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What are the swaps?

The Federal Reserve swap network is a system of reciprocal-
credit arrangements between the System and 15 other central banking
institutions (that is, the central banks of 14 industrialized countries
and the Bank for International Settlements). It was first established

in 1962.

Foreign central bank needs dollars. The foreign central bank

has typically requested a drawing to obtain dollar for intervention in
the foreign-exchange market. It would credit the System with X million
of dollars-equivalent of local currency on its books and receive, in
return, a credit of X million of dollars at the Federal Reserve Bank of
New York. The two credits are to be repaid within a specified period.

At t%at time, the foreign central bank pays X millions of dollars to

the Federal Reservé Bank of New York and, in return, the New York Reserve

Bank pays it X millions of dollars-equivalent of its own currency.

Federal Reserve System needs foreign currency. The Federal

Reserve typically makes a drawing when the foreign central bank asks it

to do so to cover excess dollar holdings in its hands. The System receives’
a X millions of dollar-equivalent of foreign currency from the foreign
central bank and credits it, in return, with X millions of dollars at

the New York Federal Reserve Bank. The System immediately uses the

foreign currency to purchase X million of dollars from the foreign

central bank. The foreign central bank holds the dollars ¢it has received

from the System for the duration of the drawing in special Treasury



Certificates of Indebtedness at an agreed interest rate. When the
time for repayment comes, the Federal Reseyve is obligated to repay
the foreign central bank X millions of dollars-equivalent of the
foreign currency and, in return, receives from the foreign central
bank the X millions of dollars held at the Federal Reserve Bank of
New York.

Purposes of swap network. The Federal Reserve swap network

has had the objective of safeguarding the U.S. gold stock as one major
purpose. In practice, the Federal Reserve made a drawing of a foreign
currency primarily at the request of a foreign central bank which
wanted a short-term exchange-value guarantee on dollar receipts it
might otherwise have wished to convert into gold. In addition, the
network was used to mobilize international official resource to
stabilize private markets and, on occasion, even to support major
currencies during political or military emergencies. It was also
intended to function as a means of offsetting or financing temporary
and disturbing internmational capital flbws, especially during specula-

tive crises.
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CONSULTATIONS WITH CONGRESS ON
SWAP NETWORK

Extracts from Minutes of Federal Open Market Committee

Meeting of January 9, 1962
2

Mr. Mills seconded the proposal that Chairman Martin be
authorized to contact the Chairmen of the House and Senate Banking and
Currency Committees to acquaint them with the problem and w;thAthew
approach that the System might be making Eé‘épegggions in'foreign

currencies, and to obtain their reaction. (p. 67) FOMC so agreed.

(p. 68)

Meeting of January 23, 1962

Chairman Martin reported on his consultations about the
subject with the Chairmen of ;gnate and House Banking and Currency
Committees and commented briefly on the general problem of obtaining
legislation that wéuld clarify the Committee's authority to conduct
foreign currency operations ‘

In the light of the Chairman's repbrt and the roundtable

comment, a majority of the Committee were favorably disposed towards

operations on an experimental basis. (p. 112)

Meeting of February 13, 1962

He (Chairman Martin) had been authorized to make reference

<to the subject in his testimony before the Joint Economic Committee on
January 30 in connection with hearings on the President's Economic
Report. He presumed that the members of the Committee had seen the
testimony. Rather surprisingly, the Chairman said, there had been

little comment, either favorable or adverse, since that time. (p. 163)
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Meeting of March 6, 1962

The Chairman also reported that in response to the request
made by members of the Congress at the time of hearings on H. R. 10162,
a bill to authorize U.S. contributions in connection with expansion of
the stand-by resources of the International Monetary Fund, he had sent
to the Chairman of the House Committee on Banking and Currency on

lMarch 1, 1962 the following documents for inclusion in the record of
N

the hearings:

(1) A memorandum from the Open Market Committee's General
Counsel dated November 22, 1961, expressing the opinion that foreign
currency operations by the System were authorized by the Federal
Reserve Act; ) g

