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Treasury and Federal Reserve
Foreign Exchange Operations

This quarterly report describes U.S. Treasury andauthorities pointed to improvement in Japan’s near-
System foreign exchange operations for the perioderm economic prospects and suggested that exces-
from April through June 1997. It was presented bysive yen depreciation might be addressed with
Peter R. Fisher, Executive Vice President, Federalintervention. The U.S. monetary authorities did not
Reserve Bank of New York, and Manager for Foreignundertake any intervention operations in the foreign
Operations, System Open Market Account. Gracexchange market during the quarter.
Sone was primarily responsible for preparation of the
report.
A SIGHT RISE IN THEINTRADAYVOLATILITY
During the second quarter of 1997, the dollar depreciOF THE DOLLAR
ated 7.3 percent against the Japanese yen but gained
4.2 percent against the German mark. On a tradeForeign exchange market volatility was slightly
weighted basis against other Group of Ten (G-10higher during the quarter, with the average daily
currencies, the dollar appreciated 1.0 peréehhe trading range for the dollar widening to 1.0 percent
contrast between the dollar’s performance against thagainst both the mark and the yen, compared with
yen and its performance against the mark primarilyaverage daily ranges of 0.9 percent experienced in
reflected broad-based yen strength and generalizatie first quarter of 1997 and 0.7 percent in the second
mark weakness. Early in the period, the dollar hadquarter of 1996.
initially continued the upward trend against the yen In the middle of the period, implied volatility on
that it had established in the previous quarter. How-dollar—mark and dollar—yen options moved higher as
ever, in the weeks after the April 27, Group of Seventhe dollar-yen exchange rate fell 8.5 percent during
(G-7) meeting, the yen appreciated as the Japanedday but tapered off as the dollar—yen exchange
rate stabilized in June. Dollar—yen implied volatility
1. The dollar's movements on a trade-weighted basis against ter.(1:mdfe.d the second quarter. only slightly hlg.her .than
irst-quarter close, while dollar—mark implied

major currencies are measured using an index developed by membe 1S ’ . )
of the staff of the Board of Governors of the Federal Reserve SystemVvolatility ended slightly lower. The dispersion of the

1. Spot exchange rate of the dollar against the Japanese yeh Spot exchange rate of the dollar against the German mark
and volatility implied by option prices, 1997:H1 and volatility implied by option prices, 1997:H1
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probability distribution of the future dollar—mark 5. U.S.interestrates, 1997:Q2
exchange rate one-month hence implied by currency

. . . Percent
options prices was little changed over the quarter but
became skewed toward a weaker dollar against the U ey

. . . . LSk orward rate agreement
yen, reflecting a higher cost of protection against a
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4. Differentials in ten-year bond yields, 1997:Q2
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Note. Data are daily.
Source. Bloomberg L.P.

Note. A 3x6 forward rate agreement (FRA) refers to the yield on a three-
month deposit with a value date three months hence and a maturity date six
months hence. Data are daily.

SOURCE. Reuters.

STRENGTHENING OF THEYEN AGAINSTOTHER
MAJOR CURRENCIES

The dollar began the quarter by continuing its upward
movement against the yen, supported by expectations
for further monetary tightening in the United States
and steady monetary policy in Japan. On April 8, the
spread between ten-year U.S. and Japanese govern-
ment bond yields widened to an eight-year high of
463 basis points. Market participants focused on a
reference to “persisting strength in demand” in the
press release after the March Federal Open Market
Committee (FOMC) meeting, which was viewed as
suggesting that the FOMC might apply more mone-
tary restraint than had been anticipated. Meanwhile,

6. Japanese interest rates, 1997:Q2
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Note. A 3x6 forward rate agreement (FRA) refers to the yield on a three-
month deposit with a value date three months hence and a maturity date six
months hence. Data are daily.

