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.Introduction and Statement of Intent,

Official intervention in the forward exchange market,
as a method of reducing the reserve drain of a weak - currency
country and of supporting confidence in its currency's existing
par value, has become more than an academic topic. In the
period folldwing Germany's revaluatién of the Deutschemark in
March 1961, the Americah and German authorities jointly
undertook subsﬁéntial commifments to deliver forward marks to
hedgers and speculators who anticipated a further revaluation
of that currency. During the speculative attack on the
Canadian dollar in 1962, the Canadiaﬁ authorities sold forward
at least 239 million U.S, dollars, equal to 20% of their.spot
reserves at the time,l -Again, more recently, between 1964,
and 1967, the period répresenting the dénouement of the
prolonged siege of sterling which had become a permanent
feature of the international monetary scene since at least
the mid 1950s, the Bank of England uﬁdertook large forward
" commitments, the exact amount of which remaining undisclosed

for political reasons.,

lc.f, Dominion Bureau of Statistics, Quarterly Estimates of
the Canadian Balance of International Payments, Fourth
Quarter 1962, and Preliminary Estimates for the Year 1962,
Vol. 10. No., 4, page 15,

.



This active intervention by Governments in the fofward
.mérket is permitted under the present International Monetary
System, as fomalised at Bretton Woods., The authorities of

a country may intervene to influence not only the spot but
also the forward rate of exchange. As it is stated in
Article IV of the IMF Charter, the margin between the spot
and forward rate of a currency is no£ to be more than the
Fund considers reasonabie.l Since reasonableness is nowhere
defined, this ﬁéans that there are no fixed limits to the

movements of forward rates of exchange, and governments are

1Annex IT - Articles of Agreement of the IMF, Article IV Par
values of Currencies.
Section 3, ForeLgn exchange dealings based on parity -
"Phe maximum and minimum rates for exchange transactions
between the currencies of members taking place within
their territories shall not differ from parity
i) In the case of spot exchange transactions by more
than 1%.
ii) In the case of other exchange transactions by a margin
which exceeds the margin for spot exchange trans-
actions by more than the Fund considers reasonable."

Year Book of the United Nations 1946-L7, page 373

" With regard to the above, it should be noted that, in July,
1970, the U.S. Government launched a surprising initiative
.for a substantial rewriting of the articles of agreement of
the IMF.to allow for more exchange rate flexibility.

For statements and analysis of the proposed reforms,
- reference should be made to 'London Times Business News'
July 7th - 8th. ’ .



at liberty to decide whether or not to intervene in the forward
market .

In fact, financial authorifies have decided increasingly
in the recent past to intervene, although somewhat sporadically,
in the forward market. This is particularly true of the major
financial powers., The forward market, because of its special
susceptibility to speculative influences, is regarded as an
important indicator of expectations with respect to spot rates.
A fall in a currency's forward rate is often a signal of a
decline in the market's confidence in the same currency's spot
rate. If this fall is not checked, "it can easily lead to a
cumulative wave of édverse specualation generating outfloﬁs
of short-term capital directly, as well as indirectly via the
creation of perverse arbitrage incen‘tives."1 To prevent this,
governments are more willing than ever today to constrain
forward rate movements by operating as residual buyer and
seller of their own currency in the domestic forward market,
This is the most common method of intervention. Another, less

common technique involves the use of swap accommodations

{1

Pl

whereby the authorities buy or sell spot exchange at a certa

rate while, at the same time, selling or buying forward

lBQJ. Cohen, Balance of Payments Policy. Penguin Modern
Tconomics Series: Chapter 2, page 82. '



exchange at another rate.l | ~

Much of the recent literature which has appeared on the
subject of forward intervention has been concerned with the
defense of sterling, but many of the issues involved are
applicable to any major currency under speculative attack.,
Because of the increased interest in the subject in govern-
mentlcircles, it would seem usefu; to re-examine afresh the
effects of official transactions in forwardAexchange and the
circumstances where such transactions would be appropriate.
Thus, in the firsi_part of this paper, I intend to examine
the question of Government Intervention in the Forward
Exchange Market from the fheoretical side and to posit, and
try to answer, some of the questions this issue has given Tise
to. Consideration will be given to such questions as: shbuld
intervention be limited in extent and/or duration and if so,
in what sense and why? In what sort of payments situation is
official support of the forward rate appropriate? Need it be
confined to meeting speculative attacks?

Having completed this theoretical analysis,‘I will then
turn, in part two of the paper, to an examination of the
British authorities views and policies with regard to inter-
vention and to the radical change in opinion which has occured

on this subject over the last decade. It will be shown that



British forward intervention has had a somewhat fitfull
history to the extent that it has been pursued with vigour

in some periods and abandoned in others. Some attempt will
be made to examine this periodicity and the reasons behind it.
By way of contrast, a short chapter will also be devoted to
American use of forward support over the last ten years.

This examination and contrasting of British and
American experience of forweard - market intervention will
serve to uvnderline the difference in the availabilitv of data.
Whereas the U.S. publishes at regular intervals detailed
information regarding the‘size, nature and duration of any
support given to forward markets of various currencies, along
with a running total of outstanding commitments, the British
authorities, according to a high-placed Bank of England advisor,
regard such information as being "too pclitically explosive"
and, in consequence, keep it a closely guarded secret. The
latter viewpoint has obviously been determined by Britain's
serious economic difficulties over the last 15 years and a
wish not to accentuate such difficulties by publishing
information which might, in the official view, be misinter-
preted by the exchange markets, Although such reticence is
understandable, it makes any studybof British forward-exchange
policy that much more difficult. However, as will be seen,

there are some policy statements available which help to



overcome this inherent difficulty and make some analysis

possible,

Finally, in the third- part of the paper, an attempt

will be made to draw the threads of the above theoretical and

practical analysis together and to try

conclusions regarding the efficacy and

official forward intervention. Before
it is not inappropriate to examine the
of the foreign exchange market per se,
essential constraints within which the

intervention -must operate.

and arrive at some
desirability of
embarking on this course,
theoretical structure
since this provides the

theory of forward



Part 1.

Chapter 1 - Basic Foreign Exchange Market Theorv.

An international traﬁsaction generally comprises two
separate exchanges: one is the commercial or financial
exchange itself, the other is the transfer of one national
currency into another required to effect payment. The latter
are called foreign - exchange transactions and occur on the
foreign - exchange mafket, Thus, broadly defined, the
foreign - exchange market is a mechanism which makes possible
fhe exchange of different national currencies between buyers
and sellers.

These buyers.and sellers canAbé divided into separéte
groups. The largest, and most influential, is the central
bank of a country. 1In addition to being in control of the
particular country's reserves of gold and foreign exchange,
the central bank is the body responsible for the maintenance
of its domestic currency's exchange rate within the constraints
imposed by tﬁe rules of the IMF.l The exercise of this
function requires the central bank to intervene in its own
foreign exchange rarket as residual buyer and seller - that
is, purchasing its own currercy, in exchange for' foreign

currencies from the reserves, when it is oversold, and selling

——

q
*c.f. page 2, footnote 1.



it for foreign currencies when it is overbought. This
stabilisation function, achieved by means of market inter-
vention through an Exchange'Fund, makes the central bank
the most powerful force in the foreign exchange market.

The other two main groups of buyers and sellers are
the commercial banks, and the merchant and international
bénks. The former,; who operate in the inter-bank market
through their foreigﬁ exchange departments, hold working
balances of the major currencies which they increase or
deorease, according to the needs of their customers, by
straightforward buying and selling in the market. The latter,
whose main preoccupétion is with international trade and.
investment, also buy and sell in the market to facilitate
these transactions, and it would appear that their role, is
of increasing importance.
| Most of the banks which deal internationally maintain
balances in a number of foreign currencies with correspondent
banks or affiliates abroad. The foreign exchange trans-
actions themselves are merely accounting debits and credits
relating to thé foreign - currency balances of these banks.
In practice, such transactions are generally made by means
of a cable transfer, which effects the necessary change in

o

the ownership of a foreign - currency deposit. Other types



of transfers are also used, fér example air mail, but these
are of lesser importance.

When an internationai monetary transaction is made,
there obviously has to be some exchange rate for the
currencies involved. This rate is the price of one
curfency in terms of another and, as such, can be stated in
either of two monetary units. Some countries, including the
United States, préfer to express the exchange rate as the
price, in domestic currency, of a unit of a foreign currency;
-others quote it as the price, in foreign currency, of a unit
of domestic currency. However it is expressed, the foreign
exchange rate serves an important - indeed, an indispensable -
function. For, by indicating hOW’maﬁy units of one curreﬁcy
must be exchanged for a unit of another, it provides a
measure of their relative values for purposes of international
trade. As such, it makes it possible to translate domestic
costs and prices in different countries into their international
price equivalents, and thus to compare the relative prices of
different commodities in the internétional market,

Since an exchange rate is the price of a foreign
currency in terms of a domestic currencjx each country has as
many foreign exchange rates as there are 6ther currencies.

These exchange rates also imply a multiplicity of cross rates

°
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between tHe other currencies,‘all of which must correspond
with one another. If, for any reason, they do not, an
opportunity exists for a profit t0 be made through a process
known as exchange arbitrage; however, considération of this
will be postponed until later.

| Most writers on the Subject2 agree that the foreign -
exchange market performs three bésic functions: to effect
international tranéfers of purchasing power, to provide credit
for foreign tradé and to furnish facilities for hedging foreign
exchange risks. These will be examined briefly in turn.

The foreign exchange market transfers purchasing power

by means of a clearing process which_is the international,

3

analogue” of clearing within the domestic banking system, A
country pays for its imports with its exports. Exporters in

a given country receive payment for their goods in domestic

lc.f. below, page 18

2For example. see:
I. Wexler, Fundamentals of International Economics (New York,
196&), Chapter 8. '
Ingo Walter, International FEconomics (New York, 1968),
Chapter 10.
C.P. Kindleberger, International Economics (Illinois, 1968,
4th Edition), Chapter 23.

3The phrase is Kindlebergers. See his International Economics
page 438 for a flow diagram illustrating this.
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currency from overseas buyers, who théreby ﬁéy domestic
currency for tﬁeir purchases -from gbroad; Thus while goods
and various- instruments of-credit move tetween countries, the
clearing process allows payments to be made, for these trans-
acpions, in domestié currency within the country, except for
any settlement of net balances. The latter occurs when, as
a result of foreign transactions, a cbunt;y1s claims are not
equal to its payments, This excess demand or supply of
foreign exchange is removed from the market either through
éhortmterm capital movements, by>speculators, by the monetary
.authoritiés of the country, through.transfefs of gold or,
more fundamentally, through a change in price (i.e. exchange
rate). As Kindleberger has written, this "possibility of
imbalance at the margin complicates the foreign exchange
market,.and opens up a variety of possible outcomes. But the
basic function of the market is discharged in dealing with
-the inframarginal.transactioné, that is, in clearing pavments
against receipts in transactions with féreign countries”.

It should be noted that while the ultimate suppliers
and buyers of foreign exchange are pfimarily those who engége

in importing, exporting and foreign - investment activities,

lIbid, vage Lil.

e
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it is the banks referred to above.(ekcludiﬁé; of course, the
centfal bank) which effect the clearing process required by
these foreign - exchange transactions. Without such a mechanism,
an international exchange of goods and services could not occur.
.For, although goodé could conceivably be exchanged inter-
nafionally on a barter basis,: the scope of such trade would

be severely limited. Further, it woﬁld be.aifficult to con-
ceive of an international exchange of services or flows of
capital bésed on such a system. Thus, in this respect,foreign
and démestic trade are very similér. Both depend on the
existence of an efficient mechanism by which payments can be
.transferred from buyers to sellers, régardless of the distance
between them. And, just as the banking System within each
country makes possible the transfer of funds domestically, so
banks, through their participation in the foreign exchange
market. facilitate the traqsfer of funds internationally.

As-for the "credit" fuﬁctipn of the foreign - exchange
market, it is clear that the availabiliﬁy of credit and credit
facilities is as much a requirement for the conduct of foreign
trade as of domestic trade. Consequéntly, the same institutions
- that is, banks - that effect the transfer process have also
come to be regarded as the major source of short - term credit

with which to finance exports and imports. Although the

.
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technicalities of such operations will not be exémined héfe,
it might be noted that the extension of credit to finance
international trade differs énly ffoﬁ such operations for
domestic tréde in one respect: the credit instruments used
to finance intefnatibnal trade may be denominated in foreign

currencies. Thus, a purchase or sale of foreign exchange may

be involved as well. e IS

Everything that has been said so far concerning the
foreign exchange market has implied that all transactions in
internmational currencies are consummated immediately: that
is, currencies are sold for immediate delivery at rates of
'exéhange existing at the time the transaction is made. Ip
fact, foreign exchange is not only contracted for delivery in
the present but also for future delivery; the latter is known
as férward exchange, the forward rate being the price for
such transactions fixed at the time the contract is drawn up.
Forward rates, usuélly for 30; 60, Q0 or 180 days delivery,
can be quoﬁed in ihe same manner éé spot rates, but it is more
common for either currency in?plved to be quoted in terms of
its relation to the spot rate of the two currencies. This .
means that the forward rate is usually stated as a discount

1
from, or premium on, the spot rate. The spot and forward

lFor example, if spol sterling is quoted in New York at $2,40,
while the 3 month forward rate is $2.3950, the latter may then
be stated as a 50 point discount. '
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markets together are the components of the ‘overall foreign
exchange market.

Impofters and exporters utilise the forward market
since they regard it as a relatively cheap method of avoiding
the risks of a bossible movement in the spot rate. Such
transactors, dealing, of course, through their banks, take
on an exchange risk if they have an Opeh position in a foreign
curfency; this can tgke the form either of a long position,
which is an excess of claims over liabilities, or of a short
position, an excess of debts over claims. With the former,
the tranéactor faces the risk that the spot rate of the foreigﬁ
'cufrency may fall; this risk can bé avoided by the selling
forward of anticipated foreign éxchange receipts. With the
latter, the risk of a rise in the spot rate can be eliminated
-by buying forward to meet anticipated payment obligations.
Both of'these techniques of risk - of uncertainty - avoidarnce
are known as coveringo

Forward mafkets also provide a method of protecting the
value of capital assets againét the possibility of movements
in the spot fate. This process, known as hedging, involves
the holders of assets denominated in a foreign currency '
avoiding the possibility of an exchange depreciation by selling
this currency forward, thereby ensuring that the value of these

.
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assets will be maintained in terms of their domestic currency.
However, hedging and covering are not costless techniques
sinceraccommodation might be ‘expensive if forward exchange is
selling at a discount, as it is likely to be in the
circumstances which induced the hedging. For example, if the
spot rate does not decline before the maturity of the forward
,conﬁract, the transactor stands to lose the difference
between this spot rate and the rate at which he sold forward.
Apart from beiﬁg used fgr financing trade and avoiding
risk, .the spot and forward exchange markets are also used for
speculative purposes. Those individuals or institutions who
.engage in speculative activities often take on a sinister role
in the minds of politicians. The latter, especially in times
of so-called currency crises, view them as traitors to their
'counﬁry.or as selling their country short! This emotionalism,
although understandable, is inaccuraﬁe. Speculators are
merely risk takers who are-interested in taking advantage of
the possibility of movements in a currency's spot rate over
time.l By being willing to take an open position in a foreign
currency, ﬁhey consciousiy face an exchange risk. They make

their profits through their expectations regarding the spot

1 SR . . .
In contrast, traders and investors are risk avoiders, aiming
to prevent the uncertainty inherent in foreign exchange
transactions by covering an open position.
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rate in the future being more accurate than the general view
prevailing in the market.

In a manner analagous'to the domestic money market,
foreign exéhange speculators are either known as "Bulls"vor
M"Bears". The férmef takes a more optimistic view than the
market, while the latter takes a more pessimistic view, with
regard to the prospects for the price of the currency.

An important process carried put in the foreign exchange
market is arbitrage which, as defined by Einzig,i is the
Usimultaneous buying and selling of foreign exchanges for the
sake of realising profits from discrepancies between‘exchange
‘rates prevailing at the same time in different centres, or
between forward margins for different maturities, or between
interest rates prevailing at the same time in different centres
or in different currencies". The first two forms of arbitrage,
knoWn as "space" and "time" arbitrage respectiveiy,2 are the
two basic kinds of-exchangé arbitrage, and they perform the
vital function of'keeping the markét for a given currency
unified all over the world. A.simple example, illustrating

space arbitrage, will serve to underline this point.

lP. Einzig, A Textbook on Foreign Exchange. (New York,1966);
Appendix I, page 233.

2 - N
For a more detailed treatment of these concepts, see Einzig's
book, Chapters 6 -~ &.
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Suppoée a change in the demand for pounds occurs in
New'York. The resultant increase in the dollar rate on
pouhds will be transmitted, almost instantaneously, from New
York to London by arbitrage. If the rate for the pound had
increessed to $2.4010 in New Yofk, while the rate for the dollar
had remained at $2.40 in London, it would become profitable
for arbitrageurs to buy pdunds at $2.40 in-Londaﬁ_éhd sell them
at $2.LOlO in New York. This would increase the demand for
sterling in London and the supply in New York and would continve
until the prices became the same.l 'Sﬁch arbitrégéurs are not
specﬁlators since, except‘for a matﬁér of moments, they have
no open position in foreign currency. They make their profits
from buying and selling foreign currencies, in the course of
which they end in the séme currency in which they started.

Two-point arbitrage results from an arbitrageur finding
a spread in the price of his own currency in two markets,
usually his own and one abroad. The -resultant simultaneous

purchase and sale of two monetary units in two market centres,
described above, is the simplest form of exchange arbitrage.

However, arbitrage can be more complicated when it operates

b4

lOr differed by no more than the cost of teleg%ams and interest,



18

through the c¢ross rates.l For example, ﬁhree«point arbitrage
could involve the purchase of francs in New York, their sale
in Paris against pounds, and the sale of pounds for dbllars
in either London or New York. Here, it is assumed that the
rates for the franc are the same in Paris and New York, and
for the pounq in London and New York, but not for the pound
and franc in London and Paris. In this situation, a three-
point deal by an arbitrageur in New York would accomplish
what two-point arbitrage in francs and pounds would do from
either London or Paris. .

. Thus exchange arbitrage is the.element that unifies
the foreign exchange market. Since it is an essentially
costless technique, arbitraée can bring about a consistant
set of exchange rates which reflect underlying supply and
demand conditions. As Kindleberger has written 2 "A single
market is defined as the place wﬁere buyers and sellers of an
article trade it at an identical price. In the same market
only one price exists. Where the same price exists continuously
'for the same commodity, there is one market. Where there are

two markets and the costs of buying in one and selling in the

lc.f, page 10 above.

2
op.cit., pagc LL7.

.
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other are small, arbitrage will produce essentially one price
and one market." |

Interest arbitrage, the third major form of arbitrage,
Jargely determines the relationship between exchange rates
prevailing on the spot and forward markets. By the taking
advantage of international differences in interest rates on
comparable assets, it establishes simultaneous equilibrium in
all forward markets, thereby linking spot and forward markets
in an economic sense.

FFor the purposes of illustration, assume that rate on
British Treasury Bills is higher than the rate on Treasury bills
in America. American interest arbitrageurs, in the possession
of liquid funds, therefore have én incentive to move these
funds to London. They will buy spot pounds to purchase British
bills, but also sell pounds (buy dollars) forward to cover
their position. They will, want to cover forward for, should
sterling’s spot rate decline before the maturity of these
investments, their interest-arbitrage gains, measured in dollars,
will also decline, or even disappear completely as a-result
of an exchange loss on return of their funds to their own
currencv. Thus, to avoid such an occurence, when they buy spot
sterling, they will.simpltaneously sell forward sterling, with

each forward contracts maturity set for the date the
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_cqrresponding investment will ﬁature.

