|
PU
BLIC AS OF JANUARY 1, 2009

RFD 634

1.5.2
THE FEDERAL RESERVE SYSTEM

BOARD OF COVERNORS OF

sion of International Finance

Divi

OREIGN DEVELOPMENTS

REVIEW OF F

May 22, 1968

Rodney H. Mills, Jr-
of ghor t-Term capital Movements:

ean Techniques in the 1960's

personal

This paper reflects the
the author and must not

opinion of
eted as representing the

be interpr
£ the Board of Governors.

opinion ©

The Regulation
Western BuroP

35 Pages



TABLE OF CONTENIS

Page
General remarks o ¢ I e e e 2
Classification of techniques. ; . o ; R 5
Limitations on foreign borrowing by banks o « ¢ ° ° 8
A, Germanye - ° ° I ; « s ® l e e st 8
. Italy. ; . ; AP S e 11
C. Netberlands. R ; e 15
p. Sueden o ¢ ¢ ° ° PR S e s st 16
iIncentives for banks tO place funds abroad. « ¢ * ° 17
A. Germany; PR P « o 0 17
p. Italye o ¢ ° ° PRI P 22
C. Switzerland. JET ; PR , . 25
Regulations on the foreign—currency position
of banks (France, gueden) s ¢ * * ° AT 2%
Exchange controls on operations of nonbanls
(Netberlands, sueden) s ¢ * * ° T L. 32
st capital inflows
.« o s 0 33

. * e *

e measures again

Switzerland, France) -

Defensiv

(Germany
o g e dK



Rodney H. Mills, J¥.

May 22, 19 68

Mpvements:

The Re ylation of Short-Term capital
European Techniques in the 1660's
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domestic monetary conditions. 1t also considers certain regulations
adopted in Italy which have importantly affected short-term capital
movements even though those regulations involved 2 pumber of other
considerations in addition to that of increasing the effectiveness of
the authorities‘ control over credit.
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advantage. These nevw international money markets are markets in
bank deposits and gshort-term pank credits denominated jn the principal
codvertible currencies, and banking statistics readily reveal hov
significant their development has been for the volume of funds flowing
from banks in one country to banks in another. Commercial pbanks in
pritain, France, Germany, 1taly, Sweden, the Netherlands and Belgium
had $8.8 pillion of gross short-term foreign assets at the end of
1960; by the end of 1967, this figure had risen toO $27.3 billion.l/
These foreign assets mainly comprise time deposits placed with banks
in other countries; banks also keep sight deposits with their foreign
correspondents gor working balance purposes; and generally invest someé
funds in foreign money market papere put loans t© customers abroad are
a relatively small part of the total.

Regulations on short-term capital movements applied purposely
to provide better domestic monetary control have universally had the

effect of reinforcing policies of credit restraint, rather than of

l/ These are the U.S. dollar equivalents of assets denominated in
various currencies. in each of these countries, the foreign assets of

the banks include not only dollar—denominated assets but agsets in other
foreign currencies and also in the currency of the country jtself, German

nominated in D-marks, while much of the pritish banks’ foreign assets 1S
in sterling.

The figures cited here for the foreign assets of banks 1n several
jmpoxtant European countries exclude Switzerland, which, however, is known
to be very jmportant as a supplier of short-term funds toO foreign markets.
Unfortunately, no statistics have been published on the foreign position
of the Swiss banks.
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assisting policies of monetary ease. Generally speaking, for Western
Eur ope the period from the end of 1958 to the latter part of 1966 was
one of strong and sustained economic expansion that found the monetary
authorities constantly preoccupied with actual or threatened inflation.
(For Italy, the pattern was somewhat different, a highly inflationary
boom in 1962-63 giving way to recession in 1964,) Except in France,
there was a general reluctance to use fiscal policy to curb demand
pressures, the upshot being that monetary policy shouldered the full
burden. In acting on short-term capital flows to buttress policies of
monetary restraint, the authorities either sought to prevent funds from
entering the country, or encouraged funds to flow out. The general
abatement of demand pressures in Western Europe after mid-1S66 led to
the abolition of most of these regulations. But no positive steps to
encourage inflows, or discourage outflows, have been adopted, except
for one action by the Italian authorities at the end of 1965 to keep
banks from sending additional funds abroad.

Germany and Italy have made more vigorous use than the other
principal Western European countries of techniques for reinforcing monetary
control by acting on short-term capital movements. The reason seems largely
related to the fact that neither of these countries has resorted to
quantitative limits--often referred to as "ceilings"--on the expansion of
credit by credit-granting institutions. Ceilings on bank credit expansion
were introduced successively by the Netherlands, Switzerland, France and

Belgium between mid-1961 and the beginning of 1964; they were lifted in
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France in mid-1965 but remained in force in the other three countries

until 1267. Even though the countries making use of credit ceilings

also used other, more traditional weapons of credit restraint, the

ceilings were a key part of the arsenal. In those countries, policies

of general monetary restraint created much less incentive for banks to
borrow funds abroad, or repatriate foreign assets, than would have been

the case had the authorities relied more heavily on increases in interest
rates or actions that put bank liquidity under pressure. The corollary

to this was that the use of credit ceilings diminished the need to regulate

1nternationa1 flous of funds.

