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> BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

Office Correspondence Date_tay 6, 1971

To Chairman Burns Subject:_2:45-3:00 Market Report

From Paul Kelty

Domestic Securities Markets

Prices of U. S. Government securities are somewhat higher now
than at their opening levels today, although the market is still very
uncertain. Most issues are now about 2/32 higher to 2/32 lower on the
day. The two when-issue notes are slightly higher than their 11:00 o'clock
levels. The 5's of 8/72 are quoted 99.31--100.02, while the reopened
5-3/4's are at 99.18--.22. Selling pressures in the when-issued notes
have abated relative to yesterday, although investor demand for them
is said to be light. Treasury trust accounts have purchased some $35
million of coupon issues today.

The tone in the bill market is firm, with most issues now
about 1 to 9 basis points lower on the day. The 3-month bill is down
9 basis points to 3.83 per cent bid. Dealers have reported a good
demand for bills today, including a large amount of buying by Japan.

The dealers also anticipate a good reinvestment demand to stem from the
outflow of dollars abroad. Moreover, the market is in a good technical
position.

Federal funds are trading at 4-5/8 and 4-3/4 per cent, with the
quote ranging between 4-1/2 and 4-3/4 per cent. The System has made
$949 million of repurchase agreements, including $882 million against

Governments and $67 million on bankers' acceptances.



Chairman Burns -2 -

The corporate and municipal bond markets are quiet with relatively
little price change. 1In the stock market, the Dow-Jones industrial average

was up 1.90 points at 2:00 P.M.
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May 6, 1971
Tos Chairman Burns Subject: Foreign Exchange Market -
From: Jan W, Karcz 2:30 Call,

With most European central banks not supporting the dollar, exchange
markets were much quieter today, Euro=-dollar rates firmed very sharply as
a scramble for dollars needed to cover last two days' sales developed; the
overnight rate at one point reached 40 per gent.

Most rates varied erratically in response to various statements by
West German officiale but on balance changed little from yesterday's close.
At 2:15 the premiums on the official ceiling rates were:

Deutsche Mark + 1,49
Swiss Franc + 3,50
Guilder + 1.04

The only central bank intervention reported was by the Bank of Japan
which took in $330 miliion; the bank issued a statement that the present yen
parity will be maintained,

At 11:00 the covered arbitrage calculations were:

U.K, local authority 6.48 Canadian bilis 2,95 Canadian fin. paper 3.88
3-mo. Euro~$ 7,63 U.s. bills 3.86 U.S. fin, paper 4,50
Gross advantage 1.15 Gross advantage 0,91 Gross advantage 0.62

Sterling discount O C$ premium 1.33 C$ premium 1.33
Net, favor Euro=$ 2,97 Net, favor Canada 0.42 Net, favor Canada 0,71
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After full review of the recent developments in

international financial markets, Secretary of the Treasury

John B. Connally today again expressed the view of the

United States Govermment that existing exchange rate

parities would provide an appropriate basis for the re-

opening of exchange markets in various European centers.

Such action in the interest of international monetary

stability will require further close cooperation among

national monetary authorities, particularly in dealing

with the problems posed by large, short-term capital

movements. As in the past, the United States is prepared

to participate fully in such immediate cooperative

action.
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The current disturbances in the exchange markets also
heavily underscore the urgency of dealing with the out-
standing problems of the international economic system.
Certain of these problems, growing out of the enlargement
of the Eurodollar market and the volatility of short-term
capital flows, have already been the subject of review
by central banking and government officials. We expect
that review to be intensified, with conclusions reached
promptly.

The underlying deficit in the balance of payments -~
estimated at some $2-1/2 - § 3 billion -- must be dealt
with in a forcible mamner. Totthat end, the United States
has undertaken a full review of relevant aspects of our
foreign trading, assistance and defense policies.

Secretary Connally, in emphasizing the importance of
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dealing with this underlying deficit, noted that the

immediate financing of this underlying deficit is clearly

manageable in the context of the larger interests of

defense of a stable monetary and liberal trading system.

At the present time, as a result of the large flows

of money in search of higher interest returns, and more

recently with speculative motivations, the dollar reserves

of Germany -- and to a lesser extent a few other European

centers -~ have reached exceptionally high levels. The

United Sgates Treasury, in present circumstances, is

prepared to assist in the orderly investment of these funds

through special Treasury securities.

These views have been conveyed to the monetary

authorities of other countries directly concerned,




recognizing that decisions as to their exchange rates are

properly a matter for those govermments. The United

States contemplates no change in its gold and foreign

exchange policies.

o0o
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To: Chariman Burns Re: Market at 12:00
From: C. C. Baker

The bill market has improved in the wake of the Desk's
outright cash purchases of #170 million of bills for System account;
and rates are down 3 to 4 basis points. In coupon issues, the
new when-issued securities are still under pressure but prices are
about as they were earlier. The long end of the outstanding market
has improved ébout 8/32 in price but the rest of the market is still
unsteady. Federal funds are still trading at 4-7/8%.

The Desk now sees about $625 million of overnight Rp's that
can be done and it is still requesting dealers to round up additional
collateral for further‘Rp's. Withdrawals of outstanding Rp's now

total about $250 million.
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The-' bepartmentof tﬁeTRE ASURV

WASHINGTON, D.C. 20220~ TELEPHONE W04-2041

MEMORANDUM TO THE PRESS: May 7, 1971

In response to further inquiries, Secretary of the
Treasury John B. Connally said today that the Administration
was continuing to éarefully follow the speculative
exchange market nroblem in Europe and remains prenared
to coonerate fully with others to assist in stabilizing
the situaiion,

The Secretary emnhasized the United States contemnlates
no change in its own gold and foreign exchange nolicies.

Secretary Connally again expressed the view of the
United States that maintenance of current narities could
nrovide a basis for reonening the markets in various
luronean centers. The Treasury is nrenared to assist
those few central banks receiving large amounts of dollars
in recent weeks in the orderly investment of a nortion of
these funds through smecial Treasury securities.

The Secretary nointed out that censistent with
orderly economic exn&nsion, the U, S. was now making
visibly more nrogress against inflation than its major
trading nartners overscas. This is the fundamental basis
for con inued confidence in the dollar at home and abroad.

Monetary authorities of other countries are aware
of these views in reaching their decisions with respect to

exchange rates and other nolicies.

oNo



INTERNAYIONAL MONETARY FUND

19th and H Streets N.W., Washington, D.C. 2043|

PRESS RELEASE NO. 839 FOR IMMEDIATE RELEASE
May 9, 1971

The Federal Republic of Germany has informed the Fund that in view
of the recent situation in foreign exchange markets, including large
capital movements, for the time being it will not maintain the exchange
rates for its currency within the established margins. The Netherlands
government has informed the Fund that it has found it necessary to take
similar action because of recent movements of foreign exchange and the
action of the German authorities.