Because the rate of interest is higher in Britain than
in America, a discount on thé forward rate for pounds against
dollars will develop as a result of the interest arbitraée.
The reasoning behind this is as follows. As was seen,
American arbitrageurs, to offset any exchange risk, sold
pounds to their banks for future delivery in exchange for
dollars at an agreed price. These banks, by making these
forward contracts, have now assumed the exchange risk and are

contracted to produce dollars in the future at the agreed

_3
O
o
o]
<t
[¢)]
=
ct
o
=
0]
[0}

¥

lves, the Banké‘will engage in swap
transactions: at the same time that they buy forward pounds,
they will sell an equsl amount of spot pounds, thereby
reducing their holdingsqu pounds and increasing their
holdings of dollars. However, since interest rates in
America are lower than those in England, the banks will
sustain a loss of interest as a result of the switch. They
will pass this loss on to Americans by altering the price at
which they buy forward pounds from them; they will lower the
‘price of the pounds so thaf the forward rate is at a discount
. relative to the spot rate,

Thus, if inte}est'rates are higher in the foreign
country than in the home country, the forward rate will be at

a discount relative to the spot rate; if interest rates are
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- higher at home than abroad, the forward rate will be at a
premium relative to the spot.

| Since, in the examplé used here, the interest rate
abroad is higher than in America, there will be a discount
on the forward rate for pounds against dbllars, leading to a
loss on the forward exchange sale of.pounds. For the
arbitrage transaction té'be profitable, thé interest rate on
Treasﬁry bills -in Britain must exceed that in America by more
than the discount on the forward cover. This point becones
clearer if specific figures are attacﬁed to the above example.

Thus, assume that the per anhﬁm rate on 3 - month

Treasury bills todav is 5% in London and 3% in New York, -
Further, suppose that 3 - month forward sterling is selling
at 0.6 cents less than.épot. If the latter is at par,
$2.40, this means there is a discount of 0.25 from spot, or
1% p.a. rate of interest when expressed on an annual basis.
For the American arbitrageur, who wants to sell forward
_pounds to offset any exchange loss, this répresents & cost to
be deducted from the 2% p.a. interest differential in

calculating his net return. As long as the implicit interest

Mhis figure is determined as follows:
2.3 4 - 2.400 % 360 = -0.01 = -1.0%
2.4,00 Q0 .
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rate, that is, the spread between the spot and forward

exchange ratés, is smaller than the explicit interest
differential, the American will still have an incentive to

buy U.K. bills, since there ié an intrinsic premium on stefling.
If, héwever, forward sterling's discount should increase to
1.2 cents, that is an implicit interest rate of 2% p.a. this
intrinsic premium will disappear, and -any incentive for
arbitrage will cease. | |

‘Further,-should the discount on forward sterling widen
even more, so that it exceeds the inpefest differential, a
reverse incentive will appear as a result of an intrinsic
discount on sterling: British arbitfégeurs will move funds
toiNew York to take advantdge of the even greater premium
that can be earned on the forward sale of dbllars, in spité
of the attractive yield of London Treasury bills.

Therefore, in the circumstances of the example used here,
movement of money into Britain will continue until the interest
rate differential and the cost of forward cover (measured by
the spread between the spot and forward exchange rates) are
equal. Interest arbitrége will eventually ensure that this
équality comes about: demand for sterling will increase the
'spot rate; forward s§les of pounds will increase the discount

on forward sterling thereby depressing the forward rate;
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finally, the flow of funds into Britain will tend to lower
intérest rates in that country. Thus, in equilibrium, the
forward discount will equal fhe interest differential.

| Drawing on an analysis suggested by Grubel,l these
relationships can be expressed in algebraic form. Taking ig
and ians the domestic and foreign per annum interest rates
on bomparable assets, Tt és the forward priée of the foreign
currency, Yo as the spot price, and t as the time to maturity
of the forward contract expressed in days, then domestic
funds will flow outwards into foreign securities whenever
there is an intrinsic premium on the.foreign currency, that
ié when:

g - ir > [}rt - ro)//réj' 360
‘ t

Funds will flow inwardé whenever this inequality is reversed
and there is an intrinsic discount on the foreign currency,
that is when:

ig - ipZ [(Tt - 1"o)./ro} 360
©

There will be no flow of funds whenever the explicit interest

differential is just equal to the implicit interest rate on

¥

1H‘G. Grubel, Forward Exchange, Speculation and the

International Flow of Capital (Stanford, 1960).

»



2L

.the use of forward exchange, that is:
ig .~ if = [( re - / \J

This last expression gives the well-known condition of afbitrage
equilibrium known as interest parity.l It shows that there .

is a close relationship between the forward discount or

premium on one currency in terms of éhother, and the difference
in interest rates prevailing in the two countries., The forward
exchénge rafe ié said to be.at "interést parity]whenever the
interest differential and forward discount are equal. However,
there are various factors operating.in the real world, such as
a rising opportunity cost of arbltrdge compared to altern 1tive
uses of the same funds, or the possibility of exchange controls
or moral suasion being used by the authorities to discourage
all forward operations'thét are not.purely commercial in

2
nature, which will prevent exact equalitv.

1 . - . . . . .
The precise condition of interest parity as given by Grubel is:

g - dr = ("6 - o) /7o | 360
1 ¥if = oA

However, unless 1f is particularly large, the equation can be
reduced to the simpler form used here.

~2 .f. Egon Sohmen, The Theory of Forward Ewcbange (Princeton,
1066), pages & - 10

This book also contains a useful graphical presantatlon of

the link between spot and forward markets provided by interest

arbitrage. c.f. pages 17-23

.
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Having now discussed the basic théoretical components
of the foreign exchange market and seen, in particular,; the
relation between the spot and forward exchange rates, and the
vital role played by interest arbitrage, we are in a position
to turn to an examination of the theory of official

intervention - in the forward exchange market.



Chapter 2 - The Theory of official forward intervention.
Intervention in the forward market can be a very useful

monetary technique for the authorities. A simple examble
will serve to illustrate this. Taking the situation of an
appearance of a sudden deficit in t?e British balance 5f
payments, and assuming that speculators are convinced a
sterling devaluation is inevitable, then these speculators
will wish to sell pounds both spot and forward. To conform
with the rules permitting only a i% movement round the spot
rates par value, the British authorities will be required to
support sterling's spot ratej the forward rate, howeﬁeq, may
be allowed to decline, thereby creating an intrinsic discount

1 .
on the pound. In the way described above, there will be an

lFor simplicity, it is assumed that the forward rate had
previously been at interest parity vis a vis the dollar.
One can therefore be certain that there is already éen
explicit discount on the pound: with British payments in
deficit, interest rates in London will probably be higher
than in New York, therefore sterling's forward rate may be
assumed to be lower than the spot rate.
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outflow of _f.‘Llrlcls"1 which will cause Britain to lose dollar
reserves through the spot market to both arbitrageurs and
speculators., However, if the authorities now support forward
sterling by selling dollars forward, they can prevent such an
arbitrage incentive from appearing or even induce an intrinsic
premium leading to an inflow of funds.

As a result, market confidence will probably be
increased and reserve losses reduced as pressures are diverted
from the spot into the-forward market. In fact, reserves will
actually increase over time: as forward commitments mature,
specuvlators will be forced to reverse their short positions
and purchase spot sterling at a rate greater than the price
at which they contracted to sell forward. The British
authorities will thus profit at the speculator's expense by
an amount equal to the number of forward dollafs sold -to
speculators multiplied by the difference between the lower

“original forward rate and the higher current spot rate.

l’l‘ is outflow arises from interest arbitrageurs finding it
profitable to buy dollars spot and to sell it forward. The
incentive for this comes from the depreciating forward rate
for pounds making it cheaper to get back into pounds after
liquidation of the investments in spot dollars.
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However, such a policy of forward sqpporﬁ could be
disadvantageous. This would be so if, in spite of forward
support, the authoriﬁies do still deéidento devalue. It is
the Speculétors who will then stand to gain: the government
will lose an amount of dollars equal to the number of forward
dolldrs sold to speculators multlplled by the difference
between the original forward rate and the new, lower, current
spot rate. |

The fact £hat‘a policy of fofward intervention can be
both advantageous and disadvantageous~to the auvthorities has
led to a vigorous debate between economists, notably Tsiang,

. Auten, Aliber and Goldstein, éver where the balance of
advantage lies. It was this debate which finally, provided
the much needed detailed examination of the theoretical issues
‘invoived in orficial forward market intervention.

In this chapter, I intend to outline and follow the
carguments and counter-arguments bétween these writers so as
to show the points at issue. In this way, the theoretical
implications of forward intervention will be revealed. More-
over, the debate will go some'way towards answering the
guestions regarding the efficacy and desirability of inter-
vention that I posed at the beginning of this paper.

Keynes was one of the earliest proponents of forward
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intervention. In his ’Treatiée on Money‘,l he advocated
céntral bank control of forward exchange rates so as to
~produce, when desirable, a spread between the effective
interest rates for short-term investment in the domestié and
foreign money'mérkets. His main aim here was to keep a
satisfactory international ligquidity position, while avoiding
any constraints resulting from an exclusive use of monetary
policy to preserve external balance. By intervening when
appropriate on the forward market, the authorities can avoid
such constraints and gain a greater element of freedom for
their domestic, counter-cyclical policies.
At the end of the_lQSOs, theée early proposals-of
Keynes were taken up by some other British economists. Jasay
and Spraos, in a number of journal - contributions,
criticized the policonf pegging the spot rate while allowing

the forward rate to fluctuate freely. Examining the U.K,

lJ.Mc Keynes,Treatise on Monev (London, 1930), Vol.2. pages
325-27.

A.E. Jasay, J.Spraos and Anonymous, "Exchange Policy in the
Forward Market', Banker, 1958,

A.E, Jasay, "Making Currency Reserves 'Go Round'", J.P.E.1958.
A.E. Jasay, "Bank kate or Forward Exchange Policy," Banca
Nazionale del Lavoro, 1958,

J. Spraos, "Specul&tion, Arbitrage and Sterling," E.J. 1959,

2



30

exchange crises of 1956 and 1957, in which there appeared
forward discounts on sterling much in excess of the interest
differential (then in sterling's favour), they argued in
favour of official intervention to reduce this forward
discount and thereby offset the speculative attacks.

| An illustration of the Jasay-Spraos position will
serve to underline their argumenﬁs. Assumé, first, the
existence of interest-parity equilibrium, with the discount
on forward poundé equal to the interest margin in London's
favour. Then assume speculation disturbs this, in the form
of uncovered forward sales of sterling, which leads to a
discount greater than the interest differential. The authors
then argue that it becomes profitable for interest arbitrageurs
to sell spot and buy forward pounds, thereby causing an outflow
of funds and a potential drain on the reserves. They maintain
that although this spot sale, through the purchase of dollars,
may not reduce exchange holdings immediately, the pressure of
net sterling. sales on érbitrage account can eventually force
the pound to its lower support point, causing at least temporary
losses of official reserves.

By the same logic, there will be a shifting of trade

finance to London so as to take advantage of the lower net cost

of borrowing. This covered borrowing will weaken spot sterling,

©
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alphough strengthening the forward rate. Thus,'the wriﬁérs
maintain the appearance of some speculative pressure in an
unsupported forward harket Qill depréss the forward rate and
induce covéred and uncovered transactions adverse to the
.reserves. To aﬁoid'this, they argue for uhlimited official
ferward support, through the purcliase of forward sterling
and the selling of forward déllars, until the excess
diécount is removed, thereby allowing speculation without loss
‘of reserves. |

This case for unlimited forwara support was subsequently
evaluated by AUtenlwho foundAit defective in some respects.
In the first instance, he maintaineéd some of their |
assumptions were questionable, while also regarding the
available data from the crises of 1956 and 1957 as being too
| smali to permit the testing of their hypothesis. His main
criticism, however, was that the Jasay-Spraos case for un-
. limited support rested on ‘questionable accommodating
behaviour by spcﬁlators: it assuﬁed, first, that the
speculation proceeds under conditions of perfect knowledge and

at least cost, and, secondly, that the removal of the forward

1J.H. Auten "Counter-Speculation and the Forward Exchange

Market"JPE 1961.
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discount woﬁld cause speculation to be channelled into the
fo?ward market where it would do least harm. As Auten says,
the former is not sufficienf to induce the latter.

His counter-argument is that speculators, in deter-
mining their optimum behaviour, must consider not only the
.cost of speculating in a certain way- but also the potential
gain, The Jasay»Spraos‘second assumption is pessible only if
speculators consider cost; but, if rational, they will also
consider the advantages to be had from speculaﬁion in the
-spot market. In a situation where the authorities' forward
commitments are so large as to leaa'to suspicions of un-
Hondured forward contracts and therefore zero gains, Auten
foresaw large spot market speculation as not being surprising,
although it would be ruinous for the authorities,

He, therefore, offered the fulfillment of three
requirements as being necessary to the success of a policy of
unlimited forward intervention: the first was that the scale
of official intervention must not be limited -~ temporary
intervention, stoppéd ﬁnder increasing speculative pressure,
would only worsen the situation; secondly, there must be
unquestioned sanctigy of forward contracts so as to ensure
the confinement of specﬁlation to the forward market;

finally, he believed the currency should never be devalued

S
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. since this ﬁould face the authorities with large losses,

His concluding shot across the bows of the Jasay-Spraos
argument was that, in their.model; "either speculation is
irrational (but inexpensive) for private operators or the
rationality of the authorities giving such an opportunity to
speculators. is questionable."1 .

Auten thus found their case for unlimited forward
suppoft to be unsatisfactory, believing that serious doubt
must remain as to the case for such a policy. Further ‘
consideration will be given to,Auten;s,above contributions .
in a later part of this paper; but;‘first, by way of contrast
with the JasayaSpraos proposal, an examination will be made
of an article by Tsiang2 in which he criticises unlimited
forward intervention. éuch an examination is also appropriate
here for the reason that Tsiang's analysis was also sub-
sequently criticized, and found seriously wanting, by Auten.

At the time when Tsiang was writing, he believed " a
systematic theory of forward exchange, whiéh explains

precisely how the intefplay of different types of operation

1op. cit., page 55.
2S.C. Tsiang, "The Theory of Forward Exchange and the Effects
of Government Intervention on the Forward Exchange Market,"
IMF Staff Papers, 1959.
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Jointly determine the forward rafe, and héw the forward
exchénge rate is linked to the spot exchange market, still
appeérs to be lacking.”l In going some way to remedy this
defect, he presents a more comprehensive theory of forward
exchange which he then uses to énalyse official intervention.
He agrees that the immediate effects of the latter are
beneficial in that arbitrsgeurs current spot purchases of
foreign'exchangerill be reduced, therefore leading to
savings for the reserves. However, he sees certain deferred
effects acting adversely on the resefvés and, because of these,
he argues that the cese for intervention is not as strong as
it might appear.

By way of illustrsting-his case, he posits a country
facing speculative pressﬁre which lasts for one year and then
disappears. He then argues that a given amount of forward
intervention in the first quarter.would, by deferred effects
on the spot market, necessitate double the original inter-
vention in the second quarter, triple in the third, and so on.
Not only would the growing scale of intervention be damaging

but the accummulation of deferred effects on the spot market

9

lopg cit., page 75 of introduction,
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would fall .in the first quarter of the following year when
feserves would be low. Tsiang therefore sees forward
intervention as postponing, but not reducing, the reserve
drain.

Auten's\subsequent criticism first -concerned the
supposed deferred effects on arbitrage demand. He argues
that Tsiang's analvsis of these deférred effects is faulty
and therefore, that Tsiang's criticism of intervention on
this ground ié‘wrong. By Quoting Tsiang on the nature of
his lagged effects, and then giving an example, Auten shows
the 'error lies in his only considering the effects of a
single act of intervention rather than the effects of inter-
vention continued with the speculative pressure. His
conclusion would have been correct if limited to the effects
of one act of intervehtion but they are not relevant for
evaluation of a continuous policy of pegging the forward rate.l

Turning his attention to the hypothesised deferred
effects on the trade balance, Auten suggests Tsiang's treat-

ment is subject to other objections. In his article, Tsiang

lAuten, in a useful footnote, shows that Tsiang's error lies
in taking as the solution to. his process analysis the
derivatives of therequations for spot and forward exchange
markets at time t + n with respect to forward intervention
at time t. (c.f. page 102-3 of Tsiang's article). A :
similar error would be to denv the existence of a national
income multiplier because a single autonomous expenditure
at time t had no effect upon income at time t + n (n being
large). :
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argues that intervention would, by reducing the forward
premium, lessen the current improvement in the trade balance
and therefore lessen the future supply of exchange in the

spot market. His recognition of a possible trade - balance
effect is, without question, an improvement over other

analyses which fail to consider such an eventuality, but he

is too specific about it; size and sigﬁ. Auten suggests
thét,_since a forward premium is equivalent here to a spot
depreciation, Téiang;s treatment assumes that an exchange
depreciation will always improve the trade balance. Should
this nct happen (in the event of an inelastic foreign price
elasticity of demand), a forward premium would cause the

trade balance to deterioréte: " the interest arbitrage
mechanism would transmnit more than current speculative pressure
into the spot market, the lagged effects as contracts mature
would be adverse and the case for forward intervention would

be stronger.”l Auten therefore concludes that Tsiang's case
against intervention is wrong.

Thus, so far, we have examined one case for unlimited
forward intervention and one case against while, at the same
time, demonstrating Auten's criticisms of both., The latter
" concluded, at the end of his 1961 artiﬁle, that the case for
counter-speculation by the authorities in the forward market

has still to be established. This conclusion prompted other

1 . :
op cit., page 5.
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economists to examine the issué; and it is to an evaluation
ané'description of their arguments that we will now turn,

At the end of 1962, Aliberl attacked Auten's position,
concluding that limited forward intervention would be useful
and practical in»defending a suspect par value. In his
analysis, he assumes the existence of.only two countries,
Britain and America, so that when the dollar is strong, the
pound is weak and vice versa. Both countries are seen as
having developed money markets, with an active market for
forward exchange. Therefore, substantial interest arbitrage
flows will occur whenever a significant covered yield spread
emerges in favour of short-term investment in one or otﬁen
country.

If speculators feel the dollar-pound ratio of par values
will be changed, Aliber envisages them going short of the weak
currency by borrowing and Converting it through the spot market
and/or by selling it forward for the strong currency.
Speculators may use both techniques but they will usually favour
bne, their choice being determined by relative costs. 1If fears

of devaluation develop, the forward rate for the weak currency

1 s ' .
k.Z. Aliber, "Counter-Speculation and the Forward Exchange
Market: A Comment." JPE December, 1962,
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will normally go to a large discount; in Aliber's model, this
.willrlead to reserve losses by speculators finding it cheaper
to go short through the spot.market and by arbitrageurs being
induced to shift funds into strong - currency assets on a
covered basis. AThus, by intervening to prevent such a dis-
count, Aliber argues that the authorities could channel most
speculative éales through the forward‘market and also erase
the incentive for a covered arbitrage flow.

Auten, aithough agreeing that forward intervention can
check a reserve drain in the above way, feels that forwzrd
intervention during speculative pressure would be unwise.
Aliber, however, argues that this»posés a false dilemma‘fqr
the authorities. He claims Auten is too concerned about the
volume of forward commitments that the authorities would have
to make if they intervéne. For Aliﬁer, the prospect of such
commitments rising to a substantial fraction of official
reserves 1is insufficient reason for rejecting a pelicy of
forward intervention; the key question is whether they would
‘exceed the additional reserve losses that would occur without
intervention. Whether theAlatper is successful or not depends,
he believes, on whether speculative sales of the weak currency

)

through the spot aﬁd’forward markets, will be smaller when the

lc.fo Auten, op.cit. page 55 and above page 33.
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authorities intervene than when thev do not. Having poged
ﬁhe situation in these terms, Aliber then goes on to argue
that such speculative sales will, in fact, be reduced by
intervention.

If a devaluation or revaluation occurs, speculators
who go short of the weak currency can expect to reap profits
far in excess of the cost of taking‘the short position. Thus,
for any given state of market sentiment, the speculative
supply curve of the Qeak cﬁrrency will be inelastic with
respect to cost. Therefore, even if . intervention cheapens
the cost of taking the short position, the immediate increase
in total speculative sales will be relatively small. However,
forﬁard intervention wili reduce the short-run reserve 165363
of the weak - currency .country since it will prevent arbitrage
outflows and channel Spéculative sales to the forward market.
The relative stability of reserves here will increase
confidence in the authority's ability to defend the existing

par value and therefore the speculétive supply curve of the
weak currency will not.shift to the right to the extent it
~would without intervention.

Against this would be the markets kncewledge that the
authorities had taken on a large and growing volume of forward
commitments but, if the speculative supply curve of the weak

currency is inelastic, these commitments will probably be only
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“a-little in excess of the additional loss of reserves which
onld occur without intervention. But, more important, a
given additional loss in resérves would cause a greater loss
of cénfidence_than a slightly larger growth of official
forward commitments. Therefore, Aliber éoncludes that the
combined shift to the right in the speculative supply curves
for thg weak currency, iﬁ the spot and forward markets, will
be likely to be'smaller when the authorities adopt a policy
of forward intervention than when they do not, and rests his
case for such a policy on these grounds.