Classification of techniques

The various techniques that the principal Western European
monetary authorities have used in the past 10 years to regulate short-
term capital flows show great variety, not only as to the immediate purpose
to be accomplished but also with respect to the financial operation
involved, the jndividuals or institutions affected, and the particular
incentive, disincentive, OT prohibition that is employed. They can,
however, be classified into five broad categories.

A. Techniques to 1imit foreign borrowing by banks, These have

been of two basic types. 1In Germany, the authorities have used financial
disincentives, the principal one being the fixing of minimum reserve
ratios at higher levels against jiabilities to foreigne¥s than against
liabilities to German residents. A supplementary regulation was to
penalize nexcessive" foreign borrowing by reducing the offending bank's

rediscount quota. By contrast, the Italian authorities chose to set



o

quantitative 1imits on the amount of net foreign 1iabilities that
Ttalian commercial tanks might incur. 1In addition, the amount of

net foreign borrowing that Italian banks engaged in was also influenced
by the facility accorded them for swapping lire for U.S. dollars with
the Bank of Italy at no cost, even though such a result vas not always

a reason why the swaps were given, The Netherlands and Sweden have

also placed limits on banks' net foreign 1iabilities. In each case the
action has had little or no practical effect so far, but the Dutch
regulation seems likely to 'bite' in the near future.

B. Incentives to encourage foreign lending by banks. Germany

has made use of two devices to promote short-term capital exports on

the part of German banking institutions, One was to waive reserve
requirements against liabilities to foreigners to the extent that such
liabilities were offset by certain types of foreign assets. 1In addition,
the Bundesbank has from time to time given banks the privilege of swapping
p-marks for U.S. dollars on better terms than the banks could get in the
foreign exchange markets. In Italy likewise, the fact that the banks
could make 1ira/dollar swaps with the authorities and pay nothing for
forward cover has meant more placements of funds abroad than would
otherwise have taken place. The Swiss authorities have at times

promoted banks' short-term capital exports by threatening to sterilize
inflous of foreign funds not matched by an equivalent volume of outflows.,
Additionally, the Swiss National Bank has sometimes engaged, on an ad hoc
basis, in transactions with Swiss commercial banks that in practice were

equivalent to swaps of Swiss francs for y.S. dollars.
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C. Regulations governing the foreign currency position of

Eggkg; To limit potentially disruptive flows of short-term funds, France
and Sweden have imposed regulations specifying that, with some exceptions,
a bank's spot assets in a given foreign currency and its spot liabilities
in that same currency must be in balance. Since external borrowing and
lending by banks in those countries principally involves foreign, rather
than domestic, currency, these regulations had the practical effect of
limiting the extent to which a bank could be a net borrower or lender
vis-3-vis residents of foreign countries. In France, the regulation was
abolished at the end of 1966.

D. Exchange controls governing the activities of nonbank

residents. The Netherlands and Sweden have made use of controls

limiting the freedom of individuals, business enterprises, etc. to

import or export short-term funds. 1In France and Italy, some short-term
capital flows involving nonbank residents have been formally subject to
exchange controls, but the restrictions were liberally applied and do

not appear to have been of significance in restricting movements of funds.

E. Defensive measures against capital inflows. Germany,

Switzerland, and France have tried to discourage foreign residents from
sending funds to those countries by prohibiting banks from paying interest
on funds deposited with them by foreigners. The prohibition in Germany

{s still in force at the time of this writing.
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Limitations on foreign borrowing by banks

A. Germany, Changes in the levels of interest rates in
Western Europe in the 1950's suggest that, from the early years of the
decade to the second half of 1966, monetary conditions tightened more
in Germany than in any other of the principal Western European countries.
Despite this, and notwithstanding the rejection of credit ceilings as
a tool of credit restraint, the German authorities were eminently
successful in their efforts to prevent inflows of funds from abroad and
to encourage banks to place funds in foreign markets., The build-up of
monetary tensions in Germany (and in many of the other European countries
as well) was concentrated in the period from mid-1963 to mid-1966., From
June 30, 1963 to June 30, 1966 the net short-term foreign liabilities
of the German commercial banks rose from $170 million equivalent to
$331 million equivalent, an increase of negligible proportions insofar
as its effect on the reserve base of the German banking system is
concerned,

Efforts in Germany to discourage inflows of short-term funds
actually began as early as May 1957, when it was decided to set the
minimum reserve ratios on banks' liabilities to foreign residents at
higher levels than the ratios against comparable liabilities to domestic
residents; Discriminatory reserve requirements against liabilities to
foreigners have been in force the majority of the time since then: f£from
May 1957 through March 1959; from January 1960 through January 1962; and
again from March 1964 through February 1967, Contrary to the practice

in other Western European countries, German banking regulations require
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that minimum reserves be held against liabilities denominated in
foreign currencies as well as liabilities in D-marks; the currency in
which the liability is denominated is of no relevance as far as the
minimum reserve requirements are concerned. Consequently, wvhen German
banks were made to observe discriminatory reserve ratios on their
foreign liabilities, the discrimination applied to their foreign
borrowings and foreign deposit liabilities in U.S. dollars, pounds
sterling, etc., as well as to their D-mark liabilities to foreign
residents., Thus, there was no loophole for escape from this effort

by the authorities to discourage banks from seeking funds abroad.