Source. Reuters.
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7. Japanese current account balance, 1992—May 1997
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Note. Data are monthly. Source. Bloomberg L.P.

market analysts became concerned that Japan’s ecofficial noted that the yen might strengthen to ¥103
nomic recovery was neither broad-based nor selfby year-end, a comment that was interpreted by mar-
sustaining and that there was a potential for negativé&et analysts as a warning against further yen depre-
effects from the April 1 consumption tax hike; there ciation. Also, U.S. officials indicated their agreement
were also concerns about strains in the Japaneseith Japan’s concern about yen depreciation. In addi-
financial sector. tion, Japanese officials commented that the Japanese
In this perceived dollar-supportive environment economic recovery was stronger than perceived by
there was no immediate reaction to the April 27, G-7market participants and that an interest rate hike
statement, which emphasized the importance otould occur sooner than expected. Against this back-
avoiding exchange rate levels that could lead to thedrop, the Nikkei began to rise, closing above the
reemergence of large external imbalances. On May 120,000 level on May 6 for the first time in 1997;
the dollar rose to a fifty-six-month high of ¥127.50, yields on the benchmark ten-year Japanese govern-
as the yen depreciated against most major currenciement bond increased; and the yen started to appreci-
However, initial releases of economic data for April ate against a broad range of currencies. Contributing
appeared to suggest that the Japanese economy wasthe yen’s broad-based strength was the apparent
not as adversely affected by the consumption tax hikeinwinding of yen-financed positions in emerging
as had been anticipated. Concurrently, Japanese offi-
cials began hinting at the possibility of intervention

to support the yen. In particular, a Ministry of Finance
9. Value of the yen against selected currencies, 1997:Q2
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market currencies, a move that was exacerbated blgroad participation in the European monetary union
reports of worsening current account deficits and(EMU). In addition, expectations of steady monetary
downwardly revised economic growth forecasts inpolicy in Germany, supported by reports that German
countries such as Thailand and the Czech Republic. unemployment remained at high levels, contributed
Later in the period, market attention again shiftedto the weakness of the mark. Although the yield
toward signs of a softer Japanese economy aftedifferential between U.S. and German ten-year
releases of data implied a two-tiered economic recovbonds narrowed 20 basis points, to end the quarter at
ery led by the export sector. However, the yen90 basis points, the dollar continued to move higher
remained firm amid heightened concerns over posagainst the German mark as market participants
sible intervention to stem any renewed yen weaknesgocused on developments in Europe.
These concerns were prompted by indications of a In May, the German mark firmed somewhat as
widening Japanese trade surplus and comments fromhoubts about the likelihood of a timely start to the
U.S. officials suggesting that Japan should avoid arEMU reemerged. This uncertainty reflected both the
export-led recovery. Meanwhile, market participantsprospects for a Socialist victory in the French elec-
started to scale back their expectations for U.S. monetions and the criticism raised regarding the German
tary tightening after the release of data on retail salegovernment’s proposal to revalue the Bundesbank’s
and housing, both of which were viewed as indicat-gold reserves. At this time, the dollar—-mark exchange
ing moderating consumer demand. rate moved from around DM 1.73 to near DM 1.68.
The U.S.-Japan ten-year bond-yield spread narHowever, by mid-June, the dollar—mark exchange
rowed from its eight-year high of 463 basis points onrate moved back above DM 1.73, toward levels seen
April 8, to end the period at 391 basis points. On ain April, as earlier market doubts about a timely
trade-weighted basis, the yen appreciated 9.2 percefdunch to EMU dissipated. Reports that France and
during the second quarter. Against the AustralianGermany would have difficulty strictly meeting the
dollar, Swiss franc, and British pound the yen appre-Maastricht reference value of 3 percent deficit-
ciated 12.5 percent, 9.0 percent, and 6.3 percertb-gross domestic product, combined with assertions
respectively. from French and German officials of their commit-
ment to start the EMU on time, made it appear
increasingly likely that the EMU would start with a
SUPPORT OF THEDOLLAR-MARK EXCHANGE broader set of countries. During the second quarter,
RATE BYBROAD GERMAN MARK WEAKNESS the mark depreciated more than 4.0 percent against
the U.S. dollar and Japanese yen, and more than
Over the reporting period, the German mark wasl2.0 percent against the British pound. On a trade-
pressured lower by growing market expectations ofweighted basis, the German mark depreciated 2.4 per-
cent during the period.

