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March 9, 1990

TO: Federal Open Market Committee Subject: Task Force on System
Foreign Currency Operations

FROM: Sam Y. Cross and Edwin M. Truman

STRICTLY CONFIDENTIAL (FR)
Class I - FOMC

Introduction

At the August 22, 1989 meeting of the Federal Open Market
Committee, the FOMC endorsed Chairman Greenspan's proposal to establish a
task force under our joint direction to review System foreign currency
operations from an historical and institutional perspective and to provide
the Committee with a report in about six months.

To this end, we commissioned 11 papers that review essentially all
aspects of System foreign currency operations: the legal basis for our
operations and formal FOMC oversight procedures; U.S. intervention policy,
strategy and tactics as they have evolved over the past 30 years; the
institutional framework for decision making on these matters in this
country and in major foreign countries; resources for financing U.S.
intervention (principally balances of foreign currency and drawings on the
swap network); and a number of analytical issues.1 Near-final versions of
these papers and the issues they raised were discussed at an all-day

conference of Research Directors at the Board on February 23.

1. The 11 papers were prepared by members of the staffs of the Board of
Governors and the Federal Reserve Bank of New York, with comments from
others. Steven A. Meyer (Federal Reserve Bank of Philadelphia) and John
P. Judd (Federal Reserve Bank of San Francisco) participated actively in
the work of the Task Force, contributing to the design of the overall
project, commenting on the papers at various stages of their preparation,
and participating in the conference of Research Directors.
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Section I of this overview memorandum provides a brief summary of
the 11 papers in the order in which they are included in this binder.
Section II offers some observations on some of the major topics considered.
Section III suggests some issues that the FOMC may want to discuss at its
meeting on March 27.

I. Summary of Task Force Papers

The Task Force'’s papers total about 350 pages, not including
appendices. There is considerable overlap among some of the papers; it was
our view that it was desirable for each paper to stand alone as part of a
more or less consistent whole. The authors have endeavored to make their
substance reasonably accessible by including detailed tables of contents
and summaries. (Readers will find that the papers also include a wealth of
statistical information about U.S. and System foreign currency operations
over the past 30 years.) We provide in the following few pages a very
brief reader'’s guide to the 11 papers.

The first group of two papers covers the legal bases of System
foreign currency operations and the evolution of formal procedures for FOMC
oversight of these operations.

Before the System resumed operations in foreign currencies in 1962
(at the request of the U.S. Treasury) after a hiatus of almost thirty
years, an extended investigation of the legal authority to do so was
undertaken. Questions arose because the Gold Reserve Act of 1934
established the Exchange Stabilization Fund (ESF) of the U.S. Treasury for
the purpose of stabilizing the exchange value of the dollar. Although the
Act did not state that the System could no longer engage in foreign
exchange operations, the Federal Reserve did not conduct such operations

for many years after the passage of the Act.
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Paper #1 ("Legal Bases for System Foreign Currency Operations")
reviews the analysis developed in a memorandum prepared by the FOMC's
General Counsel, Howard Hackley, in 1961, which found'the legal basis for
System foreign currency operations in provisions of the Federal Reserve Act
that authorize Federal Reserve Banks to purchase and sell cable transfers
(foreign exchange), bankers’ acceptances, and bills of exchange in the open
market; to open and maintain accounts in foreign countries; and to appoint
correspondents and agencies in foreign countries. The paper also reviews
the legal reasoning that allowed the System to establish the swap network
and to engage in warehousing operations with the.ESF and the Treasury.
Finally, the paper notes the System’s authority has been strengthened by
subsequent review and actions of Congress, including the amendment of the
Federal Reserve Act in 1980 for the express purpose of permitting the
System to invest its foreign exchange reserves in obligations of foreign
governments.

Paper #2 ("Evolution of Formal Procedures for FOMC Oversight of
System Foreign Currency Operations") reviews System operations prior to
1934, the Committee’s deliberations in 1961 and early 1962 on the
resumption of foreign currency operations, and the evolution of the FOMC's
foreign currency instruments (Authorization, Directive, and Procedural
Instructions), which provide direction and oversight to these operations.
Appendices include a 1961 letter from the Secretary of the Treasury to the
Chairman requesting that the System resume foreign currency operations,
documentation of changes in the foreign currency instruments (including
copies of the current instruments approved at the February 6, 1990,
meeting of the Committee), and a comprehensive list of memoranda to the

Committee on matters pertaining to System foreign currency operations.
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After an initial trial period, the Authorization and Directive emerged in
recognizable form in 1966 and have been subject to one major overhaul in
1976 after it was clear that there would not be a quick return to the par
value system of exchange rates. At that time, the Procedural Instructions
were also introduced to provide more systematic oversight of System
operations.

The second group of three papers deals with U.S. exchange rate
policy, intervention objectives, and intervention tactics.

Paper #3 ("The Evolution of U.S. Exchange Rate Policy") reviews
U.S. policy over the period from 1958 to the present, with major emphasis
on the evolution of policy during the floating rate period. The overriding
objective of U.S. policy under the Bretton Woods system was to maintain the
par value system of fixed exchange rates, based on a U.S. dollar
convertible into gold at an unchanged par value. Direct U.S. exchange
market intervention was minimal, but a wide variety of other policies were
used to protect the U.S. gold stock and, thus, the credibility of dollar
convertibility. U.S. exchange rate policy under floating rates is not so
easily summarized. The basic statement of policy has been to counter
"disorderly market conditions". However, the execution of that policy has
included periods when that policy has been narrowly defined and
intervention has been limited to small amounts on rare occasions as well as
periods when that policy has been broadly defined and operations have been
more extensive and frequent.

Paper #4 ("Historical Review of System Objectives and the Use of
Intervention") presents a comprehensive description of U.S. and System
intervention operations from the early 1960s to the present. It reviews

intervention in specific episodes and with different exchange market
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objectives: countering disorderly market conditions both narrowly and
broadly understood, repayment of debt and building-up of owned reserves,
and fostering exchange market stability. The paper ihcludes extensive
statistical information on intervention operations since March 1973.

Paper #5 ("Review of Approaches and Tactics of Intervention in the
Context of Changing Market Conditions, Policy and Objectives") describes
the techniques used by the Desk in its execution of intervention policy.

It discusses the specific objectives and conditions, as well as the various
approaches and constraints under which the Desk operates. It also
comments on the structure of the foreign exchange market and its
evolution. It describes how the operations of the Foreign Exchange Desk ,
differ from those of the Open Market Desk and relates these differences to
the nature of the markets in which the two Desks are operating and the
nature of their respective objectives. The paper also presents an
evaluation of the results of the Foreign Exchange Desk’'s operations during
the period of floating exchange rates in the context of different specific
objectives for those operations and a variety of conditions at the time
they were undertaken.

The third group of papers deals with Federal Reserve-Treasury
coordination of U.S. intervention policy and its formulation and with the
organization of foreign currency operations in other major countries.

Paper #6 ("Federal Reserve-Treasury Coordination") reviews the
extensive record of coordination of intervention operations between the
Federal Reserve and the Treasury and the manifestation of that coordination
in the form of letters between the Secretary of the Treasury and the
Chairman of the Federal Reserve, testimony to Congress, and correspondence

with the Congress. Copies of the relevant documents are appended to the
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paper. The paper also describes how the process of Treasury-Federal
Reserve consultation has worked in practice during the period of
generalized floating where the Treasury has specified Ithe basic U.S.
policy, but the System has played an active role in policy formulation and
implementation and has often acted as a kind of "balance wheel" to Treasury
policy shifts.

Paper ##7 ("Review of Organization of Foreign Currency Operations
in other G-7 Countries and Switzerland") outlines exchange rate policy in
each of the other G-7 countries and Switzerland. It also discusses the
division of responsibilities between central banks and finance ministries
in this area, coordination of foreign currency operations, and the
relationship to monetary policy including the extent to which the effect of
operations on the central bank’s balance sheet are sterilized (the norm for
most major countries). Finally, the paper describes the operational
aspects of intervention activities in each of these countries today in
terms of tactics and frequency of operations.

