August 1982-January 1983 Semiannual Report
(This report was released to the Congress
and to the press on March 3, 1983.)

Treasury and Federal Reserve
Foreign Exchange Operations

The dollar rose against all major foreign currencies
from August through mid-November 1982, exceeding
the peaks of the previous year and reaching the high-
est levels on a trade-weighted basis of the floating
rate period. The doliar then reversed course through
the middle of January, ending the six-month period
lower on balance against the Japanese yen and the
Swiss franc but higher against most other major for-
eign currencies.

The dollar was strongly bid in the exchange markets
early in the period under review even as U.S. interest
rates dropped sharply and as interest differentials
favoring dollar-denominated assets narrowed appreci-
ably. In part, bidding for dollars reflected a deepening
apprehension about the international banking system.
As evidence emerged of the liquidity pressures facing
first Mexico and then other developing countries, doubts
spread in the markets about the willingness or the
ability of one or several of these borrowers to meet
their external obligations. In response, individual in-
stitutions sought to augment their liquidity positions,
especially in dollars, against potential funding or cash-
flow problems and in advance of important statement
dates, particularly around end-September. In this en-
vironment, market participants became wary about the
credit exposures of potential counterparties in the
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interbank market. Their heightened perception of risk
was reflected to an extent in the widening yield spread
between U.S. Government obligations and private
credit instruments.

In part, the dollar's buoyancy also reflected market
perceptions that the outlook for the U.S. economy was
favorable relative to those for other countries. Infla-
tion in the United States was rapidly receding in prod-
uct and labor markets, and the previously adverse
inflation differentials which the United States had ex-
perienced vis-a-vis Germany and Japan were quickly
eroding. Widely anticipated shifts in balance-of-
payments positions against the United States following
the dollar's two-year rise were slow to materialize.
Moreover, the outlook for economic growth remained
more positive for the United States than elsewhere.

Meanwhile, the prospects of recovery in the near
term and of iooming fiscal deficits over the medium
term were seen as limiting the scope of future interest
rate declines in the United States. To be sure, Federal
Reserve authorities had indicated during the summer
that they would tolerate monetary expansion at some-
what higher than the targeted annual rate in view of
economic uncertainty and strong liquidity demands.
Short-term interest rates had declined from their mid-
year peaks in response to the sluggishness of the
economy and of credit demands by some 62 per-
centage points through late August and then, after
some backing-up in September-October, by a further
12 percentage point by late October. In the meantime,
the Federal Reserve lowered its discount rate in five
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Table 1
Federal Reserve Reciprocal Currency Arrangements
In millions of dollars
Bank of Mexico
special facility
. Amount of facility effective Amount of facility
Institution January 1, 1982 August 30, 1982 January 31, 1983
Austrian National Bank +...ccvveereennnanes Ceeisseesiareensnans 250 250
National Bank of Belgium .......... Ceesecesanaseanes cevane 1,000 1,000
Bank of €Canada ......c.ciiarisreasisiineneraninnranossenenase 2,000 2,000
National Bank of Denmark ....eevescascesersssocsnesvossanccnan 250 250
Bank of England ............. 3,000 3,000
i Bankof France ........... Ceeevsretrancane eeraresasenteaannen 2,000 2,000
German Federal BanK .......cecoeneneeensecertaciscnsasesnns 6,000 6,000
Bank of Italy .......... revenas ereesaens 3,000 3,000
Bank of Japan ....... Seesaswssuastaan. 5,000 5,000
Bank of MeXICO vevieerinsrenerereonnncaonnonsescacns eeeean ves
Regular facility ......ovvvunnnns eeaierenaee Crerereaen teves 700 .700
Spectal facHity .vooereiiiiniiiiiiiiiiiii it .o -0- 325 325
Netherlands Bank ....coeeevivecersserasnsssssnesssasassssanens 500 500
Bank of Norway ..... 250 250
Bank Of SWEABN «..vivervreerarronseneasnssesssnsceasasnsnans . 300 300
SmssNahonal Bank ..iieiiiiniiataiiieretaneteiiarananenatas 4,000 4,000
Bank for International Settlements
Swiss francs-dollars ....uveecsessoecnssesssocssscasararosans 600 ¢ 600
Other authonzed European currencies-dollars ......eeeeeeneeenne 1,250 1,250
Total .........e. ereranes esasiresasasesenesasans 30,100 325 - - 30,425
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steps from 12 percent to 9%2 percent in three months.
But no fundamental change in Federal Reserve oper-
ating procedures had been indicated. Compared with
other countries, the decline in U.S. nominal interest
rates still lagged behind the reduction of inflation so
that real interest rates remained high, both absolutely
and relative to other countries. Furthermore, because
of the weakness of economies abroad, foreign mone-
tary authorities were expected to take full advantage
of any decline in U.S. interest rates that appeared to
be sustainable to ease credit conditions in their own
economies. These expectations were confirmed when
official and market interest rates in major European
countries declined in late August and again in October.

For all these reasons, the dollar was bid higher
in the exchange markets in frequently active trading
through mid-November. The uptrend was uneven. In
view of the heightened perception of risk that prevailed
at the time and uncertainty over the timing and profile
of the anticipated recovery in the United States, the
markets were susceptible to abrupt shifts in sentiment
or movements in exchange rates. Under these circum-
stances, the U.S. authorities intervened on one day in
early August and on three days early in October, when
the dollar was bid up sharply to higher levels in unset-
tled markets The Federal Reserve and the U.S. Trea-
sury purchased $57.0 million equivalent of Japanese
yen and $45.0 million equivalent of German marks. Of
the total Japanese yen acquired, $38.5 million was for
the Federal Reserve and $18.5 million for the U.S.
Treasury. The German mark purchases were evenly
split between the Federal Reserve and the Treasury.
At the dollar’s peak, 1t had risen 11 and 7%z percent
from late-August levels against the yen and the mark,
respectively, to levels not seen in five years or more.
Against some of the other Continental currencies, the
dollar had moved up to record levels.

By mid-November, the international economic cli-
mate had changed significantly. Expectations of a
U.S. economic recovery had been disappointed, and
recent statistics were suggesting that recession, while
deepening further abroad, had not yet ended in the
United States. The unemployment rate in the Umited
States had shot up quickly to 10%2 percent just before
Congressional elections, and a number of political
campaigns had focused on economic issues, leaving
market operators sensitive to the possibility that more
policy initiatives might be undertaken to stimulate the
economy. By this time, also, the U.S. trade position
had posted several large monthly deficits. The antici-
pated deterioration in net exports not only appeared
to have matenalized but, coming at a time of weak
domestic demand, suggested that the potential drop
into deficit and the resulting drag on the U.S. economy

might be far deeper than previously envisaged. Press
and official commentary associated the dollar's past
appreciation with the weakness of U.S. trade and em-
ployment.

In addition, market participants came to the judg-.
ment that the prospects and priorities for the interna-
tional financial system had changed. The immediate
risks of a major international loan default receded, as
first Mexico and then other countries negotiated ad-
justment programs with the International Monetary
Fund (IMF) and established procedures for arranging
near-term financing needs. However, the success of
these countries’ stabilization programs and of their
efforts ultimately to meet their heavy external obliga-
tions was seen as requiring a more buoyant interna-
tional economy and substantially reduced financing
costs.

Accordingly, market participants continued to antici-
pate further easing of U.S. short-term interest rates for
a time. But, during the winter, they began to question
the scope for further substantial interest rate drops
in light of recent behavior of the monetary aggregates.
In the event, the Federal Reserve reduced its dis-
count rate in two more steps to 8%z percent by mid-
December. But, at least in the market for medium- and
longer term securities, the downtrend in interest rates
was beginning to meet resistance.

Under these circumstances, market participants
were willing to diversify their portfolios by liquidating
some of their dollar-denominated assets. Investors
chose to realize the capital gains they had earned on
their investments in the United States and to partici-
pate in the rallies in capital markets abroad that were
being triggered by expectations of further interest rate
cuts there. In addition, market professionals were will-
ing to take positions on expectations that a long-
awaited reversal of the dollar's sustained advance had
finally arrived.

Consequently, the dollar declined from mid-
November through mid-January by 19 percent against
the Japanese yen and by 14%2 and 10%2 percent, re-
spectively, against the Swiss franc and German mark.
Of all the major currencies, the dollar rose only
against the pound sterling which, like the dollar, had
begun a decline in mid-November and then depreci-
ated more rapidly in response to the prospect of de-
clining oil prices to touch a record low in terms of
the dollar by the second week of January.

After mid-January, the decline in the dollar stalled
or was partially reversed. Whereas industrial econo-
mies abroad remained weak, the first clear signs ap-
peared that the US. recession was bottoming out.
Moreover, the prospect of large, projected U.S. fiscal
deficits, together with the recent, more rapld mone-
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tary growth, raised uncertainty whether the Federal
Reserve might tighten credit market conditions again.
Both Treasury and Federal Reserve officials stressed
the longer term need to reduce the deficits and to
maintain the anti-inflationary resolve of monetary pol-
icy. Thus, expectations faded of further interest rate
declines and, in fact, market yields edged up some-
what during January. With interest rates abroad gen-
erally holding steady or declining slightly, differentials

favorable to dollar assets once again widened. By the
close of January, the dollar was trading slightly higher
against most European currencies than at the begin-
ning of the six-month period under review. It remained
lower, however, against the Japanese yen and the
Swiss franc than it had been on July 30. In trade-
weighted terms, the dollar rose slightly over the six
months. The U.S. authorities did not intervene after
early October.

Table 2

_under Regular Reciprocal Currency Arrangements

In‘millions of dollars; drawings (+) or repayments (—)

- Drawings and Repayments by Foreign Central Banks and the Bank for International Senlements

Outstanding ) Outstanding
. Bank drawing on January 1, 1982 1982 1982 1982 1983 January 31,
Federal Reserve Systgm 1982 | I Hi v January 1983
' 4 +800.0 f+1,4000  _ _

Bank of Mexnco ....................... -0- -0- { —600.0 1— 9000 217.4 1096 3730
* Bank for lnternat«onal Settlements -0- -0- -0- +124.0 -0- 0-

(against German marks) «veveveceaoans —124.0

+-800.0 [-+1,4000 +124.0 _ ‘

To~t_al emtetreseresrsiasagsientaetias . -0- -0- —600.0 ] — 900.0 {_341 PRk 1096 3730

Data are on value-date basis.

