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Table 3. The French Banks' Forward Position in Foreign Currencies, 1958- 655/
(in millions of U.S. dollars equivalent)

1965
December 31 Sept. Dec.
1958 1959 1662 1963 1964 30 31
I. With Residents
In U,8, dcllars N.a., N,a, n,a, - 7 =~ 5 23 n.a.
In sterling Bie 34 Ne 3. n.a. - 1 49 37 n.a.
In other foreign currencies n,a. n.a, n,a, - 3 =-22 - 44 n. a.
Total with residents 2/ - 602/ - 66 - 11 22 16 - 2}2/
II. With Nonresidents
In U.S. dollars n.a, n,a, n,a, =~ 51 43 53 n, a,
In sterlirg N, a. n, a. N. 3. 72 24 74 N. a.
In other fcreign currencies n, a. n.a, n,a. - 10 -56 - 52 N.d,
Total with nonresidents n.a, - 102/ - 30 11 11 - 73 -1303/
In U.S, dollars n,a, n.a8 n,a, = 47 38 80 n.a.
In sterling n.a, o, a, n,a. 64 68 - 31 n.a.
In other foreign currencies n.a, n, a. 0, 3. -12 -76 - 97 n.a,
Total -246 - 70 - G2 5 30 - 48 -151

1/ A minus sign indicates a short position,

2/ It appears that the position with residents accounted for nearly all of the
$246 million total short position,

3/ Approximate figure taken from a graph in the original article.

4/ The totzls are not precisely equal to the sum of the separate positions
with residents and nonresidents because certain transactions of minor signifi-
cance could not be allocated to either separate category.
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equivalent short position on September 30, 1964,to a $30 million long
position on March 31, 1965, This change reflected a shift in the position
in forward sterling, from a short position of $15 million equivalent to

a long position of $54 million, as shown in Table 4., 1In those six months,
French importers of werchandise from sterling area countries sharply
reduced their forward purchases of sterling in the expectation that the price
of spot sterling might soon be reduced, while exporters to the sterling
area accelerated their forward sales of sterling., (Normally, in their
dealings with residents, the French banks have a short position in forward
sterling; the customers who buy sterling forward are mostly importers of
raw materials from the sterling area,) The banks' total forward position
with residents remained long through the third quarter of 1965, Confidence
in the maintenance of the sterling parity strengthened in the final few
months of the year, and by the end of 1965 the French banks again had

a small short forward position with residents,

2, Transactions with foreign correspondents

Forward operations with correspondent banks in other countries—-
which account for a high percentage of all forward operations--may be
outright purchases and sales of forward exchange, or they may constitute
the concluding half of a swap transaction.

Outright purchases and sales are made to cover an unbalanced
position on spot transactions or on forward operations with domestic
customers. The most interesting outright dealings with correspondents

were in connection with the speculative activities in sterling on the



ZXaeble 4, The French Banks' Forward Positio

(end of period; in miilions of U.

I. With Residents
In U.S. dollars
In sterling
In other foreign currencies

Total with residents

II. With Nonresidents
In U.S. dollars
In sterling
In other foreign currencies

Total with nonresidents
I11. Totalg/
In U,S. dollars
In sterling
In other foreign currencies

Total

n_in Foreign Currencies,
S. dollars equivalent)

1963-

651/

1/ A minus 6ign indicates a short position.
2/ The totals are not precisely equal to the sum of the separate positions
residents and rnonresidents because certain transactions of minor significance

1963 1964 , 1965
Dec, April  June Sept. Dec, March Sept.
7 - 4 - 8 - 5 11 23
1 4 -18 - 15 49 54 37
- 3 - 31 -32 .35 - 22 - 3 < 44
- 11 - 31 - 50 - 42 22 31 16
- 51 - 21 73 - 4 43 - 30 53
72 29 55 8¢ 24 - 7 - 74
- 11 62 3 13 - 56 36 - 52
11 70 125 %8 11 - 1 - 73
- 47 - 12 86 15 38 - 21 80
64 26 37 67 68 49 - 31
- 12 33 34 22 77 1 - 97
5 47 8¢ 60 29 29 - 48
with

could not be allocated to either separate category.
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part of French importers and exporters in 1964-65, It was remarked
earlier that, because of this speculation, the French banks made large

net purchases 6f forward sterling from residents, so that their position
with residents in forward sterling shifted from a $15 million equivalent
short position in September 1964 to a $54 million long position in March 1965,
this being a net shift of $79 million. Simultaneously, the banks' position
in forward sterling with nonresidents shifted sharply in the opposite
direction, as the French banks covered their forward purchases from
residents by selling large amounts of forward sterling to correspondents
abroad who, in this instance, were British banks, As shown in Table 4,

the French banks' position in forward sterling with nonresidents shifted
from an $89 million equivalent long position in September 1964 to a $7 mil
lion short position in March 1965,