The fourth group of papers includes two papers on the financing of
U.S. intervention: one reviews the history of U.S. holdings of foreign
currency balances and the other reviews the history of the Federal
Reserve’s reciprocal currency arrangements ("Swap" Network).

Paper #8 ("Historical Review of U.S. Official Holdings of Foreign
Currencies”) traces the shifts in System and Treasury foreign exchange
assets and liabilities from 1962 to the present. The U.S. monetary
authorities "net open position" (that is, foreign currency assets minus
liabilities) was negative until late 1980, at which time foreign currency
balances were acquired in an amount which exceeded liabilities for the

first time. The paper also discusses the investment facilities for U.S.
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foreign exchange balances and contains a review of System warehousing
operations for the Treasury. The paper contains a comprehensive set of
charts and tables.

Paper #9 ("Historical Review of Reciprocal Currency Arrangements")
reviews the provisions and mechanics of the swap arrangements, changes in
the terms and conditions that have been made (mostly after floating
exchange rates became the norm), and the history of the use of the swap
network. In the 1960s and 1970s, the swap network was used extensively by
both the Federal Reserve and other industrial countries. Since 1980, the
System has not drawn on the network; since a drawing by Sweden in 1981 and
by the BIS in 1982, the only drawings have been by the Bank of Mexico. The
paper concludes with a brief assessment of the usefulness and limitations
of the swap network as it has evolved along with the international monetary
system. This paper also provides a comprehensive set of historical
statistics.

The final set of papers covers some analytical aspects of foreign
currency operations: one assesses the profitability of U.S. and System
foreign currency operations and the other reviews the research literature,
focusing primarily on the issue of the effectiveness of intervention.

Paper #10 ("Profits and Losses in U.S. and System Foreign
Currency Operations") examines some of the conceptual and methodological
issues in measuring the profitability of foreign currency intervention.

The paper recognizes that profitability should not be the only nor even the
major criterion for evaluating foreign exchange market intervention. It
presents a qualitative overview of the profits and losses associated with
U.S. pre-March 1973 operations. For U.S. operations since March 1973, the

paper employs a specific analytical framework for estimating the
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profitability of U.S. operations. The paper concludes that, on balance,
over the whole period since 1973 U.S. foreign currency operations have been
profitable. That conclusion is sensitive to the fact that at present our
foreign currency balances are at record levels, and future changes in
exchange rates can substantially alter the profitability.

Paper #11 ("Foreign Currency Operations: An Annotated
Bibliography") primarily reviews the empirical research literature. Most
of the paper is devoted to studies of the effectiveness of intervention; it
covers work done for the 1982-83 Working Group on Exchange Market
Intervention mandated by the Versailles economic summit as well as
subsequent research. The paper describes the analytical framework within
which most of this research has been conducted and the two principal
channels through which economic theorists have suggested that sterilized
intervention has its effects: the so-called portfolioc balance channel
operating through changes in supplies of domestic- and foreign-currency
bonds that are imperfect substitutes and the so-called expectations or
signalling channel through which such changes in supplies cause changes in
expected future exchange rates. The great bulk of formal statistical tests
of the effectiveness of sterilized intervention operating through the so-
called portfolio balance channel (influencing the relative supplies of
bonds denominated in different currencies) have not found a quantitatively
significant effect for sterilized intervention. 1In all of the much smaller
number of studies of the so-called expectations chammel (influencing the
expected future exchange rate), intervention has been found to have had at
least some statistically significant effect; most of these studies did not
assess the quantitative significance of the effects that the researchers

found.
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Other sections of the paper cover studies of the profitability of
intervention, intervention reaction functions, and work related to the
substitutability of assets denominated in different currencies. A final
section of the paper presents some research done at the Board for the Task
Force on the question of the effects of intervention on the volatility of
interest rates; the statistical work shows that U.S. interest rates are no
more volatile in periods of heavy or moderate U.S. intervention than in
periods of little or no U.S. intervention.

II. Observations

1. U.S. Exchange Rate Policy

U.S. exchange rate policy is established by the Secretary of the
Treasury (and, ultimately, the President) within the framework of (a) the
Federal Reserve Act, the Gold Reserve Act of 1934, and the Bretton Woods
Agreements Act as amended and (b) international understandings (for example
within the Group of Seven (G-7)). That policy has evolved over time as the
international monetary system and the world economy have changed. The
current statement of U.S. policy, notified to the IMF as required by
Article IV of the IMF Articles of Agreement, is:

The U.S. authorities do not maintain margins in respect of

exchange transactions, and spot and forward exchange rates are

determined on the basis of demand and supply conditions in the
exchange markets. However, the authorities intervene when
necessary to counter disorderly market conditions in the exchange
market or when otherwise deemed appropriate.

The Federal Reserve historically has been and continues to be an
active and constructive participant in the process of formulating and
implementing U.S. exchange rate policy, a traditional role of central

banks. As U.S. Alternate Governor of the IMF and as a participant in G-7

meetings of finance ministers and central bank governors, the Chairman of
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the Federal Reserve reflects the views and concerns of the System as
appropriate.

2. Federal Reserve Relations with the U.S. Treasur

The Federal Reserve resumed foreign currency operations in 1962 at
the request of the U.S. Treasury, in part, to supplement the resources
available to the Treasury's Exchange Stabilization Fund (ESF) and, in part,
because such operations were viewed as appropriate for the central bank.

It has always been clear what the respective roles of the Treasury and the
Federal Reserve are:

[T]he Secretary of the Treasury . . . is primarily and directly

responsible to the President and Congress for formulating and

defending international financial and monetary policy, for
assessing the position of the United States in the world economy,
and for conducting negotiations on these matters. At the same
time, since exchange markets are closely linked to money markets
and questions of monetary policy, there is a distinct role and
responsibility for the Federal Reserve to work in cooperation both
with foreign central banks, whiﬁh are operating in their own
markets, and with the Treasury.

It is also clear that under present arrangements the U.S. Treasury
cannot commit Federal Reserve resources to intervention operations. The
Federal Reserve, for its part, has agreed consistently that its operations
will be carried out "in close and continuous consultation and cooperation
with the United States Treasury“.3 The few conflicts that have arisen
between the Treasury and the Federal Reserve on exchange rate policy,
strategy and tactics generally have been worked out satisfactorily. 1In
effect, the Federal Reserve has served as a kind of "balance wheel" to

shifts in Treasury policy in the past 15 years, thus, lending a greater

degree of consistency to overall U.S. policy in this area.

2. Paul A. Volcker letter to Representative Sam Gibbons, May 7, 1976.
See paper #6 ("Federal Reserve-Treasury Coordination".)
3. Foreign Currency Directive, Section 4.A.
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3. Disorderly Market Conditions

The Task Force papers document extensively that the rubric under
which U.S. foreign currency operations are currently conducted, "countering
disorderly market conditions", has been interpreted in an elastic manner
almost from the time it was first included in the U.S. notification of its
exchange arrangements to the IMF and in the related foreign currency
directive approved in 1976.4

That concept has been used to justify a minimalist approach to
exchange market intervention from 1981 through 1984; it had also been used
to justify heavy intervention operations in 1978-79, 1985, and 1987-89
directed at correcting what was viewed as an undervaluation or
overvaluation of the dollar or at trying to stabilize the dollar in line
with understandings reached at G-7 meetings. The elasticity of this
concept may contribute to ambiguity at times. Some of the ambiguity may be
unavoidable and even constructive since intervention can be at times part
of a response to changing or uncertain conditions or to the emergence of
trends that may become clear only in retrospect.

In any event, it is important that the Federal Reserve monitor
closely the evolution and implementation of U.S. exchange rate policy and
intervention operations; this would be true regardless of the Federal

Reserve's direct financial role in such activities.

