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MONTHLY REVIEW, SEPTEMBER 1969

Treasury and Federal Reserve Foreign Exchange Operations*

By CHARLES A. COOMBS

The foreign exchange markets had a lot to contend
with during the past six months. The root difficulties
were the continuation of serious imbalances in interna-
tional trade and payments, notably the German and
Japanese trade surpluses, the French deficit, and abnor-
mally heavy short-term capital flows from Europe to the
United States via the Euro-dollar market.

During most of the period, speculative activity was
tempered by the high cost of borrowing in the Euro-
dollar market. In focusing as it generally does on short-
term risks, the exchange market was also inclined to the
view that no parity changes in either the French franc or the
German mark were politically feasible before the French
and German elections. In early May, however, this specu-
lative timetable was suddenly disrupted as reports spread
like wild fire that the German government might be pre-
pared to consider a revaluation of the mark in the context
of a multilateral realignment of parities, Highly charged
market expectations of eventual parity changes exploded
in a burst of speculation in favor of the mark and against
a broad range of other currencies. In ten days, the flow
of funds into the German Federal Bank amounted to
$4.1 billion, with $2.5 billion flooding into Germany on
Thursday and Friday, May 8 and 9. A substantial share
of this massive flow into Germany apparently resulted
from hedging and related operations by United States
corporations, with consequent gross exaggeration of the
United States liquidity deficit in the second quarter of
1969. Various European countries were even more se-

* This report, covering the period March 1969 to September
1969, is the fifteenth in a series of reports by the Senior Vice
President in charge of the Foreign function of the Federal Re-
serve Bank of New York and Special Manager, System Open
Market Account. The Bank acts as agent for both the Treasury
and Federal Reserve System in the conduct of foreign exchange
operations.

verely affected: reserve losses approximating $1.9 billion
were suffered by ten different European countries during
the speculative crisis. On May 9 a German government
communiqué flatly rejecting revaluation broke the specula-
tive wave, and the exchange markets settled back to
orderly trading as money flowed out from Germany into
foreign markets through midsummer. The reflux of funds
from Germany was accentuated by the strong pull of high
Euro-dollar rates.

During the spring and early summer of 1969, the Euro-
dollar market was subject to unprecedented credit de-
mands, generated in large part by the effects of increas-
ing monetary restraint in the United States. As United
States commercial banks borrowed heavily in the Euro-
dollar market through their overseas branches, Euro-
dollar rates moved steadily upward through mid-June,
reaching historic highs and strongly attracting funds from
foreign financial centers. In response to these develop-
ments, a number of European countries took steps to
protect their domestic money markets and international
reserves from Euro-doHar pressures, and in the summer
months the Board of Governors of the Federal Reserve
System issued amendments to its regulations in order to
reduce the attractiveness of Euro-dollars to United States
banks. Euro-dolar rates declined substantially throughout
July and early August, as the supply of dollars continu-
ously generated by the United States liquidity deficit was
augmented by further dollar outflows from Germany.

On August 8, the long ordeal of the French franc since
the events of May 1968 came to an end as the French
government, in a cleanly executed maneuver, devalued
the French franc by 11.1 percent. Although the Belgian
franc and, to some extent, sterling experienced some back-
wash from the French move, other currencies were rela-
tively unaffected as it became clear that the new franc
rate could be readily accommodated within the interna-
tional structure of currency parities.
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During the six-month period under review, most of the
pressures on central bank reserves generated by trade im-
balances, capital flows in response to interest rate differen-
tials, and speculative disturbances were more or less fully
financed by the Federal Reserve swap network (see
Table I), associated international short-term credit facili-
ties, and large-scale recycling arrangements. Reflecting the
continuation of a very substantial United States surplus on
official settlements account, however, swap drawings by
the Federal Reserve during the period were limited to $40
million on the Netherlands Bank and $100 million on the
Swiss National Bank. Each of these drawings was fully
repaid during the period under review and, in early Sep-
tember, no swap drawings by the Federal Reserve were
outstanding (see Table II). In contrast, six European
central banks plus the Bank for International Settlements
(BIS) had occasion to draw on the Federal Reserve during
the period. Such foreign drawings totaled $1.3 billion as
of the end of August (see Table III). Since the inception
of the swap network in March 1962, total drawings on the

Table I

FEDERAL RESERVE RECIPROCAL CURRENCY ARRANGEMENTS
September 10, 1969

In millions of dollars

Institution Amount of facility
Austrian National Bank..........cccciiciininecincinnne. 100
National Bank of Belgitm...........cccooeiiiincnciniicnsninnnn, 500*
Bank of Canada..........ccooeniriirnciriciieni s 1,000
National Bank of Denmark............ccoccomiiicnmrcirsionrcncaniens 100
Bank of England ... sensaens 2,000
Bank Of FrancCe......cooiiinoiioionienoiesssnssesersasssssesns 1,000
German Federal Bank 1,000
Bank of Jaly.......ccccoiommiimiinin e sasr e 1,000
Bank of Japan........nnn. 1,000
Bank of MeXiCO........cooonninincmunnerreecancnrcesins . 130
Netherlands Bank ..., 300t
Bank of Norway.. 100
Bank Of SWEdeN.........occocuviireeririeeniervce et 250
Swiss National Bank..............cciiininns 600
Bank for International Settlements:
Swiss francs-dolars ... . 600
1,000
10,680

* The facility with the National Bank of Belgium was increased by $75 million
effective May 15, 1969 and by $200 million effective September 2, 1969,

+ The facility with the Netherlands Bank was reduced by $100 million effective
May 15, 1965,

swap lines by the Federal Reserve and its partner foreign
central banks have amounted to $19.5 billion.

Bank of England drawings of $1,150 million outstand-
ing at the end of 1968 were reduced somewhat during the
early months of the year, but rose to a peak of $1,415
million during the crisis created by the speculative rush
into German marks in early May. Subsequently, the Bank
of England made additional repayments, and as of the end
of August the swap debt outstanding was $975 million.

Bank of France drawings on the swap line, which had
risen to a peak of $611 million in November 1968, were
reduced to a balance of $306 million in early March, but
rose to $461 million by the end of the month. Pressures
on the French franc during the May crisis were financed
by drawing on the $200 million credit provided by the
United States Treasury under the Bonn credit package
of November 1968 and on other foreign central banks.
Before the end of June the Bank of France repaid the entire
$461 million outstanding under the Federal Reserve swap
line. No new drawings were made subsequently, and the
entire $1 billion swap line to the Bank of France with the
Federal Reserve currently remains available to the Bank
of France on a standby basis.

The National Bank of Denmark repaid in mid-March
the $25 million then outstanding under its Federal Reserve
swap facility, but in April reactivated the line, drawing
$50 million to replenish reserves lost through Euro-dollar
market pressures. During the mark crisis in May the Na-
tional Bank had to draw another $50 million. With the
$100 million Federal Reserve swap line thus exhausted,
the United States Treasury reinforced the Danish defenses
by providing a special credit facility of $50 million. During
June, an inflow of funds to Denmark enabled the National
Bank to repay the $100 million to the Federal Reserve, re-
storing the Federal Reserve credit line to a fully available
standby basis, while the Treasury credit of $50 million
also remains entirely available.

The Austrian National Bank made its first drawing on
the swap line in the amount of $50 million to replenish
reserves lost in the mark crisis early in May. This draw-
ing was fully repaid in August.

The Netherlands Bank suffered reserve drains late
in the second quarter as a result of the strong pull of the
Euro-dollar market, and drew on the Federal Reserve
swap line during June and July for a total of $192 mil-
lion. Defensive measures by the Netherlands Bank, includ-
ing a discount rate increase, subsequently reversed the
flow of funds and enabled the Netherlands Bank to reduce
its swap debt outstanding to $109.7 million by late August.

The National Bank of Belgium also experienced reserve
pressures originating in the Euro-dollar market early in
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Table I

FEDERAL RESERVE SYSTEM DRAWINGS AND REPAYMENTS
UNDER ITS RECIPROCAL CREDIT ARRANGEMENTS

In millions of dollars equivalent

Drawings (4-) or repayments (—)
System swap System swap
drawings drawings
Transactions with on 1969 on
January 1, September 10,
1969 1969
i 1 July 1-
September 10
German Federal Bank.. 112.1 —112.1
Netherlands Bank......... + 40.0} — 40.0
Swiss National Bank.... 320.0 —280.0 +122.8 —95.0
Total...........c.coooonvivinienn | 432.1 —352.1|+ 15.0 —95.0 -0-

the year, raising its outstanding drawings on the Federal
Reserve swap line to $40.5 million by the end of Janu-
ary. After effecting partial repayments during the rest
of the first quarter, the National Bank found it necessary
to increase its swap drawings to $175.5 million during
the mark crisis in May but was able to bring down the
total of this debt to $114 million as of the end of June.
In July, Belgium used funds available from the Interna-
tional Monetary Fund (IMF) to finance a complete
repayment of outstanding debt to the Federal Reserve,
and the swap line reverted to a fully available standby
basis. Sudden pressures on the Belgian franc developed
in the wake of the French devaluation, however, and
in mid-August the National Bank made new drawings
totaling $244 million. By the end of August, $20 million
had been repaid, leaving a debtor balance of $224 million.

Finally, relatively minor drawings on its swap line
were made by the BIS to finance brief imbalances in cash
flows. In contrast to earlier years, the BIS did not draw
on the swap line to finance intervention in the Euro-dollar
market during the June window-dressing period, since
it was judged that the pressures then impinging on the
Euro-dollar market originated in fundamental economic
policy matters rather than seasonal strains or speculation.

As shown in Table I, during the period under review
the Federal Reserve swap line with the Netherlands Bank
was reduced from $400 million to $300 million on May
15, 1969, while the swap line with the National Bank of
Belgium was simultaneously increased from $225 million
to $300 million. On September 2, the Belgian swap line
was further increased to $500 million, thereby enlarging
the overall network to $10,680 million.

No operations in forward markets were undertaken by

either the Federal Reserve or Treasury during the period
under review.

Since the beginning of 1969, the outstanding total of
United States Treasury securities denominated in foreign
currencies has declined slightly, to $2,220.1 million as of
September 10 (see Table 1V). In February and May the
Treasury repaid at maturity a total of $99.9 million equiv-
alent of mark-denominated securities held by the Ger-
man Federal Bank. In April, however, in connection with
earlier agreements relating to United States military ex-
penditures in Germany, the Treasury issued to the German
Federal Bank a medium-term security for $124.3 million
equivalent of marks. This was the last of eight quarterly
issues, and no further securities issues are contemplated
under the new two-year offset agreement signed in July.
In order to refinance Federal Reserve swap obligations to
the Swiss National Bank, the Treasury issued a $49.7
million Swiss franc-denominated security to the BIS and
a total of $94.9 million of such securities to the Swiss
National Bank. In July, the Treasury repaid at maturity
$53.2 million of a $152.6 million equivalent Swiss franc
security held by the BIS while renewing the remainder.
In addition, the Treasury redeemed a $25.2 million note
denominated in Austrian schillings in July, and in August
redeemed a $100.2 million note denominated in Italian
lire; both repayments were in advance of maturity.

GERMAN MARK

Throughout 1968 there were recurrent rumors of im-
minent revaluation of the mark as Germany continued to
show a very large surplus in its balance of payments on
current account. Although the current account surplus was
offset by an equally substantial capital outflow, the mar-
kets remained apprehensive that the outflow could not be
sustained and that German competitive strength eventually
would force a mark revaluation. These fears culminated in
a huge rush of funds into Germany in November 1968, but
speculation receded in the face of the determined refusal
by the German government to revalue the mark. Reversal
of the massive influx of funds took some time, but by early
1969 German monectary reserves were back to their pre-
November level and the volume of outstanding market
swap commitments of the German Federal Bank had been
significantly reduced. Moreover, by late January the Fed-
eral Reserve had acquired sufficient marks to repay in full
its $112.1 million equivalent of swap drawings on the
German Federal Bank.