(2) A summary opinion rendered by the Open Market Commit-
tee's General Counsel to the Congressional Joint Economic Committee,
upon request, undex date of February 19, 1962;

(3) A copy of the letter from the General Counsel of the
Treasury dated January 8, 1962, expressing his concurrence and that
of the Attorney General in the opinion of the Committee's General
Counsel and enclosing a memorandum that he had submitted to the
Secretary of the Treasury to the same effect;

(4) A copy of the letter sent by Chairman Martin on February 16,
1962, to the Chairman of the National Advisory Council, along with a
copy of the enclosed authorization of the Federal Open Market Committee
for System foreign currency operations; and

(5) A copy of an action by the National Advisory Council
dated February 28, 1962, indicating that the Council was in accord
with the System's decision to undertake foreign currency operationms.

Chairman Martin pointed out that this meant that the authoriza-

tion for foreign currency operations, approved February 13, 1962, was

now a public document. (pp. 286-87)
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Extracts from Congressional Committee Hearings, Jan-Feb 1962

JEC Hearings ''January 1962 Economic Report on the President,”
January 30, 1962

Martin prepared statement

As one step in such cooperation, the System is now pre-
pared in principle and in accordance with its present statutory
authority to consider holding for its own account varying
amounts of foreign convertible currencies. Toward this end,
we are now exploring, in consultation with the Secretary of
the Treasury, methods of conducting foreign exchange operations
in convertible currencies with due and full regard for the
foreign financial policy of the United States.

These System operations, along with those conducted by
the stabilization fund, would have the primary purpose of
helping to safeguard the international position of the dollar
against speculative flows of funds. (p. 175)

Subsequent Martin statement

I want to make clear, Mr. Bolling, that the Federal
Reserve is not anxious to engage in this type of activity.
It is only because we feel that we have a responsibility --
with convertible currencies as they are today, currency
values -- including that of the dollar -- are more subject
than for a long time to speculative movements. (p. 181)

The Committee questioning

Concern was with various economic matters other than
proposed operations in foreign currencies.
\
Hearings, '"Bretton Woods Agreements Act Amed@ment,” House Committee
on Banking and Currency, February 28, 1962. |
\ /

\

N

Martin prepared statement ——

. « « The contemplated Federal Reserve operations in convert-
ible foreign currencies would complement the proposed IMF
arrangements in two ways.

The Federal Reserve would help to deal with minor pres-
sures before they reach a scale commensurate with IMF action.
And it could take prompt action in more serious circumstances
while IMF arrangements are being worked out. (p..91)



With this same object in view, the Federal Reserve has
recently decided to reenter the field of foreign-exchange
transactions. (p. 90) _ s O

e
st

. While in time it may be desirable to recommend amendment
of the Federal Reserve Act to provide greater flexibility than
we now have under the act in carrying out these operations, it
would be impractical to request such legislation before operating
experience under existing authority has provided a clear guide
as to the need for it. (p. 92)

Some Committee members challenged authority of System

Reuss: Much of the operation that you are doing under this seems to
me to duplicate the foreign exchange stabilization that the
Secretary of the Treasury has very properly undertaken pursuant
to the Gold Reserve Act of 1934.

To me this is a tremendous power you have taken upon your-
self, and I must serve notice on you right now that I consider
this an usurpation of the powers of Congress. I don't think
you are authorized to do this at all . . . (p. 102).

Widnall: That (Federal Reserve decision) is for the purpose of the
stabilization of the dollar; isn't it? (p. 99)

Multer: On page 6 of your statement, Mr. Martin, you refer to the
possibility or desirability of recommending an amendment of
the Federal Reserve Act at some future time. We should not
draw the inference from that that what you have done thus far
in these operations are not authorized by the act?

Mr. Martin: They are, in our judgment, Mr. Multer. We studied
that very carefully. What I was trying to convey was the fact
that there are some things that we might want to do because

of changed circumstances, that we would not think we had
authority to do, and we would certainly be very careful to

hue to our authority. If we wanted to do those things we
would come up for legislation.

Mr. Multer: You don't think the time is ripe to ask for such amend-
ments at this time?