Goldstein, in an article published the following year,
séts'out, as he says in his introduction, to make four points:
first, that Aliber's criterion for successful interventioﬁ is
"too severe'"; second, that Aliber's argument implies that the
authorities should intervene on a massive rather than on a
limited scale, "an implication at odds with his preference for
tentative intervention"; third, that'official intervention in
. the forward market"is likely to be a powerful means of reducing
short-term reserve lbsées under more realistic circumstances
than Aliber assumes"; and, finally, that a pclicy of frequent

" use of intervention would still lead to problems for the

“H. Goldstein, "Counter-Speculation in the Forward Exchange
*Merket: Some further comments”™ JPE. October 1963,



L1

authorities in the long-term., We will examine Goldstein;é
devglopment of these points in turn.

Having reviewed Aliber's and Auten's arguments, a
reviéw which I made liberal use of above, Goldstein states
that he finds Aiiber's argument convincing for believing
forward intervention is likely to meet his criterion for
success ~ that is, as we saw, that the‘speculative sales of
the weak currency wbu}d be smaller than the loss in reserves
that would otherwise have occured. However, he states that
he regards this teriterion! as being too severe: "inter-
vention may still be desirable even if it causes speculators
and others to demand twice as much exchange through the
forward market as the authorities wouid lose through the spot

1 If forces

market in the absense of forward intervention.”
influencing the international accounts justify the currency's
present par rate, he sees events as bound to make speculators
lose heart and induce them to cover their short position,
Thus, Goldstein argues that the authorities can unwind their
short position without any additional loss in reserve in

excess of the current and capital account deficit which may

exist,

lop cit., page 496.

©
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Turning to his second péint, Goldstein advocates the
use of bold, rather than, tentative intervention on two
grounds. He regards as inappropr{ate the use of such
techniques as a credit squeeze, or direct controls on Cabital
‘and imports to preVént any loss of chfideﬁce if domestic
spénding is inadequate, if the undérlying payments position
is satisfactory and-if the possibility bf'an exchange rate
change is remote, Aliber's analysis, under the above
éonditioﬁs, would seem to support bold intervention by the
authorities to check any speculative loss of reserves: in
fact, in the article alréady referred to, He merely favours
" a policy of tentative intervention..l "Goldstein, however,,
argues that if the latter can cﬁt losses by a certain amount,
»surely a policy of bold intervention would be preferable, to
obtain an even larger reduction of reserve losses. Further,
he argués that thg appearance of a forward discount on the
‘weak curfency, substantialiy'greatgr than the interest parity,
would be likely to lead to a weakening of market confidence.
Bold intervention, by preventing such a discount could sustain,
rather than weaken, confidence and thereby alleviate the

speculative pressure.

Aliber, op.cit., page 613.

.



43

ey

Although these would seem quite viable arguments,
there ‘would still appear to be certain limits to the price

at which the monetary authorities should be prepared to

supply any quantity of forwsard exchange. As Jasay has
indicated in an értiéle not previously made reference to,
they should not peg the weak qurrency{s forward rate at a
premium. If such a policy waé pursued, and -speculative’
forces were present, phere might be an impairing of con-
fidence in the existing parity. Opefators in the market,
feeling that the authorities were-diépiaying desperation by
pegging the weak currency at a premium, might intensify
‘their speculation, thereby inducing a flight of capitél
through the spot market. Further, the existence of a premium
would probably mean the authorities would sustain a book-
-keeping loss when contracts mature. Thus, it would be wise
forvthe'authorities to peg the forward rate at a level where
little interest arbitrage occurs, but where it would still
force speculators'to make some losé. Such a policy would
imply some adjustment, by the authorities, of the pegged

forward discount as changes occur in the level of

lA,E. Jasay, "Forward Exchange: The Case for Intervention,”

Lloyds Bank Heview, October, 1958.
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interest rates in the two countries.}

Goldstein's third point is forwapd intervention may
be a useful policy under mofe reaIisfic conditions than
Aliber posited. In the latter's model,.a forward discount
-on the weak curfency, caused by speculation, leads to reserve
losses by inducing outright speculative sales of the
currency in the spot market énd covered interest arbitrage
outflows. Goldspein'maintains,that these losses may be less
in reality than those caused by leads and lags, and increases
in the volume of trade financed in the weak-currency country.
Specifically, he suggests three reasons "for believing that
réserve losses through outward covéred interest arbifrage are

much smaller than Aliber suggeéts."2 Firstly, many strong -

lIn consideration of the above, footnote 6 of Aliber's article
(op.cit., page 613) is of particular interest.

"The case for forward intervention is not the same as
the case for pegging the rate at a particular level - the
-authorities may feel it appropriate to suit their policies to
speculative activity, permitting the discount to increase as
the pressure incresses. Thus, they might absorb part of the
pressure, allowing some of it to fall on the rate and some on
the reserves. The case against pegging the forward rate,
however, is different from that for refraining from inter-
vening in the forward market."

o]
“op.cit., footnote 11, page L4L97.



currency countries do not have maturée money.markeps capable
ofvabsorbing large inflows of foreign funds; secondly,
several such countries prevent or‘limit.any foreignApurqhase
of money - market assets denominated in their currencies;
“and, finally,.he believes that forward cover, at quoted
rates, may be difficult, if not iﬁpossible, to get for any
large flow of funds "since forward markets usually become
very thin during periods of uncertainty.ﬁ

Jasay and Spraos, in their earlier articles,l have
already analysed leads and lags. Goldstein, however, regroups
these under different headings to permit eadsier consideration
of their effect on forward interveﬁtibn. If exporters on
importers anticipate exchange fate movements, they mayv lead
or lag their transfers and payments of foreign currencies so
as to make a profit, or hedge against a possible loss, in
terms of the domestic currenty. There are four possible
"situations here: exporteré feceiving payment in a strong
foreign currency; 1importers making payment in a weak foreign
currency; - exporters receiving paymeﬁt in a weak foreign
currency, and, lastly, importers making payment in a strong
foreign currency. |

Considering the first two, under the collective term

lc.f¢ above, page 29.
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of speculative lags, Goldstein shows that exporters and
importers will be motivated to lag their transfers and pay-
ments so as to earn a speculétive-profit through a change in
the par value of the spot rate. This.will cause an- increase
in the reserve drain of the weak-currency country and affect
the spot rate in a manner analogous with pure speculation in
the spot market. Spraos argues that ﬁhis speculative lagging
can be disccuragedAby,the authorities pegging the forward

rate - those exporters and importers who normally lag cculd
then take equivaleﬁt short positions at a lower cost in the
forward market. Goldstein, though, suggests that such traders
may not be so rational,; arguing that speculation, as ment;oned
above, is often regarded as unpatrioﬁic, whereas lagging is
merely sound business!

Taking cases three and four, under the title of hedging
leads, such traders will incur large losses, if the weak
currency is devalued, or the strong currency revalued, between
the time the contracts are fixed and the time payment is
received or made, unless they hedge. ‘But, as the forward price
of the weak currency is pushed to a large discount, such
forward hedging will increase in cost., It will then become
cheaper to hedge by borrowing the weak curfency and converting

the proceeds in the spot market, repaying the amount borrowed

-
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later either with the proceeds from the sale of exports or
the funds from import sales. Goldstein argues that forward
intervention is a powerful technique to reduce the volume of
these hedging leads. If the exporters and importers can
hedge more cheaply in the fofward market than in the above
ways, they will probably do so. Thus, he says, by selling
the strong currency forward at a relétively small premium,
the authorities will be able to eliminate nearly all the
short-run loss of reserves. He further suggests that such
intervention might also increase the reserves through its
impact on the relative volume of trade financed in the weak-
and strong -'currency centers,

Goldstein's final point concerns what he believes bay
be long-term problems arising from a policy of forward
intervention. Before considering this problem specifically,
he advocates that, before any intervention, the authorities
ﬁust be certain that they will not devalue or that the strong-
currency country will not revalue, since either would lead to
large losses. He therefore sees the desirability for close
co-operation between both authorities, in the form of joint
operations. Einzig, however, in an article publishted a year

earlier-,l claims that forward pegging would be unwise, even

lP. Einzig, "The Relation between the Practice and Thecry of
‘Forward Exchange." Banca Nazionale, Sept. 1962.
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if there was no possibility of such a devaluation or
revaluation, and Goldstein notes this difference of opinion.,
Einzig's objection is that phe authorities can never be
certain that the greater portion of their forward sales Qould
be made to épecﬁlators.l Many buyers may be persons or
companies using the forward market to avoid, permanently,
losses on investments in the weak;curréncy country. In such
a situation, the authrities would face a large drain in
reserves as their forward contracts mature. The authorities?
he says, would thefefore be imprudent to make forward sales
which even come near their existing reserves.

As Goldstein points out,2 the validity of this objection
to unlimited forward support depends bn whether the
authorities are able to find out who the final buyers of
forward exchange are, Since the majority of forward sales
would be made to commercial banks acting as intermediaries,
who normally are in close co-operation With the government,
it would therefore be reasonable to suppose, Goldstein contends
that the authorities could obtain this information. This

would appear, however, to be still very much an open question,

i S

lThat is, persons or organisations who do not aim to make a

"permanent" transfer into a strong - currency asset and who,
accordingly, do not present a threat to the reserves,

2
Goldstein, footnote 11, page 499.
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depénding on the relationship of the bankiné éystem to the
doméstic government .

Having considered this point, Goldstein goes on to.
state that, although forward iﬁtervention may be a useful
Weapon in the short;run, it may lead to certain long-term
proElems, in that the market may come to expect immediate
forward interventioﬁ whenever speculaﬁion pfbduces pressure
on the forward rate. This may not always be possible, he
sﬁggests, due to failure to renew the joint intervention
which Qe saw previously as being nécessary to the success of

such a policy. The resulting large‘discounf on the forward
Weak currency may then induce even greéter speculative
pressures than would have occured if the market had not
experienced any intervention., Judging from the "personality"
of money markets, this would seem a valia warning.

Aliber, in & brief comment on this important article,
shows that»the fundamental difference between Goldstein's
position and his revolves around the case "where there is
reasonable doubt that the authorities Qill be able toc main-

tain their exchange rate parity in the foreseeable futureo"%

lR.Z. Aliber, "MNore about Counter-Speculetion in the Forward

Exchange Market, JPE 1963,

“Ipid, page 589,
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- Goldstein's ‘position, as we saw above, is that there should
be no intervention if there is a substantial risk of a change
in the parity; if the authorities do intervene, and the spot,
par value does phange, they will face é large loss on their
outstanding forward contracts. However, if there is no risk
of such a change, he advocates almost limitless intervention.

Aliber's position, as we also saw, is that the
government should continue forward support even if it appears
that the parity might change. Although he agrees that the
authorities will lose on their outsfahding fofward contracts
if the parity is altered while they'still have an open poesition,
he, nevertheless, contends that the latter is not likely to
be as large as the decline in their reserves would have heen
if they had not interveﬁed. He therefore regards forward
intervention as being more likely to maximise revaluation
profits, or to minimise losses,'if the exchange rate is
altered, more so if the authorities had not supported the
forward rate.

Aliber, displaving welcome modesty in this area of
"obvious uncertainty, admits that the difference between these
. two positions may be due to the fact that his evidence is too
fragmentary or to his incorrect interpretation. He concedes
the possibility that the open forward position may be greater

than the loss in official reserves in the absense of
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“interventionj Goldstein assuﬁes this is-so, but fails to
say'why. He focuses entirely on the losses resulting from
the open position whereas Aliber maintains the relevant
compsrison "is between the size of the official position; and
the difference between the chahges in the offical reserves if
the authorities do intervene and if they do not intervene."l
Aliber's concluding point in this debate is that it would be
unwise to advocate, as Goldstein does, the government adopting
a policy of unlimited forward intervention if there is little
possibility of an exchange-rate Chahgé and no intervention at
all if a.change seems likely. The government must support
its domestic currency with the least loss of reserves,‘unpil
it is decided to change its par value, and-he sees forwsrd,
rather than spot intervention, being more effective here.
But, to withdraw from the forward market if the situation
deteriorates would, he believes,'accentuate the speculative
pressure.

There was relative quiet, in this debate over the
desirability and efficacy of forward intervention, for the next
"three years until Goldstein made what is, up until the time

. - . . 2
_of writing, the final contribution. Writing in 1966, he

v

1
op.cit., pages 589-590.

5 :
“H.N. Goldstein, "Further thoughts on official support of the

forward exchange rate," QJE 1966,
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begins by restating Aliber's aréumént'in a formally elegant
fashion.

‘Assu@ing the existence of a'country Z, whose currency
he calls zengo, he first identifies the loss sustained by
the government when'it first supports the forward rate and
then devalues, as F(d/1+d), where F is the number of forwsrd
dollars sold by the authorities, and d ié the percentage by
whi&h the devaluation of the zengo increaées the zengo price
of the dollar. Similarly, he states the loss sustained when
the government refrains from supporting the forward rate and
then devaiues, as X(d/1+d), where X is the number of dollars
'sola to speculators through the spoﬁ market that return at
the new spot rate. Thus, the comparison is between F(d/1+d)
and X(d/1+d). -
| Since d is seen as being the same in the two instances,
Goldsteiﬁ contends that the fundamental question posed by
Aliber's analysis is whether FQTX, In his view, F<{ X since
"The pressure to devalue will be greater'in the absence of
forward intervention. For oneiﬁhing reserve losses will occur
at an accelerated rate. For another the degree c¢f imbalance is
likely to seem more severe.,..Thus the auvthorities may feel fhét

their underlying position is worse than it really is
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aﬁd devalue at an early date... {?uﬁ]if thé-authorities
intefvene, they will not be forced to the wall so soon and
there will .be a powerful temptation to delay a devaluation
in the hope that something wiil turn up. But, by hypothesis,
'nothing does. Thué the eventual a@justment in par values is
1ike1yrto occur with speéulators having larger short positions
in the suspect currency than when the authdrities_do not,
support the forward rate,"l

Géldstein therefore repeats his earlier conclusion
that fhe government should not pﬁrsue a policy of forward
intervention when a parity change seems likely. However, two
arguments can be made against such a conclusion.

First, Goldstein's analysis depends on the assumption
“that d will be the same in the two situations. This is doubt-
ful; Goldstein himself concedes that tﬂe degree of payments
imbalance is likely to seem greater when the government does
‘not intefvene. This means no£ only will they devalue earlier,
but also by a greater amount than if théy do supvort the
forward rate.

Secondly, the probability of aevaluation is unlikely
to be the same, in contrast to Goldstein's implicit assumption.

Ideally, a devaluation should be a rational decision, taken

l'op. cit., pages 450 - L54.
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édoly in the light of all necessafy informéﬁion; in reality,
it ié often taken in unseemly haste,.as almost a panic
reaction merely to the reserve losses. As was seen above,

the latter will take place at.an increasing rate if the
‘authorities do not-intervene, thus making them see the
situation being worse than it really is. It would therefore
seem more probablé for the government to dévalue if they do
not intervene than if they were committed to forward support.
| Tﬁerefore, the crucial question posed by Aliber is

not, as Goldstein deduced, whether F2 X or F(d/1+d)Z X(d/1+d).
It is whether the expected value of financial losses is larger
if, the government does or does not iﬁtervene,l that is, -
whether pF(d/1+d) 2?;#?1d1/1+d1) where p is the probability
~and d the size of devaluation with a policy of forward support;
and pl and dl the same without interveﬁtion. It is quite

1 and d<:'d1o

probable that FX X; but also likely that p<p
‘Thus, it.is impossible to state Qategorically which of the two
sides of the expression will be greater} the special
characteristics of each situation muét be known before each
variable can be guaged,

Having now completed the expostion and analysis of this

debate over forward intervention, what conclusions are we able

i, .
It was Cohen, in his book already referred to, who first
pointed out this aspect of Goldstein's analysis.
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to draw, particularly with reference to the questions posed

at the beginning of this paper? Ultimately, as Cohen has
written, it would still seem "a matter of judgement for the
authorities themselves to determine whether to intervene in

the forward market or not." Such a decision can only be taken
with regard to the_governmentﬁs balaqce - of - payments policy.
The  debate between Aliber and Goldstein has shown, if nothing
else, that there are no certaiﬁties in this matter of forward
support, particularly if the government faces the possibility
of having to devalue. However, as international economists,
'we'should reach some conclusions after analysis of the available
material and, on the basis of these, advise the government
accordingly. An indeterminate, non-commital conclusion may be
‘académiéally convenient but, for a government faced with taking
decisions, it is practically useless! Thus, some albeit
»tentative conclusions with.regard'to the use of offical forward
market intervention would seem appropriate.

First, for an exchange-authority that puts & very high
priority oﬁ a maintenance of its existing spot value, support
of the forward rate may be looked on as essential. Secondiy{
for a currency under temporary preséure from an outflow of
short-term capital, forward intervention would seem to Ee a
grudent policy providing'the monetsry authority is confident

it has sufficient reserves to maintain the rate, Such a
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situation would arise, for instaﬁce, if there was a temporary
deficit which, if successfully financed, would likely to be
followed soon by a surplus. The technique of forward support
would Be ideal here as a counter-influence; it would pull'
the covered arbitfage margih in the country's favour, without
an equivalent increase in domestic intérest rates.

However, in the third case Which.is less clear-cut,
for example, where pfessure on a currency may reflect a basic
deficit rather than, or as well as, a temporary capital flight,
forward interventioﬁ is of more dubious value. If the
monetary authqrities used forward intervention to counter the
drain of funds, they would be strengthening the odds against
a later devaluation; to suddenly reverée the policy later
would be interpreted as an impending abandonment of the spot
parity.

If, in these circumstances, the authorities did resort
to devaluvation, they would be committed té deliver large
guantities of foreign exchange at the pre-devaluation rate,
It is true that they would have had to‘deliver the exchange
at this rate, and without the forward discount, even if the
hedged funds had been withdrawn before the devaluation but,
there are two vital differences here: the first is that the
amount of these obligations may now be larger, to the extent

that forward commitments were run up beyond the point to which
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outright losses to the reserves would have been permitted;

the éecond is that there will be a formal, book-loss for the
exchange fund which the centfal bank will be loath to accept.
Because of all this, forward intervention in such a case would
seem to be an uncertain expedient. These seem the most

viable conclusions to be drawn from the above t heoretical . . __. .
analysis. 7To measure their actual validity, attention will
now be turned to forwafd interVention as practiced in Britain

and America.



Part II.
. Chapter 3 - Recent British policy with regard
: to Forward Intervention.

Although fhe greater part of this chapter will be
concefned with official intervention in the forward exchange
market between 1958 and 1967, it would first seem desirable,
for the sake of perspeptive,_to outline briefly the prior
development of government policv on this issue since itsA
conception and to sée how forward intervention represented a
part of the historical development of greater government
intervention in the exchange market in general.

Most western central banks pracficed a policy of inter-
vention in the Foreign Exchange market during the 1920s, this
intervention sometimes taking the form of operations in the
forward market. However, the Bank orf England was the exception
here, in that it did not even have a foréign exchange depart-
ment. Instead, it adoptéd a neutral attitude towards the
foreign exchange market, relying insteéd on the orthodox
weapon of interest rate changes permitted under the Gold
Standard. This policy was still retained during the 1920s,
when sterling came under increasing pressure, but a foreign
exchange department was eventually established to accommodate

e
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the needs of overseas central banks which had transferred
sterling funds to London.

In 1931, this orthodox'neutrality was abandoned in the
face éf strong selling pressure on the pound. It was '
decided to proteét actively the Gold Standard against the
latter, rather than to continue with ﬁhe previous policy of
non-involvement. The Bank of England,.for the first time,
operated extensivel& in the foreign exchange market, these
operations including forward involvements comprising the out-
right selling of fofward dollars. This first attempt at
official forwgrd intervention in Britain has been subsequently
criticised by Einzigl as being ill-conceived and as
accentuating, rather than reducing, the pressure on sterling.
Although the precise details of his criticism do not concern
us here, it is of interest to note his conclusion for it
demonstrates, in a practical context, the conclusions, with
regard to a policy of intervertion, which were suggested at
the end of the last chapter:

"In 1931, there was a fundamental disequilibrium workiﬁg
against sterling which was considerably overvalued, and
at the same time there was a panic flight of capital on
a scale that was entirely without precedent. In face

of such sweeping pressure, any technical device was a
mere pill against an earthquake..{and]}...the attempt to

P, BEinzig, A Dynamic Theory of Forward Exchange (New York,
1967) pages 465 - L67.