During the first quarter of 1969 the flow of funds from
Germany continued unabated, as the authorities pursued
a policy of monetary ease at a time when Euro-dollar
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rates were rising sharply. In addition to the substantial
flow into the short-term Euro-dollar market, long-term
capital exports rose to record levels as foreign borrowers
flooded the German capital market with loan demands and
securities issues in response to the relatively low borrowing
costs in Germany. With the mark consequently trading
below par (see Chart I), the Federal Reserve and Treasury
purchased marks to add to balances throughout the quarter.

Such capital outflows from Germany more than offset
the current account surplus and by mid-March had con-
tributed to a tightening of the German money market and
the first signs of indigestion in the capital market. At the
same time, with domestic credit demand intensifying, Ger-
man monetary policy shifted toward somewhat less ease.
In order to prevent too rapid a tightening of domestic
liquidity, however, the Federal Bank raised its market
swap rate, thereby reducing the incentive for banks to
make covered placements abroad.

By early April, congestion in the capital market was be-
coming severe and the West German Capital Committee
acted to space out issuance of securities by foreign bor-
rowers, With capital outflows dropping sharply, the steady
decline in German reserves came to an end. Moreover, the
gradual shift in official policy toward restraint aroused

concern that reliance on monetary means to curb inflation-
ary pressures might result in reflows of funds to Germany
and consequent renewed buying pressure on the mark.
The 1 percentage point jump to 4 percent in the Federal
Bank’s discount rate on April 18 (see Chart II) pointed
up this potential dilemma inherent in official efforts to
avert domestic inflation while avoiding internationally dis-
ruptive shifts of funds into Germany.

Against this background, the market grew increasingly
apprehensive at the approach of the April 27 referendum
in France, fearing that a defeat for President de Gaulle
and his resignation from office might lead to new specula-
tion on changes in currency parities. Demand for marks
rose sharply, and on April 22 the Federal Bank began
purchasing dollars. The bank immediately resumed swap
operations, pushing the dollars back into the market. The
news of the referendum defeat for President de Gaulle
touched off substantially heavier demand for marks on
April 28, but the authorities permitted the spot rate to
rise steeply and this helped dissipate the buying pressure.
Meanwhile, it soon became clear that the transfer of power
in France following President de Gaulle’s resignation
would be orderly and that a franc devaluation by the in-
terim government was unlikely. Consequently, demand for

Table Y11

DRAWINGS AND REPAYMENTS BY FOREIGN CENTRAL BANKS
AND THE BANK FOR INTERNATIONAL SETTLEMENTS
UNDER RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars

Banks drawing on Drawings on 1969 Drawings on Drawings on
Federal Reserve System Federal Reserve System Federal Reserve System | Federal Reserve System
on January 1, 1969 i 1" on June 30, 1969 on August 31, 1969
Austrian National Bank ... .. ... ! ; 4-50 50.0
National Bank of BeIgQUIM ... oo 7.5 oo S 114.0 2240
Nati ATK e + 25 +100
ational Bank of Denmark ... {_ 73 {_100 0
t
Bank of ENGIand . ..o e 1,150.0 -5 | { Hies 1,025.0 975.0
H
|
e +225 i —
Bank of France ... 430.0 {_]94 i 461 0
Netherlands Bank ... ]‘ 4+ 822 82.2 109.7
|
Bank for International Settlements (against German marks).. 80.0 {ilg% | {i %g 0
{
TOLAT oo e 1,667.5 — 83.5 —312.8 1,271.2 1,308.7
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marks began to taper off, and the Federal Bank succeeded
in rechanneling to the international money markets most
of the $500 million taken in during this period.

The market atmosphere changed dramatically over-
night, however, following reports that German official
circles might be willing to consider a mark revaluation as
part of a muitilateral realignment of parities. Demand for
marks soared as firms with commitments in marks rushed
to hedge them, commercial payments leads and lags be-
gan to swing heavily in favor of the mark, and outright
speculation began again. Between April 30 and Friday,
May 2, the Federal Bank purchased over $850 million.

Speculative pressures built up on an even more massive
scale during the following week. On May 7 the Federal
Bank suspended its swap operations as it became clear
that the spot dollar proceeds of the swaps were being used
to finance speculative purchases of marks rather than
covered investments abroad, as requested by the authori-
ties. Frenzied speculation induced huge shifts of funds to
Germany, exerting strong pressure on the Euro-dollar
market and dangerously straining the international re-
serves of some of Germany’s trading partners. On May 8,
in view of the unprecedented speculative excesses, the
German Federal! Bank decided to limit the amount of
marks it would supply in markets outside Germany.
Consequently, the Federal Bank placed a fixed amount on
its support order through the Federal Reserve Bank of
New York. When heavy demand for marks spilled over
into the New York market, the United States Treasury
made available $114 million of marks for sale through the
Federal Reserve Bank of New York. These marks, plus
those provided by the German Federal Bank, made it
possible to hold the rate at its ceiling through most of the
trading day in New York; at about 3:30 p.m. the supply
was exhausted, and in the closing hours of dealing the
mark traded up to 26 cents.

The following day—Friday, May 9—was even more
turbulent, with transactions in marks taking place outside
Germany at rates as high as $0.2550 even while the Ger-
man Federal Bank continued to sell marks in its market at
$0.2517%4 . The speculation did not halt until the German
government announced late on that day that it would
not revalue the mark and that supporting measures would
be announced in a few days. By then the exchange
markets had witnessed the heaviest flow in international
financial history. The speculative onslaught between the
end of April and May 9 increased German monetaiy
reserves by some $4.1 billion—including $2.5 billion
on May 8 and 9 alone—to a record level of $12.4 billion.

The exchange markets began returning to normal on
the Monday following the German government’s decision,

which was backed up by an officiai communiqué from
Basle declaring that agreement had been reached among
the central banks on steps to recycle the speculative flows.
The unwinding of speculative positions brought a sharp
fall in the mark rate and the Federal Bank began to sell
dollars on a large scale.

On May 13 the German authorities announced new
measures to be submitted to parliament, including: (1)
authority for the German Federal Bank to impose higher
minimum reserve requirements on all foreign-owned mark
deposits in German banks and (2) extension beyond the
March 31, 1970 expiration date of the tax adjustments
introduced in late 1968 cffectively to raise export prices
and lower import costs.

Thereafter, there was a large outflow of funds from
Germany that continued through early June, as Euro-
dollar rates moved higher and as the Federal Bank re-
sumed swap operations. A tightening of liquidity condi-
tions in Germany around the mid-June tax date brought a
temporary hiatus in the outflow, but despite a further
increase in the Federal Bank’s discount rate to 5 percent
the flow resumed toward the month end and continued
into early July. By then nearly $3 billion had returned to
the international markets.

In subsequent weeks the market began to show signs
of nervousness once again, with the growing pre-election
debate among German political figures keeping the issue of
revaluation of the mark in the foreground. Thus, when
the German Federal Bank moved to tighten monetary
policy further by raising the minimum reserve require-
ments of commercial banks toward the end of July, there
was a brief flare-up of demand for marks. This scare passed
quickly, however, and the outflow of funds resumed.

The devaluation of the French franc on August 8 in-
troduced new uncertainties and triggered a fresh rush of
demand for marks. The Federal Bank once again pur-
chased dollars, but the buying pressures were not sustained
and the authoritics were able to swap back to the market
a substantial part of the inflow. The mark remained firm
into early September in relatively light trading, and there
was no further official intervention in the spot market.
With funds beginning to come into the reserves as a result
of maturing market swaps, however, the Federal Bank
progressively reduced its swap rate in order to encourage
banks to renew these transactions.

STERLING

The unwinding of the speculative excesses of Novem-
ber 1968 brought an improvement in sterling rates, but
the exchange markets continued to take a very cautious

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



FEDERAL RESERVE BANK OF NEW YORK 183

Chaort |
EXCHANGE RATES
SEPTEMBER 1968 TO SEPTEMBER 1969
Cents per unit of foreign currency ¥

Cents
242.00[

238.00

T Cents

T TTTTTB.406

20.4082

1
Fronce
20,2550 - —— o ‘j‘ TTTm mTT e mom e e
!

20,1045L' L N S RS N T ¥ A U o T2

25.1889’Fi/f

2500001 - = -~

24.8139____| i

|

+ Switzerland

22.8685— — — —— — -

22.4719___1 |

1612

1600

aseel b

27.8358] T Y
f i
27.6243}

27.4160:

2.0!5'{‘

T

i

|

) .
b Bel_glum

20000k —— e - b ZEIER
(U U S ha M

198510 . S i . o

93.425[ T

92.500; -

| ' . f '
ovszse_ Loooro Lo b L b i b
S o N D J FM A M J J A S
1968 1969

Note: Upper and lower boundaries of charts represent official buying and
selling rates of dollars against the various currencies. However, the Bank of
Canada has informed the market that its intervention points in tronsactions
with banks are $0.9324 {(upper limit} and $0.9174 llower limit).

* Weekly averages of New York noon offered rates.

1 Average of daily data for the week ended on November 22 was severely
distorted during November 20-22, when several major Eurcpean markets
were closed; accordingly, no rate is shown for that week

—~ —— — = Par value of currency.
F Asof August 8, 1969.

T heooed

view of the future. Progress in reducing the United King-
dom trade deficit was slow and uneven during the winter
months, and sporadic labor difficulties, tensions in the
Mideast, and rising interest rates abroad tended further to
delay the return of confidence. The first quarter of the
year, however, is generally favorable to sterling because
of seasonal strength in the export trade of the overseas
sterling area (OSA). Since most of the official sterling
holdings of those countries are now guaranteed under the
terms of the September 1968 arrangements, OSA countries
were encouraged to retain rather than convert their sterling
balances, thus strengthening the net demand for sterling
in the markets. Moreover, with the London money market
under tight official rein, foreigners tended to buy rather
than borrow sterling. In these circumstances, sterling was
firm and the Bank of England was able to make substan-
tial dollar gains.

The British authorities used the dollar inflow to meet
repayment obligations to the IMF and to begin repaying
outstanding shorter term indebtedness. By the end of
March, the Bank of England had reduced its drawings
from the Federal Reserve by $50 million to $1,100 million.
In addition, the bank liquidated part of the credits drawn
under the 1968 sterling balances arrangement.

Sterling remained seasonally strong in early April,
and the Bank of England was able to make a further re-
payment of $150 million to the Federal Reserve. As the
month wore on, however, the seasonal strength began to
fade and in midmonth the latest United Kingdom trade
figures showed a smaller improvement than the market had
expected, with imports remaining high. In this setting, the
United Kingdom government’s new budget stirred little
market enthusiasm, despite general satisfaction with the
much tighter stance of fiscal policy in evidence. To bolster
the austerity program, the United Kingdom authoritics
provided for substantially increased taxes and an overall
surplus of more than £ 800 million for fiscal 1969-70.

Sterling was also adversely affected in late April by
developments abroad. Euro-dollar rates had advanced to
relatively high levels in March, and pressures in that mar-
ket were intensified in April when the Federal Reserve
Banks raised their discount rates and several continental
European central banks followed suit. Morcover, in a num-
ber of countries, steps were taken to curtail capital out-
flows or to induce repatriations of funds. Throughout this
period, there was no incentive to move covered funds
into London and, indeed, there was little net incentive for
users of sterling to build their balances above minimum
levels.

In these circumstances, sterling was vulnerable to the
uncertainties generated by President de Gaulle’s decision
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to stake his presidency on the outcome of the April 27
constitutional referendum. Sterling weakened as the voting
date approached, but there was no large-scale selling and
official support costs were modest. The rate dropped
sharply following the referendum and President de Gaulle’s
resignation, but demands for sterling for month-end pay-
ments absorbed most of the immediate selling pressure.

Just as the market was beginning to regain its equi-
librium, a new wave of speculation on possible parity re-
alignments was unleashed by reports of German official
willingness to consider revaluing the mark as part of a
broader readjustment of parities. As funds flowed from
virtually every major center into Germany, sterling was
particularly hard hit, with the familiar buildup of selling
pressure in advance of the weekends. Over the ten days
that it took the speculation to run its course, Bank of
England support costs in the spot market were very large,
while forward sterling discounts widened sharply.