Table 3

. In milhons of dollars; drawings (4) or repayments (—)

* BIS drawmgs and repayments of dollars against European currencies other than Swiss francs to meet temporary cash requirements.

Drawings ahd Repayments by the Bank of Mexico under Special S\uap Arrangements

Outstanding

Outstanding

© 1982 1983

) January 1, 1982 1982 1982 January 31,
Drawings on 1982 i 1] I v January 1983
United States Treasury special
temporary facility for $1,000 + 8250
* - L] L]
mHlION « o e ) * * {__ 8250
Drawings on special combined
qredit facility:
Federal Reserve special facility :
_for $325 million ... .. I . . . . {i o +air2 + 420 2993
United States Treasury special + 166.8 .
-facility for $600 million ...:...... * * * — 813 +392.2 + 780 555.8
X . R +-1,081.6
Total ......................... * {__ 950.0 +-603 5 +120.0 8550

* Not applicable.

. Datg are value-date basis. Because of rounding.—f-igures may not add to totals.
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Table 4

with the United States Treasury

In millions of dollars; drawing (+) or repayments (—)

Drawings and Repayments by the Central Bank of Brazil under Special Swap Arrangements

Drawings on

Outstanding

Outstanding
United States Treasury January 1, 1982 1982 1982 1982 1983 January 31,
special facilities for 1982 | Il 1] v January 1983
. . . . [+ 5000 . .
$500 MION vvvvenererirenenarnennsas Z 5000
$280 MIION +ooviiininnreninenananas * - * * 4+ 2800 -0- 280 0t
$450 MIKON vvivevenaneennronacasonan * * * * + 4500 -0- 450.0
. . . . [+ 2500 _ .
$250 MIION veviverinerinenenarananes — 1042 1458
. « . « [+1,4800 _
TOWI +eeeeneneeeen e eneneaeanenanen { 14800 1458 7300

Data are on a value-date basis
* Not applicable.
t This swap drawing repaid at matunty on February 1, 1983

As discussed in the body of this report, the Federal
Reserve and the U.S. Treasury provided credits to
Mexico through a combination of long-standing facili-
ties and new arrangements. On the first day of the
period under review, the Bank of Mexico repaid a
one-day $700 million drawing on its swap line under
the Federal Reserve’'s reciprocal currency arrange-
ment, used to finance a short-run liquidity need. Then,
with the Mexican authorities proceeding with discus-
sions with the IMF of a new stabilization program, the
Bank of Mexico requested and was granted on Au-
gust 4 a $700 million drawing on that same swap line.
As of January 31, $373 million was still outstanding
under that facility. Also, over the August 14-15 week-
end, the Mexican authorities arranged a temporary
new $1 billion swap facility with the Exchange Stabili-
zation Fund (ESF) of the U.S. Treasury to meet imme-
diate cash needs pending the conclusion of an agree-
ment for a $1 billion advance payment for oil from the
U.S. Department of Energy for the U.S. strategic
reserves. The Mexican authorities drew $825 million
against the ESF facility and then, on August 24, repaid
the entire drawing. The Treasury and the Federal Re-
serve participated on August 30 in a $1.85 billion
multilateral financing program for the Bank of Mexico
in cooperation with several other monetary authorities,
under the aegis of the Bank for International Settle-
ments (BIS), through swap arrangements of $600 mil-
lion and $325 million, respectively. The Bank of Mex-
ico had outstanding drawings of $299 million on the

Federal Reserve and $556 million on the US. Trea-
sury under the facility as of January 31.

During the period, the U.S. monetary authorities
provided or participated in the provision of short-term
bridging credits to Brazil and Argentina also.

With respect to Brazil, the U.S. Treasury provided
in October and November $1.23 billion of short-term
financing following adoption of economic policies at the
October meeting of Brazil’s National Monetary Council.
The financing was provided under three swap facili-
ties in anticipation of Brazil's drawings under the
compensatory financing facility of the IMF as well as
on its reserve position with the IMF. The first $500
million facihity was drawn on October 28 and Novem-
ber 3 and repaid on December 28. Other facilities to-
taling $730 million were made available in November
and remained outstanding at the end of the period.*
Meanwhile, on December 23 the BIS, acting with the
support of the U.S. Treasury and monetary authorities
in other industrial countries, provided the Central
Bank of Brazil with a $1.2 billion credit facility, which
was subsequently increased to $1.45 billion. In antici-
pation of this arrangement, the Treasury through the
ESF provided on December 13 an advance of $250
million through a swap arrangement, which has since
been repaid. As part of the liquidity-support arrange-

* Of this amount, a swap drawing of $280 mtllion was repaid at matunity

on February 1, 1983
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ments for the BIS provided by the participating mone-
tary authorities, the ESF has agreed to be substituted
for the BIS for $500 million of the total credit facility
in the unlikely event of delayed repayment by the
Central Bank of Brazil.

With respect to Argentina, on January 24 the BIS
announced, with the support of a group of its member
central banks and the U.S. monetary authorities, a
$500 million bridging loan to the central bank of
Argentina to be repaid by the end of May as other
funds become available to that country. In this case,
the Federal Reserve has agreed to be substituted for
the BIS at its request for up to $300 million of the

total credit facility in the unlikely event that the credit
remains outstanding for a longer period of time than
is now contemplated.

In other operations, the U.S. Treasury redeemed at
maturity on September 1 and December 14 German
mark-denominated securities equivalent to $671.2
million and $664.1 million, respectively, and on Janu-
ary 26 the Treasury redeemed at maturity the last of
its Swiss franc-denominated securities equivalent to
$458.5 million. After these redemptions, the Treasury
had outstanding $1,275.2 million equivalent of notes
(public series), which had been issued in the German
market with the cooperation of the German authorities

Table §

In mullions of dollars equivalent; issues (--) or redemptions (—)

United States Treasury Securities, Foreign Currency Denominated

Amount of

Amount of commitments

commitments 1982 1982 1982 1982 1983 January 31,

Issues January 1, 1982 I il il v January 1983
Public serles: .

GEeIMANY vuvvuneserarancaannnns 3,622.3 -0- —451.0 —1,231.9 —664 1 -0- 1,275 2

Switzerland ...t iiiiiann. 458.5 -0- -0- -0- -0- —4585 -0-

Total ceeviinierereirnnonaninas 4,080.8 -0- —451.0 —664.1 —4585 1,275.2

Table 6

" Current Foreign Exchange Operations

In millions of dollars

Data are on a value-date basis Because of rounding, figures may not add to totals

Net Profits (+) or Losses (—) on United States Treasury and Federal Reserve

P S —

United States Treasury

Exchange

. Federal Stabilization General

Period . Reserve Fund account

First quarter 1982 ........... Cherterereerninanane v -0- + 15.9 - 4.2

Second quarter 1982 .....ovvvnerenanaes N -0- + 15 + 785

Third quarter 1982 ....ecvivaees eaans Ceresrivenene -0- - 23 . + 89.4

_ Fourth quarter 1982 .......ccoveuianinns, raeee cous . -0- + 43 + 160

JANUAIY 1983 oo vveenreernaseraresnennosasnasnanes -0- + 05 + 383
Valuation profits and losses on outstanding assets and

liabilities as of January 31, 1983 . ceeeivvrvnecinanss —573.7 —965 2 -+360.6

Data are on a value-date basis
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In connection with the dollar-support program of No-
vember 1978. All these notes are scheduled to mature
by July 26, 1983.

In the six-month period from August through Janu-
ary, the Federal Reserve had no profits or losses on
its foreign currency transactions. The ESF recorded a
gain of $4.2 million in connection with sales of foreign
currency to the Treasury general account which the
Treasury used to finance interest and principal pay-
ments on foreign currency-denominated securities.
The Treasury general account gained $84.9 million on
the redemption of German mark- and Swiss franc-
denominated securities. Valuation gains or losses, as
presented in Table 6, represent the increase or de-
crease in the dollar value of outstanding currency
balances if valued at end-of-period exchange rates as
compared with those at which the assets and liabilities
were acquired. As of January 31, 1983, valuation losses
on outstanding balances were $573.7 million for the
Federal Reserve and $965.2 million for the ESF. The
Treasury general account had valuation gains of
$360.6 million related to outstanding issues of securi-
ties denominated in foreign currencies.

The Federal Reserve and the Treasury invest foreign
currency balances they acquire as a result of their
foreign exchange operations through a variety of in-
vestments that yield market-related rates of return and
provide a high degree of quality and liquidity. Under
the authority provided by the Monetary Control Act of
1980, the Federal Reserve had invested some of its
own foreign currency resources and those held under
warehousing agreements with the Treasury in securi-
ties issued by foreign governments. As of January 31,
the Federal Reserve’s holdings of such securities was
$1,367 million. The Treasury had invested $2,536 mil-
lion in such securities as of end-January.

Japanese yen

Japan’s economic performance, though still impres-
sive by international comparison, had by midsummer
fallen short of earlier expectations in many important
respects. Externally, exports had declined under the
influence of the worldwide recession, increasing bar-
riers to Japanese goods, and import cutbacks by sev-
eral financially strapped developing countries previ-
ously among Japan’s fast-growing export markets.
Although imports had also dropped and the current
account remained in surplus, the trend of continuous
trade balance improvement, which had reemerged
after the second oil-price rise late in the 1970s, was
now broken. Moreover, the current account surplus
was overshadowed by large outflows of capital that
reflected 1n part lower interest rates in Japan than in

Chart 3
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other centers. Internally, efforts to generate a domestic
economic recovery faltered, as a modest upturn in
consumer expenditures earlier in the year petered out
and investment stagnated. With slower than expected
growth leading to a renewed shortfall in tax revenues
and an overrun Iin the government's borrowing re-
quirement, Japan's bond market came under pressure
while the stock market was depressed by the deterio-
rating economic outlook. These developments also
contributed to the outflows of capital from Japan.
Thus, the Japanese yen had become a victim of
repeated disappointment about the prospects for the
economy and large net capital outflows. Commercial
leads and lags built up strongly against the currency.
By end-July it had fallen 20 percent against the dol-
lar from the highs of November 1981 to ¥ 255.60,
while easing 8 percent against the German mark.
The authorities had intervened at times to cushion
the yen’'s decline, and Japan's foreign currency re-
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serves had dropped $3.2 billion during the eight
months to $21.8 billion.