4. "System operations in foreign currencies shall generally be directed
at countering disorderly market conditions, provided that market exchange
rates of the U.S. dollar reflect actions and behavior consistent with the
IMF Article IV, Section 1." (Section 1, Foreign Currency Directive; see
Appendix C of paper #2 ("Evolution of Formal Procedures for FOMC
Oversight of System Foreign Currency Operations".)) This language
closely tracks the statement of U.S. policy quoted above; the world
"generally", which was the subject of intense negotiations with the U.S.
Treasury in 1976, can be viewed as providing the same elasticity as the
phrase "or when otherwise deemed appropriate".
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4. Role of Exchange Rates

Economists and policymakers have disagreed among themselves since
at least the inter-war period about how exchange rated should be viewed in
the context of overall economic policy. On the one hand are those that
consider exchange rates as just another set of prices; on the other hand
are those that consider them an important constraint on or a key indicator
of economic policy. U.S. official thinking about exchange rates has
evolved along with the world economy and the international monetary system.
In the 1960s, it was accepted as an article of faith that our interest was
in preserving the role of the gold-convertible dollar at the center of a
par value system. In the 1970s, floating exchange rates were seen by many
as smoothly equilibrating external imbalances and as imparting greater
freedom to policymakers. Since the late-1970s, and especially since the
mid-1980s, U.S. policymakers increasingly have felt that exchange rates,
which respond to shifts in monetary and fiscal policies here and abroad as
well as to other factors, are important economic variables that cannot be
ignored because of their pervasive effects on the economy.

This evolution of U.S. official thinking has paralleled changes in
the position of the U.S. economy and financial markets in the world economy
and financial system. With a dominant and essentially closed economy in
the 1950s and 1960s, U.S. policymakers could ignore exchange rates and let
the finance ministers and central bankers of other countries worry about
them. Today our economy is less dominant and more open, U.S. policymakers
are more concerned about exchange rates, and they no longer can expect that
exchange rates will take care of themselves or be taken care of by other
countries in ways that U.S. policymakers would like or find acceptable

with respect to conditions in the domestic economy. One manifestation of
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this evolution has been the fact that the U.S. authorities in recent years
have been as active as the authorities of other major countries in their
foreign currency operations -- more active than some and less active than
others.5

5. Exchange Rates and Monetary Policy

As a technical matter, Federal Reserve foreign exchange operations
are routinely sterilized, as is generally the case in most other major
industrial countries. Nevertheless, exchange market considerations have at
times influenced the day-to-day implementation of Federal Reserve policy,
and exchange-rate considerations at times have been prominent in the FOMC's
deliberations -- in 1977-79, 1984-85, and 1987. 1In this broader sense,
some would argue that the distinction between sterilized and unsterilized
intervention is at best artificial and at times misleading. As noted
above, U.S. monetary policy policy cannot and has not ignored the exchange
value of the dollar; this would remain the case regardless of whether the
Federal Reserve intervenes in the foreign exéhange market for its own
account. However, the evidence presented in the Task Force papers is that
the Federal Reserve'’s active participation has been constructive both in
terms of U.S. exchange rate policy and U.S. macroeconomic policy.

An important consideration for the Federal Reserve is whether our
foreign currency operations interfere with our other open market
operations; to date, there have been no problems in this regard. Another
important question is whether U.S. intervention operations have added to

the volatility of U.S. interest rates; we found no evidence to support this

5. One must be careful about such generalizations; however, see Table
III in paper #7 ("Review of Organization of Foreign Currency Operations
in the Other G-7 Countries and Switzerland") for data for 1989.
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hypothesis.6

A related concern at times has been that U.S. intervention
operations are insufficiently sensitive to conditions in markets for other
financial instruments. In its operations, the Foreign Exchange Desk tries
to be sensitive to these concerns, and the Federal Reserve's hand is
strengthened in this regard by the fact that the Desk normally operates
with System as well as with ESF resources.

A more complex question is whether Federal Reserve monetary policy
might be subverted by inappropriate exchange rate considerations or by
international (G-7) understandings on exchange rates. While
interpretations of the past do differ, we do not believe that there is any
strong evidence of this having happened in recent years. Could it happen
in the future? Yes. What is the best way of avoiding its happening? We
believe that the best way is to ensure that the Federal Reserve continues
to play an active role in the formulation and execution of U.S. exchange
rate policy, but others may differ.

6. Effectiveness of Intervention

Just because a quantitatively significant effect for sterilized
intervention has not been found in most of the research studies to date
does not mean that such an effect does not exist; it does mean that the
research literature cannot be cited to justify the effectiveness of
sterilized intervention.

It has proved difficult to discover stable and significant
statistical relationships between exchange rates and postulated

determinants, such as interest rates and other fundamentals as well as

6. See Section IX of paper #11 ("Foreign Currency Operations: An
Annotated Bibliography").
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sterilized intervention. It is, therefore, difficult to draw definite
conclusions about the effectiveness of intervention on the basis of
existing statistical evidence. Some analysts argue that finding reliable
statistical relationships between exchange rates and sterilized
intervention has been no more difficult than finding such relationships
between exchange rates and other economic variables and that, therefore,
the failure to find a quantitatively significant effect for sterilized
intervention should not be taken very seriously. However, most analysts
argue that finding reliable statistical relationships between exchange
rates and sterilized intervention has been more difficult than finding such
relationships between exchange rates and other economic variables and that,
therefore, the failure to find a quantitatively significant effect for
sterilized intervention should not be dismissed.

It is highly unlikely that research studies conducted over the
next decade will affect significantly the positive propensity of the
monetary authorities of the major countries to intervene in foreign
exchange markets. Those authorities believe that foreign exchange market
intervention can be a useful policy tool, at least on occasion, and they
are likely to continue to use it.

Indeed, the consensus of the 1982-83 Working Group on Foreign
Exchange Market Intervention was that intervention can be a useful and
effective tool in influencing exchange rates in the short run especially
when such operations are consistent with fundamental economic policies.

The Task Force papers provide no basis upon which to disagree with this
consensus. However, it is useful to note that the direction of fundamental
economic policies is not always clear at the time intervention takes place.

Thus, consistency cannot always be assumed.
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7. Federal Reserve Procedures

The FOMC’s foreign currency instruments7 implicitly presume that
sterilized foreign exchange market intervention is anleffective and useful
tool in pursuit of exchange market and broader policy objectives at least
in the short run. They also presume that it is appropriate for the Federal
Reserve to be involved with and guided by the Treasury in these operations.

The Authorization for Foreign Currency Operations provides the
framework within which the Foreign Exchange Desk is to carry out operations
for System Open Market Account, including importantly a limit on the
System’s overall open position (risk) in all foreign currencies;8 the
Foreign Currency Directive provides a very general set of instructions to
the Foreign Exchange Desk; and the Procedural Instructions provide a
mechanism through which the Chairman, the Foreign Currency Subcommittee,
and the Committee conduct day-to-day and inter-meeting oversight of the
Desk’s operations. One might view this latter document as a substitute for
the more detailed directive concerning "domestic" operations with the
distinction necessitated by the institutional differences between the two
types of operations as well as by the fact that under today’s conditions it
is inherently impossible to anticipate all the circumstances under which
intervention might potentially be desirable.

Thus, the foreign currency instruments can be viewed as seeking a

balance between FOMC direction, oversight, and monitoring of the Desk’s

7. See paper #2 ("Evolution of Formal Procedures for FOMC Oversight of
System Foreign Currency Operations").

8. The FOMC's Authorization in Section I.D defines the System’s "overall
open position in all foreign currencies" as "the sum (disregarding signs)
of net positions in individual currencies. The net position in a single
foreign currency is defined as holdings of balances in that currency,
plus outstanding contracts for future receipt, minus outstanding
contracts for future delivery of that currency, i.e., as the sum of these
elements with due regard to sign."
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operations (both with regard to the scale and risk of System operations and
with regard to what those operations are trying to achieve) and the
need for the Desk to be prepared to intervene and to change its tactics in
response to changing circumstances. Of course, there can be differences in
view in the striking of that balance, but in considering changes the
presumptions noted above should be borne in mind.

