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The Bank for International Settlements (BIS) weesated in 1930 primarily to
administer the Young Plan, including reparatioraloepayments from Germany. But
the first objective of the BIS, as defined in itatates, is to “promote the cooperation of
central banks...” — to provide a place of meetingdemtral bankers to exchange
information, discuss common problems, agree oreshaims, set common standards,
and possibly even provide mutual support. Thigcije must be viewed against the
background of the 1920s, when there had been apjsggically bilateral cooperation
among central banks. Indeed episodes of such catopecan be found in the pre-1914
period, for example a gold loan by the Bank of Esato the Bank of England during the
Baring Crisis of 1890, or discounting of Englisisby the Bank of France in 1906,
1907, 1909, and 1910, thereby relieving pressurimemgold reserves of the Bank of
England (Bloomfield, p. 56). Indeed, examples loariound from even earlier, including
the Latin and Scandinavian currency unions (Schiegs24).

With the post-1918 breakup of the Austrian, Ottarend Russian empires, many
new countries were created that needed centrakbamk economic stabilization. The
League of Nations had a program to assist the tetessin setting up their financial
systems and stabilizing their economies. An eatir-war example of cooperation was
the loan in 1923 from the Bank of England to theéidweal Bank of Austria in anticipation
of proceeds from a League of Nations stabilizaki@m. Similar loans were made later to
Bulgaria, Estonia, Hungary, Poland, and Romaniaranothers, usually by the Bank of
England, of which Montagu Norman was governor. ddadly a network of loans,
succeeded by lines of credit, developed betweetnatdranks, often with conditions

imposed (Einzig, 1930, chap. 2; Clarke).



A second purpose of inter-war cooperation was évgmt a scramble for gold, as
new and old central banks alike attempted to estaliie basis for restoring gold
convertibility. An understanding was reached tteattral banks would not acquire gold
in London, even newly mined South African gold,heiait the concurrence of the Bank
of England (Einzig, p.18). These various arrangés)ehough often effective, were too
vague and reliant on infrequent personal contacketsystematic. Hence the need, it
was argued, for regularizing and institutionalizountacts among central bankers, in a
place such as the Bank for International Settlement

One of the most celebrated channels of centrdt baaperation during the 1920s
was the close friendship and frequent contact batvigenjamin Strong, president of the
Federal Reserve Bank of New York 1914-1928, andtitygunNorman of the Bank of
England. The Federal Reserve had been creatednoh®i4, and in the 1920s its 12
regional banks were still shaping their roles, tihelationships with one another, and
their relationships to the Board of Governors inslagton. New York however was
clearly the pre-eminent market for foreign exchaimggne United States, and its Federal
Reserve Bank had the most frequent contact wiinfsral developments in Europe and
elsewhere. Britain returned to gold convertibiliythe pound in 1925, at the pre-war
parity, and then struggled to maintain convertipitiuring the next six years.
Sympathetic to the Bank of England’s problem, Sirlmaned toward providing such
help as he could through the Federal Reserve f@h-27. Concretely, the New York
Fed (with the approval of the Board and the Seryatfthe Treasury) opened a line of
credit of $200 million in early 1925 to help baaksBritain’s return to gold

convertibility in April. The credit was never draw



A celebrated/notorious example of central bank eoaion occurred in the fall of
1927, when, following a meeting with Benjamin Stydsy Norman, Charles Rist of the
Bank of France, and Hjalmar Schacht of the GermainiRbank, the Federal Reserve
lowered the discount rate from 4 to 3.5 percerite Federal Reserve Bank of Chicago
held out at 4 percent until ordered to lower ite fay the Board. This allegedly was to
help Britain, in particular, to avoid raising inést rates in an already depressed economy,
following gold resumption in 1925. Later formery@onor Adolph Miller suggested that
the subsequent course of events would have begrdiffarent had this reduction not
occurred, and hinted that the stock market boomsabdequent crash of 1929 might
have been avoided. This episode will be discusgider below.

The opposite of cooperation — hostel action --alan be found. In one example,
Schacht reports an obviously coordinated withdrasf@drench banking funds from
Berlin, which occurred during a tense period ofotegion on the Young Plan in 1929

(p. 221-222).