Meanwhile, monetary policy was being relied on to
provide stimulus to Japan’s economy while fiscal
policy was constrained by concern over the budget
deficit and the commitment to eliminate the borrowing
gap by 1984. But the yen's continued weakness greatly
reduced the maneuverability of the monetary authori-
ties to respond during the summer months to evidence
of a further weakening of demand and a rise in un-
employment. The yen’s steep fall had boosted the inter-
national competitive position of Japanese industry and,
in the current recessionary environment, this develop-
ment was attracting strong cniticism from abroad and
aggravating trade frictions. Thus, the authorities were
reluctant to risk any further easing of interest rates for
fear of stimulating even greater outflows of capital,
even though a rapid deceleration in inflation had left
Japan’s interest rates in real terms high by historical
standards. Instead, the Bank of Japan kept short-term
rates around 7 percent. Against this background the
yen remained on offer, fluctuating closely in response
to changes in liquidity conditions in the United States.
When interest rates abroad fell sharply during mid-
August, the yen firmed temporarily only to give way to
renewed selling pressures when the downtrend in
foreign interest rates later seemed to lose momentum.

During September-October, sentiment toward the
yen remained cautious as the markets’ earlier pre-
sumption that the dollar would soon ease came to
be challenged. In the United States, the scope for
further interest rate cuts in the near term had come
into question. More importantly, the flare-up of debt
problems in Mexico and other developing countries
triggered a strong demand for dollar-denominated
assets, even though market participants were initially
concerned about the credit exposures of individual
U.S. banks. The Japanese yen became caught up in
these concerns. Meanwhile, at home, attention again
focused on the government'’s efforts to wrestle with its
fiscal deficit, especially after Prime Minister Suzuki
announced that the government's finances were in a
“state of emergency” and the goal of balancing the
budget by 1984, to which his government had empha-
sized its strong commitment, would have to be aban-
doned. Steps were taken to cut some expenditures to
make room for selective stimulus via new public
works spending and housing loan subsidies. But these
measures were viewed as not sufficient either to con-
tain the growing deficit or to revive private demand.
In October, the Prime Minister's surprise announce-
ment that he would not seek reelection led to a diffi-
cult four-way succession struggle.

In this atmosphere the yen fell irregularly, dropping
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9 percent from end-July levels to a 5%-year low of
3£ 278.60 on' November 4 against the generally strong
dollar. It had weakened also against other currencies,
falling 4 percent against the mark by early November.
The Bank of Japan at times sold dollars both in Tokyo
and In New York to support the currency in the
exchange markets. These sales were greater than the
$2.8 billlon decline in Japan’s foreign exchange re-
serves over the three months to $19.1 billion by end-
October. The U.S. authorities joined in concerted in-
tervention operations with the Japanese authorities to
counter disorderly markets on August 4 and October 4-6,
as the dollar rose sharply. A total of $57.0 million of
yen was purchased, of which $38.5 million was on
behalf of the Federal Reserve System and $18.5 million
was for the account of the U.S. Treasury.

During November the Japanese yen finally began
to recover, buoyed at first by a major shift in inter-
national investment flows. By this time, the four-month
rally in U.S. capital markets showed signs of peaking,
encouraging many investors from Japan and elsewhere
to take profits on dollar investments and to shift into
other markets. Since the Japanese monetary authori-
ties had so far refrained from following interest rate
cuts abroad, market participants assessed that there
might be considerable latitude now for rates in Japan
to ease, generating expectations of potential capi-
tal gains. At the same time, the outlook for economic
growth globally had deteriorated considerably, and
the prospect that Japan’s economy would still expand,
however slowly, made investment in the stock market
in Tokyo relatively more attractive than in other fi-
nancial centers. Foreign investors, therefore, became
large net purchasers of Japanese securities, contribut-
ing to a strong rally in the Tokyo stock and bond mar-
kets. Long-term bond yields were brought down nearly
1 percentage point in the rally, even though the Bank of
Japan’s discount rate was unchanged and short-term
interest rates held steady. Net overseas investment by
Japanese residents declined, and long-term capital out-
flows slowed. Although these tendencies had begun
to appear In earlier months, the turnaround in invest-
ment had a particularly strong impact in November,
when the long-term capital account registered its first
surplus In eighteen months. This news was viewed
in the market as evidence that the yen was finally
embarked on a sustainable recovery.

Before long, the bidding for yen broadened. Reports
circulated that some large Japanese exporting firms,
which had postponed dollar sales in earlier months
when the yen was weak, had begun actively to sell
dollars forward. The election of a new prime minister
by an unexpectedly wide margin in late November and
Prime Minister Nakasone’s first statements affirming



continuation of most of the previous government's
policies helped dispel earlier political uncertainties
Japan was seen as relatively free of the immobilizing
policy disagreements that were taking place in so
many other countries and as continuing to follow a
clear and consistent path of macroeconomic restraint
The yen thus came Into demand and rose nearly
19 percent against the dollar between early November
and early January to ¥ 226 55 by January 10. Agamnst
the German mark the currency rose some 10 percent
over the same period

By early January, market participants began re-
assessing the outlook for further interest rate declines
abroad in light of indications that the US economy
might be recovering more quickly than had been
thought and the prospect that the US fiscal deficit
might again exert upward pressure on long-term U S.
interest rates. Meanwhile, expectations had become
firmly entrenched that the Japanese authorities would
soon lower official short-term interest rates Also, Japa-
nese institutional investors had already begun to invest
once more abroad After locking in some capital gains
on their domestic securities, many took advantage of
“partly paid” bonds in the Eurobond market to make an
inihial instalment on a new 1ssue and, If the yen were
to strengthen, benefit from this before completing their
subscriptions Once the balance in the market began to
tip against the yen, many traders in the interbank mar-
ket and on Chicago’s International Monetary Market
(IMM) who apparently were holding large long yen
positions moved to cover their positions. The ensu-
ing selling brought the yen down quickly to 3 242 10
on January 24. In these circumstances, the Japanese
authorities did not proceed with the discount rate
cut which the market had come to expect would occur
after Prime Minister Nakasone's visit to the United
States. As a result, the Japanese yen moved up to
close the period at ¥ 24090, well below I1ts early-
January highs but up almost 6 percent on balance over
the six-month interval The Bank of Japan made only
modest intervention sales of doliars In the last three
months of the period. Therefore, the country’s foreign
exchange reserves closed at $19 5 billion, little changed
from the end-of-October level but stil down $2.3
billion from their end-July level.

German mark

By August 1982 the German mark had strengthened
against most foreign currencies, while continuing to de-
chne agamnst the U.S. dollar. The mark’s performance
vis-a-vis other European currencies reflected primarily
a moderation of inflation and the greater progress
made by Germany than by most of its neighbors in

gaining balance-of-payments equilibrium. Capital out-
flows continued to weigh against the dollar-mark ex-
change rate, however, attracted by higher U.S interest
rates and concern that Germany was more vulnerable
to the political and financial strains then developing
Internally, proposals for dealing with persistently large
fiscal deficits had led to protracted debates within
Germany’s coalition government. Also, financial strains
in the private sector had left market participants
wary about individual German financial institutions.
Moreover, the openness of Germany’s economy ex-
posed 1t to possible disruptions of oil flows arising
from conflict in the Middle East, the spread of reces-
sion among ndustrialized countries, and repercus-
sions of economic sanctions adopted by the United
States against the Soviet Unton

Consequently, the mark, which had already fallen
from 1ts November 1981 high by 11 percent against
the dollar to DM 2 4430 by end-July, dropped further to
a low of DM 25315 by early trading in the Far East
on August 11 During August the German authonties
continued to sell dollars in modest amounts to facili-
tate the fixings in Frankfurt Early in the month the
U S. authorities operated once, purchasing $5 million
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equivalent of marks for the Federal Reserve and the
U.S. Treasury.

The continued decline of the mark through mid-
summer was one of the complications facing the au-
thorities as they tried cautiously to steer the economy
out of protracted stagnation. For almost a year, the
Bundesbank had taken advantage of improvements in
Germany’s external position and price performance,
together with the rise in the mark in effective terms,
to lower 1ts official discount and Lombard rates. At the
same time, fiscal policy was geared to a reduction of
the public-sector deficit.

Another complication was an unexpected deteriora-
tion in the economic climate in Germany. As foreign
demand weakened sharply after midyear, Germany's
economic stagnation gave way to recession. The sag
in new foreign orders reflected the weakness of the
global economy, dwindling Organization of Petroleum
Exporting Countries (OPEC) surpluses, and severe
financing constraints facing many nonoil-developing
countries. Already liquidity difficulties had emerged
for a number of firms including AEG-Telefunken, gen-
erating talk of the need for governmental action to
support the economy and employment. But, at the
same time, an accord on the 1983 federal budget
reached just weeks before was beginning to be ques-
tioned on the grounds that it rested on overly opti-
mistic assumptions for the economy. Thus, prospects
grew of enlarged official borrowing needs, and Ger-
many’s bond market again had come under pressure.

Against this background, market participants ex-
pected that the authorities would take advantage of
any opportunity that might arise to lower interest rates
and thereby deflect pressure for further fiscal stimulus.
When U.S. interest rates resumed their downtrend after
mid-August, interest differentials adverse to the mark
sharply narrowed. As a result, the interest differential
for three-month Eurodeposits shrank to 2¥2 percentage
points from more than 7%2 percentage points two
months before. Under these circumstances, the mark
recovered strongly to DM 2.41. The Bundesbank then
moved on August 27, in concert with the Swiss and
Dutch central banks, to cut the discount and Lombard
rates to 7 percent from 72 percent and to 8 percent
from 9 percent, respectively. The action was de-
scribed by Bundesbank President Poehl as an impor-
tant step to provide support to the domestic economy.

Except for the short-lived recovery late in August,
the mark continued to decline through early November.
Although the mark’s continuing weakness during the
fall reflected in part the overall strength of the dollar,
the situation at home also contributed. The market’s
expectation that the German authorities would take
advantage of any opportunity to cut interest rates in
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Germany was confirmed by the Bundesbank’s action
of late August. The renewed drop in economic activity
was a source of discouragement in Germany and was
reflected in a rise in unemployment close to the psy-
chologically important two million level for September.
In October, the government recognized that the weak
performance of the economy would necessitate revi-
sion of the government’s budget forecasts, and debate
intensified over the choice to accept a larger than ex-
pected deficit or to cut welfare expenditures drasti-
cally. The Bundesbank continued to ease monetary
conditions after interest rates abroad moved lower and
adverse interest differentials began to narrow. Effective
October 1, it reduced banks’ minimum reserve require-
ments, thereby releasing about DM 5.5 billion of liquid-
ity on a permanent basis. Effective October 22, the
Bundesbank cut its discount and Lombard rates, both
by 1 percentage point to 6 percent and 7 percent, re-
spectively.