59

save sterling by[éuch]technical devices was fore-
doomed to failure." 1l

The lesson of this verdict is all too - evident to us
now for the period 196L to 1967 buf, as is so often the case,
it appears as somewhat belated retrospective wisdom!

The attempt to save sterling proved in vain and, in
September 1931, Britain devalued steriing and abandoned the
Goid Standard.

Britain's defection from the gold standard is interest-
ing from the point of view of this paper'in that it led to the
dévelopment of a technique of partial stabilisation of sterling
by official transactions. From September 1931 until 1940, the
monetary authorities did not commit themselves to maintain a
fixed gold value of the pound, but instead aimed at the irgnu
ing out of short-term fluctuations. This new policy was
carried out by the Exchange Equalisation hAccount, which was
eétablished in 1932 and administered by the Bank of England
on behalf of the Treasurv. It had as its objective "the
prevention of an abnormal rise in the exchange rate of the
pound in response to an inflow of short-term funds, and also
that of neutraiising the impact of the inflow on the domestic

2
market . "

lIbid, page L67.

S. Horie, The International Monetary lund, Retrospect and
Prospect (New York, 196L) page 28,
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To achieve this, the Account was given an initial
‘schk of sterling assets in the form of British Treasury Bills.
It used these to buy gold and foreign currencies whenever @bé//
pound seemed to be appreciating excessively; in doing so; it
increased the sﬁpply of sterling and thus depressed its value,
Later, when the Account had accumulated, by such transactions,
a substantiai stock of gold and foreién currencies, it was
able to operate on a @wémway basis and either exchange its
sterling for goid and foreign currencies, when the pound
appreciated excessively, or exchange its gold and foreign
currencies for sterling, when the pound depreciated
excessively. '

Britain's Account represented one of an imposing
proliferation of Exchange Accounts which were set up in the
period 1932 to 1936. All'aimed at intervention in their own
exchange markets as a means of pursuing a policy of economic
nationalism, and there was considerable rivalry between them,
However, the need for co-operation soon became apparent since,
‘for the operation of a stabilisation fund, it is essential
"that the gold value of the currencies of the countries
concerned should be secured as much as possible, and that no
alteration of &an ekcﬁange pari£y should be made arbitrarily

by any country but with the co-operation of all concerned.”l

S

lHorie, op. cit., page 30.



This latter point is underlined by the fact that the
arbitrary depreciations, of sterling in 1931, of the U.S.
-dollar in 1933, and of the Freﬁch franc in 1936, led to a
final position, in 1936, in which the exchange reldtionships
of the three major currency blocs1 were little different from
those éxisting before 1931.

Further, as Alan Day has wfitten:

"Once one government refuses to accept the rule of

the market but tries to manage its exchange rates

with the other leading centres, then the governments
of the other centre countries must either accept the
leadership of the first government or co-operate with
it in deciding together on exchange rates that are
mutually advantageous. If one major country 'manages'
its exchange rate (in the sense that the rate does not
simply follow the trends of non-speculative demand and
supply), then the other countries must either accept
the management of the first or actively manage their
own; if they choose the latter course theyv cannoct
manage in a way which is inconsistent with the policies
of the others." 2

Thus, once managed currencies are introduced, they tend
to spread and to make international co-operation necessary.

The vindication of this conclusion came with the Tripartite

e e e

Monetary Agreement between Britain, France and the United States

. e T i e
e B eSO -

in 1936. This was primarily concerned with technical matters

For a description of these blocs, reference should be made to
W.M, Scammell, International Monetery Policy. {(New York, 2nd.
Edition, 1964) pages 242 - 2L.

2A.C,L$ Day, Outline of Monetary Economics. (Oxford, 1967),

CHapter 39, page 511.




of co-operation between the Exchange Accounts of the three
countries, but it was also important in that it accepted the
need for effective international co-operation in a managed
exchange rate system.

Under this Agreement, the three signatories guaranteed
that their stabilisation funds should be convertible into gold
at the rates fixed for their holdings of those currencies.
However, the values of gold were not fixed and, if the need
arose in the economy of the country concerned, this commitment
could be cancelled at 24 hours notice., The agreement therefore
gave priority to the domestic economy of a country. Nurkse
has probably best assessed the Agreement in the following
comment:

"As a general rule such exchange adjustments as may
prove necessary after the establishment of an

initial system should be made by mutual consultation
and agreement. It ought to be an elementary :
principle of international monetary relations that
exchange rates should not be altered by arbitrary
unilateral action. The Tripartite Agreement was a
belated and half-hearted admission of this principle."

The Tripartite Agreement was also important in that it
was a forerunner of the IMF System as established at Bretton
Woods in 1944 . The principle of all countries getting together
and guaranteeing their mutual parities, should facilitate the

stabilisation of each other's exchange, and this was a

fundamental premise of the IMF system,

.

1 N . .
R. Nurkse, League of Nations, Internationsl Currency
ne

r ,
Experience, 1944, page 141.
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From 1931 to 193&, the British authoritieé abstajﬁed
from the forward market, the Exchange Accpunt merely operating
in the spot market. It was nét until.the crisis which followed
the Munich Agreement in 1938 that this poiicy of abstinance
was changed. Thé Account made use of swap operations, in the
form of buying spot dollars against'thé sale of forward dollars,
to meet the strong pressure which developed against sterling.
The latter was a response to the increasing burden of re-
armament and to the concern over the political future of
Europe.

The aim of this intervention was to reduce the premium
on forward dollars, and thereby prevent any loss of gold
arising from a withdrawal of covered U.S. funds from London and
from outward arbitrage induced by a lérge intrinsic discount
bn sterling. By this means, the British authorities were
succéssfﬁl in replenishing their dgcreasing dollar reserves,
even though this wés achieved at the expense of increasing
forward liabilitiés. However, it'pfoved.impossible to continue
this policy for an extended pefiod as’'a result of a revival of
pressure on spot pounds. Thus, at the end of 1938, the
government terminated these swap operations and, in their
place, introduced an unofficial embargo on outward arbitrage
by domestic banks. Furthgr, in the early part of 1939, an

additional series of embargoes were established to discourage
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spéculation and arbitrage in sterling; Yet; although this
policf of forward intervention was‘not continued for very long,
it was important in that it represented the first signs of a
willingness on the part of the authorities to extend stabili-
éation policy to thé foreign exchagge market as a whole.

| In spite of the fact that the embargoes were not
completely successful, sterling's forﬁard discount was regarded
as being smaller than it would otherwise have been in view of
the impenaing outbreak of hostilities.- This was mainly due to
the official sale of forward dollérs which occured through 1939,
but. it is safe toconclude that the meargoeé also contributed
'towards the success of this policy.

The total prohibition of Forward exchange dealings'
during the second World war and the early post-war years, and
its gradual relaxation in subsequent years, represents an
important period in the development of this market. As Einzig
has written "Even ,though the Ban on. forward dealings had never
been absolutely world-wide - operations bn a limited scale
continued in New York and in some neutral markets - the
reduction in the volume of operations.and in the significanée,
of the market was so drastic that the period of restrictions
divides the history of Forward Exchange sharply into two

distinct periods”.i

.

1 ,
op., cit., page 471.
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Although these restrictions continued to operate
during the period of the war gnd the early post-war years, the
needs of gegﬁine commercial trade were met by means of official
forward facilities. However, the latter were widely regafded
ds inadequate Since'ﬁhey were only available for periods of up
to six months and, further, for onl& & limited number of
currencies. Even the avthorities themselves were far from
contént with. the system since it was used only on a one-way
basis by traders. For example, all importers would make use
of the facilities when sterling was under speculative attack,
but exporters did not sell forward to the Bank of England the
foréign currency proceeds of their ekports. Such a unilateral
use of the system must have forced the British authorities to
sustain large losses at the time of the sterling devaluation
in 1949 and also throughout the series of early post-war franc
devaluations.

Forward exchange deélings were resumed again in 1©51
and, for the folléwing six years,.the market was free from

official intervention. However, during the sterling crisis of

l - .
For an official view of this unsatisfactory situation, see the
Treasury Memorandum and oral evidence to the Radcliffe
Committee, to which detailed reference will be made below.
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1957,l the authorities reversed this policy and engaged in
subsfantial forward sales of dollars towards the end of

Augﬁst. This was to counteract the widening margins on
forward dollars and Deutschemarks which appeared during that
month and had induced heavy outward arbitrage. As a result

of this forward intervention, the margin did narrow considerably
for a few days but there is evidence that tﬁe government
regarded the operations as being too costly in terms of heavy
forward commitments. This is revealed by the fact that,
although the policy of official supporﬁ was used intermittently
during September until Bank Rate was4increased, it was done on
a smaller scale.

With the increase in Bank Hate, the need for forward
intervention ceased and,ﬁhe policy was terminated. OCOne cannot
regard the policy as being a success, since it merely concealed
for a short period the full extent of the losses resulting from

the pressure on sterling. However, the policy was advantageous

lUnlike previous crises, the 1957 crisis was entirely one of
confidence. The main cause was a bout of currency speculation,
triggered off by a partial devaluation of the French franc in
August. Rumours were circulating that the D.M, was to be

-revalued and sterling mlght be depreciated as part of a general
realignment. For exeellent descriptions of this, and for the
part played by the so-called Kuwait Gap, reference should be
made to:

S. Brittan, Steering the Economy, The Role of the
Treasury, (Londor 1969), pages 128 - 131, J.C.E.Dow,
The Management of the British Fconomy, 1945 ~60
(Cambridge, 1964) pp.%6, - 103,
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to the extent that it testified to the final demise of the
British authorities refusal to deal in forward exchange.
From then on, the guestion became one of expediency rather than
principle, although opposition to unlimited, large-scale
intervention was still very strong in official circles.

Having outlined British experience with regard to
official support of the fprward market up until 1957, one can
see how such intervention probably represents the final stage
of increasing wiilingﬁess on the part of the authorities to
influence the foreign exchange market. The first stage,
between 1932 and 1936, was the setting up of the Exchange
Equalisation Account and its use for economically nationalistic
purpdses; the second stage; in 1636, was the Tripartite
Vonetary Agreement, which established principles for government
intervention; the third étage was the exﬁension of these
principles, and their formalisation, at Bretton Woods in 1944,
and the last stage was a willingness to use the tool of forward
exchange intervention as part of the'general policy of exchange

'stabilisation.l

I - . . N
This idea of forward intervention being part of a development
process arose from an extended conversation with Dr, W.HM.
Scammell, Professor ,of Internctionegl Economics at lMcMaster
University, Canada; I am grateful for his letting me

J 3 ? £
incorporate this idea into my paper.
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Tt is rather difficult to date this latter stage
-exéctly since it developed slowly from its tentative beginnings
in 1938. Although the willingness to utilise this policy was
certainly present in 1957, it was still viewed with suspicion,
especially by the Treasury and Bank of England. It was not
until the advent of the Labour Government in 196/ that this
willingness was extended to a firm poiicy of unlimited forward
support for an extendgd ﬁeriod. However, before entering into
an analysis of ﬁhese metters, it would seem useful, and
appropriate, to examine first the technical operation of
exchange stabilisation funds in the exchange market, since this
will provide the necessary'background.to any subsequent‘
examination of forward intervention.

The mechanism developed here, for the purpose of
illustrating exchange ihtérvention fbr stabilisation purposes,
is reproduced from Mundell's collection of his own writings cn
international economics.l It is of particular relevence here
since it shows how movements of a country's exchange rate are

constrained within the limits set by the I.M.F.

In.a. Mundell, International Economics. (New York and London,
- 1968), Chapter 10, pages 147-149.

AC;f, above, page?2 footnote 1.
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The diagram, on the following page/shows the demand
and'éupply of dollars in exchange for Deutschemarks. The
sitﬁation is simplified by taking dollars to cover all foreign
exchange and all transactions involving it.l DD is the demand
curve for dollérs by German residents, assuming that the DM
price of German goods and the dollar prices of foreign goods
are constant. It is negativély sloped sincé, the higher the
exchange rate (i.e. the more DM it takes to buy one unit of
dollars), the more expensive American goods and services become
for German buyers, and the smaller are‘the latters purchases -
the lower the quantity ofrdollars demanded. For any given price,
the area under the curve and the ordinate from the y axis.
represents the total sum in DM that Germans are prepared to pay
for the quantity of dollérs represented by that orice and the
curve on the X axis.

The curve SS shows the suprly of dollars offered by
the rest of the world for DM at various exchange rates, It is
positively sloped since, the higher the excﬁange rate (i.e.
the more DM a foreigner receives per unit of his dollars), the
éheaper domestic goods and services appear to foreigners, and
-the higher is the latter's quantiiy of foreign exchange supplied.
35 is, therefore, thevsupply of dollars and therdemand for DM,

this latter being described by the area at any price/quantity

'S

lIncluding those in connected forward markets,
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coupling on the supply schedulé.

f If the market were free from intervention by the
monetary authorities, the price would be Po, determined by
the intersection at E of DD and SS. At this price, Qo of
dollars is exchaﬁged for PoQo of DM. It is assumed that the-
initial price Po is within the suppor§ points, which are
taken to be é of 1% below-and above the par value. Thus, it
is within the range DM 3.97 - L4.03 centred on a parity of
4.0, using the IMF par value prevailing in 1966.

Suppose now that, in the rest of the world, there is
an autonomous increase in the demand for German goods so that
the supply of dollars is increased at any given price. VSS
now shifts to the right to some position such as that of 8181.
In a free market, this would mean that the price of the dollar
would fall below the lower support pcint of 3.97DM, Eut, under
IMF rules, this the German authorities are obligated to prevent,
intervening in the market at the rate DM. 3.97 = $1 (if not
before) to prevent further appreciation of the DM, At this
lower support point, the excess supply of dollars is AB, an
amount equal to an excess Sﬁpply of dollars of Qi Qp. The
gxceés demand for DM is equal po the rectangle AQ, shaded on
the diagram. In orde? to-stabilise the rate at DM.3.97 = $1,
the German authorities will buy up the‘excess supply of dollars

A(Qng) and supply to the exchange market AQo of DM, this



4
_ o 7
,"..,. \m\
4
4
. d .
N
[}
]
]
_ 9
©
. o
W - sXO\Wo e



71
buying and selling being achieved through some form of an
Exéhange Fund. Q1Qo would then represent the German balance
‘of payments surplus in $, while the area AQp represents the
German surplus in DM.

This intervention by the German authorities not only
raises the rate to the DM. 3.97 support point, but also
produces forces which tend to correct‘the disequilibrium in
the market., The acquisition by the German central bank, or
exchange fund, 6f the excess supply of dollars must, in the
absence of a creation of additional 'dellars in the rest of the
world, reduce spending in the world using dollars., The SlSl
curve is, therefore, shifted to the left as prices fall in the

rest of the world or interest rates rise., In Germany, the

addition to the supply of DM by the German central bamk will™ — ——
serve to shift DD to the fight as Gérman prices rise or

interest rates fall, After this adjustment, a new equilibrium

would be established at the intersection of DlDl and stlgll

For the sake of campleteness; it should be noted that

"the last phase of this processAmay be omitted in practice,

It is likely that the German guthorities will be arixious to

prevent the working of these automatic adjustment forces on

their domestic priée’level. Tt is more likely.that such
ad justment would be prevented by counter actions by the central

bank and that, in the absence of the adjustment phase in the
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diagram, there wili be a change in the level of reserves held
by the two countries.

| Thus, having seen how official intervention and ad just -
ment works in a Narrow Band Exchange Market for a country's
spot currency, and traced the growth of British intervention
in both spot and forward markets prior to 195&, we are in a.
better position to examine the subsequent development of
poiicylon forward support and to appreciate the turnaround in
official attitudes which occured between 1958 and 196L.

At the time of the Radcliffe inquiry, the British
monetary authorities were opposed to intervening in the forward
exchange market (although, as we saw ‘above, it had
occasionally done so in the past); and in particular to holding
forwzrd rates fixed in an exchange crisis,. In November 1964,
however, when exchange market partibipénts came to doubt exist-
ing par values, the Bank of England not only increased Bank
Rate from 5% to 7%, but also intervened in the forward market.
This it continued to do, at least from time to time, until
- mid - November, 1967 when, for some unknown recson, it withdrew
from the market. Thﬁs; as Kareken put it in his chapter on
Monetary Policy in the Brookings Keport on tre British economy,
"petween June 1958 snd November 1964, fhe monetary authorities

changed their collective mind."l An analysis will now be made

3

1

R. Caves etc, Britain's Economic Prospects, Chapter II.page 95.
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.of this change in policy; the éfguments put forward in l§58
ana'lgéh to justify the respective attitudes towards official
intervention will be outlined, and compared and contrasted for
any defects they may contain.l Finally, I will then try'to
ascertain whethér the British authorities were correct to
continue this newly-acquired policy of unlimited intervention
right up until 1967, having in mind the conclusions, posited
in the'previous‘chaptgr, concerning the desirability of official
support of the forward market. The views of various writers
on this issue will be cited to demonstrate the disagreement
which exists and thus to underline the tentative nature of any
conclusions which may be reached here;

In 195¢, Treasury and Bank of England witnesses2 tgld
the Radcliffe Committee that large-scale intervention was un-
thinkable as a weapon of policy, eifher then or after the formal

establishment of external convertibility for sterling. The

lMuch of the inspiration and ideas for this part of the analysis
came from Peter Oppenheimers:
"Forward Exchange Intervention: the Official View," in
the Westminster Bank Review for February, 1966.

ir Roger Makins (Joint Permanent Secretary); Sir Leslie Rowan
(Second Secretary): Sir Edmund Cormpton (Third Secretary) - all
of the Treasury; and M.H. Parsons and E.A.0. Bridge, of the
Bank of England. . .
For the cross-examination of these officials see
'Committee on the Working of the Monetary System, Minutes.of
Evidence'! Questions 96&L to 9734, pages 636 - 638,
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Treasury memo_randum1 on the subject, on which the later
questioning was based, came to the same conclusion. It begins
by briefly summarising what it believes to be the supposed
advantages which arise from pegging the forward margin at an
approﬁriately narrow discount (that is, smaller than the
interest differential):
"To peg forward margins would, ‘it is argued:-
(i) prevent thé.switching of financing to Londbn.

(ii) by maintaining an apparently strong forward
rate for the pound, inspire cenfidence.,

(iii) by offering an insurance against devaluation
at virtually no cost, discourage the speculator
from withdrawing sterling balances and delaying
sterling payments; ' ‘

(iv) encourage inward interest arbitrage which would
bring dollars into the reserves to offset or at
least reduce such smaller losses to the reserves
as did then occur.” 2

These arguments used here in a specifically British setting
are familiar to us, for they appeared in one form or another
in the theoretical analysis of Chapter 2. The Treasury

conceded that such theory was "attractive intellectuallv" but

that it "does not take account of the psychological behaviour

?Treasury Memorandum: 'The Forward Exchange Market - Policy.!
In Principal Memoranda of Evidence, pages 121 - 122,

2op. cit., page 121.
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of markets nor of the policy implications of the proposal."l
It thus concluded that these theoretical advantages fall to
the ground and four reasons ﬁere given for this. Because of
their importance in the context of this paper, these reasons
will be examined in turn.