Mr. Martin: No, we think we ought to experiment with our existing
authority before coming up for more. (pp. 99-100)
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Mr. Martin (in reply later to Mr. Barrett): I merely meant in the
paragraph that . . . I would see no way in which we could buy
foreign Treasury Bills as an investment. I wouldn't think we
would have the authority to do that, and we wouldn't do it.

But it might be of value to us to be able to buy foreign
Treasury bills at some time. I don't think we have authority
to do so at the present time, so we will certainly abide by
the letter of the law as it is now drawn. But if we felt that
it was desirable for us to do that, we would expect to come
up with legislation. (p. 101)

Mr. Patman: Tell me where in the Open Market Committee law you
have a right to do this? (Mr. Martin had cited Section 14 of
the Federal Reserve Act which specifies that any Federal
Reserve Bank can purchase or sell . . . cable transfers, bills
of exchange or foreign exchange.) Otherwise the Federal Open
Market Committee does not have the power to do it.

Mr. Martin: No, Mr. Patman. I don't think so. We went into that
very carefully. This was reviewed carefully by our counsel,
by other counsel in the Federal Reserve System. They decided
we had this-authority under the existing law. It was taken
up with the counsel of the Treasury of the United States, and
he concurred in that opinion.

It was taken up with the Attorney General of the United
States and he also concurred.

You can always get lawyers to disagree, but I don't know
how many more we should consult.

Mr. Reuss: I just want to state that I am a lawyer, qualified to
practice, and I disagree. I don't think the Fed has the power
to do the things that are in here, and I join with the request
of Mr. Patman that you file with this committee the opinions
not only of your own consel which I have seen, but of the
counsel of the Treasury and of the Attorney General.

Mr. Patman: . . . I think Mr. Reuss is correct . . . Remember,
the banks, when they were set up in 1913, your member banks,
were given authority, not collectively, but individually, as
Federal Reserve banks in 12 regions. They were given this
power.

-Now you are assuming it for an entirely different agency --
the Open Market Committee.  (pp. 127-28) e



A e < W T R

skl

Resolution of Committee discussion:

Mr. Martin filed with Chairman Spence on March 1 five docu-
ments for inclusion in the permanent record of the hearings:
Counsel dated November 22, 1961, expressing the opiniomrthat—foreign

currency operations by the System were authorized by the Federal
Reserve Act;

(1) A memorandum from the Open Market Committee's General g

(2) A summary opinion rendered by the Open Market Commit-
tee's General Counsel to the Congressional Joint Economic Committee,
upon request, under date of February 19, 1962;

(3) A copy of the letter from the General Counsel of the /
Treasury dated January 8, 1962, expressing his concurrence and that
of the Attorney General in the opinion of the Committee's General
Counsel and enclosing a memorandum that he had submitted to the
Secretary of the Treasury to the same effect;

(4) A copy of the letter sent by Chairman Martin on February 16,
1962, to the Chairman of the National Advisory Council, along with a
copy of the enclosed authorization of the Federal Open Market Committee
for System foreign currency operations; and

(5) A copy of an action by the National Advisory Council
dated February 28, 1962, indicating that the Council was in accord
with the System's decision to undertake foreign currency operationms.
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OF THE | .
FEDERAL RESERVE SYSTEM "Jf’:

WASHINGTON, D. C. 20551

BOARD OF GOVERNORS / (/*/’\‘

December 8, 1970

CONFIDENTIAL (FR)

TO': Federal Open Market Committee

FROM: Mr. Broida

There is enclosed a copy of a memorandum to the Committee
from Mr. Bodner dated today and entitled "Proposed modification
of procedures to be employed in transactions under certain swap

lines." It is contemplated that this memorandum will be discussed

at the next meeting of the Committee.

e L

Arthur L. Broida,
Deputy Secretary,
Federal Open Market Committee,

Enclosure
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STRICTLY CONFIDENTIAL=-~-F,.R.