Thus the mark remained under fairly steady down-
ward pressure against the dollar. It fell to DM 2.6050
in European trading on November 11, shortly after
news of the death of Soviet President Brezhnev, down
nearly 8 percent from its highs touched in late August.
Operating on two occasions early in October when
the mark fell abruptly in unsettled market conditions
through the low levels of early August, the U.S. au-
thorities purchased a total of $40 million equivalent
of marks, shared equally between the Federal Reserve
and the U.S. Treasury.

In mid-November, when the demand for dollar-
denominated liquidity subsided and sterling came on
offer, the German mark appeared to market partici-
pants as an attractive alternative currency for invest-
ment. Germany’s current account was again improv-
ing, with most forecasters expecting balance for 1982.
The November current account registered one of the
largest surpluses on record. In addition, German banks
were no longer alone in having international exposures
which, even if an immediate problem had been di-
verted, might impinge on earnings later on. Reflecting
the more favorable outlook for the mark and declining
adverse interest differentials, German portfolio man-
agers moved quickly to shift funds out of dollars and
sterling into mark-denominated investments. Mean-
while, German exporters, who had previously post-
poned hedging their dollar receipts, moved to sell
dollars forward.

In this environment, the German mark strengthened
considerably against most currencies. Against the dol-
lar it rose steadily, surpassing by early December its
high point of August and moving to a seven-month peak
of DM 2.3295 by January 10. At this level, it was up
nearly 10%2 percent from its mid-November lows. With-



in the European Monetary System (EMS), the mark had
previously moved from the bottom of the new interven-
tion points established after the last realignment. Now,
as the dollar weakened and funds were shifted into
German marks, the mark emerged near the top of the
EMS band. As the mark strengthened, it was used in-
creasingly as an intervention currency by other EMS
countries.

After January 10, however, the mark lost some of its
gains. At this time, the dollar generally rose as signs
of a bottoming-out of the U.S. recession and the pres-
sures of large Treasury financing needs seemed to
limit prospects for further declines in U.S. interest
rates. Moreover, the outlook for the mark was clouded
by political uncertainties and capital again flowed out
of Germany. In addition, German stock and bond prices
dropped, reports circulated in the market that German
residents were moving to hedge or repay their Swiss-
franc liabilities, and foreign entities postponed planned
investments 1In Germany. At the end of January the
mark was trading at DM 2.4735, down about 6 percent
from its early-January highs and down about 1 percent
from end-July levels.

The earlier strengthening of the mark afforded an
opportunity for the Bundesbank again to reduce its
discount and Lombard rates a full percentage point to
5 and 6 percent, respectively, on December 3, while
providing liquidity to bring short-term interest rates in
line with the new Lombard rate. In addition, it an-
nounced that 1t would maintain the 4 to 7 percent tar-
get range for the growth of central bank money,
continuing to aim at the upper half of the range as
long as economic activity remained weak and the infla-
tion performance and external situation permitted. In
the wake of these actions, domestic money market
rates eased significantly so that, despite some further
softening in U.S. rates, the mark’s adverse interest
differential widened slightly. During January, however,
no further cuts in official interest rates were made,
though the Bundesbank raised rediscount quotas by
DM 4 billion effective February 1

From August through January, Germany’s foreign
currency reserves were subject to diverse tendencies.
For the most part, the Bundesbank intervened only
modestly as a seller of dollars in support of the mark
throughout the period, with most of the operations
undertaken to settle imbalances at the fixings in Frank-
furt. The German authorities also acted as sellers of
German marks in modest amounts against EMS cur-
rencies and, on occasion, against .dollars to alleviate
strains within the joint float. Germany’s reserves stood
at $40.6 billion at end-January, up about $4.1 billion
on balance from the $36.5 hillion end-July level.

During the period, the U.S. Treasury redeemed at

maturity $1,335.3 million equivalent of its German
mark-denominated securities. These redemptions,
which occurred on September 1 and December 14,
left the Treasury with $1,275.2 million equivalent of
mark-denominated notes (public series) outstanding.

Swiss franc

For much of the first eight months of 1982, the Swiss
franc had declined from its strong levels of late 1981
under the weight of heavy capital outflows. With Swit-
zerland’s earlier policies of restraint having moderated
inflation and the Swiss economy weakening, the Swiss
National Bank aimed at providing sufficient liquidity
to prevent any further drag on economic activity by
keeping central bank money on a 3 percent targeted
average growth path during the year. In the event, cen-
tral bank money growth had fallen short of the target
during the early months, so that fairly substantial in-
jections of liquidity were required during the spring.
Interest rates fell and rate differentials adverse to franc
placements became extremely wide. In response, for-
eign official and corporate borrowers placed heavy de-
mands on Switzerland’s capital market. These, to-
gether with other capital outflows, more than offset
the demand for Swiss francs arising from Switzerland's
current account surplus. Consequently, by end-July,
the franc had fallen 19 percent against the dollar and
8 percent against the German mark from its peak in
the closing months of 1981. Meanwhile, Switzerland’s
foreign exchange reserves had risen to $11.8 billion,
largely reflecting the use of foreign exchange swaps
to provide liquidity to the banking system.

By early August, signs of weakness in Switzerland’s
economy were spreading. Exports, which had held up
well earlier in the year and cushioned the impact of
the recession, were falling victim to the sluggishness
of demand abroad, especially in Germany, and the
lagged effects of the franc’s appreciation the year
before. Nevertheless, market participants began to
sense that the monetary authorities might have less
leeway than before to continue forcefully to ease
monetary conditions. Inflation, which had slowed to
about 5 percent, remained stubbornly high by compari-
son with both historical experience and other indus-
trial countries. The persistence of inflation in the face
of a declining economy partly reflected the impact of
recent declines in the franc on domestic prices of
imported products. Moreover, the growth of central
bank money had begun to rise toward the authorities’
target.

As a result, the franc, while fluctuating widely
against the dollar in response to day-to-day shifts in
current and prospective money market conditions and
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international liquidity strains, traded narrowly against
the German mark during August. Although against the
dollar the franc had declined a further 4 percent to a
low of SF 2.1650, it bounced back quickly later in the
month Under these circumstances, the National Bank
joined with other European central banks in a con-
certed move to take advantage of the continued de-
cline in interest rates in the United States to cut rates
in their respective countries, effective August 27. But,
in view of the already low level of interest rates in
Switzerland, the National Bank cut its discount and
Lombard rates only %2 percentage point to 5 percent
and 612 percent, respectively.

After iate August, when all currencies were declining
against the dollar, the Swiss franc again began to fall
more rapidly than the German mark Although short-
term interest rates in Switzerland declined less rapidly
than elsewhere, by late October at 3 to 312 percent
they remained the lowest in all the industrialized coun-
tries As a result, nonresidents continued to borrow
heavily in the Swiss capital markets and to convert
the proceeds to other currencies. To be sure, the at-
traction of Switzerland as a safe haven increased
during the fall, as concern deepened about the poten-
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tial ramifications of the growing list of international
debt problems, and Swiss financial institutions were
believed to be less threatened by liquidity strains than
many others. But much of the flows into Swiss banks
were Into dollar-denominated deposits On balance,
therefore, the persistent interest-sensitive capital out-
flows continued to weigh against the franc

As the Swiss franc resumed i1ts decline with little
apparent resistance from the Swiss authorities, market
participants came to the view that the National Bank
had put priority on achieving its monetary target for
the year and was willing, at least while the Swiss
economy was weak, to accept a continued gradual
decline of the franc, especially against the mark. On
October 22, however, the Swiss National Bank un-
expectedly did not join other European monetary
authorities in a reduction of official lending rates. Sub-
sequently, senior officials from the Swiss National
Bank, while indicating concern that the recession not
be exacerbated, underscored the divergent forces
operating on monetary policy and pointed to the need
to avoid a weakening of the franc and an aggravation
of inflation Before long, most Swiss money market
rates steadied or firmed slightly, and by early Novem-
ber the Swiss franc’'s slide against the mark began to
slow. Against the dollar, however, the Swiss franc
continued to decline through November 8, when it hit
a five-year low of SF 2 2410 By this time the franc was
7V2 percent down from end-July levels vis-&-vis the
dollar and at SF 0 86, down 1 percent against the mark.

Following the shift in sentiment against the dollar
around mid-November, the franc rebounded more
strongly than other European currencies. As investors
sought to shift funds out of dollars and to a lesser
degree also out of German marks, Switzerland’s tradi-
tional role as a safe haven and its relative poltical
stability made the Swiss franc an attractive alternative.
Unlike most countries, Switzerland had a sizable cur-
rent account surplus, buoyed by investment income
and tourist receipts The Swiss government's fiscal
discipline compared favorably with the experience of
most other countries Renewed tensions in the EMS
prompted some switching of funds out of participating
currencies and Into the franc Also, market participants
came less to expect further easing of monetary policy
The Swiss National Bank had kept the same 3 percent
growth target for central bank money for 1983 as in
1982 Although it again lowered official lending rates on
December 3 in coordination with similar measures by
other European central banks, the Y2 percentage point
declines of the bank rate to 42 percent and of the
Lombard rate to 6 percent were again less than those
abroad. The authorities were anxious to keep official
lending rates above market rates in order to control




better the level of liquidity over month ends and, with
the approach of the important end-December report-
ing date, banks were positioning to ensure adequate
levels of cash resources in Swiss francs.

As a result, during December and early January the
Swiss currency came into strong demand in the ex-
changes. As the franc’s rise continued and as the
dollar depreciated against all currencies, market par-
ticipants began to worry that much of the earlier
borrowings In the Swiss capital markets remained un-
hedged. Therefore, they came increasingly to expect
that, if the dollar were to continue to decline, earlier
borrowers of Swiss francs would bid for francs to
cover their liabilities Thus, the upward potential for
the franc was seen as greater than for most other
currencies, prompting market professionals and par-
ticipants on Chicago’s IMM to take substantial long
franc positions. The franc came strongly in demand
in the exchanges, rising to SF 1.9150 on January 10
against the dollar, up 142 percent from its November
lows. Against the mark, which was undermined by
political uncertainties and expectations that the Bun-
desbank would again lower official rates, the franc
rose to SF 0.8144 on January 21, up almost 5%z percent
since early November.

