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Guidelines for Foreign Lending Activities of Commercial Banks

Under the President’'s Balance of Payments Program

To All Banks in the Second Federal Preserve District:

The followving statement was issued by the Board of Governors of the Federal Reserve
System and released for publication In morning newspapers, Monday, March 8:

The Board of Governors of the Federal Reserve System today issued a set of 14 guidelines for
commercial banks to follow in complying with the President’s program to improve the nation’s bal-
ance of payments position, in part through voluntary efforts to restrain foreign lending and investment.
It was recognized that, in restraining the growth of loans to foreigners, banks will be foregoing some
of the gains that would otherwise have accrued to them. Nevertheless, the Board stated, if a volun-
tary program is to be effective, the national interest must come first in decisions on future specific
loan transactions.

The guidelines for foreign lending operations specify that absolute priority should be given to all
bona fide export credits. With respect to nonexport credits, banks are expected to give the highest
priority to loans to less-developed countries and to avoid restrictive policies that would place an undue
burden on Canada, Japan, and the United Kingdom. To meet these priorities, the guidelines contem-
plate that nonexport credits to other advanced countries will be cut back to the extent needed to
achieve the goal of the President’s program.

The objective of the program is that outstanding bank credit to nonresidents of the United States
not rise above the amount outstanding at the end of 1964 by more than 5 per cent. Banks which find
themselves in excess of the target are expected to reduce their foreign loans as quickly as possible, and,
in the most extreme case, to bring their lending hack to the target level within the next twelve months.

The guidelines cover the method of calculating the base for an individual bank against which the
rise of 5 per cent in outstanding loans can be measured. They also clarify how those banks already in
excess of the target as a result of year-to-date operations will be expected to bring their operations
within the policy objectives. The guidelines spell out, among other topics, the relationship of trust
departments to the program, the handling of financial transactions for customers, the position of Edge
Act corporations, the operations of foreign branches of U. S. banks and of U. S. branches of foreign
banks.

In considering problem areas involved in the development of the guidelines, the Board had the
benefit of technical advice from the following specialists in commercial bank foreign operations:

Mr. Roger Anderson, Continental Illinois National Bank, Chicago, Illinois; Mr. Harry P.
Barrand, Jr., Manufacturers Hanover Trust Company, New York, New York; Mr. Alfred W.
Barth, The Chase Manhattan Bank, New York, New York; Mr. W. A. Hurst, Bank of America
National Trust and Savings Association, San Francisco, California; Mr. John M. Meyer, Jr.,
Morgan Guaranty Trust Company of New York, New York; and Mr. J. J. Wieckowski, Girard
Trust Bank, Philadelphia, Pennsylvania.

The Board pointed out that the role of these individuals was advisory only. They were not asked
to approve or disapprove the guidelines nor to assume any responsibility in connection with tlieir
formulation.

The Board indicated that the guidelines, effective immediately, will be reviewed from time to
time in the light of experience gained from operation of the program. The interpretations are designed
to help individual banks make the decisions regarding their own operations that are required to ensure
an effective program.

Copies of the new guidelines are being made available through the Federal Reserve Banks to all
commercial banks in the country. Banks having questions concerning their application are urged to
consult with the Federal Reserve Bank of their District,

Following is the text of the guidelines:

Preface to Guidelines

The following guidelines have been designed by the Board of Governors of the Federal Reserve
System for use in implementing President Johnson’s program for the voluntary curtailment of foreign
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credit by banks. They will be in effect until modified or supplemented. However, they may be changed
from time to time in the light of new circumstances and in the light of the experience gained as the
program goes forward. The guidelines should be helpful to individual banks as they play their own
particular part in the achievement of the President’s overall balance-of-payments program, and each
bank should feel free at any time to discuss its problems with the Federal Reserve Bank of its District.

It is clear that banks, in undertaking a voluntary role in the program, are being called upon to
make sacrifices. In restraining the growth of their loans to foreigners they will be foregoing some of
the gains that would otherwise have accrued to them. But, if a voluntary program is to be effective,
decisions on future specific loan transactions must be made primarily with an eye to the national inter-
est rather than profits. The achievement of the President’s goal will be in the long-term interest not
only of the nation, but also of the individual institutions which are now being called upon to forego
immediate advantage or gain.

1. Establishing a target base for an individual bank

The objective of the program is that outstanding bank credit to nonresidents of the United States
not rise above the amount outstanding at the end of 1964 by more than 5 per cent, subject to the condi-
tions set forth in Guideline No. 3.

