Treasury and Federal Reserve
Foreign Exchange Operations

This quarterly report describes U.S. Treasury and0.6 percent in the third quarter of 1996. Implied
System foreign exchange operations for the periodrolatility on one-month dollar—mark options rose to
from July through September 1997. It was presenteds highest levels this year, peaking in late August
by Peter R. Fisher, Executive Vice President, Federahfter the dollar reached eight-year highs against
Reserve Bank of New York, and Manager, Systerthe mark. One-month dollar—yen implied volatility
Open Market Account. Andrew Jewell was primarily moved higher over the quarter, but fell short of this
responsible for preparation of the report. year’'s peak levels established in May.

During the third quarter of 1997, the dollar appreci-
ated 5.0 percent against the Japanese yen and Q'S P r_ Spot exchange rate of the dollar against the German mark
cent against the German mark. On a trade-weighted  4nq volatility implied by option prices, 1997:Q2-Q3

basis against other Group of Ten (G-10) currencies
the dollar appreciated 1.4 percéntThe dollar  GemanmaksperU.S dollar IR SRS
reached eight-year highs against the mark in early

August, driven by market perceptions that the Euro-19 —  one-month volatilities
pean Economic and Monetary Union (EMU) would S
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“weak” single currency. Those gains were later 1s0 95
reversed amid growing perceptions that the Bundes- 920
bank might tighten monetary policy. The dollar rose **® 85
against the yen as a series of Japanese economic data, 8.0
releases dampened earlier optimism for a near-term 7.5

improvement in Japan’s economic prospects gnd re- Am. Mm a2y Aw et
duced expectations for a rise in Japanese interest 1997

rates. However, the dollar's rise was restralned' DY Nore. Data are daily.

renewed concerns over U.S.-Japan trade relations.source. Federal Reserve Bank of New York; Reuters.
The U.S. monetary authorities did not undertake any

intervention in the foreign exchange markets during
the quarter.

2. Spot exchange rate of the dollar against the Japanese yen
and volatility implied by option prices, 1997:Q2-Q3
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The dollar’s intraday volatility continued to rebound

from the unusually low levels recorded in 1996. The
average daily trading range against the mark and the"*®
yen rose to 1.1 percent, compared with average daily

ranges of 1.0 percent in the previous quarter and* — Spot exchange rate— 8
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1. The dollar's movements on a trade-weighted basis against ten
major currencies are measured using an index developed by staff Nore. Data are daily.
members of the Board of Governors of the Federal Reserve System. Source. Federal Reserve Bank of New York; Reuters.
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EXPECTATIONS OFSTEADY MONETARYPOLICY year. Against the background of relatively stable U.S.
ENCOURAGED BY AENIGN U.S. NFLATIONARY monetary policy expectations, the dollar responded
ENVIRONMENT primarily to developments elsewhere.

Developments in the dollar occurred amid continued
signs of moderate growth and expectations of stabléRETREAT OF THEDOLLAR FROMEIGHT-YEAR
monetary policy in the United States. In July, the HIGHS AGAINST THEMARK
yield on the benchmark thirty-year U.S. Treasury
bond fell to a seventeen-month low of 6.30 percent,The dollar began the period by extending its gains
and the yield curve reached its flattest level in twenty-against the mark from the previous quarter, reaching
nine months. The rally in Treasury prices was sup-an eight-year high of DM 1.8913 on August 6. Early
ported by a perceived decline in inflationary risk, in the period, the German mark was pressured lower
expectations of moderating economic growth in theagainst a wide range of currencies by growing market
third quarter, and anticipation of reduced future bor-expectations that the EMU would proceed with a
rowing needs given the improving U.S. fiscal situa-broad group of countries and result in a “weak”
tion. In his Humphrey—Hawkins testimony on July 22 single currency. On July 21, in response to a public
and 23, Federal Reserve Board Chairman Alaraudit forecasting a 1997 budget deficit of 3.5 to
Greenspan noted that measured inflation was “loweB.7 percent of gross domestic product (GDP), the
now than when the [U.S.] expansion began” andnewly elected French government reassured market
showed “little tendency to rebound of late.” participants of its commitment to the EMU by
In August, a stronger-than-expected report fromannouncing deficit-reduction measures designed to
the National Association of Purchasing Managerdower the deficit to levels modestly above the Maas-
coupled with larger-than-expected employment gaindricht reference value. Subsequent remarks by Ger-
prompted some market participants to express conman officials suggesting that France’s situation was
cern that third-quarter growth might be stronger thamot inconsistent with a timely start to the EMU
anticipated. However, in mid-September, weak con+einforced market perceptions that the Maastricht cri-
sumer price index (CPI) data were viewed as oncederia could be interpreted flexibly. Continued high
again confirming the low inflation environment, push- German unemployment and the government’s failure
ing down the benchmark U.S. Treasury bond yield 180 agree on tax reform supported the view that Ger-
basis points, to 6.40 percent, in one day. Reflectingnany itself might fail to strictly meet the 3.0 percent
market sentiment that the Federal Open Market Comeleficit criterion, suggesting, in turn, that Germany
mittee (FOMC) would not change current policy in would not block broad EMU patrticipation. Expecta-
the benign inflationary environment, federal fundstions for a broad EMU supported declines in long-
futures contracts continued to suggest only a modederm interest rates in Spain and Italy, where ten-year
chance for a hike in interest rates by the end of thegovernment bond yields converged to record low
spreads over comparable German yields.