After mid-January, the Swiss franc pared back some
of its gains first against the dollar and then against
the German mark as well. Money market conditions
in Switzerland remained comfortable, and interest
rates continued to ease, dropping below 3 percent for
three-month Euro-Swiss franc deposits. Though the
interest differentials adverse to the franc were not so
wide as they had been in mid-1982, the low level of
rates continued to provide an inducement to borrow-
ers to raise funds in Swiss francs. As a result, the
franc eased back to trade by the end of January at
SF 2.0250 against the dollar and SF 0.8187 against
the mark. At these levels the franc was down nearly
6 percent against the dollar from its earlier January
highs and 2 percent lower against the mark.

Nevertheless, on balance for the six-month period
under review, the franc rose 2%2 percent against
the dollar and 4 percent against the mark to stand
near its record high on a trade-weighted basis. Be-
tween end-July and end-January, Switzerland’s foreign
exchange reserves rose $368 million to $12.2 billion
in response to foreign currency swap operations, in-
terest earnings on outstanding reserves, and net mar-
ket purchases of dollars in intervention operations.
Intervention by the authorities was infrequent and
limited for the most part to replenishing reserves
which had been run down by earlier sales to cus-
tomers.

On January 26 the United States Treasury redeemed

at maturity franc-denominated securities equivalent to
$458.5 million, thereby completing the redemption of
franc-denominated securities totaling the equivalent
of $1,203.0 million issued In connection with the dollar-
support program of November 1978.

Sterling -

Coming into the period, sterling was trading steadily
against other European currencies and declining
against the dollar. At end-July the pound was holding
around 91.5, according to the Bank of England’s trade-
weighted effective index, but had eased to $1.7475
against the dollar.

Sentiment toward the pound reflected in part market
confidence in the Thatcher government’s resolve to
maintain the stringent financial policies that were al-
ready seen to be producing results. The growth of the
monetary aggregates had slowed to the government’s
8 to 12 percent target range. Inflation had decelerated
to below double-digit rates. And the borrowing require-
ment of the public sector was declining and apparently
falling short of the £9V2 billion rate projected for the
current fiscal year. To be sure, disappointment had
deepened about the prospects that Britain would sus-
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tain a recovery from its protracted recession, as evi-
dence accumulated that output had posted little gain
from its low point of 1981. But progress on infla-
tion, the fiscal situation, and monetary control, together
with the decline of interest rates abroad and sterling’s
stability as measured by the trade-weighted index,
were seen in the market as conditions which would
permit a further cautious easing of interest rates and
help stimulate the economy.

Additional factors also helped sustain sterling rela-
tive to most other currencies during the late summer
and early fall. There were worries over potential dis-
ruption to the flow of oil from the Middle East as the
result of fighting in Lebanon and between Iran and Iraq.
More important, intensifying financial strains and grow-
ing concerns over international credit exposures made
traders and investors more conscious about the credit-
worthiness of counterparties and the safety of their
assets. In these circumstances, both Britain's oil self-
sufficiency and the favorable reputation of London’s
financial system made sterling a relatively secure asset.
With the market expecting British interest rates to ease
—but to ease more gradually than in many other coun-
tries—investment funds were attracted to London to
take advantage of the perceived potential for capital
gains. By late October a major rally had become estab-
lished in the market for United Kingdom government
securities and successive records were being set in
British indexes of stock prices, attracting further capital
inflows.

These factors did not prevent sterling from easing
further against the dollar which was buoyed even more
than the pound by concern over liquidity strains. By
end-October, sterling had moved irregularly lower by
42 percent to $1.6725. But, against other currencies,
the pound held steady or even strengthened so that,
in trade-weighted terms, it rose to 92.5 by end-
October. The Bank of England’s intervention opera-
tions were only partly reflected in the three-month
$93 million increase in foreign exchange reserves
from July's level of $10.88 billion.

As the autumn progressed, however, concern inten-
sified about the outlook for the economy. Neither con-
sumption nor investment had gained during the early
part of the year as had been expected and, with the
shakeout of labor continuing, the unemployment rate
took a sudden jump to 14 percent in September.
As market participants perceived a possibie shifting
from the policy requirements of fighting inflation to those
of rekindling economic growth, currencies thought to be
overvalued came under suspicion. Meanwhile, a boom
in retail sales led to fears that rising imports might
contribute to a deterioration in the British foreign trade
balance. Although actual trade figures published to-
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ward the end of the year did not show any such de-
terioration, attention was drawn to a government
forecast that Britajn’s current account surplus, which
mainly reflected oil exports, would disappear by 1983.
Consequently, considerable commentary focused on
Britain’'s competitive position, all the more so after the
Scandinavian devaluations in early October.

The government argued that the problems of un-
employment and competitiveness were closely linked:
improvement of Britain's trade position required both
continued progress on inflation and more rapid decel-
eration of pay increases. But critics of government
policy argued that, despite the recent moderation of
labor costs, deceleration of inflation, and depreciation
of the pound, British industry over a period of several
years had suffered a considerable net loss of compet-
itive position, ground that would be difficult to make up
in the future since inflation and productivity were also
improving in competitor countries. Early in November,
the Confederation of British Industry proposed a major
program to create jobs and stimulate the economy,
including a sharp cut in interest rates. Some industri-
alists continued to advocate overt government mea-
sures to devalue sterling by 5 to 10 percent These
proposals, coming from a group thought to support
the Thatcher program, brought the government’s politi~
cal support into question.

In mid-November, the Chancellor presented a mid-
year budget review in which limited fiscal measures
were announced to make up for some of the shortfalls
in government expenditures and the public-sector bor-
rowing requirement. In this way the government at-
tempted to counteract the tendency for fiscal policy
to be more restrictive than intended, aiming new
actions at the need to increase the competitiveness
of the corporate sector. The accompanying economic
projection, however, pointed to a continuing deteriora-
tion in Britain's current account, largely because any
modest recovery or buildup of inventories was ex-
pected to give strong stimulus to manufacturing im-
ports. In the Parliamentary discussion, government
officials deflected proposals for explicit action to de-
value sterling. But reports that appeared in the press
over the November 13-14 weekend left market partici-
pants with the clear impression that the British gov-
ernment would prefer a lower, more competitive ex-
change rate for the pound.

After that weekend, sentiment toward sterling turned
decidedly bearish. Foreign investors and British resi-
dents, including large institutional investors, began to
shift funds out of longer term sterling-denominated
securities and into assets denominated in other cur-
rencies, taking profits from the recent sharp price ap-
preciation in the London capital market. The pound



also came under broad-based selling pressure from
market professionals, corporations, and traders on
the IMM. Against the dollar the pound fell to $1.5950
by November 17, while in trade-weighted terms it
dropped to 87.8.

Several days after the sharp break in the sterling
rate, United Kingdom money market interest rates rose,
British banks raised their base lending rates by 1 per-
centage point or more, and the Bank of England then
increased its own dealing rates to reflect the nse.
Thereafter, sterling recovered somewhat to trade
against the dollar around $1.6332 by end-November.
But it had broken stride against other currencies which
now were rising against the dollar.

The market for sterling remained unsettled during
December. By then, the Labor Party had issued its
own policy recommendations, calling for a sharp ac-
celeration in public spending, substantially lower inter-
est rates, and a 30 percent devaluation of the pound
over two years. In addition, there was increasing talk
that o1l prices might decline substantially, raising the
possibility of sharply reduced oil-export receipts and
government revenues. Investment funds continued to
be shifted out of sterling assets, despite a further
widening of interest rate differentials favoring the
pound. In effective terms, sterling declined.

Against the dollar, however, sterling traded without
clear direction until early January, when the pound
turned lower once again. Although the Bank of En-
gland’s intervention during December had been de-
tected in the market, publication in early January of
December’s official reserves, showing a decline slightly
in excess of $1 billion, was a surprise. Political ele-
ments also played a role in shaping sentiment, first
when strains developed between the United Kingdom
and several Middle East oil-producing nations over the
Palestine Liberation Organization issue and then as
some observers predicted that the Thatcher govern-
ment would decide to call elections well before the
mandated time in 1984. Also, growing expectations of
a deterioration in British oil-export revenues as a con-
sequence of OPEC’s apparent failure to agree to
production quotas added to the bearish sentiment
toward sterling. Thus, the spot rate resumed its decline
against all currencies, dropping in effective terms as
low as 80.6 on January 11.

By mid-January, however, pressures on sterling
began to abate. In part, interest rate differentials
favorable to the pound had widened further following
an additional rise in British banks’ base lending rates.
Also, the impact of declines in oil revenues appeared
to have been largely discounted. Moreover, evidence
of increasing support for the government and reaffir-
mation of its policy approach in a white paper on

fiscal year 1983-84 expenditures helped reassure the
markets. Thus, on an effective basis, sterling steadied
to close the six-month interval at 80.9, a net decline of
112 percent. However, sterling continued to decline
against the dollar which appreciated generally after
January 10. The pound set a series of historic lows
toward the end of the month before closing near the
last of them at $1.5210. With sterling trading more
steadily on a trade-weighted basis, the Bank of En-
gland scaled back its intervention in January. Never-
theless, Britain’s reserves declined by $1.8 billion
during the three months of November to January to
close at $9.2 billion.

French franc

The French franc was trading firmly near the top of
the EMS as the period opened, although at FF 6.8025
it was declining to successive lows against the dollar.
The franc had moved to the upper portion of the joint
float after its mid-June devaluation, supported by strin-
gent foreign exchange controls and wide favorable
interest differentials over most other European cur-
rencies. But reflows which in the past had often fol-
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lowed such devaluations proved in this instance to be
relatively modest, thus limiting the authorities’ scope
to rebuild reserves or to lower domestic interest rates
in an effort to stimulate economic recovery. This cau-
tious response reflected market participants’ concern
that the franc’s new EMS parity rates might not be
sustainable in light of France’s inflation and its rapidly
rising budget and current account deficits.