This episode, of course, interrupted the progress the
United Kingdom authorities had been making in reducing
their external indebtedness, as the Bank of England had
to draw on the swap line with the Federal Reserve to
help cover market losses. At their peak, swap drawings
reached $1,415 million, but sterling had been very heavily
oversold and rebounded sharply following the German
government’s rejection of a revaluation of the mark on
May 9. During the remainder of May and through June
the Bank of England was able to make sizable reserve
gains, despite the further upsurge of interest rates in the
Euro-dollar market.

The reserve gains once again were used to make repay-
ments of debt under various international credit lines.
By the end of June the Bank of England had succeeded
in reducing its outstanding drawings from the Federal
Reserve to $1,025 million, $75 million below the end-of-
March level. In addition, during May and June the United
Kingdom made a large scheduled repayment to the IMF
and liquidated the bulk of the credit still outstanding under
the 1968 sterling balances arrangement. On the other
hand, the Bank of England obtained new credit from the
German Federal Bank under a recycling arrangement
designed to neutralize part of the speculative flow from
the United Kingdom into Germany, and drew $500 mil-
lion from the IMF under a new standby facility. On bal-
ance, the British authorities succeeded in making sizable
net repayments of debts during the second quarter, and
indeed recently released monetary data indicate that in
the second quarter the underlying United Kingdom bal-
ance of payments was in substantial surplus.

A generally quieter atmosphere prevailed in July, and
the Bank of England further reduced its drawings on the
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Federal Reserve. The basic situation was still of concern
to the market, however, as the trade figures failed to show
the expected gains and hostilities in the Mideast intensi-
fied. Thus sterling was vulnerable to the uncertainties
resulting from the devaluation of the French franc on
August 8. The spot sterling rate dropped sharply, and
pressures became substantial on August 13 with the release
of figures showing an enlarged British trade deficit. But
once again, more sterling had been sold than the market
could deliver, and in subsequent days speculators paid
high prices to cover short sales. At the end of August,
Bank of England drawings on the Federal Reserve swap
arrangement stood at $975 million. By then the market
had calmed, although the spot rate remained near its floor
and forward discounts continued wide.

FRENCH FRANC

The French franc had come under heavy speculative at-
tack during the massive rush for German marks in Novem-
ber 1968, and the Bank of France had sustained large re-
serve losses in support of the franc at its floor. In the after-
math of that assault, the French government had bolstered
its defenses with anti-inflationary measures, $2 billion in
new international credits, and reimposition of exchange
controls, Late in 1968 and early in 1969 the exchange
controls were tightened to require French commercial and
banking interests to surrender substantial amounts of for-
eign exchange to the Bank of France. The French author-
ities used these exchange inflows partly to cover the large
current deficit in the French balance of payments, but
also to reduce their outstanding indebtedness under short-
term international credits. Thus, by early March the Bank
of France had cut its swap drawings from the Federal
Reserve to $306 million from the November peak of $611
million and had repaid credits drawn from other EEC
( Eurcpean Economic Community) countries and the BIS.

As these induced reserve inflows tapered off, however,
the current account deficit again began to drain French
official reserves. Apart from the weakening reserve posi-
tion, a number of background factors were cause for
continuing concern. Inflationary pressures were still in
evidence, and large unresolved wage demands were a
potential threat to the international competitive position
of the franc. At the same time, recalling the November
Bonn conference, the market remained fearful of a pos-
sible currency realignment involving both the German
mark and the French franc, These uncertainties kept the
franc market off balance and, in spite of tight exchange
controls, the franc remained in an exposed position.

New fears of devaluation emerged on March 6 when
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the French trade union leadership dramatized its wage
claims by calling a general strike for March 11. The
strike call triggered the heaviest burst of selling since
November 1968. The devaluation scare receded almost
as quickly as it had arisen, however, when the general
strike was orderly and, as scheduled, lasted only one day.
Although it appeared that the unions were not yet pre-
pared to force the issue on wage claims that far exceeded
the official guidelines, uncertainties persisted through the
end of March and the official reserves were subject to
further erosion. Accordingly, the Bank of France made
new drawings on the Federal Reserve swap line, raising
its swap obligations to $461 million by the end of March,
and sold $50 million of gold to the United States Treasury.

Early April brought a brief respite from pressure and
the Bank of France was able to repay $25 million of its
swap drawings from the Federal Reserve, but selling of
francs soon resumed before the Easter holidays. Near the
middle of April a new element of doubt suddenly was
injected into the situation by President de Gaulle’s deci-
sion to stake his political future on a favorable vote in a
constitutional referendum on April 27. At the same time,
news of a large trade deficit in March underscored the
difficulties involved in restoring the franc to a position of
strength. Market tensions increased with the approach of
the referendum date. The Bank of France met the pres-
sure in both the Paris and New York markets, at heavy
cost to its reserves,

As was to be expected, the news of President de Gaulle’s
referendum defeat and immediate resignation from office
generated still heavier selling pressure on April 28. The
selling soon began to fade, however, as it became clear that
France’s calm response to President de Gaulle’s withdrawal
from office presaged an orderly transfer of governmental
authority. Moreover, the market quickly concluded that
no official decision on the franc parity was likely before
the formation of a new government in June.

Just as the uncertainties in the franc market were re-
ceding, speculation on a possible revaluation of the Ger-
man mark and adjustments in other currency parities burst
upon the markets. Demand for German marks swept
through exchange centers all over the world and the franc
again came under heavy pressure, as the speculative
wave rose to a crest on May 9. Forward franc rates de-
clined precipitously, with three-month contracts quoted at
discounts as wide as 32 percent per annum before the for-
ward market temporarily dried up completely. The specu-
lative fever showed no sign of abating until the German
government announced late Friday, May 9, that it would
not revalue the mark. That announcement relieved the im-
mediate pressure in the exchange markets, and on the fol-
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lowing Monday, as the spot franc moved up from its floor in
response to market covering of speculative short sales of
francs, the Bank of France began to recoup some of its
losses.

Although the latter part of May was a quieter period
for the franc, the impending Presidential elections, sched-
uled for June 1 and June 15, aroused renewed uneasiness.
Mr. Georges Pompidou’s impressive victory in the elec-
tions was seen by the market as assuring the continuity of
stable government in France, but there remained an over-
riding concern for the viability of the parity. Sharply rising
Euro-dollar rates also aggravated strain on the franc. On
June 13 the Bank of France countered some of the pull
from the Euro-dollar market and reinforced its anti-
inflation program by raising its discount rate a full percent-
age point to 7 percent. Even so, during June the franc
required further sizable official support.

In view of the heavy strain on the official reserves, the
Bank of France made substantial drawings on its credit
lines during the second quarter of 1969. The bank drew
heavily on international assistance available under the
November 1968 package, including the full $200 million
provided by the United States Treasury. France also sold
$275 million of gold to the United States Treasury in the
second quarter. In order to avoid an undue prolongation
of credits outstanding under the Federal Reserve swaps,
the Bank of France used part of the proceeds of these gold
sales, and some of the new drawings on the November 1968
credits, to liquidate its obligation to the System, During
the second quarter the Bank of France repaid the total of
$461 million outstanding on the swap line, so that the $1
billion facility was restored to a fully available standby
basis.

The underlying situation remained unchanged as the
summer progressed. Although the exchange market re-
ceived favorably the new cabinet appointments of Presi-
dent Pompidou, and the vacation period contributed to
quieter markets, the franc remained weak. Faced with a
continuing attrition of official reserves, the French govern-
ment announced on August 8 that it had decided to de-
value the franc, rather than impose too severe a deflation
on the French economy. The 11.1 percent devaluation, to
anew parity of $0.180044, had been discussed at the Group
of Ten meeting of Finance Ministers in November 1968 at
Bonn and was judged to be within the limits that could
be accommodated by the existing framework of exchange
rates.

Explaining the reasons for the devaluation, the French
Minister of Finance and Economic Affairs, Giscard
d’Estaing, noted that French reserve losses had averaged
$500 million a month in the second half of 1968 and
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$300 million a month in the first half of 1969. Thus,
France was faced with the prospect of seeing its reserves
dwindle to practically nothing by the end of the year.
Moreover, he said, further defense of the former par value
against international speculation would have left the franc
overvalued, weakening French competitiveness in world
markets. The Minister made clear that devaluation would
be backed up by credit restrictions, continuation of exchange
controls, and a tightening of France’s economic policy to
produce a balanced budget in 1970. For the rest of the
month of August the franc held firmly above its new par
and the Bank of France began to accumulate dollars as a
steady reflow of funds to France developed.

At the end of August the French government an-
nounced that it had $1.6 billion of international credits
available and was applying to the IMF for a facility of
$985 million. As promised, in early September the author-
ities strengthened their austerity program with further
curbs on consumer credit, measures to encourage savings,
and substantial cuts in public spending. A temporary price
freeze imposed immediately after devaluation will be re-
placed by strict official surveillance of domestic prices.
Minister Giscard d’Estaing declared that the new measures
were designed to bring the French trade balance into
equilibrium by July 1, 1970.

BELGIAN FRANC

The Belgian franc was weak during the first quarter
of 1969, largely as a result of capital outflows to the
Euro-dollar market, Early in the year the Belgian National
Bank provided occasional support to the market and drew
a net of $33 million on the swap facility with the Federal
Reserve to help cover market losses, thereby raising its
outstanding swap indebtedness to $40.5 million. A tempo-
rary easing of market pressures in February enabled the
Belgian authorities to repay $27.5 million of these draw-
ings, but by the end of March they again had to provide
support to the franc as the outflow of funds accelerated.
On March 31 the National Bank’s drawings on the Fed-
eral Reserve stood at $23 million.

With little prospect that the demand for funds in the
Euro-dollar market would soon abate and with domestic
credit expanding at an excessive rate, the Belgian National
Bank raised its discount rate to 5% percent on April 10,
the second Y2 percentage point increase in a month. To
further relieve pressures on the franc rate, the authorities
reinforced this measure by instructing the Belgian banks
to repatriate a portion of their net foreign exchange assets
in several stages by the end of June. These measures were
followed by an immediate firming of the franc, and by

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

Table IV

OUTSTANDING UNITED STATES TREASURY SECURITIES
FOREIGN CURRENCY SERIES

In millions of dollars equivalent

Amaunt Issues or redemptions (—) It\r;lount
outstanding outstanding
Issued to on 1969 on
January 1, |[————— e September 10,
1969 ! o July 1- 1969
| September 10
Austrian National
anK. ..o 50.3 -— 25.2 25.1
German Federal { 124.3
ank........ .. “ 1,176.3 |—50.0* {499 1,199.7
German banks ... 125.1 125.1
Bank of Ttaly.......... 225.6 —100.2 125.4
Swiss National '
ank. ..o 444.7 254 39.5 30.0 540.6
Bank for International
Settlementst ... 207.7 49.7 ¢ - 532 204.1
Total ... | 22297 | 252, 1138 —1486 2,220.1

Note: Discrepancies in totals are due to valuation adjustments and round-
ings.

* In addition, on January 16, 1969 the United States Treasury issued a medium-
term security in place of a certificate of indebtedness purchased by the
German Federal Bank on December 27, 1968,

1 Denominated in Swiss francs.

late April the rate had advanced to par.

But the strength was short lived, as the worldwide rush
for marks in early May generated heavy sales of francs
along with other currencies. The spot rate declined
sharply, and the Belgian National Bank sold large amounts
of dollars to support the spot franc at its floor. The Na-
tional Bank covered the heavy losses by further drawings
on the Federal Reserve swap line. Although pressures
eased after the German government rejected a mark re-
valuation, there was no important immediate reflux of
funds, and at mid-May the Belgian National Bank’s out-
standing obligations under the swap line stood at $175.5
million. (During the month the swap facility was increased
by $75 million to $300 miilion in order to restore the
earlier parity between that line and the facility with the
Netherlands Bank.)