3. U.S. interest rates, 1997:Q3

4. German government benchmark two-year bond yield,
1997:Q3
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NotE. A 3x6 forward rate agreement (FRA) refers to the yield on a three- July Aug. Sept.
month deposit with a value date three months hence and a maturity date six 1997
months hence.
Data are daily. Norte. Data are daily.

Source. Reuters. Source. Bloomberg L.P.
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The dollar’s retreat from its highs in August was September reduced expectations for an immediate
triggered by comments from Bundesbank officialsBundesbank tightening, market participants increas-
that were viewed as suggesting that the Germaingly accepted the notion that German official rates
central bank might raise interest rates to stem furthewould need to rise before the announcement of final
depreciation of the mark. At its final council meeting EMU bilateral conversion rates in the spring of 1998.
before the summer recess, the Bundesbank left it$hree-month interest rates three months hence, as
key repurchase rate unchanged for only the first twamplied by forward rate agreements, ended the period
weeks of the four-week intermeeting period, prompt-at 3.59 percent, 42 basis points above June 30 levels.
ing discussion that the central bank was preserving
flexibility to raise rates. In August, the Bundesbank
announced that it was returning to its previous pracRENEWEDPESSIMISM INJAPAN WEIGHS
tice of setting the repurchase rate each week, insteadN THE YEN
of setting the rate for two weeks. Heightened discus-
sion of a rate hike weighed on the short end of theAfter falling sharply in May, the dollar resumed its
German yield curve, with yields on two-year govern- upward trend against the yen through the third quar-
ment bonds ending the quarter 60 basis points abovier as market participants reassessed earlier expec-
their trough in early July. Interest rates implied by tations of tighter monetary conditions in Japan. Opti-
forward rate agreements rose to reflect increased mamism for a near-term acceleration in economic
ket expectations for tighter monetary policy. growth, fueled in part by official comments in May,

Market participants also focused on commentsgave way to renewed pessimism after a series of data
from Bundesbank officials for signals of a shift in releases that were weaker than expected revealed
policy. Although Bundesbank President Tietmeyersigns of a buildup in inventories and persistent weak-
indicated in August that more economic data wereness in consumer demand. In the summer issue of
needed before the Bundesbank could decide tits Quarterly Economic Outlookhe Bank of Japan
change policy, and that M3 growth remained “at theacknowledged that the economic recovery was
top of the hierarchy” of policy inputs, Bundesbank “unlikely to gather significant momentum, as a result
Chief Economist Issing later remarked that the “turn- of fragility in some sectors, as well as the continued
ing point” in German inflation had been reached andbalance-sheet adjustment pressure.” Data released on
warned that all indicators were “moving in the wrong September 11 showed that in the second quarter, the
direction.” Meanwhile, regional CPI data, second- Japanese economy contracted 2.9 percent from the
quarter GDP data, business confidence, and impogrevious quarter and 11.2 percent annually, confirm-
price data appeared to some market participants tog the lingering effects of the April consumption tax
corroborate claims that the German economy wasike. As the dollar moved back above the ¥120 level,
picking up speed and inflationary risks were grow-market participants focused increasingly on trade
ing. While the recovery of the mark in August and issues. Comments by U.S. officials expressing con-
cern over Japan’s trade surplus and its commitment
to demand-led growth were perceived by market
participants as reflecting ongoing bilateral trade fric-
Percent tions and prompted greater caution about extending
long dollar—yen positions. Official statements from
the September Group of Seven (G-7) meeting in
Hong Kong were interpreted as strengthening the
language of the April G-7 meeting and, in particular,
cautioning against yen depreciation.

Developments in Southeast Asian financial mar-
kets exacerbated the negative sentiment in Japan. In
the previous quarter, expectations of rising Japanese

5. German interest rates, 1997:Q3

German 3x6 forward rate agreement

Three-month Euromark deposit yield interest rates contributed to mounting pressure on
W : o : = | Southeast Asian currencies as investors covered yen-
Y 199?7' ' financed positions, while perceptions of weakening

, economic fundamentals in Southeast Asia further

NotE. A 3x6 forward rate agreement (FRA) refers to the yield on a three- . i
month deposit with a value date three months hence and a maturity date sipressured financial markets. In early July, the Bank of
months hence. Thailand abandoned its basket currency peg regime,

Dat. daily. . . . .
Sourcr. Reters. allowing the Thai baht to depreciate sharply against
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6. Japanese government benchmark two-year bond yield, 8. Dollar—yen one-month risk reversals, 1997:Q3
1997:Q3