When the reserve ratios on foreign liabilities were at
discriminatory levels, the differentials between them and the ratios on
comparable domestic liabilities were always large. The differential was
greatest in the case of sight liabilities, next largest as‘regards time
liabilities, and least as concerns savings deposits. But it was the
gap with respect to time liabilities that was crucial to the effectiveness
of the regulation as a deterrent to foreign borrowing. As will be noted
later, since 1960 German banks have been prohibited from paying interest
on foreign deposits, but they have been allowed to seek foreign funds by
obtaining short-term credits from banks abroad, and these credits are
considered as time liabilities for the purposes of the minimum resexve
requirements, Minimum reserve ratios in Germany increase with the size
of the banking institution; the most appropriate ratios for comparing

the ratios on foreign and domestic liabilities are those applicable
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to the largest size of banks, since those banks do almost all of the
foreign borrowing. Vhen discriminatory reserve ratios were in effect,
the ratios on foreign time liabilities of the largest banks were
usually 10 or 11 percentage points higher than the ratios on those
banks' time liabilities to domestic residents, It was frequently the
case that, for the largest banks, the reserve ratios on foreign time
liabilities were 20 per cent while those on domestic time liabilities
were about ¢ or 10 per cent. When the ratios were at those levels,
banks could make profitable use of about 90 per cent of the funds raised
by attracting domestic time deposits, but only 80 per cent of the funds
acquired by foreign borrowing. The net return that could be realized
on funds borrowed abroad was thus substantially lower than on similar
funds borrowed internally.

In the spring and summer of 1964, the restrictive posture of
Cerman monetary policy was accentuated, and a further step was taken to
deter banks from going abroad for additional resources. Beginning
August 1, 1964, the Bundesbank reduced banks' rediscount quotas by the
amount that a bank's gross external liabilities exceeded the average
level of those liabilities in the first six months of 1964, Until that
time, German banks had made relatively 1ittle use of their rediscount
quotas. In the next two years, the tightening of bank liquidity in
Germany caused rediscounting to increase sharply, and when rediscounts
attained their peak in May 1966 the quotas, taken in the aggregate,

appear to have been more than 50 per cent utilized. As the unutilized
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portion of the quotas shrank, estternal Eofrowing ovet ard above the
average for Janﬁary-June 1964 was increasingly inhibited by the prospect
that the offending bank would incur the penalty of still further reductions
in these quotas, waever, the effectiveness of this penalty was lessened
by the fact that those banks which were most inclined to borrow abroad
were the ones which tended to have least recourse to rediscounting.

The economic downturn in Germany after the summer of 1956
caused an easing of monetary conditions which, after the beginning of
1267, was strongly abetted by a dramatic shift in monetary policy. 1In
these changed circumstances there was no further need to restrain imports
of funds, DMoreover, barriers to capital imports lost all practical
significance; from very early in 1967 and continuing through the year,
German banks were in fact heavy net lenders in foreign markets because
short-term interest rates in Germany fell below those abroad., On
March 1, 1967 discriminatory reserve requirements on foreign liabilities
vere abolished when the minimum ratios against those liabilities were
lowered very sharply to the same levels as the ratios on the corresponding
domestic liabilities,

B. Italy. The regulation of foreign borrowing by banks in
Italy (which has related to net rather than gross liabilities) has had the
same purpose as the set of regulations in Germany--to limit net inflows
of funds--but the effects have been much more easily visible in the Italian
case, This is because the Italian repulations were very forcefully used

at times when credit conditions were particularly sensitive to the kind
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of action taken. Indeed, it may be said that major turning points in
Italian monetary developments in the 1¢50's were closely bound up with
the manipulation of controls on short-term capital flows.

Quantitative limits on foreign borrowing by banks in Italy
were first used to achieve a relatively modest objective., In the summer
of 1950, the Italian authorities moved to limit the expansion of bank
liquidity which was then occurring because of a sizable balance of payments
surplus, During the late 1¢50's, Italian banks had built up a rather large
amount of net foreign liabilities., In August 1960, the Bank of Italy
instructed banks to pay off all net liabilities to foreigners denominated
in foreign currencies.l/ The initial deadline for compliance was later
extended from December 31, 1960 to January 31, 1961, Net liabilities
could be eliminsted either by paying off gross liabilities or by building
up gross foreign assets, With the Euro-currency markets in a stage of
rapid development, the banks chose the latter course. The amount of

funds involved was rather small, and it also appears that this directive

1/ The banks' net foreign liabilities in lire were also of significant
amount but were exempted from this directive. These lira liabilities are
essentially funds which foreign banks and foreign companies deposit with
Italian banks on their own initiative in order to have working balances.
In contradistinction, when Italian banks go abroad for additional
resources, they seek to attract funds in foreign currencies, since
foreign-currency liabilities are not subject to reserve requirements.
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did no more fhan hasten a process that, in any event, was already
being brought about by‘market forces, Not long before, the Bank of
Italy had begun to offer preferential outward swaps, and these proved
a strong incentive for banks to put funds abroad.