DATE: December 3, 1970

TO¢ Federal Oosen Market Committee SUBJECT: Proposed modifica=~
tion of procedures to be
FROM: David E. Bodner employed in transactions

under certain swap lines

At the time of the November meeting of the B. I. S., representatives
of some of the EEC central banks approached Mr. Coombs to discuss the way
in which operations under the swap lines have affected their profit and loss
positions, It was agreed that representatives of the two central banks most
concerned about this question would come to New York to review it in greater
detail. Oz November 12 and 19 Messrs. P. Timmerman of the Nederlandsche
Bonk and F. Heyvaért of the Banque ilationale de Belgique met with Mr. Coombs
and other officers of the Fureign Department at the New York Bank. The two
representatives noted that, in the normal course of events, the debtor country
in the swap arrangements tendsto make a profit on operations. Thus, given
the usual cycle of market develoomenis, a country would draw when its currency
was weak and repay when it was strong and insofar as it operated in the market
at current rates it would make a profit over the cycle. They pointed out, howeve:
that given the small size of the Dutch and Belgian foreign exchange markets, in
general it has not proved possible for the System to reconstitute foreign exchange
balances it acquired and disbursed under the swap arrangements except tarough
direct transactions with K the two central banks. Cocnsequently, profits made by
the System on operations have come at the expense of foregone profits by the two
central banks., Moreover, in some cases in which System purchases or sales
of exchange with the central banks have not been exactly matched by offsetting
operations of those central banks with the market, the two central banks have,
in fact, suffered some losses. More generally, when it has not proved possible

to reverse the swaps through changes in market conditions and we have unwound



=05
our debtor position through IMF drawings by the Treasury, the Treasury has
made substantial windfall profits. These arise because the Treasury draws the
foreign currency at par from the IMF, while we repay swap drawings made at
or close to the ceiling. In the first instance, these windfall profits come at
the expense of the foreign central bank through a reduction in its foreign
exchange position. The two representatives expressed the view that these costs
in foregone profit opportunities and, on occasion, in actual bookkeeping losses,
had raised more and more questions within their banks, especially in view of
the existence in the swap arrangement of the revaluation clause in a context
in which they felt under pressure from the U. S. Government to revalue their
currency.

Messrs. Timmerman and Heyaert then proposed a new method

of operating under the swap arrangements. They suggested that all transactions
be handled at par, including not only drawings and repayments of the swaps
themselves, but also the secondary spot sale of the swap proceeds and final

¢ yeconstitutionof System balances to liquidate the swaps. It was explained to
them that such a solution would involve the System in extensive dealings in non-
market rates which, aside from certain legal problems which might be raised,
would constitute a fundamental change in policy on behalf of the Open Market
Committee. Mr, Timmerman then proposed that the same effect be achieved
by bringing the U. S. Treasury into the transactions: System swaps with the
central banks would be made as at present, but the System would then swap the
proceeds with the U, S. Treasury and the Treasury would sell the foreign
exchange balances to the central bank at par. At the time of liquidation, the
central bank would resell the currency to the Treasury at par and the swaps
between the Treasury and the System and the System and the central bank would

then be unwound. With all the swaps being reversed at the same rates at which
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they were made there would be no profit or loss incurred by any party to the
swap transaction.

This proposal was put to tbe Treasury, which did not find it
acceptable. Iiforeover, it clearly had serious drawbacks from the view of
the Federal Reserve. An alternative proposal was then considered:

1) In any case in which the swap line has to be repaid through a
Treasury drawing on the IIMF, the Treasury would resell the foreign currency
proceeds of its drawing to the central bank concerned at par, rather than, as
at present, selling them to the System at the current market rate. This sale
would reduce the central bank's dollar position correspondingly and make rooﬁ
for a direct transaction with the System to unwind the swap. In this mannmer,
the Treasury would forego the windfall profits that now accrue to it on such
Fund drawings. This procedure would be exactly analogous to what now occurs
when the Treasury sells gold or transfers SDRs to enable the System to repay
a swap drawing. The Treasury has this proposal under consideration.