8. System Risk and Foreign Exchange Balances

The Federal Reserve System now holds for its own account more than
$20 billion in assets denominated in foreign currencies (valued at
historical cost) plus $8 billion "warehoused" for the ESF (as of March 8§,
1990). Total U.S. holdings of foreign currencies are about $40 billion, or
844 billion at current market rates. However, this amount is substantially
less than what is held by other major countries, Germany and Japan in
particular, both absolutely and relative to such traditional measures as
imports of goods and services.9 Moreover, U.S. holdings of foreign
currencies increased substantially in 1989 (by more than $25 billion), and
circumstances could develop in which balances could decline just as
rapidly. Recall that it was only in 1988 that Treasury and Federal Reserve
were almost devoid of yen balances and were seeking special arrangements to
acquire them.

In case of need, the Federal Reserve could draw on the $30 billion
swap network including lines of $6 billion with the Bundesbank and $5

billion with the Bank of Japan. However, at times in the past, the United

9. Paper #8 ("Historical Review of U.S. Official Holdings of Foreign
Currencies") provides estimates that U.S. foreign currencies reserves
cover 23 days of U.S. imports of goods and services, compared with 81 and
83 days for Germany and Japan respectively. Estimates based on total
reserves less gold holdings (including SDR and claims on the IMF) would
reduce the difference somewhat; the coverage of U.S. reserves rises
to 33 days while that for Germany and Japan rises to 88 days.
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States has not been comfortable with the conditionality on intervention
operations and economic policies associated with swap drawings. More
generally, as noted above, the international economy land the financial
system have changed dramatically over the past several decades. The U.S.
economy is less dominant, and at the same time its sensitivity to external
influences has increased; the United States should expect to have to fend
for itself in international financial relations to a greater degree than it
has in the past.

The existing level of Federal Reserve balances of foreign exchange
(as well as the level of overall of U.S. balances) involves a significant
exchange rate risk (potential gain as well as potential loss). However,
the existence of balances provides a cushion which can allow the United
States to respond to exchange market developments without changes in U.S.
monetary and other other policies when such changes are not deemed
appropriate for domestic objectives.10 If it were felt that on balance U.S.
interests are well served by continuing to hold and accumulate (essentially
passively through intervention) balances of foreign exchange, the Federal
Reserve and the Treasury might want to consider whether it would be
appropriate to make the case more systematically to the Congress and the
public about how these balances have accumulated and why they are needed.
If the Federal Reserve was not comfortable holding sizeable balances,

consideration could be given to ways of limiting the balances, or to a

10. It is useful to distinguish between the risk associated with a given
position and that associated with a change in that position because of
intervention. The latter is present whether or not we hold balances of
foreign exchange already; we either add to balances (or pay off debt) or
reduce balances (or acquire debt). See paper #10 ("Profits and Losses in
U.S. Foreign Currency Operations").
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possible comfort letter from the Secretary of the Treasury that such
Federal Reserve holdings are in the national interest.

9. Warehousing for the ESF and U.S. Treasury |

As noted above, the Federal Reserve is now warehousing $8 billion
in foreign currencies for the ESF; the FOMC has authorized warehousing up
to $10 billion in foreign currencies for the ESF or the U.S. Treasury. The
System is protected from exchange risk on the principal amount of those
holdings; moreover, as far as the ESF is concerned, the action of
warehousing foreign currencies is analogous to the purchase of gold and SDR
certificates from the ESF to finance ESF foreign exchange operations.
Nevertheless, questions reasonably can be raised about such operations
especially if they persist for an extended period of time, which could well
be the case.

In our view, the fundamental issue is whether the Federal Reserve
System would want to deny the ESF the U.S. dollar resources it needs to
purchase foreign currencies.11 This is a complex issue that goes to the
core of the Federal Reserve’s relationship with the rest of the government.
Although we cannot know all the circumstances at the time of consideration,
we would advise against such a decision. It would run counter to the
entire history of System foreign exchange operations since their resumption
in 1962. The System has always been guided by the policy of the United
States in this area as established by the Secretary of the Treasury.
Moreover, from the start, a major argument for the System’s participation

in foreign exchange operations was that the System has resources at its

11. We assume that at the same time the System would decline to purchase
foreign currencies for its own account.
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disposal that can and should be used to supplement the resources of the
ESF.

Of course, views can differ on this matter. However, we believe,
and the experience of the past year demonstrates, that it is appropriate
and desirable for the System to establish limits on warehousing in order to
focus the attention of the Committee (and, through the Chairman, the
Treasury) on the risks associated with large holdings of foreign exchange
balances as well as on broader aspects of U.S. exchange rate policy.

IIT. Issues for Possible FOMC Discussion

At the FOMC meeting on March 27, members of the Committee may have
some questions about the Task Force papers. Once those questions have been
answered to the best of our abilities, the Committee might want to turn to
a general discussion of some of the issues raised by the Task Force's
review. Among the issues that the committee might want to discuss are the

following:

1. Should the Federal Reserve continue to participate for its own
account in U.S. foreign currency operations?

2. What are the implications for Federal Reserve monetary policy
(objectives, effectiveness and implementation) resulting from
the System'’s participation in U.S. foreign currency operations?

3. In light of the sometimes amorphous nature of U.S. exchange
rate policies and objectives and G-7 understandings, should the
Committee consider ways and means to keep itself more fully
informed on such matters?

4, Is the Committee satisfied with its existing foreign currency
instruments and the amount of information it receives about
System foreign currency operations? NOTE: this is a question
primarily about how the System conducts and monitors these
operations not about whether it should undertake them; the
latter question is addressed in question #1.
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Should the Federal Reserve undertake a more exhaustive study of
particular aspects of its foreign currency balances, including
benefits, risks, and possible modifications in U.S. policy in

this regard?

5.
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Legal Basis for System Foreigm Currency Operations'

Summary

The legal basis for the Federal Reserve System's
foreign currency operations is found in the provisions of the
Federal Reserve Act ("Act") that authorize Federal Reserve Banks:
to purchase and sell cable transfers (foreign exchange), bankers!'
acceptances, and bills of exchange in the open market; to open
and maintain accounts in foreign countries; and to appoint
correspondents and establish agencies in foreign countries. Read
together, these provisions have been interpreted to authorize not
only spot and forward purchases and sales of foreign exchange in
the open market, but also swap and warehousing transactions.

The legal analysis underpinning the Federal Reserve's
decision to resume foreign currency operations in 1962 was set
forth in a memorandum prepared by Howard Hackley, the General
Counsel of the Federal Open Market Committee ("FOMC") and the
2

Board of Governors of the Federal Reserve System ("Board").

Most of the analysis in that memorandum (the "Hackley

! Prepared by J. Virgil Mattingly, Jr., Ernest T. Patrikis,

Ricki Rhodarmer Tigert, and N. Peter Knoll.

2 See Memorandum, "Legal Aspects of Proposed Plan for
Federal Reserve Operations in Foreign Currencies," to the FOMC
from Mr. Hackley, General Counsel (Nov. 22, 1961). A copy of the
Memorandum is attached as the Appendix to this Paper.

Authorized for public release by the FOMC Secretariat on 1/31/2020



STRICTLY CONFIDENTIAL (FR)
CLASS I - FOMC

-2 -
Memorandum") is equally relevant today. For that reason, this
paper is drawn in large measure from the Hackley Memorandum. The
Hackley Memorandum concludes that the Federal Reserve has the
authority to engage in foreign currency operations, although this
conclusion is not entirely free from doubt.

The Hackley Memorandum finds that, although as a
general matter foreign currency operations are consistent with
the purposes of the Act, not all kinds of foreign exchange
transactions have explicit statutory authority. Specifically, it
concludes that foreign currency operations conducted through open
market purchases and sales of foreign exchange are expressly
authorized by the Act. Although operations conducted through
swap agreements are not expressly authorized, the Hackley
Memorandum concludes ~-- and the Board has accepted -~ that such
operations are authorized through the statutory provision
permitting Reserve Banks to establish foreign accounts.

