flacal policy is to encourage
private initlativa, productive investmants, and maintain
price stability.

« Toward this end, the Federal Government will continue
to reduce progressively the share of the public sector in
the aconotmy through maintaining firm expenditure con-
trol. The tax cuts due to take effect in 1986 and 1988
form part of the ongoing process of tax reform and re-
duction which the Faderal Governmeant will continua in a
medium-term framework.

» The Federal Government will continue to remove rig-
idities inhibiting the efficient functioning of markets. it
will keep under reviow policles, regulations, and
practices affecting labor markets in order to enhance
the positive impact of economic growth on smploy-
ment. The Federal Government and the Deutsche
Bundesbank will provide the framework for the con-
tinuing evolution of deep, efficient money and capital
markets,

« The fiacal policy of the Federal Government and the

monetary policy of the Deutsche Bundesbank will con-
tinus tO ensure a stable envirenment conducive to the
expansion of domestic demand on a durabls basis.

« The Federal Government will continue to resist
protectionism,

The Government of Japan, noting that the Japaness
aconomy ig in an autonomous expansion phase mainfy sup-
ported by domestic private demand increase, will continue
to institute policies intended o ensure sustainable noninfla-
tionary growth, provide full access to domestic markets for
foreign goods, internationalize the yan, and liberalize do-
mastic capital markets,

in particular, the Government of Japan will implement pol-
icias with the following explicit intentions:

» Resistancs of protectionism and steady implementation
of the Action Pragram announced on July 30 for the
further opening up of Japan's domestic markst to for-
elgn goods and services.

+ Fult utilization of private sactor vitality through the im-
plementation of vigorous deregulation measures.

¢ Flexible management of monetary policy with due atten-
tion to the yan rate,

= Intensified implementation of financial market libaraliza-
tion and intarnationalization of the yen, so that the ysn
fully reflects the underlying strength of the Japanese
economy.

» Figcal policy will continua to focus on the twin goals of
reducing the central government deficit and providing &
pro-growth environment for the private sector. Within
that framework, local governments may be favorably al-
lowed to make additional investments in this fiscal year
1985, taking into account the individual circumstances
of the region.

« EHorts to stimulate domestic demand will focus on in-
¢raasing private consumption and investment through
measures to eniarge consumer and mortgage credit
markets.

Tha United Kingdom Governmant, noting that the British
economy has been experiencing steady growth of output
and domestic demand over the past four years, will continue
to pursue policies designad to reduce inflation; to promote
sustained growth of output and employment; to reduce the
sizo of the public sector; to encourage a more compatitive,
innovative, market-orientated private sector; to reduce regu-
lation and increase incentives throughout the economy; and
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to maintain open trading and capital markets free of foreign
exchange confrols.

In particular, the United Kingdom Government intends:

« To operate monetaty policy to achieve further progress
toward price stability and to provide a financial environ-
mant for growing output and employmaent; and to but-
tress monetary policy with a prudent figcal poticy.

To continue to reduce public expenditure as a share of
GDP and to transter further substantial parts of public
sector industry to private ownership.

To reduce the burden of taxation in order to improve
incentives and to increase the efficient use of ragources
in the aconomy.

To take additional measures 10 improve the effective
working of the labor market, including the reform of
wages Councils and improvements in youth training;
and implement proposais to liberalize and strangthen
competition within financial markets,

» To resist protectionism.

The United States Government is firmly committed to poli-

cies designed to ensure steady noninflationary growth; max-

imize the role of markets and private sector participation in
the economy; reduce tha size and role of the government
sactor, and maintain open markets.

In order to achisve these objectives, the Unitad States
Government will:

» Continue efforts to reduce govérnment expenditures as
a share of GNP In order to reduce the fiscal deficit and
to free up resources for the private sector.

+ implament fully the deficit reduction package tfor fiscal
ysar 1986. This package passad by Congrass and ap-
proved by the President will not only reduce by over
1 percent of GNP the budget deficit for fiscal year 1986,
but lay the basis for further significant reductiong of the

" deficit in subsaguent years.

+ Implement revenue-neutral tax reform which will en-
courage savings, create new work incentives, and in-
crease the efficiency of the economy, thereby fostering
noninflationary growth.

+ Conduct monetary policy to provide a financial environ-
ment conducive to sustainable growth and continued
progress toward price stability.

» Resist protectionist measures.