The proscription against net foreign liabilities in foreign
currency was maintained for nearly two years, until the objectives of
Italian monetary policy had undergone a shift. During 1962, the Bank
of Italy took two important actions to ease pressure on bank liquidity
in order to forestall an unwanted slowing of credit expansion. Minimum
reserve requirements were cut in January 1962; then, in November of the
same year, the proscription of net foreign liabilities in foreign currency
was removed. In the months that followed, inflationary boom conditions
persisted in Italy while at the same time the balance of payments moved
rapidly into deficit. To meet soaring loan demand while the external
deficit was tending to sap their liquidity, Italian banks borrowed abroad
in very heavy volume: in the 10 months from October 31, 1962 to
August 31, 1963, their net foreign liabilities rose by the guivalent
of $1.2 billion. The importance of this borrowing for the banks'
credit-expansion capabilities is evident from the fact that it increased

their reserve base by some 30 per cent.l/

1/ The increase in bank 1iquidity which the authorities wished to
allow could also have been created by other means, such as a rise in
Bank of Italy rediscounts and advances, The reason for choosing to have
the added liquidity injected by making banks seek funds abroad was that
this method prevented the balance of payments deficit from causing a decline

in official reserves which, at that time, the Italian authorities wished to
avoid,
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When it became imperative, in the late summer of 1¢63, to
bring demand expansion in Italy under control, new regulations on foreign
borrowing played the key role, with rapid and dramatic results, The
speed with which the Italian balance of payments deficit was growing
made early action necessary, but the political situation precluded the
use of fiscal policy. In choosing to halt credit expansion by acting in
the area of banks' external borrowing, the Italian authorities had only
to halt the rise in their net liabilities; no actual reduction was
necessary, because the large balance of payments deficit would have the
effect of rapidly eroding the banks' reserve base. In September 1963,
the Bank of Italy directed banks to keep their net foreign liabilities
in foreign currency from rising above the levels outstanding on August 31;
they also asked the banks to reduce such liabilities if they could. A
large rise in Bank of Italy credit to banks in the final four months of
1$63 not only helped banks to start paying off these net liabilities but
also was required to prevent the external deficit from causing a
disastrous fall in credit outstanding.

The years since 1963 have seen a major shift in the Italian
banks' net foreign position, and also a desire on the part of the
authorities not to see the Italian banks again incur heavy net foreign
liabilities. A recession caused Italian monetary policy to shift from
severe restraint to ease in 1964, and in the second half of 1¢64 and
throughout 1965 and 1966 large balance of payments surpluses added to

bank liquidity. By the end of September 1965, the banks once more had
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net foreign assets in foreign currency for the first time since October 1962,
At the end of 1965, the Bank of Italy directed that any bank which had net
foreign assets in foreign currency (either then or on any later date) would
not be allowed to shift back into a net 1iability position. This directive
was issued to strengthen the authorities’ control over bank liquidity, and
began to have an effect in 19567. Because of renewed economic expansion
in Italy, in early 1967 banks began to run down some of their net
foreign assets, but because of the prohibition on moving into a net
1iability position this move by the banks could not go Very far.

In addition to the quantitative limits which the authorities
have set from time to time, the extent to which Italian banks have
borrowed abroad on a net basis has also been very much influenced by
the facility for preferential outward swaps which the Italian authorities
have made available. The swap facility has tended to hold down the amount
of the banks' gross foreign borrowing. But it has also worked to increase
their gross foreign lending, and since the effect on the banks' net
foreign position is the same in each case the swaps can be considered
equally well from either standpoint. However, there may be certain
advantages to discussing the swap facility at a later stage, in the context
of regulaticns to encourage outflows of funds rather than as a measure
that limits foreign borrowing;

C. The Netherlands. As part of the policy of monetary restraint

practiced by the Dutch authorities in the period from mid-1963 to late

126G, Dutch banks were prohibited, effective August 1, 1964, from
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incurring net foreign 1iabilities in excess of the very small maxgin
of 5 million guilders ($1.4 billion equivalent) for each bank., This
regulation applied to the foreign position in all currencies including
guilders, and to the combined total of short-term (up to one year) and
long-term assets and liabilities.

The regulation has so far been of little effectiveness in
preventing banks in the Netherlands from obtaining funds from abroad.,
At the time when it was introduced, Dutch banks had a large volume of net
foreign assets, To increase their liquidity in guilders, banks could run
their foreign assets down to the level of their liabilities, or foreign
liabilities could be stepped up to the level of foreign assets, and this
ijs what has in fact happened on a sizable scale. OCutstanding net foreign
assets were reduced to $84 wmillion equivalent at the end of 1967, compared
with $515 million at the end of 1963, It is obvious, however, that if
the regulation is retained banks will be unable in the future to drav down
their net foreign assets on the same scale as before.