2) Recognizing that, because of the limitations imposed on operations
by the small size of the Dutch and Belgian markets, it has provedAnecessary_for
us to acquire balances to liquidate the swap through direct transactions with the
central banks, and recognizing that when the conditions that gave rise to the swap
drawing are not reversed within the normal time span it is necessary to liquidate
the swaps through such direct transactions, we might consider fixing the rate for
such transactions at the time of the initial activation of the swap. This would be
accomplished by entering into a forward contract under which the System would
purchase the currency needed to liquidate the swap, the rate on that contract to be
the market rate then prevailing, i.e., the same rate used for the swap drawing
itself. Thus, no profit or loss would accrue to either party to the extent a swap
was unwound in this manner. The execution of such a contract at the time of the

initial swap drawing, however, would complete the circle of spot and forward
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transactions in such a way that the foreign central bank concerned would lose
the protection against a possible devaluation of the dollar that is in many
cases the essence of the swap drawing by the System. (That is, the protection is
afforded to the central bank by the fact that it has an outstanding contract to
sell dollars forward to the System at an established rate. If it then enters into
a forward purchase contract for the same value date at the same rate, it effec-
tively washes out 1ts protection,) To deal with this problem it was proposed that
the new forward contract include a conditional clause indicating that in the remote
event of a devaluation of the dollar this new forward contract would be considered
to be canceled.lj Furthermore, it was suggested that the System might agree
that a formal suspension of gold sales by the U. S. Treasury without an official
change in the price of gold would also result in a cancellation of the contract.

3) The new forward purchase by the System would be further qualified
to leave open the possibility that the System could acquire, at market rates,
currencies needed to prepay the swap to the extent that there was a reversal
in the market. That is, the new forward contract to buy currency at the rate
of the original swap drawing would cover only that portion of the outstanding
swap that it had proved impossible to liquidate through normal operationms.

This proposal appears to be acceptable to the Europeans--although
1t does not meet all their desires--while offering certain distinct advantages
to the System. It would eliminate windfall profits made by the Treasury, and
to some extent by the System, at the expense of foreign central banks under present
arrangements and protect the foreign central bank against the risk of loss in
operations under the swap. At the same time, it would preserve the basic

structure of operations under the swap lines and guarantee the System against

1/ See sample cadle attached.
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any risk of loss. At present, the System is exposed to a potential loss any

time that it makes a drawing when the sgpot rate for the foreign currency is

below its ceiling. If in such a case no reversal occurs and the System has to
liquidate the transaction through direct dealings with the central bank (in
association with Treasury sales of reserve assets); there is the possibility

that the spot rate could then be higher than it was at the time of the drawing,
thereby making the foreign currency more expensive for the System to acquire.
Although unusual, there have been such occurrences, Under this proposal

such a situation could not arise because the new forward contract would guarantee
that the System could acquire the necessary currency at the same rate as the
original swap. This may prove to be particularly important in coming years

when the EEC countries move to narrow the margin of fluctuation among their
currencies within the present dollar band. Under those circumstances, it is
entirely possible that the System could be called upon to make a swap drawing in
a case in which the central bank was maintaining an interim "ceiling" at a level
below the official EMA ceiling. If at the time of liquidation of the drawing, the
EEC band had been moved upward so that the currency in question, even if below
its formal ceiling, was above the rate at which the System had drawn, a loss would
be incurred., Such occurrences may arise, moreover, with greater and greater
frequency as the EEC succeeds in narrowing its band. The proposed new arrange-
ment would effectively protect the System against these potentially significant
losses. In addition, the new arrangement would protect the System against the
risk of loss in the event that a country to which the System was indebted under the
swap was to widen the margins against the dollar while a swap drawing was
outstanding and the spot rate was then to move above the old ceiling. Although
from time to time informal understandings have been reached concerning the

activation of the revaluation clause in such an instance, this situation is not
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covered in any formal way by the present revaluation clause, Thus, on
balance, thelﬁroposed change in procedures appears to offer significant
advantages to the System as well as eliminating a source of continuing

irritation among some of the System's swap partners.



DRAFT CABLE

DE NEDERLANDSCHE BANK

AMSTERDAM

I FOR VALUE (Date ~ Three Months Forward) WE BUY FRCM

YOU UP TO NG (AMOUNT of guilders drawn) AT RATE OF

(SPOT Rate, as per Swap Contract).