The following steps are involved in calculating the base, and the amount of credit outstanding on
any particular date, for an individual bank:

(1) Take outstanding claims of U. S. banking offices on foreigners as of December 31, 1964,
as required to be reported on Treasury Department Foreign Exchange Forms B-2 and B-3.
Contingent accounts, such as unused balances of letters of credit and commitments to lend, are
excluded from the base. (For further information, reference is made to the instructions printed
on Forms B-2 and B-3.)

(2) Subtract from this amount any claims for account of customers included on the forms,
as well as any participations in individual loans arranged by the Export-Import Bank or made
with Export-Import Bank guarantees.

(3) Add any claims not reportable on Forms B-2 and B-3, such as long-term foreign securi-
ties and permanent capital invested in foreign branches and subsidiaries.

(4) Compensating balances, or any other claim on the lending bank of the debtor or of any
other person by arrangement or understanding with the debtor, should not be deducted from
loans or other claims on foreigners for purposes of determining the base.

(5) It is expected that a simplified form for making the above calculation, and for making
monthly reports on foreign credits, will be furnished to the banks within a short time.

Banks which are exempted from reporting on the Treasury forms because their foreign credits
are below the minimum reporting requirement are nevertheless included in the program.

2. Participations in Export-lmport Bank loans and loans
guaranteed by the Export-lmport Bank

Participations in individual export loans arranged by the Export-lmport Bank, loans with Export-
Import Bank guarantees or insurance, and holdings of “ Export-lmport portfolio fund” participations
are excluded from the 5 per cent target.

The role of the Export-lmport Bank within the framework of the President’s program will be
coordinated by the National Advisory Council for International Monetary and Financial Problems.

3. Banks in excess of 5 per cent target

It is clearly recognized that some banks may currently be above the 5 per cent target because of
loans made prior to February 11, 1965, or may subsequently be brought above the target as a result of
(a) binding commitments entered into before February 11, or (b) the extension of bona fide export
credits, or (c) the extension of credits at the specific request of an agency of the U. S. Government.
A bank in such circumstances would not be considered to be acting in a manner inconsistent with the
program; however, it should reduce its claims on foreigners to 105 per cent of the base as quickly as
possible. Even in the most extreme case, this reduction should be accomplished within the next twelve
months.

Such a bank will be invited periodically to discuss with the Federal Reserve Bank of its District
the steps it has taken and proposes to take to bring about the reduction of its claims on foreigners
consistent with these guidelines.

Banks with bona fide commitments are clearly not being asked to refuse to honor such commit-
ments, even if honoring them involves a temporary excess of lending above the target. However, banks
would be expected to seize every opportunity to withdraw or reduce commitments, including credit
lines, that are not of a firm nature, and to ensure that drawings under credit lines are kept to normal
levels and usage. At time of renewal, all credit lines should be reviewed in light of their consistency
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with the voluntary foreign credit restraint program. Proposed extensions or renewals of existing bona
fide commitments should be reviewed in the same manner.

4. Loan priorities

Within the 5 per cent guideline, absolute priority should be given to bona fide export credits.
Credits that substitute for cash sales or for sales customarily financed out of nonbank or foreign funds
are not entitled to priority.

With respect to nonexport credits, banks should give the highest priority to loans to less-developed
countries and should avoid restrictive policies that would place an undue burden on countries such
as Canada and Japan, which are heavily dependent on U. S. financing, and on the United Kingdom,
which is suffering from balance-of-payments difficulties.

Given the probability of some expansion of the end-of-1964 volume of loans for financing exports
and the priorities established for the less-developed countries, as well as the need to avoid restrictive
practices with regard to Canada, Japan, and Britain, it is expected that nonexport credit to the other
advanced countries will be cut back to the extent needed to achieve the goal of the President’s program.

Without attempting to specify all types of loans that will need to be restricted, it is obvious that
credits to developed countries that can be cut back with benefit to our balance of payments and with
the least adverse side-effeets include: credits to finance third-country trade; credits to finance local-
currency expenditures outside the United States; credits to finance fixed or working capital needs; and
all other nonexport credits to developed countries that do not suffer from balance-of-payments
difficulties.

5. Bank sales of foreign assets to U. S. residents

In general, banks should not expand their lending abroad by selling to U. S. residents (including
U. S. banks) claims on foreigners existing as of the base date and replacing such assets with other
loans to foreigners. Sales to U. S. residents of foreign securities owned on the base date, which would
be free of the interest equalization tax, or of loan participations, could assist an individual bank to stay
within the 5 per cent target, but would clearly not benefit the U. S. payments position. Therefore,
in the event of any such sales, the bank’s base should be reduced by an amount equivalent thereto.