Subsequently, as the exchanges calmed further, the Bel-
gian franc began to strengthen. Although there were
occasional moderate outflows to the Euro-dollar market
through shifts of nonbank funds, the franc was reasonably
well insulated from the heavy pressures in that market
in May and June by the directive regarding the commercial
banks’ foreign asset positions. Moreover, on May 29, the
Belgian National Bank raised its discount rate by a further
15 percentage point, to 6 percent, The National Bank was
able to purchase sufficient exchange to reduce its outstand-
ing swap obligation to the Federal Reserve by a net of
$61.5 million to $114 million by the end of June.
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The franc generally stayed firm in July as Euro-dollar
rates eased and there was also a modest commercial
demand for francs, but market conditions did not permit
significant reserve gains by the National Bank. At the end
of the month the authorities moved further to reinforce
both the curbs on domestic monetary expansion and the
efforts to reduce capital outflows. The Belgian National
Bank raised its discount rate by a full percentage point to 7
percent and abolished its preferential discount rates for
export credits extended by Belgian banks to countries out-
side the EEC. These preferential rates had tended to shift
financing of other countries’ trade to Belgian financial
markets rather than to stimulate Belgian exports and con-
sequently had added to the strain on the franc.

By this time the Belgians had been making use of the
Federal Reserve swap facility to some extent for a period
of ten consecutive months. In keeping with the principle
that wherever possible the use of central bank credit
should not be unduly prolonged, the Belgian authorities
decided to utilize some of the resources previously accu-
mulated by them with the IMF to repay the swap draw-
ings. Consequently, the Belgians drew $116.5 million from
the IMF, representing the credit available to Belgium as
a result of IMF use of Belgian francs under the General
Arrangements to Borrow plus part of the Belgian gold
tranche. The Belgian National Bank used nearly all the
proceeds to liquidate completely its $114 million swap
obligation outstanding to the Federal Reserve. The $300
million facility then reverted to a standby basis.

In the wake of the uncertainties created by the devalu-
ation of the French franc on August 8, the Belgian franc
came under renewed pressure. The spot rate dropped to
its floor and, in the first week following the French move,
the Belgian National Bank suffered substantial reserve
losses. To replenish its reserves, the National Bank reacti-
vated its swap line with the System, drawing $244 million.
With the passing of another weekend a calmer atmosphere
emerged, and as the franc strengthened markedly the
authorities began recouping some of the reserve loss. In
late August, Belgium repaid $20 million of the outstanding
drawings, reducing the total to $224 million. Then at the
month end it was announced that the reciprocal credit
facility with the Federal Reserve was being increased by
$200 million to $500 million and that, in addition, the
Belgian National Bank had obtained a $100 million equiv-
alent credit facility from the German Federal Bank.

DUTCH GUILDER

The international payments position of the Netherlands
was about in balance on current account during early

1969, but the spot guilder rate fell below par as short-
term funds flowed to the relatively high-yiclding Euro-
dollar market, At the beginning of March the Dutch
money market tightened, and on March 6 the flare-up of
currency fears surrounding the French franc and German
mark brought an upswing in the guilder rate in sympathy
with the mark. As Dutch funds were repatriated, the
Netherlands Bank purchased dollars to slow the advance.
On March 12 the Federal Reserve drew $40 million of
guilders from the Netherlands Bank and used the guilders
to purchase an equivalent amount of dollars from that
bank. This was the first Federal Reserve use of the swap
line since April 1968.

The flurry of demand for guilders soon ended and the
market calmed; with Euro-dollar investments remaining
attractive, the spot guilder eased once again. Outflows
of funds from the Netherlands were small, however, since
the domestic money market was still tight. In early April,
liquidity conditions in Amsterdam eased and short-term
capital outflows increased. The Netherlands Bank sold
dollars in support of the spot guilder rate, and then re-
plenished its dollar balances by selling $20 million equiva-
lent of guilders to the Federal Reserve. The System used
the guilders to reduce its outstanding swap drawings from
the Netherlands Bank to $20 million equivalent.

Although the pressure on the guilder mainly reflected
the high interest rates in the Euro-dollar market, infla-
tionary price increases in the Netherlands also began to
threaten the guilder’s underlying position. Accordingly,
on April 8 the Dutch government imposed a price
freeze, and the Netherlands Bank announced a Y2 per-
centage point increase in its discount rate to 52 percent,
both to reinforce domestic anti-inflationary policies and to
reduce the incentive to move Dutch funds abroad. Fol-
lowing these measures, the guilder market generally re-
mained in equilibrium in the latter part of April, and the
Netherlands Bank discouraged covered outflows through
modest swap purchases of dollars against forward sales,
thus widening the forward premium on the guilder. Near
the end of April and in early May, however, the initial
shock waves emanating from a new eruption of mark
revaluation fears began to hit the guilder. On May 8
the spot rate dropped to its floor, and the Netherlands
Bank provided support that day as the rush for marks
reached major proportions. Following the German govern-
ment’s announcement on May 9 that the mark would not
be revalued, speculative pressures lifted throughout the
exchanges and the spot guilder moved up from its floor.

The support operation had reduced the dollar position
of the Netherlands Bank which then replenished its hold-
ings by selling the System $20 million equivalent of
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guilders. The System used the guilders to liquidate com-
pletely its outstanding swap drawing from the Netherlands
Bank, and on May 12 the entire facility reverted to a
standby basis, Meanwhile, consultations had been taking
place among the Federal Reserve, the Netherlands Bank,
and the National Bank of Belgium with a view to restoring
the previous equality of the Federal Reserve swap lines
with those two banks. On May 15, the System’s swap
facility with the Netherlands Bank was lowered by $100
million to $300 million while, as previously noted, the
line with the National Bank of Belgium was increased
from $225 million to $300 million.

Later in May the Netherlands Bank was able to pur-
chase in the market a moderate amount of dollars on
a swap basis. These transactions not only reduced the
incentive to move funds abroad by increasing the premium
on the forward guilder, but also relieved liquidity strin-
gencies in the Amsterdam market.

Higher Euro-dollar rates brought renewed selling of
guilders starting at the end of May. With Euro-guilder
rates at relatively low levels, there was an incentive to
borrow in guilders; as funds flowed out of the Netherlands
through such transactions, the spot rate again declined
to its floor during the early part of June. As a result, the
Netherlands Bank was obliged to provide a substantial
amount of support and by June 12 found it necessary
to reactivate its swap facility with the System. Selling
pressure on the guilder continued through June, and the
Netherlands Bank drew further on the swap line to ease
the drain on its reserves. At the end of June the bank’s
outstanding swap drawings on the Federal Reserve totaled
$82.2 million.

Accordingly, in early July the Dutch authorities took
measures to prevent the pull of interest rates abroad from
imposing a prolonged strain on local interest rates, do-
mestic liquidity, and official reserves. After discussions
with the Dutch commercial banks, the Netherlands Bank
requested that they reduce their net foreign exchange posi-
tions by 10 percent during the last half of 1969. Never-
theless, the pressures continued and, with the guilder re-
quiring further official support, the Netherlands Bank
drew again on the swap facility. In the latter part of July
the pressure on the spot guilder began to ease, as Euro-
dollar rates dropped and Euro-guilder rates rose to levels
that discouraged further shifts of liquidity into dollars.
At the same time Dutch commercial banks began to repa-
triate funds in compliance with the earlier official request,
thus adding to the demand for guilders. Consequently,
the spot rate was firmer and the Netherlands Bank’s sup-
port operations tapered off. The Netherlands Bank, how-
ever, delivered a sizable amount of dollars to the market
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in connection with maturing forward contracts, and the
bank drew further on the swap facility with the System to
replenish its reserves. By the end of July, outstanding
drawings by the Netherlands Bank on the Federal Reserve
swap line had reached a total of $192 million.

On August 1 the Netherlands Bank announced an in-
crease in its discount rate by Y2 percentage point (to 6
percent) and in its other rates by 1 percentage point as an
adjustment to the rise of domestic and foreign interest
rates. Following these increases the spot guilder moved
up sharply, as the higher interest rates in the Netherlands
further discouraged outflows of funds. The spot guilder
soon moved above par, and the Netherlands Bank began
adding to its reserves. Later in the month the Netherlands
Bank repaid $82.2 million of drawings outstanding on the
swap facility, thereby reducing the amount outstanding to
$109.7 million. During the remainder of August the market
was quiet and the guilder was firm.
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SWISS FRANC

In early 1969 the seasonal reflux of funds from Switzer-
land was accentuated by the pull of high interest rates in
the Euro-dollar market. The Swiss franc rate declined and
the Swiss National Bank sold a large amount of dollars,
providing the Federal Reserve with the opportunity to
purchase $190 million of francs from the National Bank.
The System used these francs, together with some in bal-
ances and additional francs obtained in nonmarket transac-
tions (see this Report, March 1969, pages 52-53) to
reduce its outstanding swap debt to the Swiss National
Bank by $280 million to $40 million equivalent as of the
end of February.

The flow of excess liquidity from Switzerland tapered
off by early March, however, and the Swiss franc strength-
ened in response to a brief flare-up of currency uncertain-
ties surrounding the French franc and German mark. The
franc rate did not reach its official ceiling until late in
the month, when the Swiss commercial banks began
to repatriate funds to cover their usual quarter-end needs;
with the rate at the ceiling the Swiss National Bank took
in $244 million. Despite the strong pull of Euro-dollar
rates, there was little reflow of funds after the quarter end.
In these circumstances a special transaction was required
to liquidate the residual $40 million obligation outstanding
under the swap line. On April 29 the United States Trea-
sury issued to the Swiss National Bank a fifteen-month
Swiss franc-denominated note equivalent to $39.5 million.
The Treasury sold the francs to the System which used
them, along with a small amount of francs in balances, to
liquidate the obligation. On April 30, however, in view of
the eruption of new uncertainties regarding currency pari-
ties, the Swiss National Bank requested the System to
reactivate the swap line to provide cover for $100 million
of the funds that had come into its reserves at the end of
the first quarter.

In early May, the rush for German marks began pulling
funds from Switzerland and, as the franc rate declined, the
Swiss National Bank sold a small amount of dollars. These
pressures subsided when the German government rejected
a revaluation of the mark, but the pull of the Euro-dollar
market on Swiss franc funds grew stronger during the
remainder of May. As the Swiss franc weakened, the Fed-
eral Reserve was able to accumulate a small amount of
francs in market transactions and reduced its outstanding
swap obligation by $5 million equivalent to $95 million
on May 28.

Swiss banks added substantially to their Euro-dollar
assets during June, offsetting the large Swiss balance-of-
payments surplus on current account. At midyear, in par-
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ticular, the heavy pull from the Euro-dollar market had a
strong effect on Swiss banks’ portfolio decisions, as the
banks preferred to reduce their seasonal repatriation of
funds rather than forego the high yields on Euro-doliar
placements. Moreover, the Swiss National Bank, while
again offering market swap facilities to bridge the quarter
end, limited such facilities to no more than $250 million.
For the balance of their liquidity needs the Swiss banks
rediscounted an unusually large volume of eligible paper
with the central bank. Following past practice, the Swiss
National Bank rechanneled to the Euro-dollar market the
dollar proceeds of its market swap purchases of dollars,
so that overall there was no drain on the Euro-dollar
market from the midyear positioning of the Swiss banks.

Through July the Swiss franc market was quiet, and dur-
ing the month the Federal Reserve liquidated completely
its outstanding $95 million swap drawing on the Swiss
National Bank. The System acquired $5 million of Swiss
francs in the market and, against the background of gen-
rally calm exchange markets and some Swiss government
need for dollars, purchased a total of $60 million equiva-
lent of francs directly from the Swiss National Bank. The
remaining $30 million of francs needed to repay the swap
drawing was obtained from the United States Treasury,
which had issued to the Swiss National Bank a Swiss franc-
denominated certificate of indebtedness for the same
amount. By July 17 the $600 million facility reverted to
a fully available standby basis.