What Do We Mean by “Cooperation”?

What are the possible ways in which central bamight cooperate? Mutual
financial support and coordinated actions in maygpalicy have already been
mentioned, but they certainly do not exhaust imgdravenues of cooperation. One
might distinguish broadly six types of cooperationioughly increasing order of
intensity.

The first is simply to exchange information, piivig basic facts for each major

national market on outstanding credits, new bomgaj central bank regulations, and the



like. Economists usually assume full informatisravailable, particularly when it is
published. But collecting that information in ukaform is itself a chore, and such
activity can be eased if central banks providergally to one another.

The second, a natural extension of the first istandardize concepts and fill gaps
in information. Some central banks may collecbrinfation that others do not but would
find useful. Some forms of credit, e.g. from odéseach country, may escape the
national statistical-gathering net but be idendifieghen information is exchanged and
subsequently fill the existing gaps.

A third is to exchange views about how the worlafkg and on objectives of
central bank policy. Since central banks haveadtlsome similar responsibilities in all
countries, and since in open economies the actibosntral banks in large financial
markets can strongly influence the conditions imeofinancial markets, large or small,
having some knowledge about the views of the sesffarials of the large central banks
both provides useful information about economic psygchological relationships in those
markets. This exchange of world views can alsodsgul information about how central
banks are likely to respond under different cordgimges.

A fourth is to share information on the economiti@ok — that is, not on facts,
but on perceived short- and medium-run prospesisce those responsible may assess
the same contemporary facts differently, such amamnge can be helpful in several ways
by emphasizing some more than others or providiregreative interpretations, and thus
act as a corrective (or reinforcement) to one’s avierpretation of the outlook. It may
also provide some advance guidance as to how o#imeral banks may act in the near

future, even without actual discussion of futurgoars.



A fifth is to standardize concepts and even regura, adjusting as necessary the
information that is collected, so that the inforroatcollected by different central banks
can be directly compared, even added up, and s thas complete as needed to
perform central bank functions. Some standardinatiay be directed at increasing
convenience and/or reducing costs, e.g. the stdnaaight and fineness of gold to be
acceptable by central banks operating under asjaltard.

A sixth channel of cooperation, the most demandimgdy what many people think
of as the sole form of cooperation, is commonlyeadractions. This in turn can be sub-
divided in various ways. Central banks could agoegive one another advance notice of
up-coming actions. They could require prior appataf actions occurring in the markets
of other countries. They might agree on genetiesrof behavior, including
proscriptions, e.g. on how foreign exchange reseave to be held. They might agree on
mutual financial support, either episodic or a feavork for providing support, as under
the European Monetary System of the lat8 @éntury. And they might coordinate their
actions, e.g. intervention in foreign exchange ratrlor even movements in discount
rates or changes in regulations.

Examples of all these kinds of cooperation cafobead in the history of the last
75 years. Indeed some of them are discussed lglire¢he Fifth Annual Report (for the
year ending March 31, 1935) of the BIS, which esipli discusses central bank
cooperation in the BIS context. The BIS is cleamvbaver, that despite their cooperation
each central bank fully retains freedom of actmnespond to each situation as judgment
dictates. That is, itBnnual Report downplays the sixth channel mentioned above, joint

action, except regarding rules of behavior andastin the markets of others.



Who Are Central Banks?

If our topic is cooperation among central banks,nged to understand not only
what is cooperation but also to clarify what exaete mean by central banks. Most
central banks evolved out of private institutionbjch at some point were endowed with
special statutory powers, such as a monopoly orsthue of banknotes, and perhaps also
special responsibilities, such as with respechtotsterm financing of the government.
Gradually they were transformed into public ingtdos, through government
appointment of governors and perhaps other seffiorats, and eventually often through
outright nationalization. This process startethimm 1930s (e.g. Bank of New Zealand,
Bank of France in 1936, when Prime Minister LeoarBlassumed appointment of
virtually all the Regents, Bank of Canada in 1928iX, was greatly accelerated by the
financing and other requirements of the Second W\far and its immediate aftermath.
The Bank of England was nationalized in 1946, teedRve Bank of India in 1948.