The two countries have given assurance that they will continue in
close consultation with the Fund, and will collaborate fully in accordance
with the Articles of Agreement. They have also given assurances to the
Fund with respect to the resumption of the maintenance of the limits
around par, in the interest of the smooth functioning of the international
monetary system.

Belgium has notified the Fund that it is adapting the regulations
concerning its free market for capital transactions with a view to stemming
any large inflows of capital.

The Fund has given consideration to various ways of coping with the
difficulties presently facing its members. In its consultations with
members, and in its continuing work, the Fund will seek to maintain and
strengthen the basic principles of the Bretton Woods system. The recent
disturbances demonstrate the need to improve the international adjustment
process and to bring about a better coordination among members with respect
to their internal and external policies.



INTERNAYIONAL MONETARY FUND

19th and H Streets N.W., Washington, D.C. 2043l

PRESS RELEASE NO. 838 FOR IMMEDIATE RELEASE
May 9, 1971

After consultation with the Fund, the Government of Austria has
changed the par value of the Austrian schilling, in accordance with the
Articles of Agreement of the International Monetary Fund, from schillings 26
to schillings 24.75 per US$Ll effective May 9, 7:00 p.m., Washington time.

The initial par value of schillings 26 per US$l was established with
the International Monetary Fund in April 1953 and the present change is
being made under that provision of the Articles of Agreement of the Fund
which entitles a member country after consultation with the Fund to make a
change in the initial par value not exceeding 10 per cent.

Expressed in terms of gold and in terms of the U.S. dollar of the
weight and fineness in effect on July 1, 1944, the new par value of the
Austrian schilling is:

0.035 905 2 gream of fine gold per Austrian schilling;i.....:
866.250 Austrian schillings per troy ounce of fine gold;
24.750 0 Austrian schillings per U.S. dollar;

L.oko 4O U.S. cents per Austrian schilling.

7 &



BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

Office Correspondence Date  May 12, 1971

To Chairman Burns Subject:

From A. B. Hersey

A
@GN
Attached is a first progress report, from Mr. Pizer,

on efforts to glean some specific facts about recent speculative

or hedging movements of funds from this country.




Of

To

BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

fice Correspondence Date  May 12, 1971

From

Mr. Hersey Subject: Survey of liquid funds

Samuel Pizef<:;¢*::7 held abroad by corporations.

V4

As I understand it, the Treasury (Mr. Schaffner) requested
the OFDI to initiate some inquiries to major corporations to find
out to what extent they had added to their liquid balances abroad
between the end of April and May 7.. This was done by telephéning
on May 10 the twenty corporations with the largest allowables for
liquid foreign balances. This was presented to the corporations
as a voluntary inquiry not connected with compliance. A few
were reluctant, but in any case OFDI expects to have replies
from all of them by the end of the week and they will supply us
with the results. The first reaction on the telephone by many
companies was that they had not done anything like this.

We will get a copy of the questions that were asked. In
general the companies were asked if they had increased foreign liquid
balances held either directly or for their account by their subsidiaries
in the first week of May, or whether they had made any prepayments of
debt, and they were asked to break down their holdings as between
dollars and foreign currencies.

In talking to the Treasury about this, I learned that the
Treasury people are also interested in finding out what had happened to
large payments made by petroleum companies to the oil-producing countries

during April. Such payments approached $2 billion, and I said we would



Mr. Hersey =)

see what could be discovered from the banks about the disposition
of these funds by the countries receiving them. I have given Fred
Klopstock at the New York Reserve Bank the facts the Treasury has on

oil royalty payments in April, and I asked him to look into the

question.

cc: Mr. Solomon
Mr. Gemmill
Mr. Reynolds
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BOARD OF GOVERNORS

OF THE

FEDERAL RESERVE SYSTEM

Office Correspondence B e
To Subject:
Frow_ﬂum__%td,&_

CAl CONFIDENTIAL “(FR)

Attached is another report from Mr. Pizer on attempts to
get more precise information about the outflows that were swelling
the weekly balance of payments deficits through Wednesday the 5th.

We have still to get further reports on the OFDI survey.

cc: Mr. R. Solomon
Mr. Holland
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To

BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE S5YSTEM

)
ice Correspondence Date_May 14, 1971.

Mr, Hersey Subject: ___Flows of funds into

From

Samuel Pizer Deutsche Marks.

CONFIDENTIAEL (FR)

In the last few days the New York Bank (Scott Pardee) at
our request has made some inquiries to try to discover some infor=-
mation about the source of funds going into Deutsche marks since
the end of April. The first set of questions related to what the
oil-producing countries might have done with their April tax receipts.
A large part of those receipts are in sterling, and the Bank of England
reports that they saw nothing out of the ordinary in the disposition
of those receipts this year. Ordinarily the countries concerned have
already incurred expenses in anticipation of the receipts so that they
quickly move out of these accounts in any case. The Bank of England
saw nothing different about transactions this year, and did not detect
any extraordinary flows from these accounts into DM.

U.S. banks had very much the same impression, i.e., the
countries do not ordinarily keep more than minimum accounts in the
U.S., and on this occasion seem to be following practices similar
to those followed at this time of the year in other years. In
general, the banks felt that they were not likely to be able to
detect any extraordinary transactions involving conversions of
deposits held in the Euro-dollar market into DM, but they did not seem
to have the impression that the oil countries' funds were taking that
course.

Pardee reports that he and others at the New York Bank have
a feeling from reports of Euro-market activity and from whatever
conversations they have had with banks in the market that there were
large conversions by U.S. corporations of U.S. funds into DM. In
particular the U.S. banks reported picking up a very large amount of
DM on Wednesday morning, having placed overnight orders. This was
done partly for their own account to meet the commitments on earlier
sales of DM to customers and partly directly for the account of
customers.

The New York Bank has also discussed with the Bundesbank
the possible sources of funds going into Germany, but up to now the
Bundesbank reports that they have not been able to develop any useful
information on this subject.

cc: Messrs. R. Solomon, Reynolds, Gemmill, and Bradshaw



MAY 14 1971

The Honorable William Proxmire

Committee on Banking, Housing and
Urban Affairs

United States Senate

Washington, D. €. 20510

Dear Senator Proxmire:

Your letter of May 3, attaching a reprint of an article by Milton
Friedman, asks for comment on the issue of whether the substantial
rate of growth in money supply over the past few months is related
to "obsolete procedures™ in carrying out monetary policy, with too
much emphasis being placed on money market conditions and interest
rates. 1 would say that the monetary growth experienced is not
the product of a procedural problem, but rather that it reflects
fundamental forces in the ecomomy and has to be evaluated in
relation to these forces.