D. §ggggg; Banks in Sweden have long been prohibited from having
net foreign liabilities. The regulation is similar to the comparable
one in the Netherlands in that it covers foreign assets and liabilities
irrespective of the currency in which expressed, and applies to combined
short- and long-term assets and liabilities.

The ban on net foreign 1iabilities seems to have been largely
irrelevant to the practices of Swedish banks in the 1950's. The banks

(collectively) have consistently had a substantial excess of foreign
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assets over liabilities, which moreover has tended to become larger in
the last two years., Net foreign assets were $295 million equivalent on
December 31, 1967. It is possible, however, that the regulation did prevent

some individual banks from incurring net foreign liabilities.

Incentives for banks to place funds abroad

A. Germany. The German authorities have used two techniques
to encourage banks to put funds in foreign money markets: the "offset
right" and preferential outward swaps. In both cases, a main purpose
was to restrain the rise in the banking system's reserve base and thus
limit banks' capacity to increase their credits to domestic borrowers.
But balance of payments considerations have been an added factor in favor
of these devices. 1Inthe late 1950's and in the 1960's to date, large
surpluses have been common for Germany. Regulations which had the effect
of promoting short-term capital exports by German banks also had the
effect of limiting the size of German official reserve accruals,

To induce banks to place funds abroad, beginning in May 1961
reserve requirements against foreign liabilities were waived on that
portion that was offset by certain foreign assets. Because of this
offset right--which sometimes is also referred to as the "compensation
privilege'--banks were required to maintain minimum reserves only against
that part of their foreign liabilities that exceeded the sum of their
sight and time balances with banks abroad and their investments in money-
market paper in foreign centers. These particular foreign assets were,

in fact, those in which banks were normally disposed to place the bulk of
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the fuﬁds they allocated to external uses, the only important type of
foreign asset not eligible for the offset right being loans to
foreign customers.,

The offset right was in effect not only when the reserve
ratios on foreign liabilities were at discriminatory levels but also
when they were the same as the ratios against domestic liabilities. But
the incentive to shift funds abroad was of course greater at those times
when liabilities to foreigners were being penalized,

The foreign assets and liabilities of the German banks were
affected by the offset right in two ways. First, funds which it had
been profitable to borrow abroad and employ in Germany (despite
discriminatory reserve ratios on foreign borrowings) were in part shifted

from Germany to foreign markets, since ceteris paribus the reserve-reducing

quality of the offset right increased the net return obtainable from the
funds. Thus, one consequence of the offset right was to increase foreign
assets, both gross and net, During the 1960's the German banks, considered
as a group, consistently had net foreign liabilities until the beginning

of 1967, but these net liabilities would have been larger had the offset
right not been available,

The second effect of the offset right was to increase both
foreign assets and foreign liabilities by equal amounts, As noted earlier,
a large part of the participation of European banks in the Euro-currency
markets amounts, in effect, to obtaining funds in one foreign country
and relending them at a higher rate of interest in still another foreign

country, Clearly, this kind of off-shore intermediation is placed at a



Competitive advantage relative to banks in other Countries, It merely

to offset foreign sight liabilities, the catepory of liability on which

unused after this initja] offsetting, they could nNext be offset against
foreign time liabilities. Any subsequent remainder yag then offget against

foreign Savings deposits, on which the reserve ratiog Were lowest, This



Position, becayse the incentive to shift funds abroad wag greatest

when a bank's pet foreign liabilitjes Were largest apg least whenp

ratios againgt funds borrowed abroad ang relent jip third markets, However,
this obstacle to Profitable off-shore intermediation is not so 8reat noy
85 it would have bLeen in earljer years, becauyse of the large Yeductions

in the reserve ratijos themselves that were made effective March 1, 1967

Preferentia] outward Swaps of y,g, dollars for D-marks in October 1958
as an inducement.br banks to Purchase dollars for Placement abroad,

”Preferential” here means that, ip obtaining forward cover, the bankg

domestic Currency, ip contradistinction to inward Swaps, when the operation
is the reverse, Qver the years, SWaps have beep offered for periods
ranging from two weeks to six months, the banks usually enjoying a wide

choice of maturities, The forward rate applied to the SWap operation
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has always been a prefe;ential one, but the Price for forvard D-marks
charged by the Bundesbank has sometimes been at a Premium relative to the
Spot rate, Sometimes at Par, and sometimes (though rarely) at ga discount,
Unlike the Bank of Italy, the Bundesbank hag not always made Swaps
available, There have been lengthy Periods when, ip the Bundesbank's
view, the goals wvhich Swaps might help attain could be more effectively
reached by other means,

In terms of the volume Outstanding, swaps were of greatest
importance ip the period from October 1958, when they first became
available, until the early months of 1942, The volume was at a peak
of around $i1 billion ip the first quarter of 1962, Their effectiveness
as a method of Promoting short-term capital exports may be seen by comparing
them with the volume of the German banks' 8ross short-term assets. Swaps
with the Bundesbank vere the way in which the German banks acquired about
one-half of their short-tern foreign assets in 1960, and about three-
fourths of those assets ip 1951,