At that time, banks in the United Kingdom were selling forward
foreign exchange to their own customers on a heavy scale., The British
banks might have covered those forward sales by buying foreign currencies
spot; but the Bank of England wished to prevent such purchases because
they would be a drain on the official British reserves, Therefore, the
Bank of England supported the forward sterling market and induced the
British banks to cover by buying forward sterling from their foreign
correspondents, in particular their correspondents in France, and reselling

it to the Bank of England for the needed forward exchange.
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The French banks can, of course, also cover an unbalanced forward
position with residents by buying or selling spot exchange rather than
forward exchange, This was the case in 1958, when the large short position
on domestic forward operations was covered by buying spot exchange and
keeping it on deposit with correspondents,

Forward operations that are an integral part of swaps are
employed very extensively in dealings with correspondents. A swap is
in essence a spot purchase or sale accompanied by a simultaneous forward
purchase cr sale in the opposite direction; it is an exchange of two
currencies accompanied by agreement to reverse the exchange at a later
date at a predetermined rate of exchange. A French bank may make a swap
with a correspondent that involves the exchange of two foreign currencies,
or it may make a swap involving francs and a foreign currency,

Swaps by French banks involving two foreign currencies are
very often entered into at the initiative of the foreign correspondent,
in instances where the latter wants temporarily to increase or decrease
its liquidity in domestic funds, Swaps of this type are especially
numerous in the French banks' operations with their correspondents in
Germany., A German bank might want to acquire DM in exchange for a
foreign curren r, e,g., dollars, for a fixed period of time, It might
then make z swap with a correspondent in France, by which the French
bank gives up DM for dollars now and receives DM for dollars at the

specified later date. It should be noted that swaps involving two
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foreign currencies inflate the prbas véiues of tﬁe Frerith bank's
forward assets and liabilities, but they do not affect its over-
all net position in foreign exchange, either spot or forward.

Swaps of francs for foreign currency, or vice versa, arise
out of two sets of circumstances, One concerns the coverage of an
unbalanced position on forward operations with residents, A short
position on such operations, for example, might be covered with a
spot purchase, but this has the potential disadvantage of reducing
immediately the French bank's liquidity in francs. An alternative
solution is to obtain forward exchange outright, but the foreign
correspondent might be unwilling or unable to sell forward exchange
outright because that might mean taking an uncovered position itself.
To obviate these difficulties, the French bank can buy exchange spot and
then swap the exchange for francs from its correspondent. In this way the
foreign correspondent's position in each foreign currency remains balanced,
and the French bank's liquidity in francs is unimpaired for the duration
of the swap,

Swaps involving francs and a foreign currency are also prompted
in large degree by changes in money market conditions. Shifts in conditions
on the Paris money market in 1964-65 in fact gave rise to the largest changes
which the French banks' forward position with correspondents has experienced
since 1959, To increase its liquidity in local currency or in foreign
exchange, a French bank can sell or acquire spot foreign exchange on the

exchange market and still mwaintain a balanced position in foreign exchange
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by covering forward, However, the usual practice is to make a swap with
a foreign correspondent. French banks have been authorized for many
years to enter into swaps whereby they sell exchange spot and buy it
forward. But it was not until October 15, 1965 that they were allowed
to make swaps of the opposite nature.

The French banks' forward position with correspondents showed
rather minor variations up until 1964, The position then shifted very
sharply: from a small long position of $11 million equivalent on
December 31, 1963, to a large long position of $125 million on June 30, 1964,
(See Table 4 on page 19.) 1In those six months, the Paris money market
became much tighter as a consequence of anti-inflationary monetary and
fiscal measures and some reduction in the external surplus, Tension
reached a peak in May 1964, when rates for three-month funds in Paris
averaged over 6 per cent, To obtain liquid francs, French banks swapped
foreign currencies to their foreign correspondents; under the terms of the
swaps, they agreed to take back the exchange later., Such swaps showed up
in both the aforementioned increase of $114 million in the net asset position
on forward tranmsactions, and in an equivalent reduction in the French banks'
net spot assets with their correspondents, Most of the swaps involved U,S.
dollars: the banks' forward position with correspendents in dollars shifted from
a short position of $51 million in December 1963 to a long position of
$73 million in June 1964, Outstanding swaps rose $45 million in the

month of May alone.
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The foreign exchange which the foreign correspondents acquired
under the swaps was sold for francs on the Paris exchange market, where
it was bought by the Bank of France. These purchases by the Bank of
France were necessary if the swaps were to increase the liquidity in
francs of the French banks (considered as a whole), because a net creation
of francs was necessary, If foreign exchange had not been transferred
from the foreign correspondents to the Bank of France, the formers' franc
balances with their French correspondents would have declined, and this
would have reduced the French banks' franc liquidity by as much as the
swaps increased it,

After May 1964 the French authorities took steps to ease the
money market, partly to reduce the volume of such swaps. The Paris market
was further eased in 1965, whereas Euro-dollar rates strengthened in the
second half of 1965. The French banks were thus induced to place funds
abroad, which they began doing after mid-1564 by undoing swaps with foreign
correspondents, Later, the banks were authorized, on QOctober 15, 1963, to
make swaps in the form of a spot purchase of foreign exchange accompanied

6/

by a forward sale.— As a result of this change in regulations, in the
final quarter of 1965 they made swaps of this type, and by the end of
1965 they had a large $130 million short position on forward operations

with nonresidents.

6/ Until that time, the banks had not been allowed to lend francs to’
foreigners, and swaps of this type were construed as loans of francs.