On July 24 the Treasury purchased from the Swiss Na-
tional Bank sufficient Swiss francs to liquidate $53.2 mil-
lion equivalent of a maturing $152.6 million certificate of
indebtedness held by the BIS; the balance of the certificate
was rolled over.

Trading in Swiss francs remained quiet in August, with
only a minimal reaction to the devaluation of the French
franc. The spot rate continued very strong but held below
the ceiling, and there was no need for official intervention.

ITALIAN LIRA

During the early months of 1969, the upward surge of
interest rates in the Euro-dollar and Euro-bond markets
resulted in heavy outflows of funds from Italy. Moreover,
domestic political uncertainties spurred withdrawals of
foreign and domestic funds, both through normal channels
and through the export of Italian bank notes. Italian lire
consequently were heavily offered in the foreign exchange
markets, and the Bank of Italy provided substantial sup-
port for the lira while allowing the rate to drop sharply
below par.

In view of the continued outflow from Italy during the
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early spring, the Italian authorities took several steps to
protect the official reserves and to alleviate the growing
strain on Italian capital markets. Italian banks were asked
to repatriate by midyear an amount of foreign exchange
equivalent to their net foreign assets (then about $800
million). Long-term investment flows abroad were re-
stricted: (1) by temporarily suspending official permission
for Italian banks to participate in underwriting consortia
for foreign securities, except for those issued by institu-
tions with large financial interests in Italy and (2) by sub-
jecting Italian residents to strict regulations on purchases
of investment fund shares and on other transactions in-
volving capital transfers abroad. Along with these mea-
sures, the authorities moved to reduce excess domestic
liquidity and to align Italian interest rates more closely
with those abroad.

The cumulative impact of these measures brought the
lira rate above par by late April, and the Bank of Italy
purchased some dollars. The recovery ended, however,
with the new eruption of mark revaluation fears. Italian
residents joined the speculative rush for marks and also
sold lire in order to cover the commitments in German
marks, and to some extent in Swiss francs, that they had
undertaken because of relatively low interest rates in
Germany and Switzerland. The spot rate dropped to its
official floor and the Bank of Italy provided substantial
support through May 9.

Once the speculation in marks subsided, the lira mar-
ket improved and during late spring and early summer
there was some reflow from German marks. This reflow,
combined with repatriations of funds by Italian banks act-
ing under the official request to eliminate their net for-
eign asset positions, more than offset the further outflow of
Italian capital via export of Italian currency. Effective
July 1, the Bank of Italy reinforced its defensive mea-
sures by imposing a penalty rate of 132 points above its
discount rate of 32 percent for banks making excessive
use of central bank borrowing.

New uncertainties unsettled the lira market with the
fall of the Italian government in early July. Despite the
subsequent formation of a new government, a strong un-
dercurrent of apprehension persisted. When the French
franc was devalued, the spot rate dropped to its floor,
and during the next few days of exchange market uncer-
tainties lire were offered in heavy volume, with the Bank
of Italy extending sizable support. On August 14 the
Bank of Italy raised its discount rate to 4 percent, and as
the speculative pressures subsided the lira firmed. It held
well above the floor through the end of August.

In August the Italian authorities replenished their dollar
balances by encashing prior to maturity a $100.2 million

equivalent lira note issued by the United States Treasury
to the Italian Exchange Office in late 1968 in conjunction
with its understanding with Italy on the neutralization
of United States military expenditures. During the period
under review the United States Treasury reduced moder-
ately its technical forward lira commitments which have
arisen in connection with dollar-lira swaps extended by the
Italian Exchange Office to its commercial banks, The re-
maining commitments have been rolled over periodically
as they came due.

CANADIAN DOLLAR

Canada’s trade position remained relatively strong in
the first half of 1969—though the surplus was much lower
than in 1968—and Canadian residents continued to bor-
row heavily in the United States capital market. As the
year progressed, however, the Canadian dollar, like other
major currencies, was increasingly affected by short-term
capital outflows in response to the high and rising level
of interest rates in the United States and in the Euro-
dollar market.

One of the principal channels for these outflows was
the growth of so-called “swapped deposits” with Canadian
banks. In these transactions, deposits in Canadian funds
are converted into United States dollars on a covered
basis. Using the dollars thus obtained, Canadian banks
acquired a substantial amount of short-term assets directly
from United States banks in forms not subject to Regu-
lation Q. Some of the United States dollar proceeds also
were invested in the Euro-dollar market, although place-
ments were limited by Canadian official directives issued
in 1968 (in conjunction with Canada’s exemption from all
United States balance-of-payments programs) to prevent
Canadian financial institutions from acting as a “pass-
through” channel.

The pull of abnormally high yields on United States dol-
lar instruments not subject to Regulation Q contributed to
a sharp rise in outstanding swapped deposits during the
spring and summer months. The large short-term outflows
from Canada resulting from these transactions and other
Canadian investments abroad was largely offset by a sur-
plus on current and long-term capital accounts combined,
and by a compensating shoit-term capital inflow from the
United States, American investors, seeking outlets not
subject to Regulation Q and discouraged by the United
States balance-of-payments program from taking advan-
tage of the high rates available in the Euro-dollar market,
moved shoert-term funds to Canada. Such investments
were attractive because the covered ocutflows from Can-
ada generated equally heavy demand for Canadian dol-
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lars in the forward market and, as a result, the forward
rate moved out to a substantial premium,. This premium
increased the attraction of covered investments in Canada,
where interest rates were rising, not only in line with the
increase in rates abroad, but also as a result of the tight-
ening in Canada’s anti-inflation program. This tightening
included a 12 percentage point increase in the Bank of
Canada’s discount rate to 7Y% percent on June 11.

By early July, however, the spot Canadian dollar had
dropped below par as a result of the overriding cffect of
short-term capital outflows. To restrain such short-term
outflows, the Bank of Canada asked the Canadian banks
to regard the existing level of their swapped deposits as
a temporary ceiling and, effective July 16, announced a
further V2 percentage point increase in its discount rate to
8 percent. These measures curtailed the short-term capital
outflow, and the spot rate quickly moved up above par
where it held through August.

OPERATIONS IN OTHER CURRENCIES:
DANISH KRONE AND AUSTRIAN SCHILLING

In January the Danish National Bank had drawn $25
million on the swap facility with the Federal Reserve; this
drawing was repaid in March. Subsequently, the Danish
krone was brought under pressure by sharply higher in-
terest rates abroad, as Danish commercial firms shifted part
of their borrowings from international to domestic markets.
The Danish National Bank suffered a sizable reserve drain
in supporting the krone rate and, in the latter part of April,
drew $50 million under the $100 million Federal Reserve
swap arrangement. Even greater outflows from Denmark
occurred as speculation on the mark developed in late
April and early May. To bolster its reserves, the National
Bank drew the remaining $50 million under the Federal
Reserve swap facility and drew $45 million under the
Danish gold tranche with the IMF. With the regular swap
line with the Federal Reserve fully utilized, the United
States Treasury provided a supplementary standby facility
for $50 million. Danish authorities also took several mea-
sures to stem the outflow, including a 2 percentage point
increase in the discount rate to 9 percent. Thus rein-
forced, the krone firmed after the German government
rejected revaluation, and in June the Danish National Bank
was able to repay the full $100 million of swap drawings
on the Federal Reserve. During the summer the market
was calm and, although the krone remained somewhat
below par, it was not adversely affected by the devalua-
tion of the French franc. At the end of August, the
$100 million Federal Reserve swap facility and that for
$50 million from the United States Treasury remained
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fully available.

The Austrian National Bank also lost reserves during
the international rush into marks and in late May drew
$50 million under the Federal Reserve swap facility—
its first drawing since the arrangement was established
in 1962. During the summer tourist season the National
Bank began to accumulate reserves, and in August it fully
liquidated its $50 million swap drawing. In early summer
it was agreed that the Austrian National Bank would en-
cash prior to maturity a $25.2 million equivalent out-
standing United States Treasury security denominated in
Austrian schillings.

EURO-DOLILAR MARKET

During the spring and early summer of 1969, the Euro-
dollar market was subject to unprecedented credit de-
mands, generated in large part by the effects of increasing
monetary restraint in the United States. Throughout this
period, the large United States banks experienced sizable
and sustained losses of time certificates of deposit (CD’s),
as the ceiling on bank time deposit rates under Regulation
Q remained well below market rates on alternative short-
term investments. At the same time United States banks
faced a continued expansion of business loan demand. In
an effort to offset the deposit losses and meet the loan de-
mand, many of the larger commercial banks resorted to
the Euro-dollar market, borrowing heavily through their
overseas branches. In the process, Euro-dollar rates rose
steadily through mid-June (see Chart III), reaching his-
toric highs and attracting funds from foreign financial
centers and from the United States. In response to these
developments, several countries moved to protect their
domestic money markets and their international reserves
from the Euro-dollar pressure, and in the summer months
the Board of Governors of the Federal Reserve System
issued amendments to its regulations in order to reduce
the attractiveness of Euro-dollars to United States banks.

In February, United States banks increased their bor-
rowings through their foreign branches in the Euro-dollar
market only marginally from the $8.5 billion level at the
end of January (see Chart IV). Nevertheless, with the
heavy outflow of short-term funds from Germany tapering
off and French commercial banks withdrawing funds from
the market, Euro-dollar rates moved sharply higher, with
the rate on three-month deposits rising almost 1 percentage
point to just under 8% percent by the end of February.
Then early in March, in anticipation of higher demands for
loans in connection with the March 15 corporate tax date,
United States banks began to bid more aggressively for
Euro-dollars and by midmonth their aggregate dollar bor-
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rowings through foreign branches reached a new peak of
$9.7 billion. Interest rates, however, were not substantially
affected; with the three-month rate around 8%%2 percent,
funds were attracted from a great many money markets.
Indeed, several European central banks increased their
discount rates late in February and in March, as presssures
on their reserves mounted and domestic short-term rates
rose.

Meanwhile, the growing stringency in United States
financial markets caused commercial banks in this country
to raise their prime rate, on March 17, to 7%2 percent,
from 7 percent. Moreover, in early April, Federal Reserve
discount rates were increased by %2 percentage point to
6 percent and reserve requirements against demand de-
posits were raised. The impact of these measures was
quickly transmitted to European money market centers,
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and three central banks followed the Federal Reserve
move by raising their discount rates in April. Further-
more, in March the Italian authorities, and in early April
the Belgian authorities, imposed restrictions on their com-
mercial banks’ net foreign asset positions, in effect requir-
ing the banks to repatriate funds from the Euro-dollar
market.

The fresh outbreak of speculative activity in the foreign
exchange markets in late April and early May—especially
the expectation of a revaluation of the German mark—
put very strong pressures on the Euro-dollar market. As
huge amounts of funds moved into marks and United
States banks attempted to maintain the level of their
Euro-dollar borrowing, Euro-dollar rates jumped sharply,
with the call rate bid up to 10 percent per annum by
May 8. Following the German government’s rejection of
a mark revaluation, rates declined briefly.

In June, there was a heavy surge of United States
banks’ borrowings in the Euro-dollar market. During the
first three weeks of the month, when the runoff of CD’s
was particularly severe, the liabilities of banks to their
foreign branches rose more than $3 billion, to $13 bil-
lion, and generated extreme pressures on FEuro-dollar
rates. On June 10—the day after United States banks
had raised their prime loan rates by a full percentage point
to 812 percent—the Euro-dollar call rate rose to 1114
percent and the three-month rate was bid up to 13
percent. The market withstood the high rates without seri-
ous dislocation, and rates actually eased somewhat once
preparations for the mid-June United States corporate tax
date were completed. Throughout this period there was
evidence that United States funds were being drawn into
the Euro-dollar market. Yet, toward the end of the month,
there were indications that United States corporations
pulled substantial amounts of dollar balances and other
foreign currency deposits out of Europe, only to redeposit
these funds early in July following the month-end reporting
date under regulations issued by the Commerce Depart-
ment’s Office of Foreign Direct Investments. At the same
time, midyear window-dressing by continental European
commercial banks was on a much smaller scale than in
past years.