Their first argument was that:

"we had the experience during the post-war years up to
1951 of fixed rates for forwards at margins equivalent
to 1% per annum. We did not find that the existence

of fixed rates diminished speculative swings or
provided noticeable protection for the reserves, On
the contrary we found that outstanding forward commit-
ments, for which the E.E.A, provided thecounterpart,
varied enormously in accordance with the view currently
taken, good or bad, of the probable future course of
any exchange rate - despite the fact that we insisted-
on documentation of all transactions in an endeavour to
exclude those of a patently speculative nature. We
found that, in fact, we were financing speculation at
virtually no cost to the speculator, and it was for that
reason that it was decided to withdraw from the forward
market and leave forward margins to be determined by
supply and demand, so that the rate corrective could be
allowed to apply and speculation be disccuraged by
increasing the cost. From our subsequent experience,
we have no reason to doubt that the decision taken in
1951 was the correct one and no reason to recommend a
reversion to the earlier pressure [ ? lof pegging the for-
ward rates;" ’

This argument is in no way incorrect but it is somewhat con-
fused. ©Since the whole idea of supporting the forward rate
is not to reduce total sales of foreign exchange but rather

to reduce spot sales, partly or totally at the expense of the

-y

lop. cit., page 121.
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forward position, the fact that speculative swings did not
weaken, and thet official forward commitments fluctuated
according to market sentiment, does not damn such a policy.
As Obpenheimer says: "Any shift from spot selling to forward
selling protecté the reserves, so long as the domestic
currency is not devalued or the foreign currency revalued
while the authorities have large'forwérd commitmenté."l
However, it'is'tfue that there may be no substitution
between spot and forward exchange; in such a situation,
support of the forﬁard rate may not induce a fall in spot sales.
This in fact occured between 1945 and 1951 when, as we have
seen, the imposition of exchange controls, in the form of
embargoes, prevented the normal typeé of transactions required
for substitution from taking place. Since the mid—lQﬁQs,
though, there has been no prohibition on such substitution,
if it is achieved through interest arbitrage. Again, official
intervention may not lower the pressure on the spot market
since it could strengthen peoples! belief in an alteration of
the par value and, thereby, weaken confidence. The guestion
of confidence, however, is extremely complicated and con-
sideration of it in more detail will be postponed until later.
The second argument of the Treasur? wés concerned with

interest arbitrage:-

.

lOppenheimer, op. cit., page 4.
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"if sterling is under pressure &nd the pound is
suspect, inward interest arbitrage would be unlikely
to take place, irrespective of how profitable it
might be. The reason is that the Exchange Control
Act enables the Government to determine how foreign-
held balances may be dealt with. Consequently,
foreigners who are content in the ordinary course to
hold funds in London are less willing to do so when
sterling is weak, when the reserves are falling and
when defensive measures of some kind are expected..
Under such circumstances foreigners are disposed to
withdraw funds from London even if. that may involve
them at times in quite considerable cost. It is
therefore guite unrealistic to suppose for one
moment that the opportunity of a relatively small
interest advantage would persuvade them at such times
to bring more money in;"

This argument is further amplified by Sir Leslie Rowan, under

questioning by Prof. Sayers (one of the members of the Committee)
- AT —_—_ 1 '

as seen in the "Minutes of Evidence'*:-

YProf. Sayers: It would seem to follow from the last
sentence..,.that the effects of raising the Bank hate
on the foreign exchange situation are limited com-
pletely to the effects induced by the foreigner
supposing that the higher Bank Hate will do something
to the internal situation, or is a sign that something
is being done to the internal situation?

Sir Leslie: I made a statement about this before this
Committee on 16th January. You will recall that at
that time we said that the Bank Rate had two important
elements: one wes the fact that it means tkhat a higher
rate of interest can be earned on money, and that the
other important element was exactly what you have just
said, namely, as a sign that action is going to be
taken. That must essentially be action in the internal
economy of a kind which is going to remove any doubts
about the value of{the]|currency. ‘

lc.f. "Principal Minutes of Evidence,! Page 637

Questions 9715 - 9718,

-
7
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Prof. Sayers: I thought you were going much further
and saying that your first point is of no account at
all at the critical times of pressure?
Sir Leslie: At such times if the currency is in doubt
and there happens to be some difference between the
interest rates, that difference in itself is not
going to be sufficient to attract the money in...
[But] if the_difference...came, as it came last
September,l from positive action...then it can have
a very considerable effect, because both things
would be operating in the same direction..."
Even if this argumeﬁt was valid at the time, it has since been
undermined by the growth of the Euro-dollar market which makes
it impossible to talk only about foreign arbitrageurs while
ignoring the role of U.K. banks. This is exemplified in the
winter of 1964-65, where the provision of cheap forward
exchange not only made it unnecessary for the banks to cover
their spot market positions but also induced them to swap Euro-
dollar deposits into sterling, thus offsetting some of the
2

decline in sterling balances.,

Further, the Treasury argument ignores the fact that

forward intervention cn its own might improve the state of

confidence through its assumption that confidence remains weak.

1 . . ‘ » o =

As we saw above, the rise in Bank Rate from 5% to 7% in
September 1957 was one of the main factors offsetting the
speculation on sterling.

c.f. Oppenheimer's article, page 6, for a useful table showing
this movement., _

v
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If this assumption is wrong, the whole of the argument is
destroyed for there would be né problem in attracting short-
. term funds once confidence rgturned. A
| The Treasury memoranduri's third argument is that :

"there is the further objection that the course proposed
would involve the E.E.A. assuming a liability in respect
of forward sales of exchange, the size of which could not
be calculated in advance and which could in theory be
without limit. In practice, it could, under conditions
such as prevailed in August and September of last year,
reach a figure which might approach the total of the gold
and dollar reserves. Such a policy could not be prudently
recomriended. Furthermore, if forward rates were pegged
it would be known that the auvthorities were carrying an
undisclosed liability in respect of forward sales of
exchange which would be a charge against the reserves,

At times of pressure, therefore, the published reserves
would mean little since the public would be interested
more in the size of the forward commitments. Whether
the figure of liabilities were published or not, the"
knowledge -~ or the intelligent guess -~ that a material
part of the reserves was already committed could have

a calamitous effect upon confidence and could bring about
just the kind of disasters which the advocates of a
supported forward rate seek to avoid."

Again, under questioning, this argument is clarified in the
'¥inutes of Evidence'l:-

"Prof. Sayers: 1In paragraph 5 you say: "such a policy
could not be prudently recommended." Then later you
use the word "Furthermore", which makes me think that
the reasons given following are different frcm those
underlying the earlier sentence. Are the reasons
underlying that sentence additional to those given in
the following sentences?

Sir Leslie: I do not think that we are drawing any
distinction here. We are trying to give a coherent

].F
op. cit., page 636, Question 9695,
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account of the reasons under this heading. The main
reason we give is that it would involve assuming a
possibly unlimited liability, and then we give other
reasons, including the doubt it might cast on our
reserve figures because people would know that this
liability was there and might be very large end the
reserve figures would therefore not have the integrity
which they now have. "Such a policy could not be
prudently recommended"” might well be said to cover the
whole of this heading.

It is clear from the above that very large forward commitments
were seen as unwise on their own, regardless of the reasons
given afterwards, This is a dubious argument for it is difficult
to understand any objection to forward commitments which do not
represent a future charge on the reserves. However, further
consideration will be given below to the question of Jjust how
far forward commitments actually represent a charge against the
reserves, when an examination is made of the 1964-65 change in
policy.
The final Treasury argument was that there was also a

risk of revaluation of foreign currencies:

",..those who argue in favour of unlimited official

support of the forward rate say that the authorities

need not be concerned at the size of the commitment

they have thus taken on; they may find themselves acting

as gigantic bulls in sterling, but the decision to

devalue is entirely in their hands. Even if this were

not whelly true (which it obviously is not since the

existence of such a commitment would have the dangers

described...above) it ignores the fact that the acceptance

of the commitment is not only a gesture of confidence in

the auvthorities' ability to maintain the valuc of sterling,
but is also a gamble on another matter which is completely
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outside their control i.e., whether other currencies
"will be revalued. They might, for example, get into

the position of selling a particular currency forward

on a massive scale in support of forward sterling.

In the event of a revaluation of that currency, a

substantial open short position could cost us very

dear."
The Treasury was certainly correct in identifying this risk
but wrong to infer that it must necessarily rule out large-
scale forward intervention altogether. It all depends on how
support of the forward rate affects the combined volume of
sales in spot and forward markets together. This stems from
the fact that, if the government devalues while possessing
outstanding forward commitments, it will sustain a loss on
the latter just as if it had sold the same amount of exchange
spot. However, as already seen above in the debate between
Goldstein and Aliber, the question of whether or not forward
support exposes the authorities to an additional loss in the
event of a devaluation is far from stfaightforward, so, for
the sake of completeness, I will postpone further consideration
of it, in this practical context, until after presentation of
the counter-arguments used to vindicate the 1964-65 official
position.

Thus, after having condemned official forward inter-

vention on the basis of the four arguments presented above,

the Memorandum concluded:

»
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",..that a policy of supportingthe forward rdte might
well increase speculation rather -than reduce it, and
could therefore increase rather than reduce fluctuations
in the reserves.

By contrast, our view‘is that the fluctuations in the
reserves which can be directly attributed to the
operations of the forward market as at present
constituted, are relatively small." 1

One would‘expéct such a strong»condemnation to be of

immense importance aﬁd to reprgsent-a policy of almost
permanent duration. Yet, within six yeafs;‘the policy was
compietely reversed: beginning.in the last week of November
1964, the monetary authorities undertook very heavy sales of
forward exchange for both three and six months delivery. Many
of these commitments were renewed as they matured. This
repfesented a complete 'volte-face! with regard to the
authorities original position; mbreover, the new policy was
defended_by the Bank of England on the basis of arguments
ﬁhich were in total contradictiocn to those of the Treasury
memofandﬁm‘ Although observers of recent British politics have

become well-nigh accustomed to sudden reversals of policy (1),

the reversal under examination here is in an area where one

1 ' . . . . .
For the debate between Prof. Cairncross and Sir Leslie Rowan

over the compatibility of this statement with the one .
previously made in the Treasury's first argument, concerning
the 'enormous' variation in outstanding forward commitments
between 1945 and 1951, see ' Minutes of Evidence ' page-638,
guestions 9726 - 9734.
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would least expect it; it is all the more sﬁfprising since
"even a few.mohths before the change of policy was decided
upon, the attitude of official ciréles was the same as it was
at the time when their spokesmen gave evidence before the
Radcliffe Committee."t
| When‘a person or institutioﬁ, who has been giving an

emphatic negative énswer for a prolonged péfiod, suddenly
provides a positive response to the same éuestion, it 1is
reasonable to conclude that something dramatic has occured in
the interim. As we shall see subéequently, in our determination
of the validity or otherwise of the policy to intervene without
1limit in the forward market between 1984 and 1967, this con-
clusion is of particular accuracy. However, before turning
to this aspect of the problem, we shall first outline the -
arguments which the Bank of England used in defense of the new
policy, and compare and contrast them with those used in ﬁhe
Treasury Memorandqm.

The Bank of England, in its Quartérly Bulletin for March,
1965, starts by outlining the economié situation which gave
rise to the decision to adopt a polic& of uniimited forward:

support:

lEinzig, op. cit., page 536.

'S
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"From August onwards, sterling was under some pressure.
This was mainly due to the deficit in the balance of
payments,- which was for seasonal reasons particularly
large in the autumn; but confidence also had already
faltered from time to time. In November, a severe
crisis’ of confidence developed. The net effect of the
various measures announced in the Budget on both the
domestic economy and the balance of payments was
apparently not fully understood abroad; the uncertainty
which developed in the gilt-edged and equity merkets...

~also reacted upon the foreign exchange market; and
pressure 1nten81fled when...no change was made in Bank
Rate..The spot rate for sterling against the U.S.

- dollar which had opened the month dt a shade below
$2.78% was allowed to fall to $2.78% by 20th November.
From then...sales of sterling were ma581ve and growing."

Having described the background in this way, the Bank then goes
on to explain the decision to intervene forward, defending the
new policy on three grounds:»v

First:
"The discount on forward qte;ling had increased remark-

ably little before the technical adjustment prompted
by the rise in Bank Rate. But it then widened rapidly
as demand for forward exchange built up...Because spot
sterling was weak, the development of a substantial

- discount in the forward market would have added to the
general apprehension, and Caused even more spot sales.
The authorities Qccordln"ly began to give support to
the forward rate.”

Second : '
"When the crisis developed in November, the barnks began
to find difficulty in matching forward sales of sterling
for their customers with forwsrd purchases of foreign

xchange, and some started to cover their positions by-
increasing their spot holdings of foreign currencies. .
The authorities’ intervention at this point provided the
banks with the necessary forward exchdnpe and thus
averted the further drain on the reserves "which might
otherwise have developed."

Third:
. "By supporting the forward rate, the authorities also
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lessened the cost of forward cover on short-term funds
placed in the United Kingdom, more of which might have
been repatriated if the cost of this cover had been
excessive " '

Regardless of the validity, or otherwise, of these arguments,
they represent a complete turn-around in official attitudes,
for the Treasury Memorandum condemned and rejected arguments
almost identical with the three above. Going on, the Bank of
England considers the question we have already made reference
to: that is, jusﬁ how far forward commitments actually
represent a charge against the reserves. The Bank explicitly
denies that there was any significant threat:
"It would be mistaken to regard the large commitments
undertaken by the authorities in ‘the forward market as
threatening an abnormal drain on the reserves when the
deals mature. The bulk of these operations will have
related to commercial transactions and were simply a
form of insurance whereby traders made certain that
payments which were in any event due in future months
would be made on the basis of the existing rates of
exchange. 1In so far as the forward sales of sterling
were rade by non-residents for the purpose of hedging
sterling assets...they are self-reversing in the sernse
that the seller must sooner or later close out the
hedge by buying the sterling which he has contracted
to deliver, except in marginal cases where he might
decide to dispose of the-assets in guestion."
Thus, whereas 'in 1958 the authofities_maintained that large
forward commitments would be a future threat to the reserves
and could adversely effect confidence, in 1965 they denied
this threat and claimed a strengthening of confidence would

result, This difference of view led Oppenheimer to weigh the
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balance of arguments and to arrive at.a somewhat'scepticai
conclusion regarding the wisdom of the pqlicy that was pursued
in 1964-65. Goldstein, in a.later'ar‘ticle,3 challenges this
COnclusion,.feeling that forward support'was an appropriafe
instrument. An examination will now be made of this debate.
‘Oppenheimer’'s scepﬁicism is bésed on three propositions.
The first is that he does not.believe~one should accept blindly
tﬁe.Bank of England's.assertion, in 1965, that forward inter-
vention strengthened market confidence in their ability and
determination to defend sterling's parity. This is because
:'“tﬁe'QUthérities really cannot_know.whether.the 'general
-apﬁrehension* would héﬁelbeen greater if they had not inter-
vened,"l Secondly, he régards such hold intervenﬁion as being-
dangerously unﬁisersinCe "with forward deals running to such
iarge-sums, it is hard to see how the authorities could be sure
that any'unusual future drain on the.reserves, due to disposal
of sterling assets; would be negligible."2 Finally, he adopts

the view that the'policy of forward support increased the sales

lop. cit., page 13.
2op. cit., page 9.

3H.N. Goldstein "Forward Exchange Intervention.Another view of
the Recent British Experiment". W.B.R. August, 19606.
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“of both spot‘and forward dollars combined, and thereby facea
thé authorities with the risk of a greater devaluation loss
than if thev had not intervehed.

| On these three premises, he bases his conclusions
regarding the validity of the 1965 arguménts in comparison Qith

those used by the Treasury in 1958. -He sees the Treasury

Memorapdum as being badly argued and as failing to offer a
convincing case'against large-scale intervention in a
speculative crisis. As for the 1965 analysis, he regards the
arguments as being somewhét sounder, but believes them to be
weakened by their treatment of the iésues of confidence and
réserve - loése Having thus weighed the two cases regarding
large-scale official fo;ward intervention,-Oppenheimer coﬁcludes:

"All in all, the verdict seems to be: not proven.

The authorities did keep some short-term money in London
by dint of accumulating vast forward commitments. But
they might easily have borrowed more from the central
banks instead. In effect, they used psrt of the central-
bank arrangements to back their forward commitments.

It is these arrangements that were in every way the
decisive factor. Forward intervention did not make a
great deal of difference.....The real case for large-
scale intervention arises when there is capital flight

in spite of a healthy underlying situation in the balance
of payments. In 1964-65, the U.K. payments situation

was anything but healthy, and the authorities were
engaged in shoring up an exchange parity which made
dubious econom}c sense.," 1

He thus bases his overall opposition to the 1064-65 use of

forward intervention on the grounds that the pressvre on
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"sterling refiected a basic deficit in the balance of payments
raﬂher than a temporary capitél flight. This, as we saw at
the conclusion of Chapter 2,.fepresents a viable argument
agaiﬁst official forward support.

Goldstein, however, disagrees funaamentally with the.
arguments on which Oppenheimer's scepticism is based, and finds
a valuable ally in C.A. Coombs, the Vice—Pfesident in charge
of the Foreign Department of the Federal Reserve Bank of
New York. This latter personage's verdict on the British
government's use of forward intervention in 1964-65 is the
almost complete antithesis of Oppenhéimer’s:

"While short-term central bank credits and subsequent
funding operations through the I.M,F. provided the basic
defence line for sterling during this troubled period,
inadeguate recogrnition has been given to the success of
Bank of England operstions in the forward market that
were conducted forcefully and with great technical skill
during the course of the year. Such large-scale
operations in the forward market not only exerted at
critical moments a highly salutary influence on market
confidence but also had the vitally important effect of
relieving pressure on the spot market and British dollar

reserves by providing at reasonable cost the alternative
of hedging in the forward market. In the absence of
such forward operations, it seems all too clear that the
drain upon British reserves and the utilisation of
central bank credits would have been much heavier and
consequently would have aggravated still further an
already dangerous crisis.” 1’

Coldstein accepts this view and, to justify it criticises, in
bl ) )

l'Treasury and Federal Reserve Foreign Exchange Operations',in
Federal Keserve Bulletin, March 196t page 319.
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turn, Oppenheimer's'three propositiohs'.

Regarding the first proposition, Oppenheimer argues
that there is no reason why forward intervention should have
predictable effects on confidence. Goldstein disputes this,
contending that market operators, in their continuous
appraisal of the risks of devaluations, or revaluations in
various currencies, tend to rely -on the climate of opinion.
Aé was seen in Chapter 1, a good index of this climate is
the forward rate of ﬁhe currency under observation. As
Goldstein writesl:‘ "as the[forwar@]rate dips below interest
ﬁarity, all sorts of transactors tend to have second thoughts
about the exbhange risk to which thev are exposed, or the
profit opportunitieé that lie open, from a possible chanée in
parities." Thus, he sees the forward rate as not only
reflecting average opinion, but as also helping to determine
the latter and, thereby, the actions of market operators.
| This view is supported by I.S. Friedman, a staff
member of the I.M.F., who writes:

"It is éimple arithmetic to calculate whether, at any
given moment, commercial traders, whatever their
motives, are expecting a fall or a rise in the exchange
rate, and whether that fall or rise reflects an
expectation of a change in the par value, For this
reason, forward exchange rates have become increasingly

important as indicators of the external financial
position of a country and its prospects. Indeed, it

‘op. cit., page 4.
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may be said that such quotations are becoming more
important than changes in gold or foreign exchange
reserves as indicators of the strength or weakness
of a currency." 1
Goldstein therefore views Oppenheimer's argument, that forward
intervention is as likely to weaken confidence as to strengthen
it, as an unlikely contention, although, as he admits:
"....by directly affecting the forward rate, the authorities
cook the thermometer. But so what? Even though the air is |
~as chilly as ever, people are likely to feel warmer if they

e N I 2
‘'see the mercury at a higher reading."

Voppéhheiméf’sgggcond proposition is that the government;
faces a conéiderable riSk‘in its support of the forward rate,
since a large proportion of forwesrd sales may represent éhe o
counterpart of forward purchases of dollars by foreign
business, owning assets in Britain, who have decided to
liquidate these assets in the face of exchangemratg uncertain-

ties. If this were the case, such forward sales of dollars

would not be éelf-cancelling but wouid represent a pérmanent
reserve - loss.‘ Goldstein challenges this, arguing that such
investments - usually made to circumvent tariff barriérs,

save on transport costs or take advantage of specialised skills

- are made on the basis of expected long-run profits, and are

1 . .
.I.S. Friedman, "The International Monetary System: Part 1,

Mechanism and Operation." I.M.F. Staff Paper, July 1963, !
pages 230 -~ 231.

op. cit., page 5.



therefore "unlikely to be>materially éffected by the sort
of change in exchange rates that might conceivably be made
to restore payments equilibrium."l

He provides a simple, but ﬁseful, example to illustrate
this point., Taking a U.S. parent company, with a subsidiary
in Britain, suppose that over a time-span of 20 years, it
expects to earn 5% p.a. more on its investment in this

subsidiary than on a comparable domestic investment. Then,

by maintaining this subsidiary, the parent company gains

b

that have a present value, discounted at 6%, of:

)20

$5 + $5 /1.06 + $5/ (1.06)° +... + $5/ (1.06)°0 = #57.
Thus, it would not find it worthWhile:to close~down this
subsidiary unless either sterling was devalued by more thén
57%, or that it became impossible to hedge against such a
capital loss.