6. Banks with no foreign loans outstanding on December 31, 1964

In general, banks with no previous foreign lending experience would be expected not to make for-
eign loans during 1965. However, bona fide export loans to foreigners may be made in reasonable
amounts, provided this financing does not represent a shift from previous U. S. or foreign sources of
financing. Banks making foreign loans for the first time should take precautions to ensure that their
activities do not become a means through which credit is extended to foreign borrowers who have been
denied credit by established lenders cooperating in the voluntary program.

7. Banks whose previous foreign business has consisted almost
entirely of export financing

The few banks falling in this category would ordinarily be expected to keep within the 5 per cent
ceiling. Since they would have no maturing nonexport loans to provide funds for additional export
credits and would therefore need to rely upon nonrenewal of maturing export loans, reasonable
amounts in excess of the target from time to time would not be considered in conflict with the pro-
gram. But every effort should be made by such banks to keep their lending within the ceiling. They
should take care to ensure that export loans do not represent a shift from previous U. S. or foreign
sources of financing.

8. Trust departments

Managing officers of trust departments should be made familiar with the voluntary restraint effort.
They should bear the purpose of that program in mind in making any acquisitions of foreign obliga-
tions for trust accounts. For example, they should not exercise their authority under any trust account
to acquire foreign obligations which, in the absence of the restraint program, would have been acquired
by the bank for its own account. Pension funds, including those administered by banks, have been
furnished separate guidelines, as part of the program to restrain foreign credits of nonbank financial
institutions.

9. Financial transactions for customers

While banks must, of course, follow instructions given to them by their customers, it is expected
that, in buying foreign investments for customers, they will be guided by the principles inherent in
the President’s balance-of-payments program. They should not encourage customers to place liquid
funds outside the United States. Banks should not place with customers foreign obligations which,
in the absence of the restraint program, they would have acquired or held for their own account.
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10. Foreign branches

It is assumed, of course, that U. S. banks having branches, as well as subsidiaries and affiliates, in
foreign countries will not utilize them to avoid the foreign credit restraint program for U. S. banks.

Foreign branches have independent sources of funds in the countries in which they are located and
from third countries, in many cases through the attraction of Euro-dollar deposits. The balance-of-
payments program is not designed to hamper the lending activities of the foreign branches insofar as
the funds utilized are derived from foreign sources and do not add to the dollar outflow. Concern
arises only in those cases where the resources are derived (directly or indirectly) from the United
States.

Total claims of the head office on overseas branches, including permanent capital invested in, as
well as balances due from, branches, represent bank credit to nonresidents for purposes of the program.

11. Problems of Edge Act corporations

Edge Act and agreement corporations are included in the voluntary credit restraint effort. The
foreign loans and investments of such a corporation may be combined with those of the parent bank
for the purposes of the program, or separate targets may be set for the parent bank and the subsidiary.

An Edge Act corporation that has not yet undertaken any significant volume of loans and invest-
ments may take as a base, alone and not in combination with its parent, its paid-in capital and surplus,
up to $2.5 million, even though an equivalent amount of foreign loans and investments had not yet
been made as of December 31, 1964.

12. U. S. branches and agencies of foreign banks

Branches and agencies of foreign banks located in the United States are requested to comply with
the principles of the program of credit restraint applicable to domestic banks.

13. Substitution of export credit for credit for other purposes

Banks should be on the alert to avoid granting credit to domestic customers if the result would
be to aid the latter in making foreign loans or investments inconsistent with the program. Even export
credit to foreigners, if it supplants credit previously obtained from foreign sources and thus frees
the foreign funds for other uses, may be detrimental to the U. S. payments position.

This is obviously a difficult area and one in which there is considerable room for possibly damag-
ing substitution of domestic for foreign financing, and for substitution of export credits to foreigners
for other credits to foreigners. In general, success will depend on the ability of banks to identify loans
that are inconsistent with the program and on the application of the Department of Commerce pro-
gram with respect to foreign credit and investment by nonfinancial firms.

14. Management of a bank’s liquid funds

Banks that have placed their own funds abroad for short-term investment purposes, including
U. S. dollar deposits outside the United States or the acquisition of non-U. S. money market paper,
should refrain from increasing such deposits and investments and should, in a reasonable and orderly
manner, seek to reduce them. Since such funds are ordinarily placed outside the United States solely
to provide a slightly higher rate of return, they are strong candidates for reduction under the
program.

This guideline applies equally to deposits and investments payable in foreign currencies and
to those payable in U. S. dollars.

This guideline does not call for a reduction in necessary working balances held with foreign corre-
spondents, although such balances are also considered claims on nonresidents for the purposes of
the program.

Our Foreign Department will be pleased to confer with you on any problems that may

arise under the guidelines.
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Additional copies of this circular will be furnished upon request.

Alfred H ayes,

President.
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