The recent rapid growth rates in money, both narrowly defined to
include currency and demand deposits (M,) and more broadly defined
to include also time and savings deposits at commercial banks other
than large CD's (M), may be attributed mainly to two conditioning
circumstances. First, particularly with respect to narrowly defined
money, the recent rapid growth has reflected the temporary surge in
demand for cash balances to accommodate enlarged transactions needs
of the public resulting from the post-auto-strike rebound in
economic activity. Ian the fourth quarter of 1970, because of the
auto strike, the nation's gross natiomal product valued in current
prices rose at less than a 2 per cent annual rate; in the first
quarter of 1971, with production recovering from strike-depressed
levels, GNP rose at about a 13 per cent annual rate. Over the
course of those two quarters, and roughly paralleling the swing in
GNP growth rates, rates of increase in M; were around 3-1/2 per
cent and 9 per cent, respectively.

While temporary variations in transactions demands for cash in the
economy were central im explaining M; behavior over the past few
months, it should also be noted that Treasury cash management
practices have been a factor. There was a sizable net transfer of



The Honorable William Proxmire -2~

funds from the U.S. Government to private sectors late in the first
quarter, indicated by a considerable drop on average in Governwent
deposits from February to March. s oftem ccecurs, such net transfers
led to a temporary enlargement of cash balances im private hands.
Since peaking in early April, the cutstanding amount of has
declined on balance, in part reflecting replenishment of Treasury
cash balance.

The second prinmcipal explanation for rapid growth in woney pertains
mainly to My. In the early months of 1971, there was a sharp spurt
in net inflows of time and savings deposits other than large CD's to
banks. For the most part these are consumer-type time and savings
deposits. We believe this spurt was largely the result of one-time
transfers of savings by consumers out of market instruments, on which
yields had dropped sharply during the fall and wiater, to time and
savings deposits at banks, whose yields had been waintained. Accord-
ing to preliminary estimates contained in the Board's quarterly flow-
of-funds accounts, households sold or redeemed, net, about $17-1/2
billion of credit market instruments, principally U.S5. Government
securities, in the first quarter. In substitution, and reflecting
also a continued high rate of net new personal saving, they added
about $15 billion to their holdings of time and savings deposits at
commercial banks and about $12 billion to deposits at nonbank savings
institutions.

Most recently, net inflows to banks of consumer-type time deposits
have slowed to more moderate proportions as many banks adjusted their
offering rates down and as the amount of savings available for shift-
ing was, in any event, worked off. This has led te a substantial
moderation in the growth rate of M, following an unusually rapid 18
per cent annual rate of increase over the first quarter as a vhole,

To slow down the growth in money--either or My--over the winter
period of very rapid growth would have required the Federal Reserve
to hold back on the provision of bank reserves. Total reserves of
banks rose at about an 11 per cent annual rate in the first quarter,
which accommodated--at the interest rates prevailing during the
period~-~the temporary rise im demands for cash and the large shift by
consuners in the forms in which their savings are held. If expansion
in reserves had been at a slower rate, money market conditions would
have been considerably tighter amnd, wore broadly, both short- and
long-term interest rates would have been higher than they were. As
it turned out, the yield on new high-grade corporate bonds reached a
low point in late January and has since risen by over one full per
cent. And in short-term markets, Treasury bill rates were at lows

in mid-March and have since risen, depending on waturity, by 60 to
almost 10U basis points.
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The Honorable William Proxmire o3e

During the past several months, then, it has been necessary to weigh
behavior of the monetary aggregates against the behavior of interest
rates, and to assesa them both in relation to the prospects for the
strength of economic vecovery amd in light of the international
position of the dollar. The Federal Reserve has not commigted itself
to a single financial indicator or objective in gauging monetary
policy, but seeks instead to relate over-all financial conditions to
the specific economic developments and prospects of the time. In the
period under review, there were specific explanations for behavior of
the aggregates which indicated that the rapid rates of growth would
tend to be self-correcting. Moreover, since the economy was in the
beginning tender stage of recovery, we judged that there was undue
risk that any sigoaificant tightening in credit markets-~-particularly
long-term markets-~might hamper progress toward the expansion in
economic sctivity and in job opportunities toward which we are all
scriving.

I hope these comments will prove wseful to you. 1 recognize that
there can be room for difference in anslyses of the appropriateness
of financial developments, even taking account of the economic environ-
ment in which they have occurved. The essential point, however, is
that the receant rapid growth in the aggregates is not a matter of the
procedures used in carrying out open market operations, but must be
viewed in relation to crvedit market conditions generally, to an
appraisal of what such conditions would have been if efforts had been
made to reduce growth rates under the circumstances of the time, and
to one's assessment of current economic conditions and economic
prospects, 1 can assure you that we are watching the behavior of the
monetary aggregates carefully, as well as the performence of the money
and capital warkets, and that we ave prepared to move if that behavior
should appear to threatem the prospects for orderly economic progress.

Sincerely,
(Signed) Arthur F. Byrps

Arthur F. Burns

SHA:JCP:cme
5/13/71
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CHART 1 |STRICTLY CONFIDENTIAL (FR)

MONEY MARKET CONDITIONS i
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CHART 2 s 5/14/71

SELECTED INTEREST RATES
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‘ CHART 3! STRICTLY CONFIDENTIAL (FR)

SECURITY MARKET DEMANDS

CORPORATE,  BONDS Public Offerings
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Table 3 CONFIDENTIAL (FR)

SELECTED LONG-TERM INTEREST RATES T 14, 1971

PER CENT :
4 5 |5 7
Corporate Bonds . U.S. Govt. FHA Mortgages !
Period : g o B:Anudnch";;g 5 |(10-vr. Constant|(Secondary Mkt. FNMG:IZS'O"
New issiie Aaa oody’s Seasoned Maturity) Yield)
2 Aaa 3 Baa-
1970: High 9.30 8.60 9.47 712 8.06 9.29 9.36
Low 7.68 7.48 8.59 5.33 6.29 8.40 8.36
1971; High 7.93 7.46 8.97 5.96 6.53 -- 8.36
Low 6.76 7.06 8.34 5.00 5.42 - 7.43
1970: July 8.63 8.44 9.40 6.53 - 7.46 9.11 9.17
Aug. 8.48 8.13 9.44 6.20 153 9.07 9.03
Sept. 8.42 8.09 9.39 625 1.39 9.01 9.03
Oct. 8.63 8.03 9.33 6.39 ‘ 7,33 8.97 8.91
Nov. 8.34 8.05 9.29 5.93 6.84 8.90 8.92
Dec. 7.80 7.64 9.12 5.46 6.39 8.40 8.43
1971: Jan. 7.24 7.36 8.74 5.36 6.24 -- 8.16
Feb. 7.28 7.08 8.39 5.23 6.11 - .67
Mar. 7.46 j 355 | 8.46 5. 17 5.70 T.32 7.44
Apr. 7.57 7.25 8.45 5.37 5.83 7,37 7.49
Mar. 5 i ) 7.12 8.40 5.37 6.07 7.43
12 7.54 7.20 8.47 5.28 5.82 -
19 7.14 7.26 8.50 5.00 5.61 7.45
26 7.08 7.25 8.47 5.03 5.42 --
Apr. 2 R 7.22 8.46 5:15 5.55 7.44
9 7.16 7.23 8.45 5.2k 5.61 --
16 7.32 7.24 8.45 5.32 9.77 1.45
23 7.54 7.24 8.42 5.48 5.98 -
30 . 7.81 7.30 8.47 5.69 6.03 7.54
May 7 7.88 7.43%/ 8.52%/ 5.84 6. 24—5 =
14 7.93 7.46 8.5 5.96 6.28E 7.68
L4y