Although this is merely a simple example, utilising
hypothetical figures, it does provide the normal, expected
order of magnitudes, ahd would seemrto justify Goldstein's
belief that massive flights from direct investments in Britain,

by overseas businesses, in the face of a devaluation - risk,

would seem unlikely. This belief geins greater strength if

1
op. cit., page 5.

'y
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the authdrities are prepared to provide overseas investors
with relatively cheap insurance against any capital loss
ariéing from a devaluation of sterling. In fact, by
supporting the forward rate at or near interest parity, the
monetary authorities provide just such insurance.

Turning to Oppenheimer's final proposition, Goldstein
examines the question, already alluded to a_bove,l of whether
forward support exposes the authorities to an additional loss
in the event of a devéluation. As was seen in our theoretical
analysis, if the government does not pursue a policy of
forward intervention, and then devalues, it sustains a loss
equal to the'percentage by which the dollar is appreciated
in terms of sterliné, multipliedrby their speculatively
induced reserve losses, which then flow back into sterling at
the new par value, If the forwerd rate is fixed, the reserve
losses are likely to be less, but forward commitments may be
greater than the additional loss of reserves that would have
occured without forward support. If the government devalues
its domestic.currency following a period of forward inter-
vention, it loses a sum equal to the induced spot reserve
losses, plus forward commitments multiplied by the percentage

by which the dollar is appreciated.

lc.f. page 81.
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Goldstein, assuming that the size of the devaluation
would be the same in both cases (an assumption which we-have
already found fault withl),-then suggests the key question
is whether the government's additional commitments in the
forward market are greater than the additional spot reserve
losses that would have occured if there were no forward
intervention. On this questionable premisé, he argues that
confidence is the determining influence., If it is strengthened
by forward suppoftJ then one may expect a decline in sterling
short positions; if it is weakened, such positions may increase.
As seen, Oppenheimer doeé not regard forward support as a
factor increasing confidence and therefore believes forward
support exposes the government to an additional loss in the
event of a devaluation. Goldstein, however, sees the
confidence effect influencing sterling favourably in 1964-65
and thus argues "...for this reason alone, it seems likely
that private transactors' total short positions in sterling,
through both markets combined, were reduced by official
forward intervention following the speculative attack in
November 1964{"2 Since the premise, on which this conclusion
is based, is questionable, though, the validity of Goldstein's

roposition is somewhat uncertain in this instance.
Y

1c.f. above page 53.

zopk cit., page 7.
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Further, there is also the possibility that, even if
confidence improved, forward intervention might still increase
total short positions in sterling by reducing the cost of
teking such positions. The determining factor here is the
speculative and hedging demand for dollars, in both- spot and
forward markets combined, during times when expectations of
a devaluation are strong. If this demand is price-elastic
as Oppenheimer contends forward intervention may augment the
government's potential loss from devaluation in spite of
confidence having a constructive éffect., Goldstein, though,
regards this as implausible:

"If transactors feel that there is, say, a one-~in-ten
chance that sterling will be devalued in the next 30
days bv 20%, they already have a powerful incentive
to hedge or speculate. Any reduction in the cost of
taking a bear position in sterling is unlikely to

change their ‘texpected speculative profit' or ‘texpected
loss from failing to hedge' by a significant percentage."

1
He therefore sees as unlikely any such effect on the overall
extent of speculative and hedgirig transactions.

Having thus criticised the three propositions on which
Oppenheimer bases his scepticism with regards to forward
intervention in 1964-65, Goldstein concludes by agreeing with
Oppenheimer that the balance of payments situvation in Britain,

at that time, was far from healthy and that the government was

l'opg cit., page 10,
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engaged in supporting an over-valued currency. Nonetheless,
he believes that:

M"...granted that the Government were determined not

to let go of the 2.80 parity, we do no feel that

forward support was an inappropriate or ineffective

instrument. Indeed, if anything, we would gquestion

whether the British authorities acted boldly enough

“in supporting the forward rate."
Thus, he too, along with Oppenheimer, bases his opposite
conclusion on an argument which we suggested as viable at
the end of Chapter 2 - that is, that forward support is an
essential policy for an exchange authority that puts a very
high priority on a maintenance of its existing parity. We
thus find ourselves in a confusing situation, where both
conclusions are based on acceptable érguments. Yet, in the
analysis to follow, I intend to remove this confusion by
showing that, although both arguments are correct, they are
overruled by other considerations which show the policy of
forward intervention, as followed from 196&, was unjustifiable
since it was adopted as a technique to cover up the economv's

underlying weakness and thereby postpone the painful, but

necessar deflationary measures.
Y _

lFor a persuasive, although somewhat poliﬁically biased attack

on the Wilson Governmernt's decision to use unlimited forward
intervention in its defence of sterling, the reader should
refer to chapter 47 in Einzig'!'s 'A Dynamic Theory of Forward
Jbxchange!'.

A somevihat condensed version of this can be found in
Binzig's "Forward Exchange Intervention", which appeared in
the W.B.E., February 1967,
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It was the persistent heavy pressure on the pound,
that followed the advent of the Labour Government in 1964,
that -caused the authorities to chénge their mind and to
aaopt a positive attitude towards unlimited forward inter-
vention. This pressure was the 'something dramatic' which
occured in the interim since the‘Raddliffe Tribunal.

Although this policy of forward support waﬁ not a total
departure from the past since, as we have seen, it had been
used, albeit intermittently, in 1931 and 1957, it did differ
from these previous occagions in three vital respects.

The first is that the policy of forward intervention,
as followed from November 1964 onwards, was a fundamental®
part ofAthe system that the Government established for _
‘defending the pound, and it became a regular characteristic
of the Foreign Exchange lMarket. In contrast, the interventions
of 1931 and 1957 were merely a response to sterling
difficulties which lasted a few months and which were
terminagted as these difficulties abéted. Indeed, in 1957, the
policy was stopped even before the crisis ended. Although
intervention was not continuous from 1964 onwards, because
sterling sometimes required no support for short periods, the
Government was prepared to sell forward dollars whenever the

situation arose, without regard to the size of commitments
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already outstanding.

Further, this support was unlimited, again in contrast
to the preyious instances of intervention. Indeed, according.
to Einzig, the forward commitments whicﬁ arose beﬁween 1964
‘and 1967 Mare undefétood to have exceeded from time to time
considerably the amount of the gold and dollar reserve,
though possibly not the total of liquid_Foreign Exchange
regources...."l‘

The final distinguishing feature is that considerable
international resources were available for the support of
sterling after 1964. Not only was assistance readily obtain-
"aﬁle from the I.M.F. and the Bank for- International Settlements,
but the Bank of England was also able to avoid any difficulties

of meeting its maturing forward commitments by the use of
repeated swap transactions.
'Such considerations greatly strengthened the temptation
"to adopt unlimited intervention since inadequacy of reserves
no longer seemed‘to represent a basic constraint to such a
policy. It has been argued ﬁhat the Government was entitled

to adopt such a policy in 1964, so ds te enable it to gain

lop. cit., page 533. The 'total of liquid Foreign Exchange

resources! referred to include swap arrangements between
central banks, and drawings rights and credits available to
Britain from the I.M,F. and a group of central tanks.



98

time for the preparation of the measures needed to combat

the Serious economic position. This is an acceptable argument.
However, it lost any semblancé of validity when it was
realiéed that the authorities meant to apply it permanently,

as an additional method of short-term borfowing abroad.

Rather than tackling its econcmic problem head on, the
Government succumbed to wﬁat Einzig called 'the tempﬁing easy
wey out'.

This adoption of the policvy of unlimited support of
the forward rate for sterling in the face of fundamental
disequilibrium in the balance of payménts "virtually amounted
to'announcing to the world that Britain, instead of tacklihg
the fundamental causes of the crisis, intended merely to
camouflage it ol Moreover, this policy not only attempted to
cover up the underlying weakness of the.economy, it also made
the situation worse by intensifying its inflationary condition,
In the period between 196) and 1967, the artificially low
discount on forward sterling greatly stimulated the switching
of BEuro-dollars into étefling to be used as loans to local
authorities and hire-purchese finance houses. The money
attracted in this way added considerably to the already
extensive inflationery préssure and was largely resvonsible,

. for the neutralization of the Government's deflationary

'

... . . -
Einzig, op. cit., page 10.
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measures. Because of this neutralization, the almost -
draconian economic measures, introduced in July, 1966,
became inevitable. This point is well expounded by Einzig.

"The repeated renewal of official forward dollar

liabilities as and when they matured, and their

presumed increase as and when fresh deficits were

‘being financed by official selling of more forward

dollars, is not a confidence - inspiring spectacle.

It was mainly because of the growing distrust

caused by this kite-flying stategy that the

Government felt impelled eventually to adopt much

more drastic measures in a long-overdue attempt

to restore confidence.”

It is possible that the new administration adopted

the policy on the grounds of practical expediency, hoping that
if the immediate crisis of sterling could be met, the general
situation would improve. However, aIthough lacking indisput-
able evidence, it would seem that the policy-change was
largely caused by politiéal considerations for the sake of
avoiding the alternative measures of deflation. This verdict
is strengthened by the fact that, because of the small
ma jority held by the Government in Parliament, it would have
been essential to avoid politically unpopular policies, in
case an early election was called. OSupported by the advice
of politically-motivated economists, newly integrated into
the administrative machine, a policy of unlimited forward

support would have seemed an ideal alternative to a running

down in the reserves, deflation or even devaluation. Given
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Mr. Wilson's passionate commitment to avoiding the latter:
it is not hard to understand how forward support came to seem
such an attractive alternatiyé.

It has also been suggested to the present writer, by
an economist now.working at the National Institute of Economic
and Social Research in London, that the change of policy
leading to adoption of unlimited forwafd support may have been
influenced, not only by the change of Government, but also by
a change of personnel in the top post at the Treasury.

As was seen.earlier, Sir Roger Makins was joint-
permanent Secretary at the Treasury at the time of the Radcliffe
- Inquiry, and it is likely that his personal opposition to
official forward intervention was one:of the determining factors
in both the Treasury's and the Bark of England's virulent
opposition to the unlimited use of such a technique. Further,
as Brittan has pointed out, Makin's background did not exactly
equip him with the knowledge necessary for his position: "The
choice of Sir Roger Makins, until then Ambassador in Washington,
as the Treasury's economic chief was a bold gamble that did not
quite work. The country's economic problems were too complex
for anyone, however intelligent, with a mainly Foreign Office

background..,."l

1

S. Brittan, Steering the Economy - The Role of the Treasury
(London, 1969), Chapter 2, page 3&-3G.

MCMASTER UNIVERSITY L1kl
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Makins retired in 1960, énd his place was taken for a
couple of years by Sir Frank Lee, previously Permanent
Secretary to the Board of Trade. He was himself succeeded in
1962 by Sir William Armstrong (the present head of the British
Civil Service). Armétrong was previously Third Secretary in
the Home and General Finance Division of the Treasury and,
through his preoccﬁpation in that job'wiﬁh'domestic monetary

policy, debt management, National Savingé and other subjects
related to government borrowing and lending, probably brought
to his new position the technical skills and beliefs which he
had previously practiced.l This being so, he might possibly
‘have been the type of person to supbort, if not advocate, the
use of such a technigue as forwérd support of sterling.,

The policy change might also have been a function of

personalities at the Bank of England, and the relation between

the latter and Armstrong. If he had found, in the Bank, people

who were in favour of forward support, Armstrong would
probably have gone along with the scheme and added the weight
of the Treasury to any advocacy of the policy to the New

Government .

11t should be noted that, after Armstrong's promotion in 1962,
the sections of the Treasurv dealing with home and overseas
finance were brought together. Thus, the responsibilities
of this merged group were extended, from those already
mentioned, to cover overseas financial negotictions and the
‘bslance of payments.
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This, -of course, is all highly speculative and, for
fhé[present at least, it is impossible to obtain the necessary
information. Yet, personalities are often the determining
factor in the choice of economic policy and some consideration,
no matter how uﬂcertain, should always be given to such
matters.

As a fesult of adopting such a“policy, the Government
felt strong enough to pﬁsh through measures, such as increases
in socieal expen&iture, raising the salaries of members of
Parliament, expanding the civil service, nationalising the
Steel Industry, and reforms of the tax system to redistribute
incomes to the poorer members of sociéty, which were in direct
conflict with the economic needs of the country. My oppoéition
to the use of unlimited -forward support, between 1064 and 1967,
thus rests on the argumeﬂt that it was used as a shield, behind
which the Government followed damaging inflationary policies
while avoiding the painful, but necessary, measures needed to
correct the balance of payments situétion. . Such a8 conclusion
‘must over-rule those of Oppenheimer and Goldstein, regardless
-of the fact that they in turn are based on conclusions
regarding the desirability of forward support which we ourself
suggested as viable.’ Such conclusions were rendered redundant
by the use to which the policy of intervention was put in the

-period 1964 ~ 671
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However, although it iéApossible to attack strongly,
‘oﬂ_economic grounds, the use of forward support of sterling'
during this period, it should be noted that its use can be
considered legitimate in the 'game' of politics. Labour-
Governments, hiétorically, have always taken the view that
the needs of the domestic economy are paramount and therefore
any weapon ié justifiable to achieve domestic stability of
employment. Conservative administrations, on the other hand,
have been predisposed to come to power with the view that the
-needs of the Balance of Payments are the most important. This
view is probably the result of two factors: the first is that
Conservatives have been clcsely alliea to banking and business
interests and have been brought up on the adjustment system

f the Gold Standard; the second is that the party is
comprised, in general,lof people who suffered less in the
Depression, and therefore who do not have the same repugnance
with regerd to unemployment as the rank-and-file members of
the Labour Party.

Wilson, being both a Labour politician and a trained
economist, must have considered carefully, when he came to

power at the end of 1@64, whether to 'play' economic policy

for domestic issues ofr the strength of the Balahce of Payments.

In the end, he tried to chose both and, to help attain this,

adopted the policv of forward intervention to try and offset
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speculative pressures against sterling while pursuing
relatively expansionist policies domestically. _
In the light of the findamental disequilibrium which
existed in Britain's balgncé of payments, thiszés a
foolhardy policy to adopt on economic grounds; yet, in
political terms, it was understandable, and, in matters of
policy determination, it is inevitable that such political

considerationsare the determining factor.



Chapter 4: American experience with forward
intervention.

By way of comparison with British use of forward
intervention, a brief examination will now be made of
America's utilisation of this technique during the 1060s. It
will be shown that the U.S. used such intervention primarily
as a stabilisation ﬁeapon to reduce the flexibility of
exchange rates and, more importantly, to offset the frequent
disturbances which blagued the international monetary system
in general during this period. For these reasons, the use of
forward support in America differed fundamentally from that
in England where, as was Jjust seen, tﬁe policy was pursued for
purely nationalistic economic and political ends.

In March, 1961, for the first time since the 1930s, the
U.S. authorities began to intervene actively in the foreign -
exchange market for their own account,l This resumption of
foreign exchange operations, by the U.S. Treasury in March 1961

and by the Federal Reserve System in February 1962, was part

lThese transactions were undertaken by the Federal HKeserve
Bank of New York, both for the account of the Federal Reserve
System and for the account of the U.S. Treasury, including
the Treasury's Exchange Stabilisation Fund. The information
on U.S. exchange - market intervention is based on the reports
by C.A. Coombs, "Treasury and Federal EReserve Foreign
Exchange Operations,” in Federal Eeserve Bank of New York
Monthly Review, September 1962 - March 1970,

105
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of a cooperative effort with foreign Treasuries and central
banks to establish a defense against foreign exchange market
“speculation. Since, under the doliar - based gold exchange
standard, the U.S. dollar is the fulcrum of the international
currency system, this co-operative effort took the form cf
arrangements between the U.S. and othef-industrial countries,
adépted to the individual needs of the countries involved.

Although the principle cof intervention by central banks
in their foreign exchange markets had been accepted in the
19305, the U.S5. had refrained from such operations from the
beginning of the Second World War until 1961. This difference
of approéach stemmed from the Bretton Woods Agreement. As Wwas
seen earlier, under the Articles of Agreement of the I,M.F;,
member countries agreed to establish per values for their
currencies in terms of gold or the U.S. dollar, and to limit
fiuctuations in their exchange rates to no more than 1% around
par. In many instances, countries fulfilled this obligation
by buying or selling U.S. dollars agéinst their own currencies,
thereby preventing their exchange rates from rising above the
"ceiling" or failing below the "floor". IForeign central banks
also operated in the exchange markets between these margins, to
even out movements in their rates.

Foreign official intervention on the exchange ié

'S

generally achieved through the buying and selling of U.S,
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dollars since the latter is thé main reserve currency. Sﬁch
intervention leads to changes in official holdings of dollars,
increasing them when the deménd for the foreign currency is
stroﬁg and reducing them when demand is weak. DMost Counﬁries
.hold only a cerﬁain proportion of their reserves in the form
of dollars; the remainder is usually'gold. If official
intervention is large, countries may ﬁake possession of more
dollars than they Wanp; in such a situvation, the authorities
of the country in question will Converﬁ the unrequired
dollars into gold.‘ Similarly, they may be forced to sell gold
to obtain any dollars they are short of for support operations.
This willingness of central banks to acquire and hpld
dollars as a part of their reserves depends on their ability
" to convert such dollars into gold at a fixed price. Under the
Bretton Woods system, this assurance is provided by the U.S.
agreeing to maintain a fixed par value for the dollar by being
ready to buy or sell gold against dollars at a fixed pricerof
$35 per ounce. This system, of defining and meintaining the
dollar's parity in terms of gold, while other countries
perities are maintained by the buying and selling of dollars,
led to the establishment of the gold exchange standard, under
which the U.S. acts as banker for the dollar exchange reserves,

As banker the U.S.'s role had been largely passive until
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1961. Although overseas centrél banks resisted falls in
their currency's rate, they had no obligation to resist
similar falls in the dollar,' Thus, whenever the latter came
under any pressure, its rate tended to move towards its
"floor”. Only at this point would foreign central banks take
any éurplus supply of dollars off the market. This passive
role by the U.S. led to no serious préblems for maﬂy years,

However, by.1960, a series of deficits in the U.S,
balance of paymehts had led to heavy gold losses and large
increases in dollér liabilities. The dellar was subject to
rumours of changes in financial policy, particularly regarding
the maintenance of the $35 price for gold.

The following speculation against the dollar was
finaily offset by a number of measures, which included a pledge
to maintain the gold price and to make available the whole of
the U,5. gold reserve for defending the dollar., However, this
recovery in confidence was still highly precarious and was
soon to be upset.

On March 4th, 1961, the German government revalued the
mark by 5%, the Netherlands announcing a similar change shortly
after. These parity changes, regardless of their intended
effect towards international payments equilibrium, immediately
induced a crisis of confidence and there was wild speculation

on the possibility of fuvture devaluations or revaluatlions.
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In particular, speculation on the expectation of a

revaluation of the Swiss franc was especially strong, result-
ing in a huge inflow of dollars into that country. The greater
propoftion of this inflow comprised the counterpart of a )
simultaneous speéulative assault on the pound, the Bank of
Englahd suffering a large loss in reserves.

An agreement reached in Basle, by central bank Governors,
to co-operate in the QXchange markets offset this first
speculative wave, but ruméurs of a second upward revaluation
of the mark and guilder were not long in gathering strength,
and these‘would have weakened the dollar even without a run on
sterling. German investors reduced their long positions in
dollars, to avoid any capital losses from a second revaluétion,
while simultaneously increasing their dollar short positions,
to make capital gains, by borrowing more in New York., 1In the
normal fashion of leads and lags, U.S. exporters and German
importers also delaved converting marks into dollars, while
U.5. importers and German exporters speeded their conversion
of dollars into marks.

Further, speculation in the forward market grew in
importance. Increased buying of forward marks and reduced
buying of forward dollars led to a 4% diséount on the forward
dollar which provided a profitable occasion for covered

interest arbitrage from America to Germany. This outflow of
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arbitrage funds, coupled with the shift of the leads and lags
in cémmercial payments, created a potentially dangerous
situation by worsening the apparent U.S5. payments situation.