In July United States banks’ demand for Euro-dollars
continued at a high level, though the increase in the
banks’ liabilities to their branches, which reached $14.3
billion on July 30, proceeded at a much slower pace than
in June. Euro-dollar rates declined substantially through-
out July and by the end of the month, call money was bid
at 9 percent and three-month deposits at 10%s percent.
The market continued to attract substantial amounts from
several European financial centers, and additional central
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banks took steps to protect their domestic money markets
and monetary reserves from the pull of high Euro-dollar
rates.

The devaluation of the French franc on August 8 trig-
gered new pressures in the Euro-dollar market. The three-
month Euro-dollar rate jumped to 11 percent by August
12 and moved irregularly around that level through the
rest of the month. At the end of August the liabilities of
United States banks to their foreign branches had risen
to $14.6 billion, a $7.4 billion increase over the Novem-
ber 27, 1968 level, offsetting 64 percent of the $11.6
billion decline of outstanding negotiable CD’s during the
same period.

In the light of the heavy reliance of some United States

banks on Euro-dollar borrowings and the repercussions
on foreign monetary reserves and financial markets, the
Board of Governors of the Federal Reserve System took a
series of measures in order to moderate the flow of Euro-
dollars to United States banks. First, the Board amended
Regulation D (which governs reserves of member banks)
so as to eliminate a technical loophole which had led
banks to increase their use of overnight borrowings of
Euro-dollars. Subsequently, the Board amended Regula-
tion D and Regulation M (which governs the foreign
activities of member banks) by placing a marginal reserve
requirement of 10 percent on Euro-dollar takings by mem-
ber banks and on United States assets acquired by foreign
branches from their home offices.

Subscriptions to the MONTHLY REVIEW are available to the public without charge. Additional

copies of any issue may be obtained from the Public Information Department, Federal Reserve Bank
of New York, 33 Liberty Street, New York, N.Y. 10045.
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The Business Situation

The level of business activity continues to expand,
though the pace varies rather widely among the key
sectors of the economy. New survey evidence suggests
that business capital spending may continue rising into
1970, in part because of delays in project completions
experienced this year. At the same time, the balance be-
tween inventories and sales remains relatively conserva-
tive by recent past standards, and further inventory
building could supply economic thrust in the months
ahead if business sales cxpectations remain strong. Modest
consumer spending and declining residential construction
are currently helping most to slow the rise of aggregate
demand and to limit inflationary pressures from the de-
mand side. However, the recent large Federal pay increase
may tend to lift consumption spending over the near term.

Meanwhile, industrial production continues to increase,
new orders received by durable goods manufacturers have
about recovered earlier declines, and the labor mar-
kets remain tight. On balance, the inflationary situation
seems to have changed little over the course of this year,
though this is not surprising in view of the usual delay with
which restrictive monetary and fiscal actions influence eco-
nomic activity and price behavior. Indeed, because the cur-
rent period of inflation has continued for so long—about
four years—considerable time may be required to restore
price stability.

PRODUCTION, ORDERS, AND INVENTORIES

Industrial output rose strongly again in July when
production of iron and steel, business equipment, and
automotive goods all advanced. The Federal Reserve
Board’s seasonally adjusted index of total industrial pro-
duction increased 1.3 percentage points to 175.2 percent
of the 1957-59 average (see Chart I). The production
index has climbed without interruption this year, and from
December through July the annual rate of increase was a
vigorous 6.6 percent. An important factor in this strength
has been the rapid climb in iron and steel production,
which by July had reached a level 20 percent above that
prevailing at the end of last year. In the last few months
the steel firms have been operating at close to full capacity,

and the industry continues to forecast a high level of
activity through the fourth quarter. The relatively ready—
if unhappy—acceptance of the recent steel price increases
underscored the strength of steel demand as well as the
ability of steel consumers to pass along higher costs in
today’s firm markets.

Much of the gain this year in iron and steel output has
stemmed from the high and rising level of activity in the
capital goods industries. Production of business equip-
ment continued to expand rapidly in July, growing by
almost 1 percent in that month alone. From the end of
1968 through July, output of business equipment rose at
an annual rate of 8 percent. Production of defense-related
goods also increased sharply in July, mainly reflecting
the settlement of two major labor disputes that had earlier
limited output in this sector.

Paralleling the rather mild uptrend in total consumer
demand, output of consumer goods has grown much less
rapidly in recent months than that of either materials or
equipment, Excluding the automotive sector, production
of consumer goods has been virtually unchanged since
early this year. In the first seven months of 1969, the
production index for automotive products—which ac-
counts for one tenth of the comsumer goods portion of
the index and includes production of parts as well as
cars—actually averaged less than the figure for the full
year 1968. In the January-July period auto assemblies by
domestic producers averaged a seasonally adjusted annual
rate of 8.3 million units, compared with a total 1968 output
of 8.8 million units. Labor problems have played a part
in this year’s lower production rates, but dealer sales of
domestic cars have also fallen from the 1968 level. The
month-to-month movement of auto production has been
somewhat erratic of late; scattered strikes significantly
reduced assemblies in April and May but output surged
in June, when the labor situation calmed. The industry
initiated its annual model changeover in July—somewhat
earlier than usual—and actual production slumped. How-
ever, after allowing for the earlier timing of the change-
over, the seasonally adjusted assembly rate rose further
in July from the June level. To some extent, this increase
may reflect the fact that changes in the 1970 models were
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unusually minor and involved little downtime for retooling.
Because of the spring strikes and the earlier changeover
date, the auto producers had expected to have relatively
small carry-over stocks of old models, providing a tighter
market for the introduction of the 1970 models. However,
sales of domestic-model cars dropped in July and August
to a seasonally adjusted annual rate of 8.1 million units,
after averaging close to 8% million units in the first half
of the year. This July-August decline in sales left the in-
dustry at the start of the new-model year with about the
same number of old-model cars as in 1968.
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The often volatile series on new orders received by
manufacturers of durable goods climbed to $30.5 billion
in July, up $1.3 billion from June. A sharp recovery in
defense-related orders accounted for almost all the latest
rise. In the previous two months the total volume of new
orders had fallen substantially, but the declines were
mostly in the defense area. Orders for machinery and
equipment eased $0.1 billion in July to $6.4 billion. This
series peaked at $7.1 billion in April, around the time of
President Nixon’s recommendation for repeal of the in-
vestment tax credit, but aside from that month’s spurt
machinery and equipment orders have been running at
about $6% billion per month throughout this year.

Manufacturers’ inventories were little changed in June
after increasing strongly for several months, while trade
inventories—chiefly at retail stores—turned in a sizable
increase.! Shipments in June also showed a mixed pat-
tern, as sales at retail and wholesale edged off whereas man-
ufacturers’ shipments rose sharply. Thus, the inventory-
sales ratio for trade firms edged up and the ratio in
manufacturing dropped significantly, On balance, how-
ever, for all businesses combined the inventory-sales ratio
in June was at its low for the year. In July, manufacturers’
shipments were about unchanged while total inventories
rose by $1 billion, with durables manufacturing account-
ing for all the increase. As a result, the inventory-sales
ratio for all manufacturing firms moved back up to about
the average level of the past year and a half, The ratio
for durables manufacturers increased to a level on the
high side of the range prevailing since late 1967, but that
for nondurables manufacturers dropped to a sixteen-year
low.

CAPITAL SPENDING AND
RESIDENTIAL CONSTRUCTION

The capital spending boom appears to be losing some
of its earlier strength, but new evidence also suggests that
it may prove longer lived than earlier studies had indicated.
A very recent survey by the Department of Commerce and
the Securities and Exchange Commission found that busi-
nesses have revised downward their plant and equipment
spending plans for this year. Businessmen now plan,
according to this survey, expenditures of $70.9 billion

1 The Department of Commerce has revised its estimate of the
gross national product (GNP) for the second quarter of 1969.
The estimate of inventory accumulation was revised downward by
$2.6 billion to $6.9 billion at a seasonally adjusted annual rate.
Consumption was revised up by $2.1 billion to $572.8 billion,
and total GNP was revised down by $0.3 billion to $924.8 billion.

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



196

for new plant and equipment, or 10.6 percent more
than was spent in 1968. An earlier Commerce-SEC sur-
vey taken last spring had indicated that outlays in 1969
would be about $1.3 billion higher than the latest reading.
A recent McGraw-Hill study found much the same
lowering of sights on 1969 spending plans, but concluded
that the downgrading reflected some stretching-out of
spending into 1970. Thus, the McGraw-Hill survey, which
also queried businesses about their 1970 plans, found
that they expect outlays to continue rising next year to a
level 5 percent above this year. If realized, these results
would imply some continued stimulus from business
capital spending, though less than in the past year or so.

In contrast to the strength in business spending for plant
and equipment, activity in residential housing has weak-
ened substantially in the last few months (see Chart II).
Private nonfarm housing starts began the year on a strong
note, averaging a seasonally adjusted annual rate of 1.7
million units in the first quarter, up 0.1 million from the
average of the final quarter of last year. Following their
January peak, however, starts fell steadily to an average
annual rate of 1.5 million in the second quarter. The July
decline amounted to a particularly large 127,000 units,
bringing the starts rate down to 1.3 million units. The
number of housing permits issued by local authorities
also dropped in July. Housing permits have declined for
multi- as well as for single-unit buildings in the last few
months. Earlier in the year, multi-unit construction showed
considerable strength, running counter to the downward
trend in single units.

The data on housing starts and permits encompass only
those housekeeping units that are in conventional homes
or apartment buildings. That is, these series measure out-
put of the construction sector. Data on mobile home pro-
duction are excluded from the starts and permits series,
since they are classified as output of the manufacturing
sector. Nevertheless, mobile homes are becoming an in-
creasingly significant part of the supply of new housing.
This market is an especially important source of low cost
housing: in 1968 mobile homes accounted for 90 percent
of all new housing units which sold for under $15,000.
Perhaps reflecting their growing price advantage, the de-
mand for mobile homes has increased very rapidly in re-
cent years, Production rose from a level of 150,000 units
in 1963 to over 300,000 in 1968, and industry spokesmen
believe output will reach 400,000 units this year. Purchase
of mobile homes has traditionally been financed through
consumer instalment loans, but the Federal Home Loan
Bank Board has recently proposed a regulation that would
allow Federally chartered savings and loan associations
to extend mortgage loans on mobile homes.
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EMPLOYMENT, PERSONAL INCOME,
AND RETAIL SALES

The employment situation generaily remains very tight.
According to the household survey, total civilian employ-
ment rose by over 300,000 in August, the third consecu-
tive month of strong increase. The civilian labor force also
expanded sharply but not so much as employment, and
the unemployment rate edged down by 0.1 percentage point
to 3.5 percent. The payroll survey also showed a large
employment increase at nonagricultural establishments in
August, following a slight decline the month before. About
two thirds of the latest advance in payrolls occurred in
manufacturing, but the average workweek in manufactur-
ing moved down a bit.

Personal income recorded a large $6.2 billion advance
in July, when the pay raise for Federal Government em-
ployees went into effect. Total wage and salary disburse-
ments rose by $5.0 biilion, but half of that increase was
due to the larger paychecks of Federal workers. Outside
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the Government, the July gain in income was relatively
small, in part reflecting the fairly weak performance of
payroll employment in that month.

Consumer demand still shows little buoyancy. Retail
sales declined in May and June, and in July are estimated
to have fallen by another $200 million to a seasonally ad-
justed level of $29.2 billion. These recent movements were
in line with the weak trend in sales that has prevailed for
nearly a year. Retail sales averaged $28.8 billion monthly
in the third quarter of 1968, eased to an average of $28.6
billion in the fourth quarter, and then climbed by about
$0.4 billion in both the first and second quarters of this
year. A good part of this sluggish showing can be attributed
to the auto sector. Sales of new domestic-model cars ran
at a seasonally adjusted annual rate of 9.0 million units in
the third quarter of 1968, but then edged down to 8.8 mil-
lion units in the final three months of last year and dropped
further to 8.4 million units in the first quarter. Sales
steadied at an annual rate of 8.5 million units in the
April-June period, but declined during July and August
to a seasonally adjusted rate of 8.1 million units.