II IN THE REMOTE EVENT OF A DEVALUATICN OF THE

U, S, DOLLAR PRIOR TO THE VALUE DATE ABOVE,

THIS CONTRACT WOULD BE CONSIDERED TO BE CANCELLED,

90 | PLEASE CONFIRM

FEDERAL RESERVE BANK OF NEW YORK



STRICTLY CONFIDZNTIAL=-=F,R.

DATE: December 3, 1970

TO: Federal Osen Market Committee SUBJECT: Proposed modifica=~
tion of procedures to be
FROM: David E. Bodner employed in transactions

under certain swap lines

At the time of the November meeting of the B. I. S., representatives
of some of the IEC central banks approached Mr. Coombs to discuss the way
in which operations under the swap lines have affected their profit and loss
positions, It was agreed that representatives of the two central banks most
concerned about this question would come to New York to review it in greater
detail. O Ncvember 13 and 19 Messrs. P. Timmerman of the Nederlandsche
Bonk and F. Heyvaert of the Banque i'ationale de Belgique met with Mr. Coombs
and other officers of the Foreign Départment at the Hew York Bank. Tae two
representatives noted that, in the normal course of events, the debtor country
in the swap arrangements tendsto make a profit on operations. Thus, given
the usual cycle of market develooments, a country would draw when its currency
was weak and repay when it was strong and insofar as it operated in the market
at current rates it would make a profit over the cycle. Taey pointed out, howeve:
that given the small size of the Dutch and Belgian foreign exchange markets, in
general it has not proved possible for the System to reconstitute foreign exchang:
balances it acquired and disbursed under the swap arrangements except through
direct tramsactions with K the two central banks. Consequently, profits made by
the System on operations have come at the expense of foregone profits by the two
central banks., Moreover, in some cases in which System purchases or sales
of exchange with the central banks have not been exactly matched by offsetting
operations of those central banks with the market, the two central banks have,
in fact, suffered some losses., More generally, when it has not proved possible

to reverse the swaps through changes in market conditions and we have unwound
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our debtor position through IMF drawings by the Treasury, the Treasury has
made substantial windfall profits. These arise because the Treasury draws the
foreign currency at par from the IMF, while we repay swap drawings made at
or close to the ceiling., In the first instance, these windfall profits come at
the expense of the foreign central bank through a reduction in its foreign
exchange position. The two representatives expressed the view that these costs
in foregone profit opportunities and, on occasion, in actual bookkeeping losses,
had raised more and more questions within their banks, especially in view of
the existence in the swap arrangement of the revaluation clause in a context
in which they felt under pressure from the U. S. Government to revalue their
currency.

Messrs. Timmerman and Heyaert then proposed a new method
of operating under the swap arrangements. They suggested that all transactions
be handled at par, including not only drawings and repayments of the swaps
themselves, but also the secondary spot sale of the swap proceeds and final
reconstitutionof System balances to liquidate the swaps. It was explained to
them that such a solution would involve the System in extensive dealings in non-
market rates which, aside from certain legal problems which might be raised,
would constitute a fundamental change in policy on behalf of the Open Market
Committee, Mr, Timmerman then proposed that the same effect be achieved
by bringing the U, S. Treasury into the transactions: System swaps with the
central banks would be made as at present, but the System would then swap the
proceeds with the U, S. Treasury and the Treasury would sell the foreign
exchange balances to the central bank at par. At the time of liquidation, the
central bank would resell the currency to the Treasury at par and the swaps
between the Treasury and the System and the System and the central bank would

then be unwound. With all the swaps being reversed at the same rates at which
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they were made there would be no profit or loss incurred by any party to the
swap transaction.