From the beginning the Federal Reserve Systemedfthited States had a
peculiar status. Although created by Federal latyos in 1913, it is technically owned
by its member banks, which appoint 72 of its 1@aeal bank directors, who in turn
select the regional bank presidents (subject toayap by the Board of Governors in
Washington), who in turn participate in framing retary policy. The seven governors
are appointed by the President of the United Statégect to confirmation by the Senate,
for 14-year non-renewable terms, with the chairrftamrently Alan Greenspan)
appointed for a renewable four-year term. Oridyntde Secretary of the Treasury and
the Comptroller of the Currency, both public offilg, sat as ex officio members of the

Board of Governors, but that provision was elimaagin 1934. The Federal Reserve



thus remains a curious hybrid, a privately owne@sitpublic institution, whose sole
function is central banking (including bank regidatand supervision).

Central banks have long valued their independandewhen not literally
independent of government, their operating autonomrmmediately before and during
the Second World War most central banks becamagéets of their governments, in
particular of ministers of finance, de facto if hiterally nationalized until later. They
regained their autonomy of action only gradualhe(Federal Reserve in the celebrated
“accord” of 1951, when the Fed ceased to suppergtvernment bond market), with
many central banks achieving statutory independentein the 1990s.

Even then, important ambiguities sometimes renfamgexample with respect to
setting of exchange rate policy and managing exphaates. Whether decisions are
made by governments or by central banks is noty@wkear, nor who runs exchange
risk, although execution is almost invariably thek of central banks. Thus “central
bank cooperation,” or lack of it, often reflectg tthecisions of governments not of central
banks themselves. This ambiguity was concreteip@eledged when central bank
governors were invited to join the Group of Ted862 and the informal G-5 ministers
of finance meetings starting in 1973, and theiregspntatives also attended many
meetings of the deputy finance ministers. Evernduthe 1920s, when the ethos of
central bankers was to keep governments at a redpedistance, and the Federal
Reserve Bank of New York took the lead in coopatawith European central banks,
Benjamin Strong regularly reported his intentiom$hite Board of Governors and to
Secretary of Treasury Mellon (who at that timewsiélh the Board), and thus had their

actual or tacit approval in his various proposald actions.



Central Bank Cooperation Since 1930

As noted earlier, an explicit purpose of the BI&wo encourage cooperation
among central banks. It could hardly have begumless auspicious time. The
convening function was exercised at once, as govewf the equity-holding central
banks gathered once a year, and their represesdgaathered almost monthly from the
opening of the BIS in April 1930. As the first fetheir annual reports suggest, these
gatherings did some useful coordination, e.g. erstandard of gold bars to be
acceptable by member central banks, and as arggaouse for information on the
physical location of monetary gold, so that golthactions among central banks could,
if possible, avoid or reduce shipment costs fropitehto capital. It also advanced the
notion of foreign exchange clearing through the,Bi&Scentral banks could engage in
foreign exchange transactions without directly etifeg local foreign exchange markets.

The BIS also convened or served as host to a nuafleenferences on technical
issues of interest to central banks and providedlgpthrough such conferences, partly
through private consultations) technical assistdadbe newly created central banks of
central and eastern Europe. But the rapid dealimeonomic activity and prices that we
now call the Great Depression overwhelmed the egpaiccentral banks to cooperate
closely beyond such technical matters. The seéondal Report proudly proclaimed
that in May 1931 the BIS convened representatik@s P4 central banks, including 20
governors — the largest number ever assembledit at not enough to contain the
looming crisis. Before the departure of the Brifiund from gold convertibility in
September 1931, however, the BIS both encouragég@anmicipated in a series of short-

term stabilization loans, starting with Yugoslasaiad eventually including Hungary,



Austria, the German Reichsbank, and Danzig. Adlina total of SFr. 740 million had
been lent in (ultimately futile) emergency loansémtral banks, mostly during the
international financial crisis of the summer of 198f which sfr.211 million were funds
of the BIS itself (Schloss, p.81). But such tratieas disappeared after September
1931. Events overwhelmed the limited capacityasftal banks to cooperate; even loans
to the Reichsbank at the height of the summers;rés well as the Hoover Moratorium,
were critically delayed by political sensitivities France over the issue of reparations
(Eichengreen, 1992, p.264-278). In any case, aelpéink support loans during this
period often imposed conditions similar to thossiidel by private financial capital thus
reinforcing rather than countering pressures froenrharket (Simmons, p.282).