Percent

| July Aug. Sept.
July Aug. Sept. 1997
1997 Note. Risk reversals are option positions consisting of a short (written) put
Notk. Data are daily. and a long (purchased) call that mature on the same date and are equally
Source. Bloomberg L.P. out-of-the-money. The price of a risk reversal indicates whether the call or the

put is more valuable. If the price is positive, the call is at a premium, indicating
that the market is willing to pay more to insure against the risk that the dollar
will rise. If the price is negative, the put is at a premium, indicating that the

L . market is willing to pay more to insure against the risk that the dollar will fall.
the dollar. The crisis in Thailand spread to other Dataaredai.%, i ’

countries in the region, with the Indonesian rupiah, Source. Reuters.
the Malaysian ringgit, and the Philippine peso weak-
ening significantly against the dollar after decisions
to move to more flexible exchange rate regimesmark ten-year Japanese government bond fell to
Despite diminishing expectations of higher rates inrecord lows, dropping below 2.00 percent in late
Japan over the course of the period, Southeast Asiafugust and ending the quarter at 1.87 percent. The
currencies remained under pressure and regionapread between ten-year U.S. and Japanese govern-
equity markets weakened. The perceived loss of comment bond yields widened as much as 55 basis points
petitiveness of Japanese exports to other Asiafrom an intra-period low of 358 basis points set on
markets given the effective devaluation of severaljuly 22. Equity market sentiment was dampened by
regional currencies was seen as another factor weigltoncerns over the health of the construction sector
ing on the yen. and by racketeering scandals in the financial sector.
Japanese bonds gained and equities weakenefh a reversal of the gains achieved in the previous
reflecting the view that renewed growth was fartherquarter, the Nikkei-225 index fell 13.2 percent. Mar-
off than had been expected. The yield on the benchket participants scaled back expectations for an end
to the Bank of Japan’s accommodative monetary
policy, with forward rate agreements suggesting
7. Japanese interest rates, 1997:Q3 expectations for virtually no change in policy through
the end of 1997. Prices of one-month risk reversals
for dollar—yen, which had been skewed since May to
favor yen call options, flipped to favor dollar call
options in late July, reflecting a higher cost for insur-
— 65 ance against further dollar gains against the yen.

Percent
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Sy A = The U.S. monetary authorities did not undertake any

1997 intervention operations this quarter. At the end of the

NotE. A 3x6 forward rate agreement (FRA) refers to the yield on a three- quarter’ the current values Of the German mark.a'nd
month deposit with a value date three months hence and a maturity date sidapanese yen reserve holdings totaled $17.5 billion
months hence. for the Federal Reserve System and $14.6 billion for

Data are daily. i .
Sourck. Reuters, Bloomberg L.P. the Exchange Stabilization Fund.
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The U.S. monetary authorities invest all of their Japanese and German government securities held
foreign currency balances in a variety of instrumentsunder repurchase agreement are arranged either
that yield market-related rates of return and have d@hrough transactions executed directly in the market
high degree of liquidity and credit quality. A signifi- or through agreements with official institutions. Gov-
cant portion of these balances is invested in Germaernment securities held under repurchase agreements
and Japanese government securities held directly diy the U.S. monetary authorities totaled $11.2 billion
under repurchase agreement. As of September 3@t the end of the quarter. Foreign currency reserves
outright holdings of government securities by U.S.are also invested in deposits at the Bank for Interna-
monetary authorities totaled $6.9 billion. tional Settlements and in facilities at other official

institutions. O

1. Foreign exchange holdings of U.S. monetary authorities based on current exchange rates, 1997:Q3
Millions of dollars

Quarterly changes in balances by source
@i Balance, Currenc Balance,
June 30, 1997 Net purchaseq Impact of Investment valuatior): Interest accrual Sept. 30, 1997
and sales sales income adjustments (net) and oth%
FEDERAL RESERVE
Deutsche marks ................... . 11,6717 .0 .0 89.9 -152.1 .0 11,609.5
Japanese yen...................... . 6,222.1 .0 .0 4.5 -311.4 .0 5,915.2
Interest receivablés. ............... 73.2 C. L. . . B 7359
Other cash flow from investmerfts . . 28 600 600 600 000 -9.0 -6.1
Total oo . 17,969.9 L S 94.4 -463.5 -8.7 17,592.1
U.S. TREASURY
EXCHANGE STABILIZATION FUND
Deutschemarks ................... b 5,908.4 .0 .0 45.9 -77.0 .0 5,877.3
Japanese yen...................... . 9,119.4 .0 .0 6.0 -450.4 .0 8,675.0
Interest receivablés................ 39.08 C S C C. 53:0 36.0
Other cash flow from investmerfts . . 10.4 . A C C —22.4 -12.0
Total ..o . 15,077.2 . . 51.9 -527.4 -25.4 14,576.3
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. 6. As of May 31, 1997.

Tables 2 and 3 appear on page 952.
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3. Currency arrangements, September 30, 1997
Millions of dollars

2. Net profits or losses-f on U.S. Treasury
and Federal Reserve foreign exchange operations
based on historical cost-of-acquisition exchange rates,
1997:Q3

Millions of dollars

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