This proposal was put to the Treasury, which did not find it
acceptable. Iforeover, it clearly had serious drawbacks from the view of
the Federal Reserve. An alternative proposal was then considered:

1) In any case in which the swap line has to be repaid through an"“~~'
Treasury drawing on the IifF, the Treasury would resell the foreign currency
proceeds of its drawing to the central bank concerned at par, rather than, as
at present, selling them to the System at the current market rate. This sale
would reduce the central bank's dollar position correspondingly and make room
for a direct transaction with the System to unwind the swap. In this manner,
the Treasury would forego the windfall profits that now accrue to it on such
Fund drawings. This procedure would be exactly analogous to what now occurs
when the Treasury sells gold or transfers SDRs to enable the System to repay
a swap drawing. The Treasury has this proposal under consideration.

2) Recognizing that, because of the limitations imposed on operations
by the small size of the Dutch and Belgian markets, it has proveé¢ necessary for
us to acquire balances to liquidate the swap through direct transactions with the
central banks, and recognizing that when the conditions that gave rise to the swap
drawing are not reversed within the normal time span it is necessary to liquidate
the swaps through such direct transactions, we might consider fixing the rate for
such transactions at the time of the initial activation of the swap. This would be
accomplished by entering into a forward contract under which the System would
purchase the currency needed to liquidate the swap, the rate on that contract to be
the market rate then prevailing, i.e., the same rate used for the swap drawing
itself. Thus, no profit or loss would accrue to either party to the extent a swap
was unwound in this manner. The execution of such a contract at the time of the

initial swap drawing, however, would complete the circle of spot and forward
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transactions in such a way that the foreign central bank concerned would lose
the protection against a possible devaluation of the dollar that is in many
cases the essence of the swap drawing by the System. (That is, the protection 1is
afforded to the central bank by the fact that it has an outstanding contract to
sell dollars forward to the System at an established rate. If it then enters into
a forward purchase contract for the same value date at the same rate, it effec-
tively washes out 1ts protection.) To deal with this problem it was proposed that
the new forward contract include a conditional clause indicating that in the remote
event of a devaluation of the dollar this new forward contract would be considered
to be canceled.l/ Furthermore, it was suggested that the System might agree
that a formal suspension of gold sales by the U. S. Treasury without an official
change in the price of gold would also result in a cancellation of the contract.

3) The new forward purchase by the System would be further qualified
to leave open the possibility that the System could acquire, at market rates,
currencies needed to prepay the swap to the extent that there was a reversal
in the market. That is, the new forward contract to buy currency at the rate
of the original swap drawing would cover only that portion of the outstanding
swap that it had proved impossible to liquidate through normal operations,

This proposal appears to be acceptable to the Europeans--although
1t does not meet all their desires~-while offering certain distinct advantages
to the System. It would eliminate windfall profits made by the Treasury, and
to some extent by the System, at the expense of foreign central banks under present
arrangements and protect the foreign central bank against the risk of loss in
operations under the swap. At the same time, it would preserve the basic

structure of operations under the swap lines and guarantee the System against

1/ See sample cadle attached.
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any risk of loss. At present, the System is exposed to a potentiéi loss afy

time that it makes a drawing when the spot rate for the foreign currency is

below its ceiling. If in such a case no reversal occurs and the System has to
liquidate the transaction through direct dealings with the central bank (in
association with Treasury sales of reserve assets), there is the possibility

that the spot rate could then be higher than it was at the time of the drawing,
thereby making the foreign currency more expensive for the System to acquire.
Although unusual, there have been such occurrences, Under this proposal

such a eituation could not arise because the new forward contract would guarantee
that the System could acquire the necessary currency at the same rate as the
original swap. This may prove to be particulariy important in coming years

when the EEC countries move to narrow the margin of fluctuation among their
currencies within the present dollar band. Under those circumstances, it is
entirely possible that the System could be called upon to make a swap drawing in
a case in which the central bank was maintaining an interim ''ceiling" at a level
below the official EMA ceiling., If at the time of liquidation of the drawing, the
EEC band had been moved upward so that the currency in question, even if below

its formal ceiling, was above the rate at which the System had drawn, a loss would
be incurred. Such occurrences may arise, moreover, with greater and greater
frequency as the EEC succeeds in narrowing its band, The proposed new arrange-
ment would effectively protect the System against these potentially significant
losses. In addition, the new arrangement would protect the System against the
risk of loss in the event that a country to which the System was indebted under the
swap was to widen the margins against the dollar while a swap drawing was
outstanding and the spot rate was then to move above the old ceiling, Although
from time to time informal understandinge have been reached concerning the

activation of the revaluation clause in such an instance, this situation is not



-6-

covered in any formal way by the present revaluation clause, Thus, on
balance, the prdpoeed change in procedures appears to offer significant
advantages to the System as well as eliminating a source of continuing

irritation among some of the System's swap partners.