The first threeAnnual Reports contain a section called “central bank
collaboration.” This was dropped in the fourthagd1934), presumably because there
was little such collaboration to report. It wasived in the fifth report (1935), to enable
an extensive discussion of the desirability of caritank collaboration under headings
covering the why, what, and how (the entire passageluded in Schloss, p.63-71).
Subsequent reports revert to “developments affgct@ntral banking” that first replaced
central bank collaboration in the fourth reportheTkeyobjectives of central bank
collaboration were stated to be: support for alstaibnetary system based on gold and
for a smooth the business cycle that would conteilba greater equilibrium in the general
level of economic activity. Note the absence of agference to price stability, although
some would interpret that to be implicit in a getdndard (see Cooper, 1982, for a

contrary view).



Central bank cooperation did not cease in the 19888ever. Britain remained
the world’s largest trading country and had onkergly lost its position as premier
capital market to the United States. When stetifiggold in 1931, many other
currencies — about half the world’s total — chas&eave with it, and many currencies
remained pegged to sterling. This gave rise td'stexling bloc”, which during and after
the Second World War evolved into the Sterling Ageéime when associated countries
pegged their currencies to sterling (although thg was occasionally changed). They
bought and sold local currencies against stertingl, they held the bulk of their central
bank reserves in sterling in London rather thagald, dollars, or some other form. At
first it was informal, describing practice, bubg&came more formal with the introduction
of exchange controls by the United Kingdom (ancecghin 1939. With limited
exceptions, the entire Sterling Area formed a foi@nzone of free movement of
currencies (especially sterling, the leading cwrygnvith all members operating under
similar exchange control regulations. The exchamaydrols continued after the Second
World War, and so did the Sterling Area. In adudfifisome members of the Area had
built up large sterling balances during and immidiyaafter the war, in effect providing
Britain with goods and services during the war barsterm credit, continually rolled
over. By 1952 the Sterling Area was composed aaBrand its many former colonies
such as Australia, Burma, Ceylon (now Sri Lankadljd, Ireland, Pakistan, New
Zealand, and South Africa, except for Canada, aahtties such as Iceland, Iraq,
Jordan, and Libya (Bell, p.48). At various timésey nations were also adherents. The
nature and stringency of controls changed over,tbuethe Area gradually atrophied

during the 1960s as member countries put increasargments to reserves into forms
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other than sterling, and especially after May 1@@&&n Britain placed restrictions on
capital flows to the developed members of the Afasstralia, Ireland, New Zealand,
and South Africa). Sterling balances became a oimiy source of concern overhanging
sterling (more on this below), and the area disapgzein 1979, when Britain abolished
exchange controls and moved to full currency caivéty. In the meantime, the scope
for currency convertibility (in practice, use oéding for payments outside the Sterling
Area) was gradually extended, first through bilat@ayments arrangements between
Britain and non-member countries, then especibligugh Britain’s membership in the
European Payments Union, starting in 1950, sineestttire Sterling Area participated in
that arrangement through Britain.

The key decisions during this period were madgdxernments, often embodied
in legislation. Central banks were the agentsoaegnment, whether formally
independent or not, both in intervention in theeign exchange markets and in
administration of exchange controls. The pointehsithat the Sterling Area was a
cooperative system, with the aim of protecting altimately strengthening the position
of sterling in international markets while presaryia high degree of commercial and

financial freedom within the Area.

European Payments Union

Europe’s trade and payments were heavily restfict® bilateral channels
immediately after the Second World War. Severt@napts were made both to liberalize
and to multilaterialize trade, especially withinrgpe, starting in 1947. They led in 1950