It was thus against this background that the decision
was reached, on March 13th, for the U.S. authorities to
cooperate with the German authoritiesAin the buying of large
‘quantities of forward dollars (i.e. sale of forward marks).
This had the aim of prbviding an adeguate supply of forward
marks, &s an alternative to the speculative buying of spot
mérks by foreigners and dollar borrowing by Germans, thereby
lowering the forward premium on the mark to as close to 1% as
possible. In fact, by the end of March 1961, the discount
on the forward dollar had fallen to 1.5%, the U.S. forward‘
commitments exceeding $100 million. This support for the
forward dollar, which also included the sale of forward Swiss
francs to offset the flow of hot-money to Switzerland,
continued throughout the summer of 1961, the cumulative
commitment exéeeding $AOOAmillion before this first round of
official intervention ended.

Having thus described in some detail the U.S5.'s first
use of the technigue of forward intervention, what conclusions
regarding its efficacy can one reach? From the information

aveilable, it seems that, as the first of the forward contracts
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began to mature, the speculative tide turned and the spot
dollar rate gradually rose off the "floor" to which it had
bgen pinned for many months. Thisiimprovement was partly due
to a market demand for dollars required to pay for the
forward marks previously contracted for.,Co-cperation between
the German and American authorities in the spot market alsc
heiped strengthen the dollar rate.

It would thus Seem that by offsetting a large-scale
flow of speculative funds that proved to be reversible within
Q months, these U.S. operations in the forward market clearly
aided both America and Germany. The short-term capital out-
flow from the U.S. was reduced, thereby reducing the U.S..
pavments deficit,l while the German authorities were able to
prevernt their dollar holdings from coming too large. In more
general terms, these first forward operations greatly
étrengthened confidence in exchange markets, since the latter
badly needed the assurance which comes from monetary co-
operation between governments. This experience with the

forward mark operation thus proved sufficiently encouraging

Irhe U.S. balance-of~payments accounting system treats an
outflow of short-term U.5. funds and an inflow of foreign
short-term funds asymmetrically. The first is presumed
to increase the U.S. deficit, the second not to reduce it.
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for the U.S5. authorities to addpt forward support as an extra
weapon for the achievement of international stabilisation,
and as will now be shown, iphwas with this aim in mind that
the policy was pursued between 1961 and 1970.

From 196i to 1964, the U.S. auvthorities intervened in
the forward markets for Swiss francs; Italian lire, Netherlands
guilders and, on a smaller scale, for'Belgian francs, Sterling,
French francs and ﬁhe.Canadian dollar,l but it was not until
the deterioration in the international monetary system reached
a critical level iﬁ lete 1964 that U.S. forward intervention
became of great importance in contributing towards the
moderating of speculative disturbances.

During the six-month period March to August 1964,
international credit facilities, both bilateral and multi-
lateral, were freqguently called upon to cushion the impact
of payments imbalances on gold and foreign exchange reserves
among the major trading nations. 1In this context, official
operations in the forward markets helped to smooth out
temporary swings. For example, the Federal Reserve and
Treasury co-operated with other central banks in carrying out

short-term forward operations in sterling, German marks, Swiss

lFor details of U.S. forward intervention during this period,
see R.Z. Aliber's 'The Management of the Dollar in Inter-
‘national Finance' (Princeton, 1964) pages 33 - 3€&.
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francs and Canadian dollars with the aim of offsetting short-
term money flows either from speculation or interest arbitrage.
During the same period, the.Federal Reserve completely
liquidated any outstanding swap drawings, while drawings by
other central banks amounted to only the relatively small sum
of $65 million. This diminishing use bf international credit
facilities reflected a reduced U.S. deficit in the balance of
payments, along with a narrowing of payments imbalances in
other countries. This movement towards equilibrium was, however,
iﬁterrupted in the second half of 1964 by the sterling crisis,
a tightening of credit facilities in Burope and a large outflow
of capital from America. As a reSult{ severe speculative °
pressures developed which required intergovernmental comopération.
In addition to extensive central bank swap operations
both tre Treasury and Federal Reserve also engaged in forward
oberations in Dutch guilders and Swiss francs to calm exchange-
market fears and encourage an outward flow of short-term funds
from Amsterdam and Zurich. The Swiés National Bank took
certain steps to help cushion the effects of expected end-of-
year pressures bn the Swiss franc, while the German Federal
Bank also made available swap facilities to commercial banks
in Germany, for investments in U.S. Treasury bills, with the

aim of offsetting market pressures induced by short-term

.
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capital flows. Also, the Bank~of England intervened
ektensively in her forward market, for reasons which we have
already seen, and thereby gained some temporary relief from
speculative pressure on sterling's spot rate. Thus, as é
result of central bank credit operations, American and foreign
forward operations and, in addition, traditionsl buving and
selling of gold, the pressures of late 1964 were countered
“with a reasonable degree of success, |

From March until August 1965, the foreign exchange
markets continued to reflect the normal shifts in countries
balance of payments positions but also, more importantly, the
growing speculative. pressure on the pound. To meet these,
pressures, the Bank of England continued to make drawings on
~the swap facilities at the U.S. Federal Reserve, while using
forward support to try and stabilise the dollar-sterling
forward market. American forward - market activities, however,
concentrated on trying to minimise the impaot of the large
Italian payments surplué on the exclanges and reserves, thereby
stabilising the overall internationai monetary system by
offsetting disecguilibrium,

In 1062, the U.S. had reached anrégreement with the
Bank of Italy to share contracts, for the purchase of forward
dollars, which that institution had entered into with Jtalian

panks, with the object of encouraging the re-export of dollars
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dﬁring a period of large payments sufpluseé; These earlier
U‘S.-contrapts were liquidated in March 1964, However, because
of the re-emergence of further sufpluses, the U.S. began‘again
in 1965 the sharing of similar contracts, along with the sale
‘of gold totalling $80 million. In this way, she was able to
absorb a large part of the dollar Enflow,'and reduce the
disgquilibrating éffect of the surplﬁseé on the exchange
narkets, |

The establishment of additional central bank arrange-
ments for the support of sterling, in September 1965, led to
a weakening of speculative pressures and a surprisingly strong
| recovery in the pound. The expectétibns of an impending .crisis.
gradually receded and, during ﬁhe subsequent six months, a
~calmer atmosphere prevailed over the markets. This change in
market gentiment was further accentuatéd by, what appeared to
be, strong evidence that both Britain and America were at
last ovefcoming pheir chrohid payments deficits and reestablish-
ing eguilibrium,

This welcome stability .in the.exchange markets was
helped by a number of central banks,.which took action to off-
set the effects of any strains or pressures. For example, the
Italians continued their swap arrangements with their domestic
banks, and these were widely regarded as being successful.

C.A. Coombs, writing in March 1066, provided these observations:
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.”they[the Italians]sold spot dollars to the banks under
forward repurchase contracts in order to funnel back
into private channels dollars, that otherwise would have
been drained off into official reserves. This type of
exchange operation....reached record levels during
1965, and served not only to promote balanced conditions
in the Euro-dollar market, but also averted the
possibility of large-scale drains on the United States
gold stock and consequent reduction in international
liquidity." 1

As before, both the U.S. Treasury and Federal Reserve System

shared these forwvard exchange eontracts.

With this easing of pressure on sterling, and the
impro&ement in the position of the dollar, the American
authorities were able to reduce their short-term commitments.
“In addition to swap repayments, this reduction took the form
of the paving off of all forward contracts, with the exception

of the Italian commitments just noted.

In 1966, the international financial system was again
subjected to considerable pressure, especially during July,
“when speéulation against the pound reached massive propertions.
However, as a result of the severe deflationary measures
introduced in Britain at the erd of that month, the sterling
and other foreign exchange markets became more orderly,
although considerable anxiety still remained.

During the first guarter of 1967; there was a strong

recovery in sterling concurrent with a restoration of improved

.

LF.R.B. Monthly Review, March 1966, page L7.
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balance in exchange markets as inflationary'pressures
receded and credit eased. However, at the end of May, the
impending Middle East War underminéd confidence in both the
gold and foreign exchange markets. Considerable strain was
imposed on the Euro-dollar market as a result of capital
fldwing‘to Switzerland. In additién, as a result of the
supposed vulnerabiiity of Britain with fegafd to Middle East
developments,Aprassure on sterling again intensified.

To offset the situation in the Euro-dollar market, the
Bank for International Settlements drew $143 million from the
Federal Reserve System on a swap basis, By placing these
‘funds in the Euro-market, the BIS qﬁietened the market in.
general while, in particular, réducing the pressure on sterling
which had resulted from the higher interest rates prevailing .
in this market. Pressure in the exchange market was met by
the U.5. authorities, in co-operation with the Bank of England,
absorbingAsterling through'thé purchase of spot against forward
resale, the total amount absorbed.equalling $112.8 million.

Although disturbances in the Euro-dollar and exchange
markets, were thus met in this way, markets still remained -
generally uneasy in the following months. In particular, |
sterling was still under near-continuous pressure and this grew

steadily worse i1 response to the continuing difficulties in

.
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ﬁhe Middle East, a spate of poér trade figures and a crippling
dock strike. Finally, after an unprgcedénted wave of
speculatiog-during October and Novémber, the British
authorities bowed to the inevitable and devalued Sterliné
from $2.80 to $2.h0.. |

This triggered heavy speculétive buying on the London
gold market and maSsive‘flows of funds across the exchanges.
To aeal with these problems, the governors of the central
banks of Ttaly, Belgium, Germany, Switzerland, the Netherlands,
Britain and the United States met in Frankfurt at the end of
November. As they wrote in the communique at the end of this
'meéting, they "took decisions on spécific measures to ensure
by co-ordinated action orderly conditions in the exchange
markets.and to support the present pattern of exchange rates
‘based on the fixed price of $35 per ounce of gold."

6ne of the major decisions taken at Frankfurt, of
particular importaﬁce in the context of this paper, was a co-
ordinated launchiﬁg of central bénk operations in the forward
market, specifically designed-po draw back into the Furo-
dollar markeﬁ the flows of hot money which had gone into
European markets following sterling's devaluation. During'
November and December, such forward operétions by the German
authorities totalled $850 million, while similar operations

by Switzerland, the Netherlands and Belgium, on behalf of the
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U.S., helped considerably to prevent speculative'inflows into
these countries., _

Throﬁghout 1968, international financial markets were
swept by unprecedented waves of speculation. The war in‘the
Middle East, thé devaluation of sterling, the massive
speculation on the London gold market, the French political
crisis and continuing'imbalances among the-major trading
couﬁtries, all subjected the system to severe strain. However,
the monetary authorities of the major countries continued to
strengthen their co-operative arrangements to meet each new
crisis. Of particular importance was the agreement reached
‘at the Washington central bank meeting in March 1968 to sus-
pend official intervention in the London gold market and to
separate private and official transactions in gold. These new
»arrangements served to protect official gold stocks from
pri?ate.speculation and thereby removed the worst effects of
the rush into gold;

As part of'the effort toAstébilise the exchange market
in the wake of the gold rush,.phe U.S. authorities underwrote
forward operétions in Swiss francs and butch guilders by the
central banks of Switzerland and the Netherlands. These
operations increased U.S. forward commitments to $155.24by the

end of March but, in later months, reversals in the flow of

-
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funds allowed the total liquidation of all these commitments.,

Over the next ten months, the major development in the
exchénge markets was the wave of Specﬁlaﬁion on the
expectation.of‘é revaluation of the German mark and a
devaluation of the French franc. Between late August and
November, the German central bank was swamped by purchases of
ovéf $4 billion, while the Baﬁk of England and the Bank of
Ffance suffered large sﬁeculatiye losses oonver $2 billion,
This flood of moﬂey aéross the exchaﬁges was probably more the
result. of national currency problems than of fundamental
deficiencies in the international financial system, although
.deficiencies certainly existeda The competitive streﬁgth of
German exports, the struggle of ‘the French authorities toi
stabilise their currency after the riots of May, the slow
‘recovéry of sterling and the inflationary erosion of the value
of the American dcllar, all contributed towards the maintenance
of anxiety and undértainty'in‘exchénge markets,

Tt was against this background that, in August, the U.S.
authorities re-entered the forward market in German marks for
the first time since 1961, and-supplied $33,8 million of
forward marks to the New York market in support of much larger
swap operations by the German centrél bank. In November,

during the height of the speculative demand for marks, the U.S,
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Federal Reserve reactivated its swép line with the German
central bank to finance $40 million of spot sales in New York.
After the Bonn meeting, the F‘R,S.lagain'sold,marks forward

in New York and covered them with a further $72.1 milljon of
swap drawings. These forward commitments helped to meet this
spéculative fever, and were fully iiquidated as the latter
abated and funds flowed out of Germany. From September 1969
until the present, there has been no,indiéation of any U.S.

' operationé in forward markets, in spite of the highly volatile
international monetary scene caused by tke Franc devaluation,
thg German temporary floaﬁing; followed by revaluation of the
'mark, and the present floating of tﬁe Canadian dollar.

Having thus reviewed Amefican intervention in forward
markets,  against the background of the dramatic developments
in the international monetary system dufing the 1960s, one is
faced with the task of trying to arrive at some conclusions
regarding'its role and effiéady.

What strikes one imnediateiy is the difference between
the American and British use of this ﬁechnique. As was seen
in Chapter 3, Britain adopted the policy of supporting the -
sterling-dollar forward market, from Novémber 1964 onwards;
as a wav of meeting speculative pressure on sterling, thereby
hoping to make unnecessary (bub, in reality, mefely postponing

~and enlarging) deflationary policies to restore equilibrium to
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the balance of payments. The Americans have also supported
the dollar Wheh it has been under speculative attack in the
forward market, as was observed in‘1961,_but this has not been
the primary function of forward support.

The latﬁer has been to stabilise the international
mohetary system as a whole by: the femoval, or at” least the
offsetting, of speéulative pressures and péfsistent dis~-
equilibria in countries' btalances oprayménts, This role has
not arisen out of any fofesighted, charitable benevolence on
the pért of America but from its'bosition as banker of the
gold - exchange standard ﬁhich carries with it an incentive to
Apreserve the system's efficiéncy.l From what one is able.to
Jjudge from the informatibn made‘available by the Federal
Heserve ‘Bank &and the U.S. Treasury, American forward inter-
vention in foreign exchange markets, fof these ends, has
achieved a large degree of success.- and has come to represent

an important weapon for offseﬁting.destabilising pressures,

Tn fact, as Harry Johnson has.written in "The World Monetary

Crisis" (Encounter, August 1970) the "severance of the official
from the private gold markets in March 196¢ has...put the -
Western world on a de facto U.S. dollar standard." As a

result of the gold crisis, America can now, if it wishes,
assert the cdollar's primacy &nd force other countries to chose
between pegging their exchange rate to the dollar and adopting
a flexible exchange rete vis & vis the dollar. For an attack
on the effects of this see C,G. Tether's "The anchor role of
the dollar upsets world parities balance," London Financial
Times 10 August 1970,
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This verdict.is vindicated by the part forward interventibn
>piayed in meeting the Italian surpluses of 1962 and 1965 and
the massive speculation in expectation of the revaluations of
the Deutschemark in 1961 and 1969.

Yet, as Aliber has noted,l the U.S. authorities have .
not substituted forward - rate policy for higher interest rates.
Instead, they have maintained their skort-term domestic
interest rates at levelé close to those prevailing'in overseas
markets, Forwa;d intervention has been limited to the function
of attracting funds from a country whose resérve build-up is
seen as temporary, as in the case of .Germany in 1961, and/or
to offsetting speculative pressures. .

One reason for this unwillingness to use forward igter~
vention as a means of lowering internal rates of interest may
be that "the volume of'fuﬁds shifted abroad in covered interest
arbitrage has been smell relativé to the total overflow of U.S,
short-term funds; this is consistent with the continuing
expectation that the dollar would reﬁain weak in the exchange
‘market."® There was therefore little that forward intervention
could do to offset an cutflow of covered interest arbitrage
funds.

Another reason for the apparent reluctance of the

lpp~ cit., page 39.

2

“Aliber, op. cit., page 40.
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American authorities to use forward - rate policy as a sub-
stitute for interest - rate policy has been that they do not
wish to continually "roll-over"” méturing forward contracts.
Aithough they have done so in the past, this was only done
when it was assumed that the country's gain in reserves would
be temporary. When circumstancest have prevented the
liquidation of forward commitments in the Market, liquidation
was achieved with the assistance of foreign currencies
obtained from internationsl institutions. This occured in the
case of forward commitments in Italian lire during 19662. By
this method, the authorities short position is transferred from
operators in the exchange market to foreign monetary authorities.
As was seen, U.S. forward.intérvention often took place
on a co-operative basis with foreign countries, the latter
supporting the intervention and supplying the American
authorities with their currencies. Such countries have
generally taken the view fhat U.S5. domestic interest rates
shovld be in line with their own rates. If such co-operation
thereby limits the American use of forward support as a means
of gaining greater freedom for domestic monetary policy,

another method which could be adopted, to.offset short-term

li.e. a reversal in the direction of the net currency movement.

[4 .
c.f. F.R.B. Review, September 1966, page 195,
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capital flows, is a greater degree'of'exchaﬂge - rate
flexibility. . _

During the first part of the 1960s, the U.S. government -
in fact roved in the opposite direction by their buying and
selling of foreign currencies near their par values,l For
exémple, when they sold the mark aﬁd guilder to offset the
inflow of funds inﬁo Germany and the Netherlands, they did so
well within the support limits, thereby limiting the range of
fluctuation of these currencies in terms of the dollar.
Furthef, when they re-entered these two markets to offset their
short positions, it was at rates close to their upper support
.limits; this also limited the possiﬁility of greater flexibility
in exchange rates. .

However, in the late 1960s, this policy changed and we
are now'witnessing official support in Washington for a greater
degree of exchange - rate flexibility as part of a reform-
package for the ipternatioﬁal'monepary system.,2 This public
conversion of the U.S. to the ideé of greater flexibility of
ruling exchange - rate parities, though undoubtedly prompted
by a search for a solution to its own balance of payments

difficulties, is an extremely welcome deveiopment., However,

Lo R : : e . :
This point is well illustrated by Aliber in his consideration
of the early period of U.S. forward intervention: op.cit.,
page 38,

2 '
See Introduction, page 2 footnote 1.
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it received & set-back at the Group of Ten meeting in July,

T

when the Common Market countries reaffirmed their wish to
maintain the maximum possible degree of rigidity, even though
this desire is influenced more by the difficulties creétea by
the common agricultural policy than by a serious examination-
of the case for flexibility on general grounds.

With regard to America's balance of payments difficulti
some observation§ should be made as to how one can reconcile
support of her policy of forward intervention with the exist
of fundamental disequilibrium in her payment accounts. The
'first.point, of course, is that since the U.S. has concent)
on foreign forward exchange markets, while only occasioﬁa]
intervening to meet speculative pressures in her own mark
the criticisms directed égainst British use of forward s
are muted, if not invalid, in this context. Of more im
however, is the fact that, even if she did intervene o
continuous, unlimited basis in her forward market, wh’
balance of payments was in disequilibfium, this would
'synonomous with the case of forward intervention whic
rejected earlier as inapprdpriate and dangerous becai
_strong possibilitv of devaluation. As.a result of An
unique position in the international financial ‘systen .

not easy for the dollar to be devalued,l What matter

.

lc,f. Peter Jay's "Why the U.S. dollar should be Deve

International .Currency Heview, March 1970.
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equilibrating international trade end payments flows is a
change in the parity of the dollar expressed in terms of its
parity with the weighted ayérage»of all other currencies.
This-parity is decided by all the other 112 members of the
I.M.F. acting uhilaterally in their own capitals without anv
obligation to consult Washington.
The U.S. is free, subject to certain IMF formelities,
to change the offiéiql gold price. But "since no one who was
not willing to revalue against the dollar independently of
this action would Eave any reason to do so merely because of
it, this would not affect the dollar's true parity."l (Jay).
This point is clearly explained in the U.S. Council of Economic
Advisors annual report for 1970: '
",..the United Stétes clearly exercises only indirect
influence over the exchange value for its currency, in
contrast to the more direct control exercised by other
countries." (page 141).
This, of course, is what much of the U.5, support for greater
exchange rate flexibility is all about, although she undoubtedly
recognises that there is a case forbthat independently, that is
as a means of allowing the international economy to adjust its
perpetual payménts imbalances more smoothly.

Thus, the problem for the rest of the world, is how to

11vid., page 10.

e
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enable the dollar to devalue, in a setting where.this can

only be done by a weighted majority of other currencies
revaluing in terms of the beﬁchmark ﬁost commonly used: the
dollar. Beéause of the immense difficulfies which would}arise
in trying to achieve such a change, the dollar, in contrast
to-other currencies, 1is relatively“secure from devaluation and
thié, therefore, must strengtﬁen the case for her use of
férWard intervention in~the face of speculation against the
dollar. Oné thus has here an exception to the rule that a
country should not intervene to give férward support to its
currency if its balance of payments is in a.state of

.fundamental disequilibrium!}



Part III: Conclusion.