DRAFT CABLE

DE NEDERLANDSCHE BANK

AMSTERDAM

I FOR VALUE (Date = Three Months Forward) WE BUY FRCM

YOU UP TO NG (AMOUNT of guilders drawn) AT RATE OF

(SPOT Rate, as per Swap Contract).

L § IN THE REMOTE EVENT OF A DEVALUATICN OF THE

U, S, DOLLAR PRIOR TO THE VALUE DATE ABOVE,

THLS CONTRACT WOULD BE CONSIDERED TO BE CANCELLED,

IIT . PLEASE CONFIRM

FEDERAL RESERVE BANK OF NEW YORK
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STRICTLY CONFIDENTIAL (FR)

The gist of Mr. Bodner's memorandum is that the foreign
departments of the Dutch and Belgian central banks are beginning to
doubt that the sacrifice of normal foreign exchange profits involved
in getting an exchange value guaranty on their dollar reserve gains
is worth it. On November 18 and 19 a discussion took place in New
York between their representatives and Mr. Coombs and other officers
of the New York Bank. Proposals were made by the visitors for changes
in methods of operating under the swap arrangement to give them
profits. The Federal Reserve could not agree to one of the proposals,
and the Treasury, which would have been involved in the other, found
it unacceptable. Mr. Coombs and his associates made a pair of
counter-proposals, complementary rather than alternatives, to achieve
the same end by other means. One of these proposals involves Treasury
actions and the Treasury has it under consideration. The other
Yappears to be acceptable to the Europeans."

At the FOMC meeting on November 17, Mr. Coombs had mentioned
that some of the Common Market central banks might raise the question
of losses they suffered under the present procedure, and he then said
that if such questions were raised he would distribute a memorandum

to the Committee. Mr. Bodner's memorandum carries out that promise.
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To: Mr. R. Solomon -2- STRICTLY CONFIDENTIAL (FR)

As I see it, the centrél question for the Treasury and the
Federal Reserve to consider in connection with these proposals is
whether the effects of our making exchange value guaranties available
to our swap partners are worth enough to the United States to justify
our amending long-established procedures in such a way as to provide
new financial incentives in order to encourage continued use of
exchange value guaranties. A second question -- if the first question
'is answered, "Yes, but," as I think it should be -- is whether the
specific amendments now being negotiated are as satisfactory from the
point of view of the United States as this memorandﬁm suggeéts they
are.’ I have some doubts, but I have nothing better to offer. In
this memorandum I shall discuss both these questions. 1In aq:appendix
I shall try to clarify the matter of how losses may be suffe:ed and

profits forgone by our swap partners under present arrangements.

The central question

Others may think the central question is whether or not to
maintain the highest possible degree of cooperation with the Common
Market central banks in exchange market operations.” From what
Mr. Coombs said at the last meeting, I take it that his view is that
if the Administration places a top priority on maintaining existing
exchange rates between the dollar and the Europeag currencies, then
everything possible should be done "to defend the dollar on the
exchange markets" while domestic policies are producing the necessary

, oA
adjustments. In Mr. Coombs's view, "if the United States were to

drift into a political bargaining encounter over the issue of whether

one parity was to be revalued or the other devaluéd, the very rationale

of the central bank swap operations would be called in question."




To: Mr. R. Solomon -3- STRICTLY CONFIDENTIAL (FR)

The outlook for the balance of payments is not yet so
clearly favorable or unfavorable that decisions can be made on the
basis of a once-for-ever choice between the two alternative policies
Mr. Coombs describes. Therefore, while not completely dismissing

"the rationale of central bank swap operations,'" we are not compelled
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