to the creation of the European Payments Union (EBUhe Organization for European
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Economic Cooperation (OEEC, predecessor to the QE@IRich had been established to
administer the European side of the Marshall P&smsgance from the United States. The
EPU was initially endowed with $350 million of M&l Plan funds. Policy was in the
hands of the inter-governmental OEEC Council, batBIS was the agent that kept the
books and provided clearing facilities. A key teatof the EPU was its provision for
unlimited intra-month credit among participatingr&pean central banks, netted and
cleared at the end of each month with partial paymm gold or hard currency (mainly
US dollars), with debtors paying less than creditaritially mainly Belgium) received —
hence the importance of the initial endowment ilkadls. By the end of 1952, two-thirds
of intra-European trade was free of restrictionijlevbnly 11 percent of imports from
North America were restriction free (Solomon, 197.19). Intra-European trade was
gradually liberalized (with occasional reversakpexially France in 1957-58) and the
terms of EPU settlement gradually hardened untibfean currencies became
convertible de facto for current account transadtim the last few days of 1958.
Germany alone had also made its currency converfiaolcapital transactions, although
formal acceptance of the commitment of convertpilinder Article VIII of the
International Monetary Fund waited until 1961. k\Monvertibility, the EPU was
terminated. As noted above, the entire SterlinggAras covered by British membership,
as were the remaining colonial territories of otharopean countries. While the BIS
played mainly a facilitating role, the EPU was &iete for central bank cooperation in

the form of automatic short-term mutual creditswWT€h. 12; Eichengreen, 1993).
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Supporting the Pound and the Dollar, 1960-1973

Article VIII convertibility of the European curreres (the Japanese yen joined
them in 1964) reflected not just recovery from 8ezond World War but rapid economic
growth, significant improvements in productivitycdaimproved competitiveness, as
reflected in export performance. France had gateadditional boost from the
devaluation of 1958. Indeed, Germany and the Niethes revalued their currencies by
five percent in 1961 (according to Gilbert, 198,04, the five percent was Chancellor
Adenauer’'s compromise between the conflicting aglfie received: ten percent and no
change).

The United States lost $2.3 billion in gold in 895till seen as a welcome
redistribution of monetary gold excessively concated in the United States by the late
1940s. Gold sales diminished in 1959 but roseraigal 960 to $2.1 billion. The US
administration began to be concerned about thenbalaf payments position. At this
time also Robert Triffin of Yale put forward hisfi@us dilemma: a growing world
economy needed additional international reservasinD the 1950s they were
predominantly provided by increased official holgrof US dollars that were
convertible (by monetary authorities only) into djchs well as by gold sales by the
United States. But eventually the credibility oistgold convertibility must come into
question as official dollar holdings outstripped §@&d holdings.

The United Kingdom had not experienced the ropusductivity improvements
of other western European countries or Japanadtdxperienced more inflation than
some, and still had large sterling liabilities hbidSterling Area countries that

increasingly traded outside the Sterling Areal9567, in the wake of the Suez crisis,
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Britain prohibited the use of sterling in third edty financing and tightened exchange
controls in other ways, just as Germany was abiolgsbontrols on all international
transactions — thus giving birth to the eurodaftearket, whereby British banks accepted
deposits in US dollars and re-lent them at shaeryt¢hus continuing a long tradition of
British financing of international trade but now lemger in sterling.

Thus the 1960s, which saw the real birth of matitital central bank cooperation
envisioned but stillborn in 1930, was characteriag@ number of financial
improvisations designed initially to protect thatBh pound but secondarily also to
protect US gold reserves: 1) the gold pool, 2)tavak of swap facilities among central
banks, 3) concerted central bank loans to the WK,4 management of the eurodollar
market, or at least certain aspects of it. Otheovations, such as the General
Arrangements to Borrow (GAB) by the IMF, did noteditly involve central banks, but
they were generally financial agents of governmegpisthat time only the Federal
Reserve Board, the German Bundesbank, and the Slatgmal Bank were genuinely
independent of the executive branches of governmaithough subject to legislation —
and even then ambiguities remained with respefdreagn exchange transactions.)
Moreover, from the beginning central banks wereeggpnted in the Group of Ten
(eleven, counting Switzerland, which was not theneanber of the IMF) set up to

oversee the GAB and international financial matieose generally.
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Gold Pool

In 1954 Britain had re-opened the London gold regrthe resuscitation of one of
many commodity markets that had historically besrated in that city. Thus new gold
(mainly from South Africa, secondarily from the $&tvUnion) could be readily
purchased by private parties. The price was detearby supply and demand. After
1958, however, the United States worried aboup#yehological implications of a
London price of gold significantly above the ofitprice of $35 per troy ounce. Such
an event occurred in November 1960, and eight aklbénks agreed to sell gold into the
market. The following year the “gold pool” amongle central banks (US, UK,
Belgium, France, Germany, Italy, the Netherlandsl, 8witzerland) was formed to sell
gold into the London market when the price threatdketo rise above $35.20. The US
share was fifty percent (59 percent after Frandkdsew in June 1967). It was
understood that any gold sold by other central bgfde dollars) could be replenished by
converting the newly acquired dollars into goldret US Treasury, hopefully with a lag.