Inflation in France remained over 10 percent at
midyear in contrast to other industrial countries, espe-
cially Germany. Although at the time of the June EMS
realignment, the French government froze wages and
prices for four months, and price and wage increases
dropped significantly during the summer, many antici-
pated pressure for ‘“‘catch up” increases when the
scheme expired at the end of October. Governmental
efforts pressing both employers and unions to accept
voluntary price restrictions to replace the freeze met
opposition.

Meanwhile, French economic policy had continued
to stress economic stimulus relative to inflation reduc-
tion through the spring, clouding prospects that infla-
tion differentials could be reduced soon. Even if pro-
posals made in June were adopted in the September
budget to cut expenditures and increase revenues, the
government faced a large and growing fiscal deficit
expected in fiscal 1983 to climb over 3 percent of
gross domestic product (GDP). Thus, market partici-
pants worried that inflationary fiscal pressure would
intensify just as the wage and price freeze was being
phased out.

Moreover, the French current account deficit had
increased sharply and, for the year as a whole, the
deficit more than doubled to $12 billion. The dete-
rioration reflected a steep decline in export volumes,
an acceleration of imports buoyed by domestic de-
mand pressure, and a shrinking of the invisibles sur-
plus mainly because of rising interest charges on
foreign debt.

In this context, beginning in mid-August and extend-
ing over the fall and winter months, the franc came
under intermittent bouts of pressure. Speculative sell-
ing was particularly intense before weekends, when
most EMS realignments had occurred in the past.
There was concern, not only that the franc might be
devalued within the EMS, but that it might be with-
drawn altogether from the currency arrangement or
that the French authorities might institute a two-tier
exchange rate system. By late August the franc
dropped to the middle of the EMS band, and by early
September it had moved down toward its central rate
against the German mark. The Bank of France inter-
vened frequently in the exchanges to support the
currency, selling both dollars and German marks.
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During August-September France’s foreign currency
reserves declined $2.3 billion to $11 billion, and
the authorities announced a ten-year $4 billion syndi-
cated Eurocurrency line of credit to bolster reserves.
The franc remained on offer subsequently, but any
further decline of the franc against the mark was lim-
ited. Against the dollar, however, the franc declined
to a low of FF 7.3250 in November, down 7%2 percent
from its end-July level.

After the dollar turned lower in November, the franc
experienced difficulty keeping pace with the strength-
ening mark. The Bank of France stepped up its inter-
vention, especially in dollars, and the franc emerged
along with the mark in the upper portion of the EMS
band. At one point in December, however, the franc-
mark cross rate fell to a low of FF 2.8385 which was
still, however, only ¥ percent below its bilateral parity.

Meanwhile, France's domestic economy, which had
shown modest growth during the first half of 1982,
stagnated thereafter, disappointing the authorities’
hopes of a consumer-led recovery. Real private con-
sumption spending decelerated, most categories of
investment expenditures declined, industrial production
fell further, and unemployment remained high at around
2 million. The French authorities introduced several
new measures over the fall to spur investment and
employment and had been quick to lower domestic
interest rates when it appeared that exchange market
conditions permitted. They had also announced mea-
sures to promote exports and slow imports. But at the
same time the authorities acted to contain inflationary
pressures. They introduced modified price controls
following the expiration of the freeze on November 1,
and announced in December a substantial reduction
of the 1983 M-2 growth target and a tightening of ceil-
ings for growth of bank lending. In remarks before the
National Credit Council, Finance Minister Delors stated
that monetary policy for 1983 would be geared to de-
fending the EMS parity of the franc and to continuing
the battle against inflation, while also permitting a con-
tinued decline in interest rates.

In the exchange markets, selling pressures against
the French franc faded somewhat in mid-January, as
market participants concluded that any EMS realign-
ment would not occur before French and German
elections in the spring. As the period drew to a close,
the usual month-end demand for francs emerged, en-
abling the Bank of France to scale back its interven-
tion support and make modest net purchases of dol-
lars. By end-January the franc was trading in the
upper portion of the joint float, as it had been when
the period opened. Against the dollar the franc was
trading at FF 7.0100, 3 percent lower on balance for
the period under review but some 4 percent higher



than its early-November lows. Meanwhile, France’s
foreign exchange reserves increased from the end-
September lows to post a net $4.3 billion gain over
the six-month period to $17.6 billion.

Throughout the period, French enterprises contin-
ued to borrow in foreign markets and to convert the
loan proceeds into francs in the exchange market.
During February, Finance Minister Delors affirmed that
France’s public external debt increased during 1982
by $8.8 billion, not including the $4 billion syndicated
loan announced in September.

Italian lira

The Italian lira was trading firmly above the narrow
EMS band at the end of July, but against the dollar
it had fallen to a new low of Lit 1,367.00. The lira sus-
tained its position in the EMS on the basis of seasonal
tourist inflows, exchange control measures introduced
earlier in the year to discourage unfavorable shifts in
leads and lags, and the attraction of high interest
rates. Since interest rates elsewhere were trending
down, differentials favorable to the lira widened and
italian residents stepped up their borrowings abroad.
The Bank of ltaly had taken advantage of the lira's
relative strength to rebuild foreign currency reserves
to a level of $13.9 billion by end-July.

The Bank of ltaly’s policy of monetary restraint was
aimed at reducing ltaly’s persistent high inflation rate,
countering the effects of seemingly uncontrollable fis-
cal deficits and preventing a sharp drop of the lira
which would exacerbate inflation. During the period
under review, the Italian economy, like others among
the industrialized countries, fell more deeply into
recession, thereby complicating efforts to contain the
fiscal deficits. But Italy was one of the few industri-
alized countries not to experience a sharp reduction
of inflation. Indeed, the hope for any improvement di-
minished as proposed programs to rein in fiscal defi-
cits failed to meet parliamentary approval, leading to
successive governmental crises and, as negotiations
remained deadlocked on reforms to ltaly’s wage in-
dexation system, the scala mobile.

Consequently, the burden of fighting inflation con-
tinued to fall to the Bank of ltaly, which operated to
limit the expansion of credit and to keep liquidity un-
der control. During August and early September, the
high interest rates together with tourist inflows re-
mained sufficient to keep the lira firm within the EMS
while it continued to decline against the dollar. The
lira’s relative position within the EMS permitted the
authorities to rebuild reserves and to ease short-term
domestic interest rates to help take pressure off the
weak economy. On August 24 the monetary authorities
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lowered the discount rate and the base rate for ad-
vances by the central bank by 1 percentage point to
18 percent, the first change in nearly 1¥2 years, and
the Italian Banking Association followed by cutting
prime rates by 1 percentage point to 20.75 percent.
But these cuts were generally more than matched by
reductions of official and market rates elsewhere on
the Continent so that the lira’s wide interest rate dif-
ferential was largely maintained.

After mid-September, the lira eased back within the
EMS while continuing to fall against the dollar through
mid-November. With the lira easing and prospects
of a resolution of Italy’s fiscal and labor problems be-
coming increasingly remote, the lira became caught
up in the pressures within the EMS. As rumors spread
of an imminent realignment, the lira was identified as
a candidate for downward adjustment, prompting Italian
exporters to repay foreign currency debt and to shift
into lira financing. Thus, the lira eased back to within
the narrow EMS band beginning in mid-October, while
also declining to anew record low of Lit1,489.60 against
the dollar in mid-November. The Bank of Italy tightened
domestic credit conditions, pushing up short-term in-
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terest rates even as comparable rates abroad were
dechining. The authorities required exporters to borrow
70 percent of their financing needs in foreign curren-
cies. In addition, the Bank of Italy began to inter-
vene heavily and, in the three months of September-
November, ltaly’s foreign exchange reserves dropped
$3 billion from $14.8 billion to $11.8 billion.

The firming Italian interest rates, together with the
change in sentiment toward the dollar, helped bring
the market into better balance after mid-November.
By end-December the lira had once again moved
above the narrow EMS band, a position it generally
maintained through the end of January.

Meanwhile, the pressure of the government’s huge
financing needs not only added to the strains in Italy’s
financial markets but also generated an acceleration of
total credit expansion, thereby undercutting the Bank
of Italy’s policy of monetary restraint. Accordingly, on
December 23 the authorities announced proposed
measures to improve control over money creation
in future years by shifting from administrative mech-
anisms toward monetary base control. The new sys-
tem was designed in part to force the Treasury to
compete for funds with the private sector. In the mean-
time the government proposed measures designed to
hold the 1983 borrowing requirement to Lit 70 trillion,
some 16 percent of GDP and, since it had exceeded
its legal monthly borrowing limit at the central bank,
it asked Parliament to approve a special one-year
advance.

In January, agreement was finally reached between
Italian employers and labor unions over ways to re-
form the scala mobile. 1t was agreed to cut automatic
inflation-linked wage increases by 15 percent and to
undertake further negotiations about the exclusion
from indexation of those elements of inflation ema-
nating from future increases in value added taxes, as
well as from exchange rate depreciation if inflation
exceeds the target rate for the year. The pact raised
hopes for reducing inflation and appeared to diminish
the threati' of industrial strife by clearing the way for
negotiations over new three-year wage contracts.

Partly 1h response to these developments, the Bank
of Italy was able first to scale back its intervention sup-
port and subsequently to make some net dollar pur-
chases to rebuild reserves, except for a brief time in
mid-December. By end-January the lira was trading at
Lit 1,418.00, up nearly 5 percent from its November
lows. Nonetheless, over the six-month period under
review, the lira declined 3%z percent against the dollar
and 2V2 percent against the mark. Meanwhile, ltaly’s
foreign exchange reserves increased by $2 billion
during the last two months of the period to $13.8 billion
by end-January.
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European Monetary System

Early in August, the currencies participating in the in-
tervention arrangement of the EMS were holding to
the pattern that first emerged from the realignment
of June 12-13. In this adjustment, the central parities
of the German mark and Dutch guilder were revalued
by 4Va percent, those of the French franc and Italian
lira were devalued by 5% percent and 2% percent,
respectively, and the bilateral central rates of the re-
maining currencies were otherwise left unchanged.
Since this realignment, the Italian lira had traded above
the top of the 2V4 percent limit applied to other EMS
currencies, utilizing its freedom to trade in a wider
band. The French franc and Irish pound were near
the top of the 2% percent band, followed closely by
the Danish krone. The Belgian franc remained near
the middle, while the German mark and Dutch guilder
traded at the bottom of the joint float.