THE PRICE SITUATION

{t appears that since last fall the dollar value of total
consumer purchases at retail stores has not kept pace with
the rising level of prices. The dollar volume of retail sales
has risen since last September at an annual rate of less than
2 percent, but the retail price level—as estimated by the
consumer price index excluding service costs—has ad-
vanced at an annual rate of over 5 percent. During the
same period the total consumer price index rose at an an-
nual rate of just under 6 percent. In July, the consumer
price index increased further at a 5% percent annual
rate, with the major part of this gain resulting from higher
food costs. Excluding food, prices rose at an annual rate
of over 3% percent.

At the wholesale level, the sharp run-up of prices of
farm and food products has moderated. According to
preliminary figures, the index of farm and food products

ropped by almost 1 percent in August after remaining
unchanged in July. Apparently because of a rapid increase
in demand in the face of a somewhat reduced supply, agri-
cultural prices had climbed at an annual rate of over 17
percent in the second quarter. The August decline appar-
ently largely reflected a seasonal increase in supplies.
There is some doubt that these price reductions will be
passed on to consumers because the earlier increases in
retail food prices had not kept pace with those at whole-
sale. The preliminary estimate of wholesale prices for
industrial commodities indicates a sizable rise in August,

resulting in good part from price increases for steel and
several other metals.

NEW PUBLICATIONS

The Federal Reserve Bank of New York has pub-
lished a second collection of essays, entitled Essays
in Domestic and International Finance. The volume
consists of nine articles, all but one of which were
originally published in this Monthly Review; minor
revisions have been made to bring them up to date.
The first two essays deal with important episodes in
the history of United States central banking; the
second two articles examine some facets of the rela-
tionship between financial variables and business ac-
tivity; and the remaining five deal with various aspects
of the domestic and international financial markets.
Copies are available from the Public Information De-
partment at a full charge of 70 cents and an educa-
tional charge of 35 cents.

The Federal Reserve Bank of New York is also
publishing a book, entitled The Velocity of Money,
by George Garvy, Economic Adviser, and Martin
R. Blyn of the California State College, Dominguez
Hills, and formerly with the Federal Reserve Bank of
Cleveland. It is a completely revised and expanded
edition of Deposit Velocity and Its Significance, pub-
lished a decade ago, and embodies some of the re-
search in monetary economics being conducted at the
Bank. The chapter headings in the new edition of 116
pages are: “The Demand for Money”, “The Flow of
Payments”, “The Measurement of Velocity”, “The
Statistical Record”, “Factors Affecting Velocity”, and
“Implications of Recent Changes in Velocity”. Copies
will be available in October from the Public Informa-
tion Department at a full charge of $1.50 and an edu-
cational charge of 75 cents.

Single copies of either of the two volumes men-
tioned above will be sent free to domestic teachers,
commercial bankers, and libraries (public, school,
and other nonprofit institutions) and to domestic and
foreign government officials, central bankers, and
newsmen, Classroom or training copies will be avail-
able to these groups (including school bookstores)
at the educational charge. Free and educational-
charge copies will be sent only to school, business,
or government addresses.
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The Money and Bond Markets in August

Conditions in the money market during August were
little changed on average from those prevailing during
July. Member bank borrowings from the Federal Reserve
and net borrowed reserves averaged about the same as
their July levels, and Federal funds rates averaged some-
what higher. Effective July 31, the Federal Reserve Regu-
lation D was amended to eliminate a reduction in demand
deposits subject to reserve requirements, which had for-
merly resulted from some banks’ transactions with their
foreign branches. Adjusted for the estimated effects of
these transactions prior to the revision of Regulation D,
the money supply grew at an annual rate of about 4 per-
cent during the first seven months of the year, compared
with about 2¥%2 percent before that adjustment. During
August, however, the money supply on the new basis
declined at an estimated annual rate of more than 5 per-
cent, bringing the growth for the year down to 3 percent.
Total bank credit, as estimated from data for the final
Wednesday of each month and adjusted to allow for bank
sales of assets to affiliates and foreign branches, increased
at an annual rate of about 32 percent in the first eight
months of the year.

Most short-term interest rates edged downward during
August. Offering rates on commercial paper—both dealer
placed and directly placed—and bankers’ acceptances were
reduced, and Treasury bill rates also declined for much of
the month in the face of strong demand from a wide
variety of investors. The Treasury raised $2.1 billion in
new cash during August through the sale of a “strip” of
short-term bills, the maturities for which demand had
been most persistent. In the face of the augmented supply,
rates on bills maturing within two months rose sharply,
more than retracing their earlier declines.

Prices of most intermediate- and long-term Treasury
notes and bonds declined over the month, while prices of
several short-term issues increased slightly. The Treasury’s
August refunding in the early part of the month was con-
ducted in a favorable atmosphere which was encouraged
by Congressional extension to the end of the year of the
10 percent income tax surcharge. All but 13.8 percent of
the privately held notes maturing August 15 were ex-
changed into a new eighteen-month 734 percent note which

was priced to yield 7.82 percent, the highest yield offered
by the Treasury on a direct coupon obligation in more
than a century. Prices of cutstanding Treasury notes and
bonds rose early in the month, but declined in reaction to
the devaluation of the French franc on August 8 and the
ensuing uncertainty over international monetary develop-
ments. Prices subsequently revived on expectations of
heavy reinvestment demand from the proceeds of the sale
of oil leases by the state of Alaska. Toward the end of the
month, however, prices were tending downward in sym-
pathy with other areas of the capital market.

Prices of seasoned corporate bonds rose during the first
half of the month but, after a series of poor receptions on
aggressively priced new issues, prices gave way during the
latter half of the month. In the municipal bond market,
prices declined sharply and steadily, after a short-lived
rally at the beginning of the month, in part because of
concern that proposed tax legislation would reduce the
attractiveness of these securities to individual investors.

BANK RESERVES AND THE MONEY MARKET

On average, conditions in the money market during
August were little changed from those of July. Member
bank borrowings from the Federal Reserve Banks averaged
$1,211 million during August (see Table 1), compared
with $1,312 million in July. Net borrowed reserves aver-
aged $1,054 million in August, compared with $1,045
million in July. Federal funds traded at rates averaging
about 9.2 percent during August, compared with 8.6 per-
cent in July. Day-to-day conditions in the money market
fluctuated widely, however, in large measure reflecting
shifting strategies of reserve management by the member
banks.

The money market was quite firm during the first state-
ment week of August, as banks tended to concentrate
their demands for reserves in the Federal funds market.
In order to temper the developing tautness, the Federal
Reserve injected reserves steadily in early August through
the purchase of Treasury and Federal agency securities
and bankers’ acceptances under repurchase agreements.
In spite of these substantial reserve injections, Federal
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funds traded predominantly at rates ranging from 912
percent to 10V4 percent from August 1 to 6 (see Chart
I). On the weekly scttlement day for all member banks,
Wednesday, August 9, some Federal funds traded at rates
as high as 11 percent, matching the record established
three weeks earlier.

There were some striking similarities between the
money market conditions that prevailed during the two
ensuing statement weeks. Conditions were very firm be-
fore each weekend, with Federal funds trading in a 912
to 1034 percent range on the first two days of the state-
ment week ended on August 13 and in a 9% to 10%
percent range a week later. In both weeks the Federal
funds market began to case on Monday and the effec-
tive rate declined to 72 percent on Tuesday and finally
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to 5%2 percent on Wednesday. Also in both weeks, the
Federal Reserve injected reserves in order to temper the
tautness before the weekend, and later absorbed reserves
through matched sale-purchase transactions in order to
counter the easing tendencies on the last two days of each
statement week.

Despite the broad similarities in the tone of the money
market during the wecks that ended on August 13 and
August 20, there were some important differences in re-
serve management practices. In the earlier week, member
banks borrowed heavily from the Federal Reserve over
the weekend, thereby building up excess reserves that
subsequently cascaded into the money market. In the fol-
lowing week, however, early borrowing from the Reserve
Banks was more restrained and the resulting accumulation

Necie: Data are shown fer business days only.
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of excess reserves much more modest. The easing of
pressures in the money market after the weekend appar-
ently reflected the decision of a number of major banks to
sell Federal funds in large volume rather than risk being
left with sizable reserve excesses at the end of the state-
ment week, as had occurred a week earlier.

As a whole, the member banks succeeded in sharply
reducing their excess reserves to $29 million in the week
ended on August 20 from $216 million in the previous
week. Related to this, a relatively large amount of re-
serve deficiencies was carried over into the following
statement week, and conditions in the money market were
firm on the first day of the latter period when Federal
funds traded predominantly at 9%2 percent. The basic
reserve position of the major money market banks quickly
began improving, however (see Chart II), and the Fed-
eral funds rate eased to 8% percent on Friday, August
22, and to 8 percent on Monday. Subsequently, as a
number of banks which were required to cover reserve
deficiencies carried over from the previous week bid ag-
gressively for Federal funds, the rate was driven up to 10¥4
percent before the settlement on Wednesday, August 27.

The Board of Governors of the Federal Reserve Sys-
tem has closed a loophole in its Regulation D which had
formerly permitted member banks with foreign branches
to reduce their net demand deposits subject to reserve
requirements. In the past, the so-called “bills payable
checks” and “London drafts” used in settling transactions
involving foreign branches (primarily in Euro-dollars)
were not required to be included in the deposits of the
remitting bank, even though they could be deducted as cash
items in process of collection from the demand deposits of
the receiving bank. Effective July 31, Regulation D was
amended to include such checks in demand deposits sub-
ject to reserve requirements. The immediate consequence
was an increase of approximately $3 billion in net demand
deposits subject to reserve requirements. This increase oc-
curred largely at the major New York City banks, which
are the biggest borrowers in the Euro-doliar market.

Adjusted for the estimated magnitude of the former
understatement of demand deposits, the money supply
(privately held demand deposits plus currency outside
banks) grew at a seasonally adjusted annual rate of 4
percent during the first seven months of 1969, compared
with the 2%2 percent rate of growth previously indicated.
The money supply is estimated to have declined during
August at an annual rate of over 5 percent. Total member
bank deposits subject to reserve requirements (the so-
called “bank credit proxy”), plus banks’ liabilities to their
foreign branches, declined at a seasonally adjusted annual
rate of 10 percent in August, compared with 2 percent
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over the previous seven months. Because of the prolifera-
tion of nondeposit means of raising funds by banks, this
measure has become an increasingly poor indicator of
trends in bank credit. The latter, on the basis of last-
Wednesday-of-the-month figures, rose at a seasonally
adjusted annual rate of 24 percent on average over the
first eight months of the year. After adjustment for asset
sales to affiliates and foreign branches, the rate of growth
in bank credit increased to 3% percent.

THE GOVERNMENT SECURITIES MARKET

Along with other short-term rates, most Treasury bill
rates declined during the month of August. Bills were in
strong demand for most of the month from a wide variety
of investors—banks, corporations, public funds, foreign
central banks, and dealers. After declining steadily for
the first week of August, rates edged higher amid excep-
tionally tight money market conditions for a few days
prior to midmonth, but then resumed their decline on
August 13,

Respending to the especially heavy demand for short-
term bills, the Treasury announced on August 14 that it
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was planning to fill its current cash needs by offering a
“strip” of $2.1 billion of bills with an average maturity
of forty-five days. The offering consisted of a $300 million
addition to each of the seven outstanding weekly bill
issues maturing from September 18 to October 30. Ten-
ders for multiples of $7,000, to be divided equally among
the seven issues, were due August 20. Payment was made
on August 25, and commercial banks were permitted to
pay for subscriptions for their own accounts and for their
customers by crediting Treasury Tax and Loan Accounts.
The announcement of the “strip” offering was favorably
received in the market and provoked only a slight reaction
on the rates of some of the affected issues. Rates generally
continued to decline up to the time of the auction om
August 20, Bidding for the “strip” proved less aggressive
than anticipated, however, and the average issuing rate
was established at 5.544 percent, with tenders accepted
over an unusually wide range of nearly 50 basis points.
The “strip” opened trading at about 6.85 percent, the
discount from the issuing price representing the estimated
value to banks of the privilege of payment by crediting
Tax and Loan Accounts.