This arrangement endured until March 1968 wheritthe-tiered” gold market
was introduced. The pool purchased gold from theket through 1962-63 more than
replenishing its sales in 1961. A crisis erupted967-68 associated with the speculative
crisis around the British pound, but following arceleration of inflation in all the Group
of Ten countries, in the United States from 1.Zeet in the consumer price index in
1964 to 3.0 percent in 1967 and 4.7 percent in 198& gold pool sold $400 million in
the first ten months of 1967, mostly in Octoberd an additional $3.0 billion from
November 1967 following the devaluation of sterjitgMarch 1968 when gold pool

sales ceased and the “two tier” system was adoptsthtement followed that the
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participating central banks would no longer selbgo private parties and “no longer feel
it necessary to buy from the market” in view of grespective creation of SDRs. Many
other central banks indicated their acceptanchisfagreement (which was requested).
France did not formally accept it but adhered to it

Between September 1967 and March 1968, US and WKrgserves dropped by
18 percent with lesser declines by the other ppents. The two-tier agreement was
formally abandoned in November 1973 after the Wh&éates ceased gold convertibility
(in August 1971) for official holders of dollar$e official price of gold had been raised
(in two steps, to $42.22 an ounce), and when thé&ehgold price was around $100 an
ounce. According to the IMF rules, central barflex¢after would be able to sell gold to

the market but not buy it at a price above thec@fiprice (Solomon, 1977, p.114-124).

Central Bank Swaps

Another mechanism of central bank cooperatiorothiced during this period,
like the gold pool aimed in part at protecting USdgreserves, was the network of
“swaps” created around the US Federal Reserveguathlater it extended also between
pairs of other central banks. A swap line wasraargement whereby each of two
central banks deposited an equivalent amount @litsency in the other central bank,
usable by the second central bank either for manketvention or (in the case of the
Fed) to purchase dollars from the other centraklthat might otherwise be converted
into gold. The deposits were typically for threenths, renewable, but it came to be
understood that they should not be renewed for riihane one year. The form was first

suggested by Koszul of the Bank of France, andittsteswap of $50 million was opened
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with France in March 1962 (Coombs, 1976, p.74wds renewed once but not drawn
upon, so after six months it was placed on stanatbgtfect a line of credit, the form in
which most swaps were subsequently kept. Arrang&nveere made to avoid gains or
losses in the event of changes in exchange raitgegdisuch as then prevailed). Swap
arrangements totaling $2 billion had been estabtidietween the Federal Reserve and
eight other central banks by the end of 1962. 8x5lthe total had grown to $20 billion
with 14 central banks and the BIS (Coombs, p./8)ese arrangements continued to
2004, with maximum authorized foreign exchange imgjsl of $25 billion. In addition,
the mechanism had been adapted by East Asian ckaltigs already before the Chiang
Mai initiative of 2000, whereby the central bank<hina, Japan, and others agreed to
bilateral swaps with other central banks of East &autheast Asia, typically acting as
agents for their finance ministries.

The swaps were activated and used by Canada inaribBy Italy in 1963-64
(when the Bank of England and the German Bundesasokprovided credits), as well
as by the United States on several occasions ih368s. Most of the activated swaps
were quickly repaid as speculative sentiment receend the drawing central bank
regained reserves, but on a few occasions thegmaryear and by agreement with the
US Treasury were repaid by selling foreign-curredepominated “Roosa bonds” to the
relevant central bank, or by a US drawing on thertrational Monetary Fund. The latter
had been made technically feasible by the creatid®61 of the General Arrangements
to Borrow (GAB), whereby ten countries (plus Switaed, not at that time a member of

the IMF) agreed to lend to the IMF if necessargnable a US drawing, or indeed for
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drawings by others if the IMF was short of usabileds. In the event, the GAB was first

drawn to help sterling, then the French franc.