NOTES: Weekly data for Aaa corporate new issues, Moody's seasoned bonds and 10-year U.S. Government bonds are daily averages. Other
weekly data are single-date figures. FMMA auction yield is the implicit yield in weekly or bi-weekly auction for 6-month forward
commitments on Govermment underwritten mortgages.
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SECURITY DEALER POSI

Table 1

TIONS AND BANK RESERVES

MAY 14, 1971
MILLIONS OF DOLLARS
U.S. Govt. Security Other Security
St Dealer Positions Dealer Positions R Dk i R
erio
2 ) : T : s
Bills Ciupon Issies Corporate Municipal o Borrowings [® Net Bokeowed Basic Reserve Deficit
: Bonds Bonds at FRB Reserves [7)8 New York [(8) 38 Other
1970 -- High 4,259 1,720 369 421 1,681 -1,451 -3,361 -5,619
Low 1,092 257 0 20 270 68 409 -3,076
1971 -- High 4,733 2,089 308 394 561 - 380 -4,779 -5,499
Low *1,559 *1,066 22 : 96 84 202 -1,740 -3,006
1970 -~ Apr. 3,466 692 102 140 865 - 687 -1,932 -4,628
May 1,428 949 32 119 924 - 765 -1,600 -3,306
June 1,509 562 45 221 907 - 735 -1,537 -3,608
July 2,365 626 45 112 1,317 -1,133 -1,473 -4,053
Aug. 2,630 1,435 90 135 881 - 707 -2,257 -3,957
Sept 2,903 1,064 107 107 595 - 398 -1,853 =4,151
Oct. 2,724 1,120 98 242 468 - 274 -1,842 -4,282
Nov. 3,013 1,662 61 120 409 - 199 -2,340 -4,703
Dec. 3,739 1,636 221 279 348 - 84 -2,856 -4,713
1971 -- Jan. 3,555 1,767 82 188 377 - 140 -2,265 =4,485
Feb. 2,829 1,579 160 265 336 - 75 -2,568 =4,227
Mar. 2,972 ° 1,252 110 191 312 - 120 -2,847 -3,927
Apr. *3,268 *1,336 100 253 152p 24p . -3,752 =4,403
1971 == Mar. 3 35235 1,104 133 266 2568 - 88 -2,300 -4,064
10 3,048 1,143 75 160 421 - 339 -3,205 -4,343
17 2,780 1,229 90 112 290 < 25 -2,764 -4,122
24 2,103 1,387 87 186 333 - 265 -2,973 -3,834
31 3,790 1,344 167 230 257 119 -2,566 -3,213
Apr. 7 4,733 1,484 164 360 197 80 -3,556 -4,473
14 3,613 1,252 58 202 150 58 -4,365 -5,499
21 *3,007 *1,261 128 251 84 - 3 -4,714 -4,593
28 *2,306 *1,318 48 197 177p -  95p -2,837 -3,491
May 5 *1,743 *1,304 90 125 175p 202p =2,224p -3,006p
12 *1,559 *1,066 55p 160p 98p 144p -3,945p -3,501p
19
26
NOTES : Government security dealer trading positions are on a commitment basis. Trading positions; which exclude Treasury bills financed by repurchase

. agreements maturing in 16 days or more, are indicators of dealer holdings available for sale over the near-term.
are debt issues still in syndicate, excluding trading positions.
less net Federal funds purchases.

syndicate which are Friday figures.

L -

TR e R ST

Other security dealer positions
The basic reserve deficit is excess reserves less borrowing at Federal Reserve
Weekly data are daily averages for statement weeks, except for corporate and municipal issues in
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Table 2

SELECTED SHORT-TERM INTEREST RATES

MAY 14, 1971
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offering rates posted by New York City banks.
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WEEKLY REPORT OF MEMBER BANK BORROWING

(Averages of déily figures, in millions of dollars)

Week ended 4 weeks ended |Year-ago data
4 weeks ended
5-12-71| 5-5-71 | 5-12-71| 4-14-71 5-13-70
Total member bank borrowing:

All member banks 98 15 134 235 863
Money market banks 59 81 = g -] 484
Other reserve city banks 23 67 65 196 192
Country banks 16 27 16 14 187

Amount presently under

administrative pressure:

All member banks 22 49 57 194 75

Money market banks o gy - =i 46

Other reserve city banks 22 46 56 192 18

Country banks * 3 1 2 11
Amount likely to come under

administrative pressure next

week, if borrowing continues: "

All member banks = = * * 22
Money market banks - - - - 10
Other reserve city banks - - - - -
Country banks - - * * 12

Amount accounted for by

frequent borrowers:

Indebted in 10-13 of

past 13 weeks:

All member banks 22 79 37 194 22
Money market banks - - - - =
Other reserve city banks 22 77 56 192 -
Country banks * 2 1 2 22
Indebted in 7-9 of past
13 weeks:
All member banks 40 % 11 126
Money market banks 39 = 10 s ~95
Other reserve city banks - - = - 57
Country banks 1 * 1 1 A

NOTE: Amount of borrowings brought under administrative pressure is dependent on a
variety of circumstances, only one of which is the duration of the borrowings. The
two sets of figures are both included as complementary indicators of the composition
of total member bank borrowing, and neither the aggregate amounts nor necessarily
the individual banks included will completely coincide.

%* Less than $500,000.

DIVISION OF FEDERAL RESERVE
BANK OPERATIONS
May 13, 1971
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WASHINGTON, D.C. 20220 TELEPHONE W04-2041

FOR RELEASE UPON DELIVERY May i 761971

STATEMENT BY THE HONORABLE JOHN B. CONNALLY
SECRETARY OF THE TREASURY
BEFORE
THE SENATE FINANCE COMMITTEE
SUBCOMMITTEE ON INTERNATIONAL TRADE
MONDAY , L MAY 17524971 ,020% 00+ ALMS
I congratulate the Senate Finance Committee on
establishing this Subcommittee on International Trade,
and I welcome this opportunity to discuss with you the
broad aspects of our international economic policies.
Mr. Chairman, in March you submitted to the Finance
Committee a very thoughtful report concerning trade
policies in the 1970's. You indicated that we are at
a watershed. You said that in the future we must have
both a change in direction and a change in emphasis in
pursuing our foreign economic policy objectives. And
you also stated that those changes in direction and

emphasis had to be accompanied by a corresponding change

in the means of pursuing our objectives.