This latest parity adjustment was the third in eight
months. Yet considerable skepticism remained that,
despite major policy adjustments in many participating
countries, there was sufficient willingness to harmo-
nize economic policies and to narrow the divergent eco-
nomic performances to permit even the new currency
structure to last. Most participating countries had
adopted some degree of restraint during preceding
years to stabilize their economies from the ravages of
inflation following the oil-price increases of the late
1970s. But substantial inflation differentials remained,
and market participants worried that extraordinarily
high rates of unemployment in some countries would
force the authorities there to compromise these efforts.
Moreover, most countries were attempting to bring
public-sector deficits under better control but with
varying degrees of success, and some found them-
selves in divisive internal debates over priorities for
economic policy. During the period under review, these
divergencies reemerged to exert strain on the currency
relationships within the EMS. But, as long as another
realignment was thought not to be imminent, modest
amounts of funds flowed back into those currencies
which offered the highest interest rates.

After mid-August, the currencies of France and
Denmark began to weaken within the EMS. Both coun-
tries had experienced above-average real growth ear-
lier in the year, boosted in part by the continuing
impact of earlier fiscal stimulus and reflected in wid-
ening trade deficits, together with persistently high
inflation. The French government had pledged fiscal
restraint and imposed a price freeze following the
mid-June realignment, but market participants still
doubted that policy priority had in fact shifted from
supporting employment to reestablishing internal and
external balance to the economy. The Danish govern-



ment was locked in parliamentary debate over budget
proposals for 1983, including expenditure cuts and tax
increases to curtail the government’s borrowing re-
quirement. When the government resigned early in
September, speculation developed that a new govern-
ment might devalue the krone. Under these circum-
stances, both currencies fell to around the midpoint
of the 2¥4 percent band toward the end of August amid
frequent bouts of rumors that another realignment was
imminent. The pressure against the French franc sub-
sided following the government’s presentation of a
budget early in September which confirmed its deter-
mination to contain government spending. The pres-
sures against the Danish krone were renewed during
the first half of October by news of devaluations of
other Scandinavian currencies before being put to rest
by a substantial tightening of Danish monetary and
fiscal policies.

The renewed pressures against these two currencies
spread to the Belgian franc. The Belgian government
had taken forceful action earlier in the year to redress
the imbalances in Belgium’s economy by devaluation,
suspension of wage indexation, a price freeze, and fis-
cal restraint. Already some progress had become
apparent as domestic restraint began to cut into im-
ports, reducing the trade deficit. But Belgium’'s huge
public-sector deficit had yet to decline in the face of
a weak economy, and questions remained whether the
stabilization policies would be sufficient to offset ear-
lier losses in competitiveness. Thus the Belgian franc
became identified in the rumors of realignment as a
candidate for devaluation and headed for the bottom
of the EMS band, where it traded during the entire
second half of the period under review.

Meanwhile, the German mark and Dutch guilder be-
gan to move up from the bottom of the band, partly
in response to bidding in anticipation of a further re-
alignment. In addition, both countries had compara-
tively good price and trade performance. Of the two
currencies, the guilder was the stronger just as the
Netherlands was the only participating country whose
current account was in surplus.

By mid-September, all the currencies in the narrow
band were clustered closely around the middle of the
band. This arrangement contributed to a relatively
calm mood in the European markets through October.
At this point, the French franc had eased to about
parity vis-3-vis the German mark, a relationship that
the French authorities chose to retain for the rest of
the six-month period.

Beginning late November, however, pressures within
the EMS became more frequent and intense. The Ger-
man mark was strengthening as the dollar depreci-
ated generally in the exchanges and the mark moved

quickly to the top of the EMS. The guilder had already
been trading firmly at the upper limit. Isolated at the
bottom was the Belgian franc which at times required
intervention support.

Other currencies also became subject to selling
pressures at this time. The Irish pound joined the Bel-
gian franc at the bottom of the band temporarily, after
the British pound began to drop in the exchanges from
mid-November. The French franc came on offer and
was given official support to keep pace with the Ger-
man mark while 1t rose within the joint float, as concern
developed in the market over the adequacy of France's
official reserves. Also, the Italian lira weakened, falling
toward the middle of the band.

In this environment, expectations revived of an EMS
realignment to include revaluation of the German mark
and Dutch guilder against the currencies then requir-
ing frequent intervention support either at their man-
datory limits or intramarginally. Thus, from late Novem-
ber through December, there was a pattern of intense
market speculation ahead of most weekends.

These pressures eased in early January after a meet-
ing of European Community finance ministers passed
without a realignment. Thereafter, most market partici-
pants concluded that a change of official parities would
be postponed at least until after elections were held
early in March in both Germany and France. Moreover,
after mid-January the mark eased considerably against
the dollar and other EMS currencies because of politi-
cal uncertainties ahead of these elections. Even so, the
band continued to be frequently stretched to its limit
between the Dutch guilder at the top and the Belgian
franc at the bottom.

Against the dollar, the EMS currencies as a group

showed little net change over the six-month period
under review. All EMS central banks, however, took
advantage of the opportunity provided by a worldwide
decline in interest rates to reduce their own lending
rates during the period. The easing in official and
market interest rates came later and was less exten-
sive in the other countries than it was in Germany and
the Netherlands.
- EMS-related intervention was undertaken fairly con-
stantly during the period and was heaviest during late
August-early October and again in late November-mid-
January. Although substantial intervention support was
conducted in EMS currencies, especially the German
mark and the Dutch guilder, sizable amounts were
also done in U.S. dollars. Official dollar sales were
particularly large, as it turned out, briefly in late August
and during the winter months—times when the dollar
was declining in the exchange markets.
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Canadian dollar

As the period began, the Canadian dollar was recov- Chart 9
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of the economy, as well as other measures designed
to brake inflation during the next two years. Moreover,

the government’s initiative to restrict public-sector
wage increases was quickly adopted by some pro-
vincial governments and helped set a pattern for ‘
private settlements. Monetary policy was also geared
to forestalling inflation, including inflationary pressure
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as shipments of automobile, grain, and energy products
remained robust enough to offset declines in demand
for other products susceptible to declining competi-
tiveness and shrinking foreign markets. Meanwhile,
imports had plummeted, reflecting weak domestic de-
mand. Canada’s current account was heading toward
surplus for 1982, the first since 1973 Just on the basis
of the first eight months of the year, Canada’s trade
surplus had cumulated to double the $5.5 billion total
for all of 1981.

Against this background the Canadian doilar con-
tinued to move up gradually from early-August levels
through the fall. However, 1t faltered at times when
the decline in U.S. interest rates stalled or temporarily
was reversed. The Canadian authorities were attempt-
ing to maintain a relatively smooth trend for interest
rates, so that any temporary increases in U.S. rates
resulted in a narrowing of the rate differentials favor-
able to the Canadian dollar, reawakening concerns
that the recession at home would limit the scope of
the authorities to follow should U.S. rates continue to
rise. But, at the same time, the currency gained sup-
port as evidence accumulated that the weakness of
the economy was finally showing through in a reduc-
tion of inflation and an easing of wage pressures. In
late October the government issued an economic
statement stressing its anti-inflation posture and in-
cluding only minor changes to the budget for 1982,
easing worries that significant new fiscal stimulus
would be announced. The Canadian dollar then
climbed to its highest point of the period at
U.S.$0.8213 (Can.$1.2176) on November 10, a 6¥2-month
high and a rise of some 2¥2 percent from end-July

With the Canadian dollar firm in the exchanges, the
Bank of Canada made substantial net purchases of
U.S. dollars during August-October. Canadian foreign
exchange reserves rose $364 million to $2.4 billion,
even though the authorities had by end-October re-
paid all the $2.4 billion drawings made by the end
of June under standby facilities with commercial
banks. Also, the government’s revolving credit agree-
ment with international banks had been enlarged by
$1 billion to $4 billion during September.

After mid-November, the Canadian dollar eased.
As a substantial deceleration of inflation in both con-
sumer prices and wage settlements became more fully
established and Canada's external position continued
to improve, market participants became wary that the
principal justifications for high Canadian interest rates
would erode. At the same time, real GNP was reported
to have declined at an annual rate of 4 percent in the
third quarter—the fifth consecutive quarterly decline—
while the unemployment rate had climbed to a post-
depression high of 12.7 percent in October. Conse-

quently, through early December, the Canadian dollar
came off its highs, falling more than 2 percent to
U.S.$0 8029 (Can.$1.2455), even as the U.S dollar was
declining against most other major currencies.

Beginning early in December, however, the Canadian
dollar steadied. Bank of Canada Governor Bouey force-
fully ruled out a policy of pushing interest rates lower
or depreciating the exchange rate and stressed the im-
portance of consolidating hard-won gains on the In-
flation front. With the Canadian dollar remaining gen-
erally firm through December and January, domestic
interest rates declined slightly more than those In
the United States. The Canadian dollar closed the
six-month period under review at U.S.$0.8086
(Can.$1.2367), down about 1% percent from its No-
vember highs but nevertheless 1 percent above its
end-July level. The Bank of Canada was a net pur-
chaser of U.S. dollars over the three months ended
in January so that Canadian foreign currency reserves
rose $475 million. Over the entire six-month period
under review, Canadian foreign currency reserves rose
$839 million to close the period at $2.9 billion.

Mexican peso

At midsummer the Mexican authorities were imple-
menting an economic program, announced in April,
designed to redress the cumulative effects of several
years of large fiscal deficits and aggressive industriali-
zation efforts, slowing oil-export revenues, and heavy
servicing costs on Mexico's large external debt. Al-
though the peso had been allowed to depreciate to
Mex.$49 by end-July from around Mex.$27 six months
earlier, and other measures had been taken to reduce
the fiscal and balance-of-payments deficits, concern
remained that the policy measures in place were insuf-
ficient to meet announced intentions or the problems
at hand. Commercial bank and Eurobond lending to
Mexico had dried up, significant arrears had devel-
oped In private-sector debt payments, and consider-
able private capital had flowed out of Mexico apparent-
ly in expectation of further devaluation of the peso.
In addition, Mexican foreign currency reserves had
fallen to dangerously low levels over the preceding
months. The Bank of Mexico had on three occasions
drawn on its swap line with the Federal Reserve to
meet month-end liquidity needs. The third of those
drawings was for $700 million on July 30, which was
repaid the following business day. In view of Mexico’s
worsening liquidity position and the government’s un-
dertaking to speed up implementation of its economic
program after the presidential election had been com-
pleted, the Bank of Mexico requested, and was granted
on August 4, a drawing of $700 million on its swap
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line with the Federal Reserve to replenish reserves
while an adjustment program was worked out with the
IMF. The drawing was for three-month maturity with
possible renewal.