Concerted Support for Sterling and the French Franc

Britain was plagued throughout the 1960s with akMgalance of payments, an
inflation higher than the United States and someEuropean countries, and balances
in sterling amounting to the equivalent of $5-8ibil left over from the Second World
War. Sterling came under pressure following thalgations of the German mark and
Dutch guilder in early 1961, and eight Europeartre¢ibanks provided short-term
financial support to the Bank of England totalirgfl® million, described by Gilbert
(p.64) as the first concerted central bank suppackage. The remaining outstanding
“Basle” credits were repaid by drawing on the IMRuly 1961. Coombs, the official
responsible for the international activities of fetleral Reserve Bank of New York and
a major player in central bank cooperation durirsyltb-year tenure there (1960-1975)
describes these “Basle credits” as “a major breaktyh in postwar international
finance... European central bank cooperation hadnigtsaved sterling, but had also
protected the dollar against heavy gold drains"qi@bs, p.37).

This pattern was to be repeated on several octasindeed, there was almost
continuous central bank help to the Bank of Engldimdugh Basle arrangements during
1964-68. The announcement and use of a new supacdkage typically reversed the
speculative pressures, permitting some repaymBm. remaining outstanding credits
would be repaid by drawing on the IMF, which ocedrin late 1964, May 1965,

December 1967, and June 1968 (Tew, Ch. 15). Esbytleven central banks were
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involved, including those of Canada, Japan, andUtiged States. The newly created
GAB was first activated in 1965 to support IMF Iedn Britain rather than the United
States. Federal Reserve swap lines were incréastgges from $500 million to $2.0
billion in March 1968, when the two-tiered goldargements were introduced, and
several such increases were included in the aneousigpport packages. Despite this
support, sterling was devalued in November 1967r{Ceass and Eichengreen). Indeed,
Bank of England Governor O’Brien used a monthly Bi€eting to canvas his central
bank counterparts on the acceptability of a stgriavaluation and received assurances
that so long as it did not exceed 15 percent, ddueopean countries would not follow,
as they had in 1949 (Gilbert, p.69). The paritgtefling was changed from $2.80 to
$2.40, a devaluation of 14.3 percent from the peathpe of Britain’s competitors if
British export prices were unchanged in sterling, 16.7 percent when seen from the
perspective of British importers, who could expecsee the prices of imported goods
rise by that amount if they did not change in fgrecurrency.

In addition to these support packages, two “Basteu Arrangements” were
offered to the Bank of England, one in June 196&foto $1 billion, the other in August
1968 for up to $2 billion, to provide special sugpn the event overseas holders of
sterling balances drew down those balances signifiz. The second agreement
required the Bank of England to reach agreemett mvdjor official holders of sterling to
draw down their balances only in case of balangegagments needed (i.e. to avoid
cashing in sterling for other reserve assets) (K&w,15; Gilbert, p. 68, 71). A third

support package was assembled when sterling rartrmible again in 1976.
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Altogether, Britain had debt outstanding associat#h successive rescue
operations totaling $8 billion at the end of 196Bwhich more than half had been repaid
by mid-1970 (Tew, p.270). Canada also got supporhfseveral central banks during
early 1968.

During the period of sterling difficulties the Fdnfranc had seemed to be in fine
shape. Thanks to the devaluation of 1958 and the eunservative policies under De
Gaulle’s Fifth Republic, France ran payments suggdu It was during this period that
President De Gaulle raised questions about theadhdgly of the prevailing international
monetary arrangements and expressed displeasiine ‘&xorbitant privilege” of the
United States arising from the dollar's use assamee currency. In various ways France
added to the strains on the system, by conspicyacosiverting recently acquired dollars
into gold and, for example, by withdrawing from Beld Pool in 1967 and circulating
rumors that other central banks would soon do sto(8on, 1977, p.114). During May
1968, however, France experienced widespread dtpdatests, reinforced by
widespread strikes. Police had to be called otdrice, and financial markets turned
skittish about the French franc. France drew onraEbank support from the Federal
Reserve, other members of the European Communmitlytree BIS, totaling $1.4 billion.
The speculative movement subsided but resumed agaB69 in connection with on-
again, off-again speculation on a revaluation ef@erman mark. Again central bank
support was provided to France by the Federal ResBelgium, Germany, Italy, the
Netherlands, and the BIS. The franc was devalyetlipercent during August 1969, a

period of temporary quiet.
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Management of Eurodollars