(MORE)



I agree strongly with all of these conclusions.
And in this prepared statement, I would like to take just
a few minutes to underline that agreement, and to capsule
the type of actions necessary both at home and abroad

if we are to succeed in this important effort.

The road to good international economic relations is

not a one-way street -- no nation, regardless of power
or prestige, can or should "call all the shots" for the
free world community. Nor can we or others, in building
a world order, expect to rely for long on the goodwill
or largess of friends. We need to recognize that lasting
cooperation among nations depends not on friendship in
the personal sense, but on the solid base of national
strength and national interest. By taking a long and
broad view of our interests, and building on the elements
of common needs and aspirations, we can expect strong
allies in our endeavor to maintain a flourishing world
economy .

To play our proper ;ole in the new age to which
you refer, there are things that we must do at home.
Just as important, there are steps that must be taken
by us and by our trading partners in building better

trading relationships abroad.



For many years we had the luxury of competing with
economies still recovering from war. We prospered during
this period. Now, circumstances have changed in the
world. We must change to meet these new circumstances.

A generation of ease and affluence enjoyed by labor and
business alike -- a period when our strength was so
apparent that erosion in our competitive position was
almost unnoticed =-- is over.

As we enter the 1970's, the relative economic
strength of our major trading partners is abundantly
clear. The European Economic Community is now the world's
largest trading bloc, with large and persistent trade
surpluses. The prospects are that its membership and
economic base will soon be further expanded. Japan has
achieved a truly remarkable rate of growth. It now records
the second highest Gross National Product and among the
largest trade and balance-of-payments surpluses in the
free world.

The simple fact is that in many areas others are
out-producing us, out-thinking us, out-working us, and
out-trading us. Analysis of trends in our balance of

payments underlines this.



I do not refer just to the statistics for the first
quarter of 1971, to be released today. Those results are
bad. They depict a deficit of over $5 billion on the
official settlements basis for the three months alone.
The liquidity deficit exceeded $3 billion.

Clearly, that level of deficit is not sustainable.
However, we should clearly recognize that the major cause
of these extraordinary dollar outflows is transitory --
interest rates here which are lower than those in Western
Europe. That imbalance will be largely corrected as
economies move back into phase.

What disturbs me more than the first quarter deficit
is the underlying trend in our trade and current account
position. Our trade surplus rose in the first quarter,
but still ran below the rate for 1970 as a whole. More
importantly, it remains far below the levels of the early
1960's, and below the amount we need to achieve an
equilibrium in our balance of payments.

To keep pace in this world economy, our first task
is to attend to our own economy. We must restore the
stable, noninflationary growth that was disrupted by the

domestic financial policies of the late 1960's.



We are well on the way down this difficult road.

Our strategies‘for further containing inflation, while
raising output and reducing unemployment, are working.
In particular, we have‘begun to restore the base for a
stronger international position; last year, unit labor
costs in the U.S. rose only one-third as much as the
average of our major competitors. This is heartening
evidence of fundamental progress.

But the journey is far from over. We cannot afford
to sit back and count on poor performance abroad. Thus,
the remaining challenge before us at home is plain.

Our domestic economic strategy of balanced and
sustainable recovery will help rebuild our trade surplus --
but only slowly. In addition, we cannot hope to achieve
a full measure of success unless markets are open to.us
and unless we are able to compete fairly with our trading
partners abroad.

Indeed we must paint on a larger canvass than trade
alone. We are now at a decisive point in our egonomic
affairs. The challenge in foreign economic policy for
the 70's involves three elements. First, the necessary
mutual security arrangements for the free world must
be maintained in full concert with our allies, with a
fair sharing of the burden. Second, multilateral coopera-
tion must be broadened in the financial and development

assistance areas. Third, the efforts to foster increased



competitiveness in our economy must be actively pursued
in the context of fair and liberal trading arrangements.
It is this last area that seriously concerns this

Committee today. I believe we have legitimate complaints

about some of the practices of other nations -- now in a
strong position -- that have the effect of blunting our
competitive effort. Twenty years -- even a decade -- ago,

these practices might have been understandable. I believe
the strength of other nations should now permit new
initiatives to break down these barriers.

I do not want to be misunderstood. I am not pleading
with other nations to reduce barriers and open markets
in return for what the people of the United States have
done for them in helping to recover from the ravages of
World War II. My point is simply that today we are in
a different world -- and there is a common interest in
achieving new and balanced trading relationships.

Mr. Chairman, there is another area -- in addition
to efforts by our Government and by governments abroad --
in which a new approach is necessary. I refer to the

private sector.



Bluntly stated, the statesmanlike leadership that
the President of the United States has evidenced in
dealing with this nation's foreign and domestic problems
has not been correspondingly matched in the private
sector. This is a time for the private sector to do
everything possible to hold down the rise in labor costs,
to avoid unnecessary increases in interest rates, and
to speed the return to priée stability.

It is time for Americans to realize that stronger
efforts have to be made to raise productivity. We find
it too easy to blame the Government when in fact we are
all part of the factors which govern the course of our
economy. - Labor and business have a bigger stake, a
larger voice, and a stronger hand in this economy than
Government does. It is now time for them to use that
strength constructively.

Our trading position shows that we will have to
work hardervjust to maintain our position. This nation --
its industry and its labor -- must help redress the
decline in our competitive position and improvg our
economic performance in foreign markets. Government
should help when necessary and appropriate with credit‘
support, by fair taxation, and by promoting our tech-

nological leadership. This is why the Administration



has strengthened the Export-Import Bank activities.

This is why we will resubmit our proposal for a Domestic
International Sales Corporation, changing tax treatment
of exports in a way to awaken our companies to the op-
portunities abroad. And this is why I am distressed at
the reduction in federal expenditures on research and
development.

Now, I realize that there may be a tendency to think,
or at least hope, that our international financial problems
can be taken care of by some sort of monetary magic.
Nothing could be further from the truth. Money itself
cannot produce, increase efficiency, or open markets
abroad. Our monetary system functions well only as
the economy as a whole functions well. A dollar is
not just a piece of black and green paper with George
Washingfon on one side and a big ONE on the other.

That little piece of paper represents and reflects the
economic vitality -- or lack of it -- of this country.