Because of the incomplete express authority, the
Hackley Memorandum states that its conclusions as to the Federal
Reserve's authority to engage in foreign currency operations
might be criticized. Two members of the FOMC dissented from the
decision in early 1962 to authorize foreign currency operations,3

and several members of the Congress raised questions about the

3 gee notes 72-76 below and accompanying text.
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Federal Reserve's authority in a hearing held two weeks after the
FOMC's decision to engage in such operations.*

At that same hearing, Congressional committee members
requested the Federal Reserve's legal opinion as to its authority

> and Chairman Martin

to engage in foreign currency operations,
responded by giving the Hackley Memorandum to the committee. The
Hackley Memorandum's conclusion that various provisions of the
Act, when read together, authorize the Federal Reserve's foreign
currency operations was concurred in by 'the General Counsel of
the United States Department of the Treasury and the Attorney
General of the United States.®

Since 1962 the Congress has reviewed the foreign
currency operations of the Federal Reserve in hearings on related
issues. More significantly, the Congress amended the Act in 1980
for the express purpose of permitting the Federal Reserve to
invest its foreign exchange holdings in obligations of foreign
governments.7 The amendment suggests tacit Congressional

acceptance of the Federal Reserve's foreign currency operations.

4 See note 59 below and accompanying text.

> See Bretton Woods Agreements Act Amendment: Hearings on
H.R. 10162 Before the House Comm. on Banking and Currency, 87th

Cong., 24 Sess. 128, 141-42 (1962) (hereinafter "Bretton Woods
Hearings").

¢ 14. at 90-92, 157.

7 ee notes 63-65 below and accompanying text.
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Therefore, while gquestions were raised at the outset
about the authority of the Federal Reserve to engage in foreign
currency operations, that authority has been strengthened by the
subsequent review and actions of the Congress, as well as by the
consistent interpretation and practice of the Federal Reserve
over nearly three decades. This paper examines these issues in
more detail.

This paper is divided into four parts. Part one
provides a short history of the Federal Reserve's foreign
currency operations. Part two sets forth the legal authority for
the Federal Reserve's foreign currency operations. Part three
discusses Congressional consideration of the Federal Reserve's
foreign currency operations since 1962. Part four considers
criticism of the Hackley Memorandum's conclusions regarding the
Federal Reserve's authority to conduct foreign currency
operations.

I. History of Foreign Currency Operations8

In the period between the First and Second World Wars,
the Federal Reserve participated in various forms of loans and

credits to foreign central banks. From 1924 through 1929, the

8 See also Task Force Paper entitled "Evolution of Formal
Procedures for FOMC Oversight of System Foreign Exchange
Operations," pp. 1-3.
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Federal Reserve played a "significant part" internationally
through the extension of stabilization credits.’ Generally
acting together with other central banks, the Federal Reserve
extended stabilization credits at least seven times during this
period to strengthen or add to the monetary reserves of the
borrowing country and to establish confidence in that country's
currency.10 These credits took several forms, including short-
term revolving credit on 100-percent gold collateral, credit
through the purchase of commercial paper from the borrower, the
sale of gold on credit, and agreements to purchase the borrower's
currency, with provision for repurchase by the borrower at the
same exchange rate."

In 1929 and 1930, the Federal Reserve purchased foreign
bills to support the British pound sterling. By the end of 1930,
Federal Reserve holdings of foreign currency-denominated bills

amounted to $36 million, more than twice as great as that figure

had ever been previously.12 In addition, the Federal Reserve,

° wInternational Role of the Federal Reserve Systen,"

pp. 5-6, attached to Memorandum to Governor Szymczak from
Frank M. Tamagna (Dec. 16, 1949) (hereinafter "International
Role").

' wroans and Credits to Foreign Central Banks and
Governments in the Inter-War Period," pp. 1-5, attached to
Memorandum to Governor Szymczak from Frank M. Tamagna (Dec. 16,
1949) (hereinafter "Loans and Credits").

" 14,

2 International Role at 9.
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employing some of the approaches used in the 1920s, extended
emergency credit assistance in 1931 to four central banks to meet
their immediate needs for foreign exchange or to replenish their
monetary reserves.13

The Federal Reserve continued at least through the
1940s to extend credit to foreign central banks using loans
secured by qold.“ However, the Federal Reserve did not extend
other forms of credit to foreign central banks after the
enactment of the Gold Reserve Act of 1934." This legislation
transferred to the Treasury title to all gold held by the Federal
Reserve and established the Exchange Stabilization Fund ("ESF")
for the purpose of stabilizing the exchange value of the
dollar.'® How the Congress intended the establishment of the ESF
to affect the Federal Reserve's foreign currency operations is

7

not clear.' The Federal Reserve's involvement in stabilization

¥ Loans and Credits at 2, 5-7.

' see note 44 below.

S pub. L. No. 73-87, 48 Stat. 337.

* Id. §§ 2(a), 10(a).
7 Compare 78 Cong. Rec. 989 (1934) ("[W]e are turning over
to the Secretary of the Treasury the right to buy and sell
foreign exchange.") (statement of Rep. McFadden) with Gold Reserve
Act of 1934: Hearings on S. 2366 Before the Senate Comm. on
Banking and Currency, 73d Cong., 2d Sess. 328 (1934) (“"As I see
it, this bill does not interfere with the ordinary functions of
the Federal Reserve System except to the extent that the
activities of the Treasury Department might impinge upon the
activities of the Federal Reserve System with reference to the
(continued...)

Authorized for public release by the FOMC Secretariat on 1/31/2020



STRICTLY CONFIDENTIAL (FR)
CLASS I - FOMC

-7 -
credits between 1934 and 1962 seems to have been limited to the
activity by the Federal Reserve Bank of New York ("FRBNY") in
maintaining the ESF's accounts and conducting its operations.18
In 1962, the Federal Reserve resumed foreign currency
operations on its own behalf. Specifically, the Board amended
Regulation N to regulate the opening and maintenance of Reserve
Bank accounts with foreign banks. The FOMC authorized the FRBNY
to purchase and sell nine'” foreign currencies. By the end of
the year, reciprocal currency agreements ("swap lines") had been
established with nine foreign central banks and the Bank for

International Settlements.?®® 1In 1963, the FOMC authorized

warehousing of foreign exchange held by the Department of the

17(...continued)
stabilization of foreign exchange.") (emphasis supplied) (comment
of Sen. Barkley). See also Memorandum, "Foreign Currency
Operations: Reasons for Federal Reserve Participation;
Legislative History of Gold Reserve Act of 1934; System-Treasury
Coordination," to Messrs. Mattingly and Truman from Ms. Tigert
and Mr. Knoll (Jan. 26, 1990), pp. 3-5.

' Internatiocnal Role at 11-12.

" fThe original number was six. 49th Annual Report of the
Board, 1962, p. 63. By the end of 1962, it had been increased to
nine. Id. at 98.

20 See Charles A. Coombs, "Treasury and Federal Reserve
Foreign Exchange Operations," 48 Federal Reserve Bulletin 1138,
1146-47 (Sept. 1962) (hereinafter "Coombs Article"); 49th Annual
Report of the Board, 1962, pp. 54-63, 78-79. See also Task Force
Paper entitled "Evolution of Formal Procedures for FOMC Oversight
of System Foreign Exchange Operations," pp. 8-9.
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Treasury's ESF for the first time.?

In 1978, the FOMC
supplemented its prior authorization by authorizing warehousing
of foreign exchange held directly by the Treasury, in addition to

that held by the ESF.%

II. Statutory Authority for Foreign Currency Operations:

The Federal Reserve Act

On the basis of several provisions of section 14 of the
Federal Reserve Act, the Hackley Memorandum concludes that the
Act permits Reserve Banks to acquire and hold foreign exchange
obtained through swap lines with foreign central banks and
through open market purchases, including purchases from the ESF.
To the extent that the foreign exchange is obtained through, or
used in, open market operations, section 12A of the Act is also

applicable.