When trading resumed the following day, rates on the
seven reopened issues shot up about 25 to 50 basis points
and rates on most other bills rose about 1 to 7 basis points.
Rates continued to creep higher until the final two days
of the month, when they again declined substantially in
the face of strong demand for bills. For the month as a
whole, rates on most bills were 2 to 25 basis points lower,
except in the area of augmented supply where rates closed
generally 30 to 60 basis points higher.

There was active interest in each of the regular Trea-
sury bill auctions held during August. In the final auction
of the month, held on Friday, August 29 (advanced from
Monday in observance of the Labor Day holiday), the
average issuing rates on the three- and six-month bills
were 7.014 percent and 7.166 percent, respectively (see
Table III), 16 and 15 basis points below the rates estab-
lished in the auction held a month earlier. In the monthly
auction of nine- and twelve-month bills on August 26,
average issuing rates of 7.387 percent and 7.340 percent,
respectively, were little changed from the rates set in June
and July.

The Treasury’s August refunding occupied the center
of attention in the market for Treasury coupon issues
during the early part of the month. On July 30, the Trea-
sury announced that holders of the $3.4 billion 6 percent
note maturing August 15, 1969 would be offered in ex-
change a 734 percent eighteen-month note priced to
yield about 7.82 percent. These terms were received en-
thusiastically, and prices of intermediate-term issues rose

as much as 2 point on the following day, reflecting the
absence of a longer term note offering and the decision
not to prerefund $6.2 billion of bonds maturing October 1,
1969. The new 734 percent note immediately moved to a
premium in “when-issued” trading, which went as high as
2%4 above the issue price before the subscription books
closed on August 6. All but 13.8 percent of the $3.2
billion of the maturing issue held by the public was ten-
dered for the new 734 percent note. This “attrition”, al-
though somewhat higher than predicted by many market
participants, was considerably below the 20 percent figure
which, it appeared, the Treasury had been prepared to
accept.

Prices of outstanding Treasury notes and bonds also
rose in early August amid the favorable atmosphere sur-
rounding the refunding and the Congressional passage
of an extension of the 10 percent income tax surcharge
through the remainder of the year. Prices then slipped
a bit over the next few days in a largely technical reaction
to the earlier gains. Following the announcement on
Friday, August 8, of the 11.1 percent devaluation of the
French franc, additional mild losses occurred and the
downward drift continued over the next few days amidst
uncertainty over international monetary developments.
Prices subsequently rose again in response to expecta-
tions of reinvestment demand from the proceeds of the
sale by the state of Alaska of North Slope oil leases
on September 10. Toward the end of the month, how-
ever, prices declined, partly in reaction to the relatively
weak bidding in the “strip” bill auction, the deteriora-
tion of the corporate and municipal bond markets, and
the anticipation of the Treasury’s forthcoming refunding.
Intermediate-term issues came under selling pressure as
dealers prepared for a possible long note offering in ex-
change for the October 1, 1969 bonds. Over the month as
a whole, prices of most issues maturing beyond two years
were Ya to 1V4 lower, while prices of shorter term issues
were mostly %6 to ¥4 higher.

OTHER SECURITIES MARKETS

Prices of corporate bonds rose during the first week
of August in a constructive atmosphere fostered by the
Congressional passage of the tax surcharge extension.
Prices declined in the wake of the devaluation of the
French franc on August 8, later recovered partially, and
resumed their decline in the latter half of the month,
Aggressively priced new issues were well received early
in the month but ran into increasingly stiff investor
resistance thereafter. The generally deteriorating atmo-
sphere in the new-issue sector of the market is illustrated
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Table I Tahle 1X
FACTORS TENDING TO INCREASE OR DECREASE RESERVE POSITIONS OF MAJOR RESERVE CITY BANKS
MEMBER BANK. RESERVES, AUGUST 1569 AUGUST 1969
In millions of dollars; (+4) denotes increase In millions of dollars
(-~) decrease in excess reserves i
i ' Daily averages—week ended on Averages of
Changes in daily averages— | Factors affecting | Four weeks
week ended on i basic reserve positions \ eaded on
; Net Aug. Aug. Aug. Aug. © Aug. 27
Factors . I 6 13 20 27
| !
Aug. Auu. Aug. | Aug. i
6 13 20 | 2z Eight banks in New York City
|
! .
! : Reserve excess or deficiency(—)*.... 6 65— 61 46 ; 14
“Market” factors Less borrowings from
. ; Reserve Banks ... 18 118 136 531 81
Member bank required reserves 4178 — 486 4‘ -4 309 — 252 Less net interbank Federal funds '
Operating transactions (subtotal) .. . — 314 495, — 3835 — 276 pu&chases or hsales(——) . = ltls J %(6) —I };% —I %g; l —l 62%
, ross purchases B » » f
Federal Reserve.ﬂoa[ ............... + 38] 4391 — -LfS —_— 24 Gross sales 7| T304| 1723| 1688} 1623
Treasury operations* ................. — 147} - 259 — 133 -+ 277 Equals net basic reserve surplus i
Gold and foreign account 4+ 0] 4+ 8| — 4] — 16 (’)\f d?ﬁcit(t—)G .................. e -  1l— 499(— 45 285 — 65
\ ‘. . _ _ = Q Net loans to Governmen ;
Currency outside banks ............... 20| — 278} =515 1 2881 — 515 (olurities EALETS «orerrere o s17| 38| 335] 358 424
Other Federal Reserve accounts (net}t..| — 207 ( -4 63, -153| — 8 — Net carry-over, excess or deficit(—)t.. 44 22 50— 191 24
|
Total “‘market’” factors ............. | —460 | — 141§ 4 9| - 64 — 528
. . ! Thirty-eight banks ovtside New York City
Dircet Federal Reserve credit !
transactions
Open market operations (subtotal) + 741 — 86| — 90} 4103 -} 668 Reserve excess or deficiency(—)*.... 44 18— 26— 52 — 4
Outright holdings: {iess borrgwilr(]gs from 166 &7 p
securities — eserve Banks ... 183 2 19 253
Govemu:eut securities ...l 4 241 ! 71 4355 4. 61 -4 586 Less net interbank Federal funds |
Bankers’ acceptances ............... -~ 1 Ty + 1 - - purchases or sales{—)} 1,913 1 2,192 2,224 1,846 2,044
Repurchase agreements: i j Gross purchases 3,854 1 3,928 4,{}23 3,749 3,889
Government securities .............. 44811 4- 2| —400f 4+ 35 4 68 Fq(f!’a‘]’;-“n?:l?as-ib 19421 1,738 1,799 1,904 : 1,846
Bankers” acceptances ........... sl 22— P — 19 8 6 OF defiCcit (—) .ovvvceerrrccerrecerervenineees —2,051 {—2,540 |—2,517 | —2,093 | —2,300
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TOtAl eeit e 4561 4149 — 166 4 82 -+ 598 Note: Because of rounding, figures do not necessarily add to totals. X
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EXCESS FeServes ..............veenrenenns 4101} 4+ 8| —187| 4146 + 68 required reserves and carry-over reserve deficiencies.
1 Not reflected in data above.
Daily average levels !
Table Il
i AVERAGE ISSUING RATES*
H AT REGULAR TREASURY BILL AUCTIONS
Member bank: |
Total reserves, inctuding vauit cash ...... 27,004 | 26,839 | 27,138 26,835] 26,967% In percent
Required TesServes ........eeveesavseanes 26,796 | 26,8283 27,109 | 26,710 26,810%
EXCESS TESEITES ©vvverveeavsrrrnsresnnens 208 216 29 175 157% Weekly auction dates—August 1969
Borrowings .........oiiiieii..n 1,093 1,328 1,221 1,201 1,211% .
Free, or nct borrowed (—), reserves.. — 885 | —1,112 } —1,192 | —1,026 | —1,054% Maturities T 7 ‘ -
Nonhorrowed Ireserves ............ees 25,911 25,511 | 25,917 | 25,684 | 25,7561 Aug. Aug. ¢ Aug. [ i Aug.
Net carry-over, excess or deficit (—)$%.... 91 133 188 43 1141 4 11 i 18 | |29
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|
| I j Monthly auction dates—June-August 1969
System account holdings of Government ] j |
securities maturing in: | | | | I
‘ June July | August
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1 i |
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* Includes changes in Treasury currency and cash. * Interest rates on bills are quoted in terms of a 360-day year, with the dis-
t Includes assets derominated in foreign currencies. counts from par as the return on the face amount of the bills payable at
1 Average for four weeks ended on August 27. maturity. Bond yield equivalents, related to the amount actually invested,
§ Not reflected in data above, would be slightly higher.
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by the experience of four Aa-rated utility issues, with
five years of call protection, which came to market
at approximately one-week intervals during the month.
The first sold out quickly at a yield of 7.75 percent, 25
basis points below the record yield placed on comparable
issues in mid-June. The second, which was marketed
shortly after the franc devaluation, encountered a lack-
luster respomse from investors at the same yield. The
third, offered a week later, was even more poorly received
at a yield of 7.80 percent. When the substantial unsold
balances of these issues were released from syndicate price
restrictions on August 25, their prices declined enough
to raise the yields about 15 basis points, The next day a
similarly rated issue was marketed at a record yield of 8.10
percent and encountered only a fair investor reception.
After a sharp rally in municipal bond prices during
the first week of the month, yields on tax-exempt securities
rose to record levels. The early rally was sparked by the
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modification of Congressional plans that had earlier
threatened to diminish the attractiveness of investment in
municipal securities by commercial banks, by far the
biggest buyers of these issues. It became apparent, how-
ever, that the market’s response had been overly exuber-
ant and a reaction set in. Thereafter, the atmosphere in
the municipal bond market steadily deteriorated amid
continuing concern about proposals in the Congress to
restrict the tax-exempt status of these securities. The
Weekly Bond Buyer’s twenty-bond index of yields on
municipal securities, after dropping 13 basis points dur-
ing the first week of August, rose 46 basis points over
the next three weeks to a record 6.26 percent. The volume
of new tax-exempt bond flotations during the month was
relatively light, $750 million as compared with the average
of $1 billion during the previous seven months and $1.7
billion in August 1968. A heavy volume of short-term
issues was sold, however.

Fifty Years of the Monthly Review

This issue marks the fifticth year of publication of the Monthly Review. The first issue, dated
September 20, 1919, was an eight-page summary of the “financial record of the last thirty days”
entitled Report on Business Conditions. It stated to its readers that “copies are issued for the infor-
mation of member banks and for those who have participated in its preparation”.

The publication grew out of a report of the Federal Reserve Agent at New York to the
Federal Reserve Board. In the earliest days of the System, a monthly report on business conditions
had been required of each Federal Reserve Agent for publication in the Federal Reserve Bulletin,
first issued in May 1915. Individual reports in the Bulletin were discontinued after December 1918,
but the Federal Reserve Agents were permitted to release to the local press their own reports of
business conditions.

The name of the organ evolved through several stages to Business Conditions, Second Federal
Reserve District to Monthly Review of Credit and Business Conditions (August 28, 1920). With
the December 1, 1936 issue, the Review ceased to be identified as a report of the Federal Reserve
Agent and became a publication of the Federal Reserve Bank of New York. The last title change
occurred in May 1958 when it became simply the Monthly Review.

At the time of the Review’s inception, Pierre Jay was Chairman of the Board of Directors and
Federal Reserve Agent and Benjamin Strong was Governor (a title which was changed in 1936 to
President).
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