When this Administration calls upon businessmen,
labor leaders, and bankers to put their respective shoulders
to the wheel and work together for the common good, we
may run the risk of being described as old-fashioned,

for what I am calling for is a return to the principles



of hard work and responsibility -- principles that are
reflected in high and rising levels of productivity.
Productivity, in its broadest sense, is truly "the name

of the game" in the hard competitive world of international
trade. I do not at all mind being called old-fashioned
when the standard of living of the American people =--

their personal and economic security -- is at stake.

At the same time, the private sector, from whom I
am calling for renewed effort, has every right to expect
and certainly should receive a more attentive interest
and a more insistent effort in protecting éur economic

and financial interests around the world.

olo
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE 5YSTEM

Ofﬁce Correspondence Date_ May 17, 1971

To Mr. Axilrod Subject: Immediate Price Effects of

From Mrs. Smelker /Z¥X Monetary Disturbances this Month

Futures price fluctuations for non-precious metals were not
much affected by the monetary disturbances this month. Copper
futures strengthened temporarily--the increase in prices on May 5
was attributed to monetary developments, but this was followed by a
resumption of declining futures prices. Copper spot prices fluctuated
but in general continued to move down.

Agricultural futures showed little effect, as would be expected.
Wheat, corn and soybeans futures apparently strengthened temporarily
after the Mark was floated, but other factors may also have been
important.

Precious metal futures strengthened this month--particularly
gold and platinum.

Attachment.
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1iCC LOITESRONUCIICS Date_ May 17, 1971.
Chairman Burns Subject:_Information Requested at
Trom Peter Treadway a etin

Enclosed are the following:

1. A graph showing the relative performance of selected
stock price indices from January 1968 through April 1971. This graph
gives a broad view of stock price movements over the last three years.

2. A graph showing the relative performance of selected stock
price indices from July 1970 through April 1971. This graph presents
clearly the relative recovery of eaéh index from its average monthly
1970 low.

Note that both graphs plot indices by cumulative per cent
changes over the period specified. We chose this method instead of
plotting actual monthly values on log paper because this achieves
virtually the same result and in this case made the graph easier to read.

3. A chart showing net purchases, gross purchases and gross
sales of U.S. stocks by foreigners. This chart contains the latest
Treasury data available and shows that stock trading volume accounted
for by foreigners had increased substantially through March but that
foreigners in early 1971 had to a small extent become net sellers of

U.S. securities.
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FOREIGN PURCHASES & SALES OF U.S.STOCKS

i (In § millions)

» STOCKS

Net Gross Gross

. Purchases Purchases Sales

Year: 1968 . A 13,118 10,848
1969 1,487 12,429 10,942

1970 623 8,927 8,304

1970 January (43) r 775 818
i February (13) = 156 768
March : (41) 855 ¢ * 895

April 4 r 732 728

May i (200) 628 829

June : | 63 .t 626 563

July : i L 545 r 493

August ‘ i 104 535 432
September i 225 829 604

October i 158 948 790
November i 98 619 521
December i 216 1,078 862

1971 January 130 999 869
February : (32 1138 1170
March/p. . (36; ‘ 1072 1108

/p. Wew York District only, representing 90% of the total.

r = revised
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BOARD OF GOVERNORS OF THE FEL AL RESERVE SYSTEM

5/20

DATE

i Chairman Burns

rrom ROBERT SOLOMON

The attached memo spells out
the case for having central banks reverse
their Eurodollar placements directly

rather than through the BIS,

g5

Attachment,
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

Office Correspondence Date May 20, 1971

To g5 Robert Sedoncn Subject:_Use of BIS in shifting foreign

Robert F. Gemmill

From central bank funds to the United States

GONFIDENTIAL (FR)

If it is desirable to secure withdrawal of foreign central bank
funds from the Euro-dollar market, it would appear possible to accomplish
that result without involving the BIS.

1. Any withdrawal would have to be spread over a considerable
period of time so as not to precipitate a crisis in the Euro-dollar
market -- or boost Euro-dollar rates sufficiently to contribute to a
sizable outflow of U.S. capital in a short period of time.

2, Thus, foreign central bank balances withdrawn from the Euro-
dollar market would be invested in the United States over a period of time;
maturities could be staggered, so that the average time remaining to matu-
rity of the investments in a foreign central bank's portfolio would always
be about half that of the original maturity of the individual investments.

3. At current rates, a foreign central bank could have a port-
folio of 90-day CD's (average maturity 45 days) with an average yield of
5 per cent, or a portfolio of 30-59 day CD's (average maturity 15-30 days)
with an average yield of about 4-1/2 per cent.

The foreign central bank could obtain somewhat greater liquidity
(for any given average maturity of portfolio) if it invested in Treasury
bills rather than CD's, and a somewhat lower yield (3-month bills currently
about 4.4 per cent, and 30-day bills about 4 per cent.)

4, Foreign central banks have reportedly invested funds in
3-month deposits with the BIS at 4-3/4 per cent yield with a 2-day call.
The yields available on U.S. assets come quite close to the yields on
deposits with the BIS, and it should be possible to persuade foreign
central banks that the small yield advantage that individual banks
might obtain on BIS deposits was outweighed by the adverse effects of
the practice in fostering a multiple expansion of reserves.



Mr., Robert Solomon -2 CONFIDENTTAL (FR)

5, If foreign central banks require greater liquidity on
their dollar holdings in the United States than would be provided by
staggered maturities -- e,g., if the two-day call provision that they
reportedly have on deposits with the BIS is an important element in
their investment decisions -~ this could be provided through use of
the Federal Reserve swap network,

6. The BIS itself uses the swap line to obtain liquidity,
and any proposal that involves use of the BIS as an intermediary
therefore implicity (if not explicitly) involves use of the Federal
Reserve swap network as an ultimate source of liquidity. In principle,
it would be preferable to provide liquidity directly to foreign central
banks through the swap, rather than using the swaps to support the BIS
in a profit-making operation., Why not eliminate the middle man?

cc: Hersey, Reynolds, Pizer, Bradshaw



Jxchange Rate Changes Required to| Achieve Balance of Payments Targets
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Belgium~Luxcmbourg 0.7 & 0.0 0.7 02 -0.5 10.0 3 y
France 0.0 -0.2 -0.2 0.3 0.5 7.3 | £ -
Cermany ! 3.8 0.8 4,6 1.8 -2.8 13.4 A o
Ttaly e ! 0.0 1.1 0.8 ~-0.3 9.4 e
Netherlands -0 0.2 -0.1 0.2 0.3 7.3
United Kingdom : 400 Ry 0.8 0.9 0. 1 7.2 ,‘1
Canada | S | 0,2 133 -0,2 -1.5 1251 g
Japan 3.3 1,0 4,3 1.6 -2.7 1530
United States -1.2 -2.0 -3.2 4.8 8.0 0.0
Other OECD 0.0 0.2 0.2 -0.9 -1.1 9.3