A. Section 14 (First Paragraph) -- Warehousing

The first paragraph of section 14 of the Federal
Reserve Act authorizes any Federal Reserve Bank, subject to
regulation by the Board, to "purchase and sell in the open
market, at home or abrcad, . . . cable transfers and bankers'

acceptances and bills of exchange . . . eligible for

21 50th Annual Report of the Board, 1963, pp. 117-18; 1963
FOMC Minutes, pp. 931-36 (Nov. 12, pp. 5-10).

2 g5th Annual Report of the Board, 1978, pp. 252-53.
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rediscount."® When the Act was passed in 1913, cable transfers
were the medium through which holdings of foreign exchange could
be acquired and disposed of, and the purchase of foreign exchange
was frequently referred to as the purchase of a cable transfer.?
The purchaser of the cable transfer, in effect, purchased a bank
balance in a foreign country, typically denominated in a foreign
currency.25

The Hackley Memorandum is unequivocal in its conclusion
that the cable transfer provision of section 14 authorizes the
Federal Reserve to purchase foreign exchange in the open market:

To the extent that the proposed foreign

exchange operations would be effected through

purchases of cable transfers in the open

market from domestic banks or dealers in

foreign exchange or from foreign banks, there

would, in my opinion, be no legal question of
authority involved, whether the cable

B3 12 U.S.C. 353. The insertion of the word "and" and the

lack of a comma after "cable transfers" demonstrate that the
authority to purchase and sell cable transfers is not conditioned
on a requirement that they be eligible for rediscount. 12 U.S.C.
343. See Hackley Memorandum at 26.

2% See Memorandum, "Legal Authority for Federal Reserve
Foreign Exchange Operations," initialed by Howard Hackley (Feb.
19, 1962) (hereinafter "1962 Legal Summary"), p. 1. See also

Louis A. Rufener, Money and Banking in the United States 316-17,

346 (1934); Glenn G. Munn, Encyclopedia of Banking and Finance 90
(5th ed. 1949).

25 See, e.9., Strohmeyer & Arpe Co._v. Guaranty Trust Co.,
172 App. Div. 16, 157 N.Y.S. 955, 956 (Sup. Ct. 1916); In re

Pacat Finance Corp., 295 F. 394, 410 (S.D.N.Y. 1923).
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transfers related to "spot" or "forward"
transactions.®

The Hackley Memorandum also concludes that this provision
authorizes the foreign currency operations that have since become
known as "warehousing."27

Warehousing involves simultaneous spot purchases and
forward sales of foreign exchange by the Federal Reserve from the
ESF or from the Treasury's General Fund. The purpose of
warehousing is to provide the ESF or the Treasury with ligquid
dollar resources for conducting its foreign currency operations.
The forward resale to the ESF or the Treasury at the same
exchange rate protects the Federal Reserve from market risk.?

The Hackley Memorandum reaches the conclusion that the
cable transfer provision of section 14 authorizes the purchase of

foreign exchange from the ESF because such a purchase is a

purchase of foreign exchange ("cable transfer") in the "open

% Hackley Memorandum at 16.

7 At the 1963 meeting in which the FOMC first authorized
purchases of foreign exchange from the ESF, Charles Coombs, the
manager of System foreign currency operations, stated that "the
System had an opportunity to help stabilize a situation by
warehousing foreign currencies without capital risk until they
were needed by the Treasury, whose resources for this kind of
operation were limited." 1963 FOMC Minutes, p. 933 (Nov. 12, p.
7) (emphasis supplied). See also Appendix to Task Force Paper
entitled "Historical Review: U.S. Official Holdings of Foreign
Currencies"; Task Force Paper entitled "Evolution of Formal
Procedures for FOMC Oversight of System Foreign Exchange
Operations," pp. 18-20.

2  g5th Annual Report of the Board, 1978, p. 252.
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market" from a "domestic corporation." In order to reach this
result, the Hackley Memorandum reasons that (1) the United States
is a "domestic corporation" for purposes of this section; and (2)
"an 'open market' in cable transfers may be regarded as embracing
any person with whom a Reserve Bank may feel free to deal,
including the United States Treasury, which is a part of that
market."?® 1In reaching the second conclusion, the Hackley
Memorandum distinguishes the open market in foreign exchange from
the open market in U.S. government securities. Purchases of U.S.
government securities by the Federal Reserve directly from the
Treasury, the issuer of those securities, would not be purchases
in the open market because an issuer "is not a seller in the

open-market sense. In comparison, the purchase of foreign

currencies from the Treasury (or its ESF) are purchases in the

29 Hackley Memorandum at 18. Thus, the "open market" for

cable transfers referred to in the first paragraph of section 14
is different than the "open market" for U.S. government
securities referred to in section 14(b)(1). See also Memorandum,
"Federal Reserve Holdings of, and Operations in, Foreign
Exchange," from John J. Clarke (Assistant General Counsel,
Federal Reserve Bank of New York) to Legal Department Files (Nov.
10, 1961) (hereinafter "Clarke Memorandum"), pp. 7-17. Generally,
the Clarke Memorandum and the Hackley Memorandum discuss the same
issues and reach the same conclusions.

3 clarke Memorandum at 13; see Hackley Memorandum at 18.
The Banking Act of 1935 amended section 14(b) (1) of the Federal
Reserve Act to provide that the Federal Reserve may buy and sell
U.S. government securities "without regard to maturities but only
in the open market.”" 12 U.S.C. 355.
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open market, as the Treasury is not the issuer of those

currencies.?!

B. Section 14(e) -- Swaps

Section 14(e) of the Act authorizes any Federal Reserve
Bank, with the consent or upon the order and direction of the
Board, "to open and maintain accounts in foreign countries,
appoint correspondents, and establish agencies in such countries
wheresoever it may be deemed best for the purpose of purchasing,
selling, and collecting bills of exchange."32

In the early 1930s, the Board and the FRBNY debated the

33 The FRBNY believed

proper interpretation of this provision.
that the "wheresoever it may be deemed best for the purpose of
purchasing, selling, and collecting bills of exchange" clause did

not "limit the power to open and maintain accounts in foreign

1 see Hackley Memorandum at 18; Clarke Memorandum at 8-10,

13.

32 312 U.s.c. 358. The Board's Regulation N governs Reserve
Bank relationships with foreign banks. See 12 C.F.R. 214.

3 puring this same time period, some members of the
Congress expressed concern that the Reserve Banks were acting
without sufficient supervision by the Board and beyond their
statutory authority in the field of foreign currency operations.
See, e.g9., 75 Cong. Rec. 9884 (statement of Sen. Glass), 9973-74
(statement of Sen. Norbeck) (1932). Apparently to address this
concern, section 14(g) was added to the Act in 1933 to require
the Board to "exercise special supervision over all relationships
and transactions of any kind entered into by any Federal
[R]eserve [Blank with any foreign bank or banker." 12 U.S.C.
348a.
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countries or appoint correspondents because of the comma after

the word correspondents.'"34

The Board disagreed with the
FRBNY's statutory construction and interpreted section 14(e) as
permitting the establishment of foreign accounts only for the
purpose of buying and selling bills of exchange in foreign
countries, and not for other purposes such as holding foreign

> The Board's interpretation appears to have reflected

exchange.3
its view that the "wheresoever" clause modifies all three of its
possible antecedents -- "open and maintain accounts,"” "appoint
correspondents," and "establish agencies."36 The Board's
interpretation of section 14(e) remained in effect until 1962,

when the Board implicitly adopted the Hackley Memorandum's

contrary conclusion by amending Regulation N to permit Reserve

% office Correspondence, "Right of Federal Reserve Bank to
Establish Six Months' Time Deposit with Bank for International
Settlements," from Mr. Wyatt, General Counsel, to Files (July 28,
1931) (hereinafter "Wyatt"), p. 2 (summarizing the views of Mr.
Logan, General Counsel of the FRBNY). See also Office
Correspondence, "Right of Federal Reserve Bank of New York to
Open an Account and Make a Deposit for Six Months with Bank for
International Settlements," to Governor Harrison [of the FRBNY]
from Walter S. Logan (July 27, 1931), p. 2.