After the early months of 12562, swaps Were de-emphasized by the
Bundesbank ang their outstanding volume fell to zero by early ip 1063,

From that time until November 1667, they were usually not offered. Although
they were offered in the 18 months from March 1964 to September 1¢65, the
forward rate charged by the Bundesbank vag Dot attractive enough to result
in a great many dollars being talken off the Bundesbank's hands; the peak
volume Outstanding wag $356¢ million in January 1965, 1In this Period, the
dollars had to be invested in U,S. Treasury bills, At other times, however,
the banks were able to place the funds ip the Euro-dollar market, or

switch into other Ccurrencies,



the change in the Sterling Parity, caused large-scale flows of short-term
funds to Germany, op November 27, 1967 the Bundesbank began to offer
SWaps at a cost slightly Jess than the cost in the market, and the Swaps
taken up ip the ensuing weeks Were in such large amounts that by the end

of January 1968, sg22 million were Outstanding, After a brierf hiatus,

of short-term funds,

B. Egglz. Preferential outward Swaps have beep used most
extensively jip Italy where, jin November 1¢5¢, facilities were established
by which Italian commercial bapks could yse lire to purchase y, s, dollars
Spot, at the market rate of exchange, frop the UIC (Italian Exchange
Office, managed by the Bank of Italy), ang simultaneously resell the same
dollars forvard to the UIC at the same exchange rate, Since that time,
SWaps have beep continuously available on the Same terms ag initially
fixed; however, at the end of 1865 their availability on preferential
terms was restricted to g limited number of banks, The Bank of Italy
has kept the maturity of the Swape at two or three months, but hag given
the banks the Privilege of Paying them off in advance of maturity, The

Privilege of obtaining Swaps "flat," i.e., without Paying any Premium
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for forwara {ire, has been a very decided advantage for 1talian banks.
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pbusiness of lending in foreign currency as a way of tfeducing the
structure of Italian interest rates, and therefore has been anxious
that the banks get all the foreign currency they wish., Over and above
what 1is deposited with the banks by their domestic customers (e.8e>s
importers and exporters), the necessary foreign currency could theoretically
all be obtained by borrowing abroad. But the Bank of Italy has not wanted
the benks to become overly dependent on external sources for this foreign
exchange. Moreover, sometimes it may be cheaper for banks to acquire
foreign currency by swapping lire, and foregoing the rate of return that
could have been earned on lira assets, than by borrowing it abroad. This
would be especially the case if the banks did not have to pay for forward
cover, For both these reasons, preferential swaps were chosen as a way
of providing banks with foreign exchange for internal lending. Domestic
loans in foreign currency totaled $2.4 billion equivalent at the end of
1667 and were 8 per cent of total outstanding bank loans.

The foreign currency obtained by the banks through swaps with
the UIC can also be employed abroad, and because of the preferential
terms jnvolved the swap facility has been an encouragement for short-term
capital exports. The authorities in Italy have encouraged these exports
for several reasonsS. First of all, the participation of Italian banks
as lenders in the Euro-currency markets is fostered if lire can be
converted into dollars without cost. Second, the swaps are 2 vehicle
for transferring dollars from the official reserves to the commercial
banks. This transfer reduces the pressures for converting official dollars

into gold, thus lessening the gold drain from the United States. Third,
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outflows of bank funds can supplement a policy of monetary restraint.

This was most evident in the first year following the initial establishment
of the swap facility, when banks made use of the new facility to place

a large volume of funds abroad and thereby aided the Bank of Italy in
controlling the build-up of bank liquidity.

The Bank of Italy changed its policy on swaps at the end of
1965 in order to encourage recovery from the 1964 recession. The banks
had been exporting funds on a massive scale in the preceding 18 months
because of the balance of payments surplus, a depressed demand for loans
within Italy, and the increasing tightness of nearly all money markets
outside the country. It was thought that monetary conditions in Italy
would be easier if this outflow were slowed down, Consequently, since
the end of 1965 thosc banks having net foreign assets in foreign
currency have been unable to obtain additional swaps on preferential
terms from the UIC, although existing swaps can be renewed. The UIC
will grant those banks new éwaps only if they pay 2 premium for forward
lire aligned with the forward lira rate in the exchange market. Some
banks could get additional preferential swaps in 1966 because they still
had net foreign liabilities in foreign currency, but the volume of swaps
outstanding has been nearly stable since the end of 1966,

C. Switzerland. Efforts to combat inflationary pressures in
Switzerland were intensified in March 1564, One of several measures
adopted at that time required Swiss banks to choose between two alternative
courses of action with respect to any increases, after January 1, 1964,

in their liabilities in Swiss francs to foreigners. panks could either
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convert these francs into foreign currencies and place them abroad, or

else see them sterilized by having to deposit them in a non-interest-

bearing account at the Swiss Natibbnal Benk, Either disposition would preclude
their use as a base for credit expansion. The banks of course chose the
first-named of these courses of action, The ngterilization threat"

was lifted in October 1966.

The importance of this step as a deterrent to capital imports
was not as great as it might have been. Since 1960, Swiss banks had been
prohibited from paying interest on foreign-owned Swiss franc deposits,
and therefore they were not in a position to bid for such funds anyway.