Forward - market intervention, by the monetary’
authorities of a country, is a useful technique for maintain-
ing order in the international monetary system. Used in the
manner practised by the U.S., such a policy "can reverse or
neﬁtra;ize short-term capital flows by creating profitable
investment opportunities - free of exchange risk to the asset
holder - that produce counterflows of direction and magnitude
dictated by policy objectives of the'moment."l However, as
exemplified by Britain's adoption of forward support between
196l and 1967, the technidue can élso be damagingly misuséd
when, as in this case, it was applied "as a shield behind
ﬁhich it is possible to inflate with comparative impunity
over a prolonged period."2 |

As was seen in the theoretical section of this paper,
active intervention in the forward market permits a country
.to protect its reserves in two main types of situations. The
first is when the existénce of higher foreign interest rates

attract funds from, or obstruct funds from coming to the

[

lH.G‘ Grubel, Forward Exchange, Speculation and the International
Flow of Capital, Chepter 19, page 1060,

2. . . -
finzig, op. cit., page 545.

129
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country under consideration. The second is when that
country's currency is under speculative attack in the exchange
~market or when there is a general expectation that a foreign
curreﬁcy will be revalued. For our summary recapitulatioﬁ of
these two circumétances, Britain will be used as the domeétic
country to permit ease in exposition.

To protect the U.K. reserves in both situvations, the
British authorities WOpld buy pounds, and sell dollars in the
forward market, thereby increasing the forward price of the
former. If they wefe trying to stop a covered interest
arbitrage outflow, induced by an intrinsic premiuvm on a foreign
currency, the authorities would purchase forward pounds unFil
their price equalled the interest - rafe differential, As a
result, interest arbitrageurs wovld cease to move funds out
of London, on a covered hasis, since the cost of forward cover
has become too high.

To actively encourage an inflow of funds, the government
would buy forward sterling until the latter's price exceeded
the interest differential. The larger the premium created in
this way, the larger will be the inflow of funds and the
greater will be the increase in reserves. By their buying of
forward sterling, the asuthorities in Britaiﬁ commit themselves

to the delivery of foreign currencies on the maturing of the

o
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forward contracts. If, by the time the latter falls due,
foreign rates of interest have not fallen relative to those
prevailing in London, the authorities may "roll over" thgse
contracts. ‘They>would thenvonce more purchase forward pounds
and provide thé foreign currencies, resulting from the sale
of'spot'pounds, for the liquidatioﬁ of those forward contracts
which have matured. In this way, new‘fofwafd contracts would
be created and, unless the foreign currenéies formed part of
the reserves, the authorities would take on a short position
in these currencies until the final liquidation of the
contracts.

If the government had not chéseh to adopt a policy .of
forward support, their reserves‘would have been reduced as a
result of the arbitrage outflow, or they would not have increased
in response to the induced inflow. Howéver, it is possible,
that, under certain circumstances, the authorities forward
commitment may be.greater ﬂhaﬁ ﬁhe.reserve loss which would
have resulted if there had been né intervention. This comparison,
which formed the basis of the Aliber-Goldstein controversy,
is of particular importance if there is speculation against:
sterling and there is a possibility of tﬁe latters devaluaﬁion
(or a foreign currency's revaluation) while there are outstanding

forward commitments. VWhere such parity changes are unlikely,

13
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the buying of forward sterling on official account will affect
.the-forward rate by the same amcunt as an equivalent purchase
by -interest arbitrageurs. If the authorities purchase a
certain quantity of forward pounds at a particular exchange
rate "....they reduce the amount that those engaging in
covered interest arbitrage can buy at this rate on a one-for-
one basis. Hence, in non«speculativé situations, the size of
the official forward poéition should correspond with the loss.
in reserves thé£ othérwise wouid have occurred."!

Turning to the second situation, official forward
support can also offset speculative pressure against the currency,
when that pressure has been caused by expectations of a de-
valuation of that currenc? or a revaluation of another cﬁrrency‘
Speculation is likely to occur in the forward market ﬁnder
such circumstances siﬁce.a smaller down payment is required
than in the spot market, thereby letting speculators take on
a larger short position. As a result ofthese speculative sales
of (using our example) forward poundé, the price of the latter
falls to & discount below the prevailing interest parity.2 As
.this discount increases, interest arbitrageurs find it
increasingly attractive to move funds out of London on a

14

lAliber, op. cit., page 29.

2 . . . L

“This fall in forward sterling’s price is necessary to encourage
people to buy forward pounds, thereby teking on the other side
of the forward contracts offered by speculators.
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.covered basis, without sustaining an exchange risk, and this

leads to a drain on the reserves. An additional loss of

reserves may also result from the discount on forward sterling

induéing speculators to take on a short position against ster-

ling in the spot market, this causing «n immediate drain.

However, if the authorities support the forward rate,

they will remove, or at least reduce, this incentive to shift -

arbitrage funds, thus stopping this particular source of

reserve loss, In addition, speculative short positions in

the spot merket will also be smaller, thereby offsetting

another source of loss. As with the first situation, of off-

setting a perverse interest incentive, the government has. to

provide foreign currencies on the maturitv of these contracts,

with the same implicetions for "rolling over' and absorbing a
£ £

short position until their final liquidation.

Having summarised the two situations in which forward-

exchange policy can be applied, it is necessary to establish

~the costs and benefits of such a policy, for only then
conclusions be reachéd regarding advisability of use.

th

o)

e example of Grubel, this analysis will be conducted

- the headings of financial effects, balance of payments

9

and real social effects of intervention.

Official forward support may result in exchange

or losses, If the authorities pursue such a policy to

can
Following
under

effects

profits
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speculation against their domestic currency, they are likely
to sustain a profit since they will be purchasing foreign
currencies at a relatively low price in the spot market while
selling these currencies at a relatively higher price in the
forward market. However, if forward intervention is used to
counteract an outflow, or induce an inflow, of funds under
covered arbitrage, an exchange loss is likely to result.
Grubel has summarised the situation as follows:
", ...forward - exchange policyv limited to the rein-
forcement of an existing interest rate differential,
other things being equal, tends to be profitable for
the government, and to be unprofitable where the
policy is designed tc overcome an existing interest -
rate differential. In terms of commitments to
speculators, wherever ils position on future price
forecasts opposes that of the speculators, the
government will profit if the speculators are wrong
and lose if they are right." 1
Yet, even if exchange losses do result, the latter should be
compared with the costs which would have arisen frcm the use
of other policies designed to protect the reserves. Such an
alternative policy is interest -~ rate changes designed to
preserve external balance. This has a positive financial cost

through its increasing of the cost of servicing short-term

government debt. In these direct terms, such a policv is a

1Grubel, op. cit., page 139.



more prensive way of protecting a coﬁntry's reserves than the
use of forward-support. The ‘latter has the added advantage

of being a price-descrimination policy "...since it permits.
the authorities to make a special interest premium available
to the relatively few short-term investors who may shift their
funds internationally in response to interest differentials,
and not to others who are unlikely to shiff their funds abroad."l
Further, an additional financial benéfit of such a policy is
that, as was seen in our examination of U.3. intervention, it
can augment the governments freedom to use monetary policy for
purely internal needs.

One final point, concerning finéncial costs and benefits
of forward intervention, is that such profits and losses és do
-arise'mérely represent a social income redistribution, and do
not involve a loss or gain of productive resources.z This is
an important point- which is frequently forgotten.

Turning to-balance of payments effects of forward support,
one can distinguish four distinct influences: interest payments
to foreignérs, speculation gsins or losses by foreigners,

changes in balance of trade, and changes in stock of capital..

;
“Aliber, op. cit., page 32.

This is assuming that no speculators or asset holders are
‘foreigners,
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. The strength and direction of these vary.with the circumstances
of'éach situation; for instance, if forward intervention
atﬁracté additional funds from abroad, interest payments will
increase; if it induces an outflow, such payments will be
reduced., Although it is therefore difficult to generalise
regarding these influences, one is reasonably sure of being
correct when one says that short-term capiﬁal flows are the
most ihportantAfactOp of the four, especially in the short-run.
Further, given that the proportion of trade based on forward -
exchange is small, given typical pricé elasticities for imports
and éprrts, and given the normally small range of forward -
exchange movement, the balance of trade effect will generally
be relatively small. However, since in the long-run the
importance of these twovfactors could be reversed, it is
difficult to be more than speculative in ones conclusions
regarding the effects of forward‘support on the balance of
payments,

for the real costs and benefits of forward exchange

=
w

policy, one can isolate three categories. The first is the
‘change in the transfer of resources to foreigners. To the

. extent that the above footnote ié invalid, and some forward -
exchange speculatorsyare‘foreigners, the latters' profits

represent a reduction in the domestic country's productive

3
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resources, while interest paymenﬁs made to them represent a
resource trensfer. However, since the capital, on which
~this interest has been paid,_has probably contributed towards
an-augmentation of the receiving country's productivity iﬁ
excess of the inﬁerest payments, these payments are not a
social loss. Further, to the extent ﬂhat they are taxed, they
form a net gain. As before, the opposife is true when forward
intervention induces‘ap outflow of foreign short-term capital.
The second category is the resource cost of selling and

buying exchange. Héwever, this is likely to be negligible and
warrants no further consideration. The final category is the
important gains which arise from forward intervention perm@tting
the countrv to pursue a policy of full‘employment independent
of considerations of external balance. As Britain, particularly,
has learnt, domestic monetary policy, pursued with the aim of
maintaining full employment, price stability and a fixed
exchange rate, frequently conflicts with>requirements for
external balance. As Grubel has written:

"In thevtypical situvation, a certain domestic interest

rate is required to maintain full employment but it is

too low, relative to that prevailing in other countries,

to attrect the short-term funds necessary to tide the

country over a temporary, perhaps cyclical, imbalance

in its external payments. Raising the interest rate

would attract the foreign funds but would cause under-
employment of domestic resources." 1

lop. cit., page 142,
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- Thus, by adopting forward suppbrt as a monetary technique
opérating on the external balance, this policy conflict,
reéulting in loss of output, can be avoided. This is probably
the largest real benefit to be gained from pursuing a policy
of forward intervention; yep,<as was seen abovetin our
consideration of U.S, intervention, such a gain may be
impossible to achieve because of the requirements of inter-
national monetary co-operation. |

Having briefly examined the balance sheet of costs and
benefits resulting from forward - éxdhange policy, we are now
in a'position to reach some conclusions regarding advisability
of use. Taking into consideration the theoretical anaiysis of
Chapter 2, and the practical issues as brought out by the
examination of Britain's and America's use of forward support
in Chapters 3 and 4, I find myself agreeing with the view of
most writers on the subject (wiﬁh the exception of Aliber) who
argue that forward intervention should only be used to offset
speculation in forward exchange when devaluation is unlikely,
I concede that this conclusion may not always be correct since,

: . 2 . ; . .
as was seen earlier,” it depends on a comparison of two sides

of an inequality and it 1s impossible.to say categorically

v

le.t. above, page 124

'zc.f. above, page 54
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which will be the greater, since they are influenced by the
characteristics of each situation. Yet, since it is important
for an economist to provide a,bositive policy recommendation

to the government and not a non-comnital analysis, I would say
that, in the majority of cases, the book-losses resulting from
forward intervention followed by devaluation would be unaccept-
ably high., Although I am only speéulating (since it is as yet
unknown when in Novehber 1967vBritain dropped its suppbrt of
forward sterling) it would seem likely that it was this
realisation which finally forced the abandonment of Britain's

policy of unlimited forward intervention Jjust prior to

devaluation. Seeing the inevitability‘of devaluvation, it must
have been realised that forward support was no longer tenable,
For the sake of academic curiosity, this is one particular e
circumstance where it would be desirable for Britain to abandon
the secrecy with which it surrounds forward market policy and to
emulate more closely the example of America's public disclosure
of details regarding the fiming, magnitude and nature of
intervention!

If devaluation is avoidable, then forward intervention
is an extremely useful policy for protectihg a country's
reserves against perverse interest incentives and speculative
attack., In contrast to capital controls, the policy can be

quickly applied, and is 1mrediately effective in large or small
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amounts, Further, it can be reversed, or stopped completely,
without creating great difficulties. Thus, forward support
seems distinctly preferable tb changes in interest rates since,
as we have seen, the latter can conflict with other polic&
objectives. -

In offsetting speculativg attaéks on a currency, forward
intervention should only.be used Where‘such'speculation is in
response to temporafy'and reversing disequilibrium'in the
country's balance of payments. It should not be applied, as
in the case of Brjtéin between 1964 and 1967, where speculation
is againsﬁ fundamental disequilibrium. In the first situation,
the very act of intervention is a sign that the government is
prepared to meet the speculation and éurantee its exchange
rate'sbparity. In the second situation, where the government
is uncertain about its ability to avoid devaluation, it is
prudent to refrain from supporting the forward rate even though
this means losing the immediate benefits‘which can arise from |
such a policy, particularly in terms of real benefits.

Having thus answered the specific questions posed at
the beginning of this paper, it would be useful to go on to
make comrents of a more general nature. One of these concerns
the importance of co-operation between theory and practice

in Forward Exchange. As Finzig has written, in a paper on this

©
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topic:l
"On the one hand, we have a highly intricate systen,
"the almost infinite variety of technical details of
which cannot be mastered adequately without a thorough
practical experience, On the other hand, we have an
important set of economic principles arising from the
study of that system with all its manifold broader
implications, which cannot be mastered adequately
without being familiar with methods of theoretical
analysis.”
However, because of the failure of many Foreign Exchange dealers
to be trained in theoretical aspects of their profession, and a
comparable failure by theoretical writers on Forward Ekchange
to be familiar with‘practical aspects, this co-operation has
often not existed with the result that there has proved to be
a gap between Forward exchange theory and practice. This has
had important consequences in many past instances, two of the
latter having already appeared in the analysis above.

The first, reference to which was made in the examination
of the British Treasurv's written and oral evidence to the
Radcliffe Committee, was the surprising delav in acknowledging
the existence of the Euro-dollar market. Although the latter
had already become considerably important by 1957, the report
of the Radcliffe Committee seems to have been produced in

total ignorance of it. The report, and especially the evidence

to the Committee, was supposed to represent the closest knowledge

1 e s . . .

B, Einzig "The Relations between Practice and Theory of Forward
Exchange'. Banca Nazionale del Lavoro; Quarterly Review,
September 1962, page 227.
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of the workings of the monetaryisystem; vet in neither is\
there to be found the slightest reference to the existence,
let alone the operstions, of.ﬁhis market,

In addition to its impact on Forward Exchange, that
device was bound-to have affected already Money markets and
the domestic supplies of credit, a fact which Sir Oliver
Franks, a chairmsn of one of the élearing banks and a member
tween theory and practice had not produced such a glaring
oversight, the reaiisation of the Euro-dollar market's
influence‘might have altered the Committee's recommendations.
These, in turn, might have brought home to many economists the
realisation that "to deal with internétional and even domestic
monetary problems without allowing for the influence of
Forward Exchange is like performing Hamlét without the prince,
or at any rate without the gravedigger".

A second instance of the gap betﬁeen the theory and
practice of Forward Exchange involved an influential economist
at the I1.M.F., Tsiang, putting forward a false theory as a
result of being apparently unfamiliar with forward exchange
practice. As was seen above,2 he argued'that when the

authorities have to renew maturing forward contracts, they

lEinzig, op. cit., page 230,

2C,f@ page 3L above.
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~

thereby double their commitments. It was left to Auten to
point out that renewal means buying or selling spot against
forward exchange (the "rolling over" process to which we have
already alluded) and that, in consequence, the overall result
is a preservation of the original position. Such an
elementary piece of information would surely have been common
knowledge in any Foreign Exchange.Depértmenp, let alone at
the Fund!

There are many'other instances of important deficiencies
arising from inadequate contact between the theoreticians
-ahd practicians of Forward Exchange, the details of which can
be found set out in Einzig's article. They all underline the
necessity of closervco—operation in the future if knowledge
of Forward Exchange among economists is to keep pace with its
development, and increasing importance, in the real world.

This reference to the future pfompts some consideration
df how the place of official forward intervention in the
international monetary system will be affected if some of the
reforms to that systen, which are at present being considered,
are ever implemented. The reforms which this author has in
mind are those'relating to adjustment and liquidity.

That reforms have been proposed for the international

monetaery system is now well known to even the most casual
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newspaper reader. According té some of the latest academic
studies on the subject,l there are three logically distinct,
although interrelated probleﬁs, commonly referred to as the
problems of international liquidity, of payments adjustmént
and of confidence. This paper is obviously not the place to
analyse these problems, or the many reforms which have been
proposed to help overcome them. A cufsory mention should be
made, however, of How,these factors might'influence the future
development of forward exchange policy.

It is generally acknowledged that these three problems
are closely related. It is clear that the more effective the
ad justment mechanism becomes, perhaps through a greater degree
of exchange rate flexibility? the smaller will be the need for
liquidity to finance deficits since more effective adjustment

makes deficits smaller and.eliminates them sooner. There are

1 . .
H.G. Johnson, "The World Monetary Crisis," Encounter,

August, 1970.

V.S. Salant, "International Reserves and Pavments Adjustment"
in Banca Nazionale del Lavoro Quarterly Review, September 1969.

R, Triffin, "The International
Monetary System of the 1970s". October!'69.

International
Alan Day, "The International -~ Currency
Monetary Situation". February '69. Review.,

Otmar Emminger "The Brave New
World of S.D.E s.". August '69,



two .forces working here which could affect forwaré - exchaﬁge
"policy. The more speedy the elimination of disequilibrium
through exchange rate édjustmént, the iess need there.would

be for official forward support toioffset-pressures created

by temporary balance. of payments difficulties. Further, the
smaller the stock of available liquidity, in the fofm of gold
and cﬁrrencies, the less a govérnment wiil be prepared-to put
thésé at any risk by intefvenjng.forward, especially if there.
is any possibilitylof déQaluation. Tﬁese two forééé;mbfA
adjustment and liquidity, are also-relafed in a way that
operates in the opposite directioh., The larger are a country's
liguid international assets, the less is the pressuré én it to
eliminate a deficit, and the more it will be prepared to .
mortgage some propoftion of these assets by supporting the )
fbrward rate to meet the speculative and -other preséures created
by this deficit.

Similarly, there is a’ two-way relation between the
liguidity of a reserve - currency Coﬁntry.and reserve -
switching induced by lack of confidence in that currency.

The larger is such a country's iiquidity, the less likely it
is that countries possessing assets denominated in its
currency will doubt the maintenance of that currency's par
value and therefore the léss likely they are to withdraw funds

owing to lack of confidence. This reduces the need of
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official forward support to offset such a capital outflow.
‘Operating in the other direction is thg fact that the greater
is thedanger bf foreign holders confertigg“assets in a
country's currency into other currencies, fhe greater are fhe
reserves needed by the country in which they hold those assets.
Therefore, on the one side, high liquidity both reduces the
dangef of withdrawals and increases the ability to withstand

them when they occur; on the other, the greater the danger of

such withdrawsls, the greater is the liquidity needed. The
net efféct of all this on the need for forward support is -
obviously difficult to determine.

| A correspending two-way relation -between ad justment and
reserve-switching further complicétes the issue. Given the
amount.of,a country's licuidity, the more effectively that
Céuntry adjusts to eliminate payments deficits, the less likely
it is thaf foreign-asset holders will liquidate these assets
through fear of devéluation and  therefore the less is the danger
of reserve«switchiné. This would seem likely to reduce further

the need for. forward support to counteract a confidence - induced

outflow of capital. Operating in the other direction, however,

is the fact that instability in the holdings of a country's assets

can increase the burden on the adjustment process by converting

a small deficit into a large one, thereby making the previously

P
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sétisfactory degree of adjustment‘quite inédequate.

| This bewildering arrav of forces and counter-forces
should make apparent how purely speculative any attempt
would be to isolate the overall effect on forward - exchange
.policy, of any reférms designed to increase the liquidity of
sﬁeed édjustment of, or improve confidence in, the inter-
national monetary7;§;£em. However, this éhould in;ﬂb way N
preclude economists from attempting to examine these effects

since they will undoubtedly influence- the need for,. and

operation of, official forward intervention in the future.,
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