1/ Goods, services, and private remittances. Bascd cn OECD paper CPE/WP3(71)13, Table 2, and data supplied by COECD Secretariat; 1970 current
balance for U,S. lowered by $0.5 billion in accordance with latest, revised U,S. estimates.
2/ Rough projection of chsnge from 1970 to 1972 fn colusn (1) fignres in the :bsence of exchange rate changes. Figures expressed in 1970 pricd

3/  Basad parily.on OFCD esfivates of "reacourhly halanced positioa! in’ 1979" {(CPE/WP3(71)13, Table 3), and partly on IMF gtalf estimates of
"normal' net flous »F  pilal facd Lid, ' f
4/ ' Calculated on rhe bagis.of the IMP staff's mltilateral exchange rate model, hanges measured from pavities pravailinglbefore May 30, 1970,
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Office Correspondence Date_August. 9, 1971

To Chairman Burns Subject:__ Dale Proposal Regarding

From SERARL Selomen Exchange Rate Realignment,
—5FE€CREF—

The attached paper written by Bill Dale, sets out a
proposal for achieving a sizable realignment of e};change rates
--aimed at producing a large U.S. surplus--and doing so without
raising the official price of gold. I understand that this paper

has been seen by Secretary Connally and Peter Peterson,
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Attachment A

Exchange Rate Realignment and Related Matters

The points made below attempt to lay out some essential elements
of a scenario which would be aimed at accomplishing a major realignment
of exchange rates while still observing certain of the unavoidable con=-
straints on possible action by the United States and taking account of
what may be legally and practically feasible in the existing international
monetary system.

A. This approach would concentrate action within a period of two
weeks at the longest (it should, of course, be made as short as feasible)--
the week prior to, and the week of, the IMF Annual Meeting this year. In
the week prior to the weekend when the IMF Govermors arrive in Washington,
the United States would discontinue the "free" sale of gold and SDR's
against dollars and would close its exchange markets. Other major coun=-
tries would presumably do the same. The aim would be to reopen exchange
markets within two weeks. During the week preceding the Annual Meeting,
the U.S. authorities would seek Congressional action permitting the United
States to initiate and approve a major realignment of exchange rates. The
type of Congressional action to be sought is shown in Attachment 1. The
essence of the approach would be that the President and other officials
delegated by him would be authorized to propose and agree to a combination
of a uniform change in par values and & change in the par value of the
U.S. dollar in such a manner tkat the official U.S. dollar price of gold
would at no time exceed $35 per ounce. This would be sought by an initial
step comprising a uniform appreciation of the currencies of all Fund mem-
bers so that the official U.S. dollar price of gold would be below $35
for an interim period of a few days. The percentage rates of uniform
appreciation corresponding to various gold prices down to $28 per ounce
are shown in Attachment 2. After a uniform appreciation of the appro-
priate magnitude (say, up to 25 per cent) the United States would pro-
pose, and the Fund would agree to, an individual depreciation of the U,S.
dollar back to the point where the official price of gold would be $35.

B. Having obtained the necessary Congressional legislation (which
is formulated in Attachment 1 in general terms so that similar exchange
ad justments could also operate in the future) the United States would
have, beginning with the weekend preceding the Annual Meeting, the var-
ious groups of foreign officials at hand with which international
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'negotiations would be orchestrated. These would include, in addition to
the full IMF Board of Governors itself, the G-10 Deputies, the G-10
Ministers and Governors, the EEC officials and the IMF Beoard of Directors.
The United States would propose that a uniform appreciation of, say, 25
per cent, up to an official gold price of $28 be approved by the Fund.
This would require approval by the Board of Governors by 85 per cent of
the total weighted voting power. In addition, every menber has the right,
under the Articles of Agreement, to "opt out" of a uniform change in par
values simply by notifying the Fund within T2 hours that it does not wish
the par value of its currency so changed. The United States would make
clear in its proposal that not only must the uniform appreciation be
approved by the Board of Governors, but that if more than a very small
nunber of countries (say, countries not exceeding 5 per cent of the Fund
quotas and excluding any industrial countries) were to "opt out," the
United States would not be prepared to proceed with the second half of
its proposal. After the T2 hours within which countries can "opt out"
‘had passed following adoption of the uniform appreciation by the Board
of Governors, without more than a very few defections via "opting out,"
the United States would then propose an individual change in the par value
of the dollar constituting a depreciation back to where the dollar price
of gold would be $35. Once this was approved by the Fund and placed in
force, the result would be a major realignment of exchange rates which
could be called either an appreciation of other rates relative to the
dollar or a depreciation of the dollar relative to other currencies,
depending on one's taste and one's national affiliation. One of the
major features of this scenario, however, would be tlat the "burden of
initiative" would largely fall on and be taken by the United States.
It is clear, of course, that the United States would have to place syb-
stantial pressure on other countries to maeke them "stand still" for the
exchange rate change contemplated.

C. The broad rati male for the exchange rate realignment which
would be aimed at by this scenario would be essentially as followﬁ:

l. It should be agreed internationally that for a sustained
" period of time--say, five years as a minimum--the Unjted
States and the world should aim for a U.S. official settle=~
ments surplus (excluding SDR allocations) in the range of
$2-3 billion per year, abstracting from short-term devi-
ations.

2, This should be aimed at by an immediate major realignment
of exchange rates, and any individual exchange rate changes
proposed by other countries later during the quinquenniuq
should be Jjudged importantly against this generally-agreed
objective (see point D below). Adding up the "under}ying"
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U.S. deficit (i.e., abstracting from existing cyclical

and random factors in the present deficit) together with

the balance of payments cost of completely liberalizing (
capital flows and other transactions as well as allowing

for an average surplus of $2.5 billion per year (exclud-

ing SDR allocations), this would probably mean the need

for an annual improvement in our balance of payments on

the order of $6-8 billion. It is this range of figures

at which a realignment of exchange rates should be tar-
geted.

The present rate of SDR allocations is undoubtedly tco
small. In addition, it is based on the assumption that

net additions to world reserves in the form of U.S. dollars
will be $0.5-1.0 billion, rates which are presently being
greatly exceeded and which are likely to be exceeded for

the whole of the first three-year period. If the figure

of +1.0 billion for reserves created via the U.S. balance

of payments (the top of the range in the assumptions stated
in the Managing Director's proposal) were replaced by «2.5
billion, the present allocation rate of $3.0 billion annually
would have to be boosted to $6.5 billion to produce the same
aggregate results in terms of world reserves as was bheing
aimed for. In the context of an agreed exchange rate policy
aimed at producing a sustained U.S. official settlements
surplus (excluding SDR allocations) of $2-3 billion per
year, other countries would necessarily be much more vul-
nerable to balance of payments difficulty, and might well
be willing to support a still higher rate of SDR allocation.
Even at an allocation rate of $6.5 billion, however, the
United States would receive around $1.5 billion per year,

so that in this situation our net reserve position would be
improving by around $4 billion per year, or $20 billion over
a five-year period.