3% Letter to Governor George L. Harrison, Federal Reserve
Bank of New York, from Chester Morrill, Secretary (Mar. 20,
1933), p. 2.

36 See Wyatt at 1.
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Banks to conduct open market operations using foreign accounts
under the direction of the FoMc.”

In concluding that section 14(e) authorizes the opening
of foreign accounts for purposes other than the purchase, sale,
or collection of bills of exchange, the Hackley Memorandum adopts
the statutory construction argument made by the FRBNY in the
early 1930s.%® 1In support of that view, the Hackley Memorandum
also relies on two pieces of legislative history.

First, in its report accompanying the bill that was
adopted as the Act, the House Banking and Currency Committee
stated with respect to the provision that would become section
14 (e) of the Act:

The final power to open and maintain
banking accounts in foreign countries for the
purpose of dealing in exchange and of buying
foreign bills is necessary in order to enable
a reserve bank to exercise its full power in
controlling gold movements and in
facilitating payments and collections
abroad.

This language suggests that foreign accounts may properly be used

to acquire foreign exchange.

3 27 Federal Register 1719 (Feb. 22, 1962), adding 12
C.F.R. 214.5 ("Accounts with foreign banks").

38 Hackley Memorandum at 13.

¥ H. Rep. No. 69, 63d Cong., 1lst Sess. 52 (1913) (quoted in
Hackley Memorandum at 11) (emphasis supplied).
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Second, shortly after the Act was enacted, a Board
member expressed the view that the Congress had intended no
substantial difference between section 14(e) and the
corresponding provision of the so-called Aldrich Bill, the
antecedent of the Act.*’ The Hackley Memorandum notes that this
corresponding provision "appeared to limit the establishment of
agencies to the purpose of buying and selling bills of exchange
but not to place such a limitation upon the opening of foreign
accounts."®!' The corresponding provision states in relevant
part: "to open and maintain banking accounts in foreign
countries, and to establish agencies in foreign countries for the
purpose of purchasing, selling, and collecting foreign bills of
exchange.."‘2

In addition, the Hackley Memorandum notes that the last
sentence of section 14(e) provides that a Reserve Bank may, under
rules and regulations provided by the Board, use an account
opened by any other Reserve Bank to carry on or conduct any

transaction authorized by section 14,‘3 for example, to deal in

40 clarke Memorandum at 20-21 (referring to memorandum from
Paul M. Warburg to the Board dated Oct. 4, 1915).

“ Hackley Memorandum at 9.
“? 14,

4 14. at 10-11.
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gold.“ Given that this provision grants Reserve Banks other
than the one opening the account the authority to use the account
for purposes other than purchasing, selling, or collecting bills
of exchange, it makes no sense to interpret the "to open and
maintain accounts" provision of the same section so as not to
permit the Reserve Bank that opened the account also to use it to
carry on or conduct any transaction authorized by section 14.9

The Hackley Memorandum further concludes that one
proper purpose of establishing foreign accounts (other than
purchasing, selling, or collecting bills of exchange) is to

establish foreign currency swap agreements ("swap lines") with

“  The Hackley Memorandum concludes that the establishment

of foreign accounts through sales of gold is authorized by
section 14(a) of the Act, 12 U.S.C. 354, which authorizes the
Reserve Banks to deal in gold at home or abroad and to make loans
on gold. Hackley Memorandum at 16. This provision was the
authority for certain early stabilization credits. "Background
Memorandum on the Problem of Currency Stabilization Credits,"
(Oct. 17, 1949), p. 14, attached to Memorandum to Board of
Governors from Senior Staff (Oct. 17, 1949); Memorandum,
"Authority to Extend International Credits," to Allen Raiken from
A.F. Cole (Aug. 24, 1976), p. 2. In the 1920's, Reserve Banks
engaged in several stabilization transactions with European
countries involving gold or loans collateralized by gold. See
notes 9-11 above and accompanying text. Reserve Banks also
established accounts abroad to hold foreign exchange acquired in
these transactions. For example, with respect to the first such
credit, the FRBNY opened an account in 1925 with the Bank of
England as part of an arrangement in which the FRBNY agreed to
provide credit to the Bank of England through a transfer of $200
million in gold. Hackley Memorandum at 12. This credit was
apparently never drawn upon. "Legal Aspects of International
Stabilization Credits by Federal Reserve” (June 4, 1954), p. 14.

%  clarke Memorandum at 22.
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foreign central banks and to obtain foreign exchange by drawing
against those swap lines.“ a foreign currency swap arrangement
is "a reciprocal credit facility under which a central bank
agrees to exchange on request [a deposit on its books denominated
in] its own currency for [a deposit in] the currency of the other
party up to a maximum amount over a limited period of time, such

as 3 months or 6 months."”

The foreign exchange acquired in a
swap transaction may be disbursed to conduct spot transactions in
foreign exchange or to meet forward exchange obligations, or it
may be invested in a time deposit or other investment
instrument.®

Obtaining foreign exchange through swaps with foreign
central banks is authorized by section 14 (e) because such foreign
exchange is held in Reserve Bank accounts with those banks. For
example, in a typical drawing against a swap line by the FRBNY,
the foreign central bank credits the FRBNY's account at the
foreign central bank with foreign currency, and the FRBNY credits

the foreign central bank's account at the FRBNY with U.S.

dollars.

48 Hackley Memorandum at 15.

47  coombs Article at 1147.

“8 14. at 1147-48.
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C. Section 12A -- Open Market Operations

Section 12A(b) of the Act specifies) that no Reserve
Bank may "engage or decline to engage in open-market operations
under section 14 of the Act except in accordance with the
direction of and regulations adopted by the [FOMC].““
Therefore, a Reserve Bank must obtain the authorization of the
FOMC before engaging in open market operations in foreign
currencies.

Under section 12A(c) of the Act, open market operations
"shall be governed with a view to accommodating commerce and
business and with regard to their bearing upon the general credit

situation of the country."*®

Foreign currency operations are
intended, among other things, to "preserve the strength of the

dollar in the international payments system."®!' The Hackley

¥ 312 u.s.c. 263(b). The FOMC's authorizations for open

market operations in foreign currencies are discussed in the Task
Force Paper entitled "Evolution of Formal Procedures for FOMC
Oversight of System Foreign Exchange Operations."

0 312 u.s.c. 263(c).
' Bretton Woods Hearings at 89 (statement of Chairman
Martin). Among the other purposes of foreign currency operations
Chairman Martin identified in his testimony were "correct{ing] or
avoid[ing] disorderly movements of exchange rates" and
"improv([ing] the international payments system by cooperative
arrangements with foreign reserve banks." Id. at 92. The basic
purposes of foreign currency operations were discussed at length
in a paper submitted to the FOMC entitled "Aims and Scope of
System Foreign Exchange Operations" (three drafts: Nov. 2, Nov.
28, and Dec. 12, 1961).

(continued...)
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Memorandum identifies the principal purposes of conducting
foreign currency operations using accounts with foreign central
banks as "promot[ing] international monetary cooperation among
the central banks of countries maintaining convertible
currencies, . . . foster[ing] orderly conditions in exchange
markets for such currencies, . . . facilitat[ing] the expansion
and balanced growth of international trade, and . . .
supplement[ing] the activities of the International Monetary
Fund."*® The Hackley Memorandum assumes that the accomplishment
of these purposes contributes to the accommodation of commerce
and business and the maintenance of sound credit conditions in
the United States, in accordance with the governing principles of
section 12A of the Act.”® The validity of the System's foreign
currency operations depends in the final instance on the

soundness of this assumption. This question is addressed in the

51(...continued)

Chairman Martin also noted in his testimony that "[i]f
we want cooperation from others, we must be prepared to cooperate
with them." Bretton Woods Hearings at 92. A month later,
Governor Mills seemed to suggest that such cooperation includes
the obligation to support currencies other than the U.S. dollar:
"Where the Federal Reserve was obtaining support of the dollar
through swap arrangements with other foreign central banks, there
would seem to be an inescapable responsibility to reciprocate."
1962 FOMC Minutes, p. 340 (Mar. 27, p. 53). Board Vice Chairman
Balderston and President Wayne of the Federal Reserve Bank of
Richmond expressed the same sentiment as Governor Mills. Id. at
341 (Mar. 27, p. 54).