10. German interest rates, 1997:Q2
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TREASURY ANOFEDERAL RESERVEFOREIGN German and Japanese government securities held
EXCHANGERESERVES either directly or under repurchase agreement. As of
June 30, outright holdings of government securities

The U.S. monetary authorities did not undertake anyoy U.S. monetary authorities totaled $7.4 billion.
intervention operations this quarter. At the end of theJapanese and German government securities held
quarter, the current values of the German and Japainder repurchase agreement are arranged either
nese yen reserve holdings totaled $18.0 billion for thehrough transactions executed directly in the market
Federal Reserve System and $15.1 billion for theor through agreements with official institutions. Gov-
Exchange Stabilization Fund. ernment securities held under repurchase agreements

The U.S. monetary authorities invest all of their by the U.S. monetary authorities totaled $11.8 billion
foreign currency balances in a variety of instrumentsat the end of the quarter. Foreign currency reserves
that yield market-related rates of return and have are also invested in deposits at the Bank for Interna-
high degree of liquidity and credit quality. A sig- tional Settlements and in facilities at other official
nificant portion of these balances is invested ininstitutions.

1. Foreign exchange holdings of U.S. monetary authorities based on current exchange rates, 1997:Q2
Millions of dollars

Quarterly changes in balances by source
e Balance, currenc Balance,
Mar. 31, 1997 | Net purchases Impact of Investment valuatior): June 30, 1997
and sales sale$ income adjustments
FEDERAL RESERVE
Deutsche marks ......................\ . 12,113.8 .0 .0 87.3 -529.5 11,671.7
Japanese Yen. . ...........ooiiiiiiinins . 5,761.5 .0 .0 4.5 456.1 6,222.1
Interest receivablés. ................... b 76.4 C . C C. 73.2
Other cash flow from investmerits. . .. .. -1.6 . C C. . 2.9
Total .o .. 17,950.1 S C C L 17,969.8
U.S. TREASURY
EXCHANGE STABILIZATION FUND
Deutsche marks ....................... . 6,131.3 .0 .0 45.1 —268.0 5,908.4
Japanese Yen. . .........co.eiiiiiiinins . 8,445.4 .0 .0 6.8 667.2 9,119.4
Interest receivablés. ................... b 40.0 L . A L 40.4
Other cash flow from investmertts. ... .. -3.8 e C C . 10.4
Total ..o .. 14,6129 S C C C 15,078.6
NotE. Figures may not sum to totals because of rounding. 3. Foreign currency balances are marked to market monthly at month-end
1. Purchases and sales include foreign currency sales and purchases relatecetachange rates.
official activity, swap drawings and repayments, and warehousing. 4. Interest receivables for the ESF are revalued at month-end exchange rates.

2. Calculated using marked-to-market exchange rates; represents the diffetnterest receivables for the Federal Reserve System are carried at average cost
ence between the sale exchange rate and the most recent revaluation exchargfeacquisition and are not marked to market until interest is paid.
rate. Realized profits and losses on sales of foreign currencies computed as the5. Cash flow differences from payment and collection of funds between
difference between the historic cost-of-acquisition exchange rate and the salquarters.
exchange rate are shown in table 2.
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Net profits or losses-f on U.S. Treasury 3. Currency arrangements, June 30, 1997

and Federal Reserve foreign exchange operations Millions of dollars
based on historical cost-of-acquisition exchange rates,

1997:Q2

Millions of dollars

Note. Figures may not sum to totals because of rounding.
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