Qur willingness and wish to aim for such a surplus would
represent, by comparison with the situation today, the pro-
vision of substantial additional resources to the reat of
the world--something in the neighborhood of 2/3 to 3/4 of
_one per cent of our GNP and roughly half that proportion
of world GNP. For the rest of the world, that would repre-
sent not inconsiderable help in dealing with the inflation
that nearly all of their Governors complained about at
Copenhagen. For us, it would involve somewhat more of an —
export-led upturn, and the price changes inyolved (in the
form of an exchange rate realignment) could assist materi
ally in resisting domestic protecti mist presswres. It iE
. only fair to note, however, that this shift in the uge of

- i i
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resources to the external sector would of course imply
the use of correspondingly smaller volume of resources
domestically within the United States, and this in turmn
(voth to facilitate the contemplated shift in use of re=

sources and to compensate for its impact on the domestic . §k2/71>
situation) would imply an additional degree of restraint U™
in fiscal and monetary policies. — gl

5« We could say that only in connection with such a sustained
period of official settlement surplus would we be willing
to look seriously at a negotiation contemplating putting
the world, including the United States, on a full reserve
asset settlement basis. In other words, we might be willing
to try to work ourselves out of the reserye currency busipesg=-=
always abstracting from reasonable working balances-~but other
countries would have to be prepared to accept the implications
of this in terms of the exchange rate pattern and balance of
payments situations being aimed at. "

6. An indirect SDR-aid link, but one of quite substantial quan-
titative importance, would also be involved in this procedure.
The IDC's would receive about one-fourth of any increase in
SDR allocations resulting from the proposed shift in the U.S. {
position. If the assumption is made that their absolute re-
serve targets (whether implicit or explicit) would not change,
the additional SDR allocations would, in effect, be the same
as an equivalent amount of completely untied program aid.

If the figures given above have some validity, the additional
SDR allocations to the IDC's could be in the range of some
$950 million per year, an amount of no mean importance when
compared with IDA plans and with the extemal resources
otherwise availaeble to the IDC's,

D. The initial result of successfully implementing this scenario
would be a large and essentially uniform alteration in the exchange
relationship of the dollar to other currencies. It seems fairly clear
that at least some currencies, and perhaps quite a few (in temms of
nunbers of countries) would want to depreciate from the level at which
they had been placed at least part way with the dollar and in a number of
cases all the way. Such subsequent individual exchange rate depreciations
should be dealt with separately in the ensuing period. As a general propo=-
sition, the substantive Justification for any individual depreciation of
this type should be required to show that the country's balance of pay-

m ents loss from the initial exchange realignment could be expected to
exceed its reserve gain from the increased SDR allocations discussed in
point C above. In this connection, one might wish to accelerate or "front
load" the newly-enlarged SDR allocation process, so as to have the larger:
amounts available in dealing with initial cepital flows stemming from the
realignment procedure.

G | e B
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‘E. One important and obvious question would be the role of gold in
the new sitwtion. I have examined carefully over quite a period of time
whether there is some procedure--even a quite complex one--by which of-
ficially-held gold could be turned in to the Fund, directly or indirectly
against SDR's. I have not been able to discover any technique available
under the present Articles of Agreement which would accomplish this to
any significant degree; it would require an amendment which would neces«
sarily be time-consuming, at the least, to negotiate and get ratified.

It is difficult to know what would be likely to happen to the market price
for gold after the above scenario had been worked out. The scenario, if
it worked, would have the symbolic virtue of showing that, at least for

an interim period of a few days, the official gold price could be reduced.
Also, and much more important, the anticipated strength of the U.S. bal~
ance of payments position should have a dampening dimpact on the dollar

gold price in the markets. To the extent this was a very strong effect,

we might find the price falling to or below $35, in which case the present
arrangement with South Africa would operate to bring a lot of South African
gold into the Fund. We would have to examine whether the present South
African arrangement should be terminated or modified, which would be justi=-
fiable under the provision of the Fund Decision which states the arrange-
ment "shall be subject to review whenever this 1s requested because of a
major change in circumstances." (For further information on available
present techniques for dealing with gold, see the attached memorandum. )

F. Point C.5 above mentioned briefly that the United States might
want to be willing to consider, in connection with this scenario, the
negotiation of something resembling a reserve settlement account as a
means of working our way out of the existing situation in which the U.S,
dollar is held in large amounts in the reserves of other countries. We
would want to consider whether deliberately working our way out of the
reserve currency business could be done in such a manner as to leave the
dollar in its vehicle currency role, which there is no doubt is essential,
and will doubtless continue to be essential, for the functioning of the
system. If we concluded that these two roles could in practice be dis-
tinguished, we might well want to engage in a negotiation (which would
probably be protracted and which would require amendment of the Articles
of Agreement) and to so announce at the time our exchange realignment
proposals were unveiled. One form such a proposal might take would be
to create a third account in the Fund, into which countries could deposit
gold and currencies held in their reserves as of a certain (earlier) date,
and against which they would receive SDR's. It would be possible, perhaps,
for the dollars deposited in such a conversion account to be simply left;
there in dead storage. The other possibility would be that the United
States would amortize them over a certain agreed period of time with SDR's.
If this were the procedure, the United States would of course have to run
a balance of payments surplus (on official settlements) of the appropriate
size and this would have continuing longer range implications for both

)
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the world's exchange rate pattern and the rate of SDR allocation, Finally,
in order to avoid the tendency for many countries to begin again holding
dollars or other currencies in their official reserves, and thus starting
the whole cycle once again, it seems to me doubtful that mere international
agreement that this should not be done would be likely to get very far as
a practical matter in influencing official behavior. If avoiding foreign
currency holdings in reserves above levels constituting reasonable working
balances on the one hand, or representing the result of swap transactions
on the other, were to be an agreed objective, the best way-~and perhaps
the only way=-- to do this would be to raise the interest rate on SDR's to
the point where countries would wish to hold SDR's in their reserves in
preference to currencies. This idea would seem to imply that SDR interest
rates would have to be fairly frequently adjusted so as to be competitive
with the relevant interest rates in the appropriate national or intere
national markets.

G. Other than in those cases where exceptions are expressly mens
tioned above, everything suggested in this note can be accomplished under
existing provisions of national or international law. It is obvious that
the negotiating problems would be of a truly extraordinary degree of dif«
ficulty and complexity; that technical and policy "spinoffs" from the
main propositions briefly put forward above could be major; and that-~at
least in the short term--financial markets everywh<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>