2 Hackley Memorandum at 1.

5 14.
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other Task Force papers accompanying this one. The conclusions
in this paper, as in the Hackley Memorandum, are based on the

assumption that the System's foreign currency operations satisfy

the general requirements of section 12A.

III. Congressional Consideration of the Federal Reserve's
Foreign Currency Operations

The Congress was informed almost immediately of the
resumption of foreign currency operations by the Federal Reserve
in early 1962. Chairman William McChesney Martin testified that
"the Federal Reserve has recently decided to reenter the field of

foreign-exchange transactions,"54

an apparent reference to the
participation of the Federal Reserve in economic stabilization
and emergency credits during the interwar period. Chairman
Martin stated that the Federal Reserve had "acquired small
amounts of several convertible currencies widely used in
international transactions from the [ESF] and ha[d] opened

"33  He further said

accounts with several European reserve banks.
that the Federal Reserve "planned to acquire further amounts

through open-market purchases of cable transfers or bills of

%  Bretton Woods Hearings at 90 (emphasis supplied).

5 1d4. at 91.
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exchange at home or abroad . . . and also through reciprocal
transactions with foreign reserve banks."*

At the request of members of the House Committee on
Banking and Currency, more detailed information was provided to
the Committee on the Federal Reserve's foreign currency
operations for the Federal Reserve and the Treasury (ESF).57
Included in those materials, which were printed in the hearing
record, were the Hackley Memorandum and the opinion of the
General Counsel of the Department of the Treasury, expressing his
concurrence, and that of the Attorney General of the United
States, in the view that the Federal Reserve has the authority to

58

engage in foreign currency operations. Two members of the

House Committee =-- Henry Reuss and Wright Patman -- expressed the
contrary view in the 1962 hearings.>®
The Congress has been apprised of the Federal Reserve's

foreign currency operations periodically since 1962. The Hackley

Memorandum was published a second time in a 1972 hearing record

%  14. at 91-92.

37 Id. at 128, 141-42 (requests by Representatives Patman

and Reuss), 142-43 (letter from William McChesney Martin to Brent
Spence, Chairman of the House Committee on Banking and Currency,
Mar. 1, 1962).

 1d. at 143-57.

% 1d4. at 102, 127-29, 140.
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of the House Banking Committee.®

In addition, the Annual
Reports of the Board have described and provided data on the
Federal Reserve's foreign currency operations,61 and the FRBNY
has submitted quarterly reports to the Congress on Treasury and
Federal Reserve foreign currency operétions.& Although the
Congress can properly be considered to have been fully aware of
these published materials, it has not acted to restrict the
authority of the Federal Reserve to engage in these operations.
In fact, the Congress has recognized and facilitated
the Federal Reserve's foreign currency operations by amending a
related provision of the Act to permit the investment of foreign

63

exchange obtained through those operations. In 1980, the

% 7o Amend the Par Value Modification Act of 1972:
Hearings on H.R. 4546 Before the Subcomm. on International

Finance of the House Comm. on Banking and Currency, 93d Cong.,
1st Sess. 353-65 (1973).

61 See, e.q., 50th Annual Report of the Board, 1963,
pp. 171-90.

62 See, e.d., "Treasury and Federal Reserve Foreign

Exchange Operations: August-October 1987," Federal Reserve Bank

of New York Quarterly Review 48-53 (Winter 1987-88), reprinted in
74 Federal Reserve Bulletin 14-17 (1988).

¢ Unless inconsistent with the plain language of the
statute, the validity of an agency interpretation has been
recognized by the Supreme Court where (i) the interpretation has
been long-standing and consistent; see Udall v. Tallman, 380 U.S.
1, 16-18 (1965); (ii) the Congress has failed to criticize or
revise the statutory authority upon which the interpretation is
based; see North Haven Board of FEducation v. Bell, 456 U.S. 512,
533-34 (1982); and (iii) substantial foreign and private
interests have relied on a consistent interpretation of the

agency's authority. See Zenith Radio Corp. v. United States, 437
(continued...)
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Congress amended section 14(b) (1) of the Act to grant Reserve
Banks the authority to invest foreign exchange in "short-term

foreign government securities."®

The provision was enacted as
part of the Monetary Control Act of 1980 in response to a long-
standing request from the Board.® 1Its enactment demonstrated
Congressional awareness, and suggested tacit acceptance, of the
Federal Reserve's foreign currency operations.

The amendment to the Act had only one purpose:
providing a vehicle for investment of the foreign exchange
holdings of the Federal Reserve. The Congress sought assurances
that the amendment would not be used for any other purpose.
After the onset of the international lending problems of
developing countries in 1982, some members of the Congress became

concerned that the Federal Reserve would use its new authority to

invest in the obligations of foreign governments as an indirect

63(...continued)
U.S. 443, 457-58 (1978).

Board of Governors v. First Lincolnwo Corp., 439
U.S. 234 (1978), the Court upheld the Board's long-standing
construction of its statutory mandate under section 3(c) of the
Bank Holding Company Act, noting that the Congress had been made
aware of the Board's interpretation, "yet four times ha(d]
'revisited the Act and left it untouched.'" Id. at 248 (quoting

Saxbe v. Bustos, 419 U.S. 65, 74 (1974)).

6 Federal Reserve Membership: Hearings on Amendment No.
398 to S. 85, S. 353 and H.R. 7 Before the Senate mm. on
Banking, Housing, and Urban Affairs, 96th Cong., 1lst Sess. 14
(1979); see 12 U.S.C. 355.

¢ See 59th Annual Report of the Board, 1972, pp. 200-01.
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way of providing financial support for heavily indebted
countries. In March 1983, Governor J. Charles Partee testified
before the House Committee on Banking, Finance, and Urban Affairs
that there were "ample safeguards" to prevent the provision from

% In addition, Chairman Paul

being used for that purpose.
Volcker assured the Congress that Ythe Federal Reserve has not
purchased and has no plans to purchase obligations of developing
countries."®

There is no evidence that the concerns of members of
the Congress about the use of the new authority to support
heavily indebted countries derived in any way from questions
about the Federal Reserve's authority to engage in foreign
currency operations, including swap transactions. Moreover,
direct and published information has been made available to the

Congress on foreign exchange swap and warehousing transactions.®

% gstatement of Governor J. Charles Partee, 69 Federal
Reserve Bulletin 193, 195 (1983).

$7 Letter from Chairman Paul A. Volcker to Senator David
Durenberger (May 18, 1981), p. 2.

8 See, e.q., 66th Annual Report of the Board, 1979, pp.
30-32; 64th Annual Report of the Board, 1977, pp. 174-75; 59th
Annual Report of the Board, 1972, p. 189; Letter from Chairman
Paul A. Volcker to Representative Ronald E. Paul (Dec. 3, 1982),
p. 1; Letter from Chairman Paul A. Volcker to Representative
Ronald E. Paul (July 10, 1981), pp. 1, 2, 5; Statement of
Governor J. Charles Partee, 69 Federal Reserve Bulletin 193, 194
(1983).
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Furthermore, although the Congress has considered
legislation mandating coordination between the Federal Reserve
and the Treasury with respect to foreign currency operations, the
legislation has been abandoned following assurances of the close

¢ Because there is

coordination between the two agencies.
substantial coordination between the Federal Reserve and the
Treasury with regard to swap and warehousing transactions, these
operations are fully consistent with the Federal Reserve's

commitment to interagency coordination.”

IV. Past Criticism of the Authority Set Forth in the Hackley
Memorandum

Although its analysis is reasonable, the Hackley
Memorandum's conclusions as to the legal authority of the Federal
Reserve to conduct foreign currency operations have been
questioned. In addition to criticism by Representatives Reuss
and Patman that the Federal Reserv