As part of its program, the government of Mexico
announced a series of increases in prices of basic con-
sumer goods, effective August 1, to reduce large sub-
sidies that had bloated the government’s deficit. The
prospect of a further acceleration of Mexico’s roughly
60 percent inflation rate generated a renewed surge of
capital outflows.

With exchange market pressure at an intense level,
the Mexican government announced on August 5
the introduction of a two-tier exchange system De-
signed to avoid formal exchange controls while never-
theless channeling scarce foreign currency resources
to prionty uses, a preferential rate of Mex $49 was
established, to apply to the Mexicans’ payments of
interest and principal on public-sector and ‘“‘produc-
tive” private debt, as well as for “essential” imports.
All other foreign exchange purchases were to be
executed in a free market where the peso would
float. On the inflow side, the proceeds of Mexican
exports of petroleum products and new public borrow-
ings abroad were to be converted in the “preferential”
market, the free market to receive other sources of
revenue. The free market peso rate immediately
dropped to over Mex.$70 but the capital flight con-
tinued, forcing the peso rate rapidly downward. In
response, on August 12 the authorities temporarily
closed the foreign exchange market in Mexico and
announced that henceforth any withdrawals from de-
posit accounts at Mexican banks denominated in
U.S. dollars (so-called Mexican dollar accounts) would
be permitted only in pesos.

Following high-level negotiations that weekend be-
tween the Mexican and the U.S. governments, the U.S.
Government arranged guarantees from the Commodity
Credit Corporation for $1 billion in private credit to
finance exports of basic foodstuffs to Mexico during
the subsequent year, as well as a $1 billion advance
payment by the Department of Energy for oil to be
added to the U.S. strategic reserves. To meet immedi-
ate cash needs, the U.S. Treasury arranged a tempo-
rary swap facility with the Mexican government for
$1 billion until August 24, the date on which the
Department of Energy advance oil payment would
be executed. A drawing of $825 million was made and
repaid under this facility. With the emergency funding
from the U.S. authorities in place, the government of
Mexico reopened the exchange market on August 19,
this time on a three-tier basis. The priority rate of
Mex.$69.50 was established to apply to withdrawals
in pesos from Mexican dollar accounts. When the mar-
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ket reopened, the free market rate fluctuated between
Mex.$100 and Mex.$130.

Meanwhile, negotiations with the monetary authorities
of other countries proceeded, leading to the conclu-
sion, on August 30, of a $1.85 billion multilateral financ-
ing arrangement, with $925 million through the BIS,
$600 million from the U.S. Treasury, and $325 million
from the Federal Reserve. The funds provided by the
U.S. authorities were to be drawn on a pari passu basis
with those of the BIS. Drawings were to be provided in
line with progress toward an agreement between Mex-
ico and the IMF on an adjustment program which would
enable Mexico to qualify for drawings under the IMF’s
Extended Fund Facility.

The provision of official financing dealt with only part
of the problem. By this time, considerable worry had
developed in the international financial community that
Mexico would be unable to service its roughly $80
billion in external indebtedness, and private-sector
external finance remained difficult if not impossible to
arrange. With a heavy burden of international debt
obligations maturing in coming months, Mexico’s Sec-
retary of Finance met on August 20 with 115 financial
institutions with significant exposure to Mexico to
solicit the banks' cooperation in accepting a ninety-
day grace period, commencing August 23, in which ma-
turing loans would be renewed for ninety days at cur-
rent market rates. In return, the Mexican government
would bring all public-sector interest arrears current,
pay in full at maturity all publicly issued bonds and
notes, and develop an economic adjustment program
acceptable to the IMF. An advisory group of commer-
cial banks was established to conduct negotiations on
debt restructuring and arrange for a new financing of
$1 billion from the commercial banks. The response of
the banking community to this initiative was positive.

On September 1, however, outgoing President
Lopez Portillo surprised the international financial
community when he announced in his. final state of
the nation address decisions to nationalize Mexico’s
private commercial banks, to impose formal exchange
controls, and to adjust interest rates in Mexico. Inter-
est rates on several categories of loans were reduced
significantly, while rates on small bank deposits were
increased. The new exchange controls had the effect
of eliminating the free foreign exchange market, all
transactions to be conducted at a new “preferential”
rate of Mex.$50 or an “ordinary” rate of Mex.$70. For-
eign exchange would be sold to Mexican residents at
the ordinary rate as available.

Following these initiatives, interbank trading in
pesos continued outside Mexico for a time, even
though the free peso market in Mexico was closed.
But, before long, virtually all foreign exchange receipts




other than those derived from oil exports or official
borrowings were left abroad, either to pay for imports
or to be held in hquid form. Thus, there was little
foreign exchange available through the official “ordi-
nary” rate market established under the exchange con-
trols. In addition, the overseas branches of Mexican
banks encountered considerable difficulty maintaining
interbank geposit lines, and the withdrawals at times
placed pressure on Mexican foreign exchange re-
serves. In these circumstances, the peso gradually
dropped to Mex.$125.

On November 12, the government agreed in princi-
ple with the IMF management on an economic adjust-
ment program which would, if approved by the IMF
executive directors, provide Mexico with about $3.9
billion of IMF financing over a three-year period. The
program, considerably more stringent than the April
one, called for a sharp reduction of Mexico’s fiscal
deficit as a share of gross national product, progres-
sive reduction of Mexico’s net external borrowing
though 1985, exchange rate and interest rate policies
to assure competitiveness of Mexican exports and to
promote domestic savings, and a substantially reduced
current account deficit. The program was expected to
result in a sharply lower rate of real domestic eco-
nomic growth at least through 1984. It was designed to
reduce drastically Mexico’s inflation rate then running
at nearly 100 percent, so as to build a foundation from
which Mexico could resume the stable and sustainable
real economic expansion required to service its ex-
ternal obligations and to meet domestic demands for
improved living standards. The letter of intent was
signed by the outgoing Lopez Portillo administration
but carried the full endorsement of Miguel de la Madrid,
scheduled to take office as president of Mexico on
December 1.

With the letter of intent signed only about two weeks
prior to the expiration of the ninety-day grace period on
maturing external debt obligations, the government of
Mexico asked international banks to extend the grace
period through March 23, 1983 under roughly the
same terms as before. During much of the balance of
the period under review, the government worked with
the banks on the outlines of a program for dealing
with Mexico’s external indebtedness and financing
needs through 1983, to include not only public-sector
needs but also arrears of interest payments on private-
sector debts. The main elements in the proposal in-
volved restructuring about $20 billion in public-sector
debts and the raising of $5 billion of new money from
the banks to meet Mexican financial needs for 1983.
Any new funds were to be drawn in phase with the
availability of funds under the IMF agreement, i.e., sub-
ject to the condition that Mexico remain in compliance

with the economic adjustment program agreed with
the IMF. It was also envisaged that banks would main-
tain the level of their interbank deposits with Mexican
banks operating in overseas markets.

The new president, in his inaugural address, en-
dorsed the undertakings Mexico had made with the
IMF, while also indicating that the exchange controls
would be modified. On December 13 and December 20,
respectively, a presidential decree was signed and
Bank of Mexico procedures were published to establish
exchange controls intended to direct more foreign ex-
change into Mexico’s official reserves and banking
system. Toward this end, effective December 20 two
separate markets were established, one controlled and
the second free of controls. The controlled market was
to include all commercial exports, the foreign currency
costs of border trading firms, all operations with re-
spect to public and private debt, costs of diplomatic
and consular services, and contributions by Mexico to
international organizations. The Bank of Mexico spec-
ified initial buying and selling rates for the controlled
market at Mex.$95.00-95.10 with the rate to be de-
preciated steadily in line with the inflation differential
between the United States and Mexico, calculated ini-
tially at an annual rate of about 50 percent. It was
intended that over time the controlled and free market
rates would converge. The free market was intended
for all transactions not specifically eligible for the
controlled market. It was initially set up with guidance
from the central bank to facilitate an orderly opening,
the guidance to be eliminated as soon as possible.
When the market opened on December 20, the rate
was set at Mex.$148.50-150.00. The free market elimi-
nated the special border zone for foreign exchange
established in early November. After some nervous-
ness, markets settled down and the peso quotations on
the interbank market in the United States moved in line
with the free market rate in Mexico.

On December 23, 1982, the IMF announced that its
execuitve board had approved the Extended Fund Fa-
cility for Mexico, and initial drawings under the facility
were made immediately thereafter. The Bank of Mexico,
using the proceeds of these borrowings, made partial
repayment of its drawing on its regular swap line with
the Federal Reserve in December and January so that,
as of January 31, $373 million was outstanding.

For the remainder of the period under review, the
peso traded relatively quietly and narrowly in the over-
seas interbank market, quoted generally in line with
the free market rate in Mexico. Between December 20
and January 31, 1983, the free market rate in Mexico
was adjusted toward the controlled market on three
occasions to Mex.$147.90-149.40 at the close of the
period, while reflows of capital—largely from individuals
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—permitted the Mexican commercial banks to purchase
a sizable amount of dollars in the free market through
end-January. At the same time, the controlled rate was
adjusted lower daily to Mex.$100.46, a depreciation of
5% percent as compared with the December 20 level.

The steadiness of the rate in the U.S. overseas inter-
bank market during this interval reflected general
market perception that the de la Madrid administration
had made an effective beginning on dealing with the
problems at hand. This positive response helped Mex-
ico husband its reserves and, by the close of the pe-
riod, a small amount of the combined $1.85 billion
U.S.-BIS credit facility remained to be drawn. Negotia-
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tions were not yet complete on the debt restructuring
or on details of the $5 billion loan, but a total of about
$4.7 billion in new money had been pledged by banks
that were participants in those negotiations. These
matters remained of critical priority, however, as signs
of stress were accumulating in Mexico. Production
bottlenecks were widespread, due to limited availa-
bility of imported goods. In addition, commercial
banks abroad remained concerned about the need to
deal with overdue principal payments on private-sector
debt. Thus, more work remained to be done before all
necessary elements of a successful adjustment pro-
gram could be said to be in place.