The flows of funds to Switzerland which the ngterlization threat' kept

out of the banks' reserve base were those that took place on the initiative
of the foreign depositors, who wanted to deposit funds with Swiss banks
even»though no interest could be earned on them,

Switzerland has been a magnet for foreign funds seeking safety,
while at the same time, because of its continually strong external position,
the Swiss franc has, on many occasions during the 1¢60's, been considered
a currency that might be revalued upward. In consequence, political and
financial disturbances elsewhere in the world have typically sent waves
of funds to Switzerland in recent years. Vith great frequency, therefore,
the Swiss National Bank has employed techniques to "mop up' excess bank
liquidity. One of these techniques was tantamount to preferential out-

ward swaps, but it could be employed only sporadically.
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The BNS (Swiss National Bank) was precluded by its statutes from
making use of swaps on a continuing basis, as it might well have done had
it been able. TIts statutes do not allow it to make forward purchases
of foreign currencies; For this reason, when the BNS wished to induce
Swiss commercial banks to employ excessS 1iquidity by acquiring foreign
currency for placement abroad, it was unable to make swaps in the customary
vay. Instead, the BNS could only offer foreign currency that already
bore an exchange rate guarantee, i,e., which had already been purchased
forward by some third party. Foreign exchange of this type was acquired
periodically by the BNS when swap lines betueen it and central banks in
other countries were drawn upon. To induce Swiss commercial banks to
enter into swap transactions with it, the BNS offered them foreign currency
at an exchange rate that was attractive in relation to the rate at which
the foreign central bank had repurchased the exchange forward. But
because the availability of the foreign currency needed for such operations
was dependent upon the use which other central banks made of their swap
agreements with the BNS, the scope for swaps betveen the BNS and Swiss
commercial banks was determined by fortuitous developments in international
finance.

The BNS has swapped pounds sterling, U.S. dollars, and Italian
l1ire to Swiss commercial banls. Speculative attacks against the pound led
to very heavy snflous of funds to switzerland in March 1961 and in
November 1664, 1In March 1961 the BNS acquired $112 million equivalent
of sterling, under 2 gold/sterling swap with the Bank of England in aid

of the latter, and swapped this sterling partly to the Swiss Federal



government and partly to Swiss commercial banks., 1In November 1964 the
BNS acquired $80 million of sterling when the Bank of England drew on
a Swiss franc/sterling swap line. All or most of this was swapped out
to Swiss commercial banks when, in January 1265, the BNS swapped out

a total of $116 million equivalent of sterling and U.S. dollars, the
dollars having been acquired in that month by a swap with the Federal
Reserve System,

The first BNS swaps with the Federal Reserve were in July and
August of 1962 following a speculative attack on the dollar; $50 million
of covered dollars acquired by the BNS that summer were swapped out to
Swiss commercial banks. In later years, covered dollars acquired by
the BNS in this way were also frequently placed with Swiss commercial
banks by the BNS which, until 19457, availed itself of every opportunity
to put pressure on bank liquidity. The swaps between the BNS and Swiss
commercial banks involving lire took place in 1S64, after the Bank of
Italy drew $100 million equivalent on its swap line with the BNS.

Other operations undertaken by central banks in the framework
of international monetary cooperation have also been utilized by the
Swiss authorities to drain excess liquidity from the banking system.
Swaps of dollars for Swiss francs between the Federal Reserve System
and the Bank for International Settlements have been made frequently
since 1062 at the initiative of the Swiss Nztional Bank. To furnish
the BIS with the Swiss francs it required for operations of this type,

arrangements were made whereby Swiss commercial banks deposited $50 million
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equivalent with the BIS in the summer of 1962, and whereby Suiss
banks also supplied much of the $100 million equivalent of francs needed

by the BIS for Swaps with the Federal Reserve in September-October 1963,

relatively low-cost forward cover to Swiss commercial banks desirous

of holding dollar assets, as an inducement to keep those assets from
being liquidated and having the proceeds accrue to the Swiss National Bank
with consequences for the U.S. gold stock, Operations of this type also
kept funds out of the reserve base of the Swiss banking system, and were

supported by the Swiss authorities as an aid to credit control,

Regulations on the foreign-currency position of banks

The preceding pages have dealt with regulations pertaining to
the foreign position of banks, a concept based on the residence of a
bank's debtors and creditors. Other regulations have been promulgated
that pertain to the relationship between a bank's assets and liabilities
in foreign currencies, Formally, and often in practice as well, the

assets and liabilities that comprise the foreign position are quite

different from those that go to make up the foreign-currency position.




dehominated in domestic currency and is thys excluded from the foreign-
curreﬁcy'position; and also in Italy, vhere, conversely, a large part
of banks' assets in foreign currency is in the form of loans to domestic

residents and jig therefore not in the foreign position,

able to borrow or lend, on a pet basis, in foreign markets, This ig
Particularly the case when, as ip France for example, banks have
relatively few foreign-currency assets and liabilities Vis-3-vis
domestic residents,

Until the end of 1966, French banks were required to keep a

balanced over-all position ip each foreign Currency, the over-all

net borrower or lender of a given foreign currency with respect to
foreign markets; a bank could, let ys say, borrow dollars (on a net basis)
abroad, sell them on the exchange market ip Paris for franes td lend
internally, and still keep to the Tequirement of a balanced over-all

position in dollars by buying dollars forward, perhaps from a foreign
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correspondent, In fact, a bank would cover in this way in the normal
course of events., To minimize the possibilities for such operations,
the French authorities instructed banks that they could not, on their
own initiative, take ap open position in a given foreign currency,

either spot or forward, They could do so only on the initiative of a

foreign bank wishing to borrow or lend in France,

dollars, sterling, etc,, or running down their net spot liabilities, as

the case might be, Furthermore, the distinction between actions taken

unenforceable, The best-known example of this unenforceability occurred

in May of 1964, when the French authorities were putting a squeeze on

bank liquidity in the context of a general stabilization program, In

that month, banks in France turned a very large volume of dollar assets

into badly-needed francs by making swap operations with correspondent

banks abroad. French banks sold spot dollars to their foreign correspondents
in return for francs, and repurchased these dollars forward, The correspon-

dents sold the Spot dollars on the Paris exchange mrket, where they
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vere picked up by the Bank of France because the heavy sales drove the
rdate for the dollar down to the lower intervention pPoint., The franc
Proceeds of these dollar sales Were used by the foreign correspondents

to replenish their franc balances, To induce their foreign correspondents

to participate ip these swap operations, French banks offered to repurchase

exchange at which they sold them,

In Sweden, banks have not been allowed to 1let their spot

Exchange controls on operations of nonbanks

Contrary to the majority of countries, the Netherlands ang
Sweden have continued in recent years to impose effective Testrictions
on the movements of short-term funds by resident individuals, business

enterprises, and nonbanking institutions, Such flows are considered in

In the Netherlands, nonbank residents have not been allowed to
obtain loans from foreign banks, Loans from other foreign Sources, except
suppliers' credits received from foreign eéxporters, are not automatically
approved except for very small amounts, The limit was raised from 10,000
guilders to 50,000 guilders in June 1967, 1n Sweden, short-term borrowing
abroad has generally been prohibited, except for commercial credits received

by Swedish importers,
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The Dutch and Swedish authorities have also curbed outflous
of short-term nonbank funds for monetary reasons, again with the exception
of commercial credits granted by domestic exporters, This position may
well reflect concern over the monetary consequences of a return flow of
funds that had previously left the country, rather than of the initial
outflow itself., Dutch nonbank residents have not been permitted to purchase
foreign Treasury bills or other short-term debt instruments, and prior to
October 1967 were also not permitted to maintain accounts with foreign
banks except in connection with normal business operations, These
restrictions have prevented outward movements and return flous of
nonbank Dutch funds in response to differentials in short-term interest
rates. Sweden has generally disallowed all outflows of nonbank resident
funds other than commercial credits and banking transactions necessary for

business purposes.

Defensive measures against capital inflows

Regulations that discourage or prohibit banks from borrowing
abroad skirt the problem that is posed when foreign residents take the
initiative and deposit funds with domestic banks. No country has gone so
far as to prohibit such capital movements entirely, but some have tried
to discourage them; In the 1960's, the usually strong external positions
of the D-mark, the Swiss franc, and the French franc have periodically
given rise to speculation that these currencies might be revaluyed upward;
in addition, Switzerland has been a recipient of foreign funds seeking

a safe haven. As part of their anti-inflationary monetary efforts,



as in D-marks, To reinforce this regulation, banks were also prohitited

interest on time deposits of at least 30 days maturity, but it was
resumed with itg former intensity in March 1964 when German monetary
policy was tightened generally. It remains in effect at this writing,

Since the ban'extended to foreign-currency deposits, German
banks coulg not attract Euro-dollar and other Euro-currency deposits,
with the resuylt that their takings from those markets had to be in the
form of short-teym credits,

In August 1960, after the Congo crisis caused a heavy floy of

funds to Switzerland, the Swiss National Bank entered into a gentlemen's

Swiss francs deposited by foreigners since the previous June 30. 1In
addition, banks agreed not to accept foreign Swiss franc deposits with
4 maturity of less thap 30 days, agreed to apply a service charge each

quarter, at an annuya] rate of 1 per cent, on deposits with a4 maturity
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of under 6o days, and pledged themselves to do what they could to
keep foreign funds from'being invested in Swiss Securities or real

estate. The interest ban dig not apply to forelgn-currency deposits,

This dgreement, made initially for one year only, was renewed
each year untij 1964 €xcept for the elimination of the service charge
feature in 1963, A new agreement vas made, effective May 1, 1964, that
was more efficacious than the o014 one because it wag binding on ail banks,
The new agreement prevented banks from Paying interest on foreign-owned
Swiss francsg deposited with them after December 31, 1953, It did allow
interest to be Paid on funds that had come in up to that time; but this
relaxation could not have much effect in keeping funds in Switzerland
since their Presence there showed them to be interest-insensitive to

begin with,

November 1¢66,