As noted above, the London-based eurodollar mé&ketcome into being in 1957
when Britain placed restrictions on the use oflistgifor third country financing. By the
mid 1960s it had become sufficiently significarattseasonal movements of funds into
and out of the eurodollar market, particularly amd@accounts reporting days at the end
of each quarter for “window-dressing” affected thevement of official foreign
exchange reserves significantly. Moreover, movdameunt of eurodollar at such
window-dressing dates sharply increased short-eanmmadollar interest rates, which in
turn could draw funds from New York and worsen i payments deficit as it was then
officially reckoned (the so-called liquidity deficthe United States ran a current account
surplus throughout the 1960s). Led by the SwidgsoNal Bank, agreement was reached
in Basle to avoid these private withdrawals by emaging repurchase agreements with a
central bank, whereby the central bank would pwetdollars for local currency before
the window-dressing date, to be automatically ree@rafter the date in question; or to
offset them by placement by central banks of thewly acquired dollars in the
eurodollar market before the window-dressing dai®e reversed afterward. Such
operations at the end of 1967, including placembeynthe BIS, amounted to $1.4 billion
(Coombs, p. 196-98, 200).

Later, a different problem arose with the eurodatharket. A number of central
banks had developed the practice of placing sontieenf dollar reserves in the
eurodollar market. These funds were of courseesyemntly relented by the accepting
banks. Such re-lending created a source of dallairslirectly related to the US

payments deficit, providing a kind of multiplier &s-originated dollars. When in the
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early 1970s speculation against the dollar resultdarge reserve accruals by other
central banks, these accruals were augmented $yctimousel” effect. Agreement was
accordingly reached in March 1971 that G-10 cefuaalks would henceforward not
place their dollar reserves in the eurodollar marxet rather would hold them directly in
the United States (Solomon, 1977, p.177). Thisegent did not apply to other central
banks, so the practice continued, albeit on a emsdlale.

The emergence of the eurodollar market, outside#tienal monetary system of
any country, created the need to acquire informadind track its evolution, simply in the
interest of understanding what was happening. fdisfell to the BIS, which was
requested by the G-10 in 1964, to collect and tllaformation on international claims
and liabilities of the leading banks in those cost in the context of available financing
for payments deficits and an early attempt at “ifaiétral surveillance” (Solomon, 1977,
p.68). Thus began a process of regular monitafrgyoss-national international banking
claims, which by 2004 covered 38 countries. Ragiicussion of the euro-currency
market, with an attempt both to define and to qfiaitt began in the 34 Annual Report
(1964). The BIS played an analogous role for wdddchand and supply of gold, and in

the 1990s began to track cross-border transadtioderivatives.

Depreciations of the Dollar

Market pressures shifted from the pound and thecfta the dollar in the early
1970s, resulting in August 1971 in suspension efgbld convertibility of the dollar for
foreign monetary authorities. In December 197 1dbiéar was devalued relative to other

leading currencies, most with respect to the Jagmapen; and the notional price of
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monetary gold was raised. From June 1970 to M&®8aI8 currency parities were
gradually abandoned, starting with the Canadiatadol May 1970, and with that
abandonment went fixed exchange rates among ther ©w@ajrencies. While central
banks were involved as supporting actors, thesmatia developments were more
directly in the hands of finance ministries, andstifiall outside the focus of this paper.
In some circles the monthly and later, bimonthlBheeting of central bankers
was considered a cabal where policies were detedraway from the glare of publicity
and even against the interests of national ecoronirefact, as Coombs reports, “at the
Basel meetings little if anything in the way of cdimation of national monetary policy
was ever accomplished Each governor reportedrbldgms but rarely forecast policy
recommendations.” (p. 198). Indeed, after the in@aifpon of the Nixon administration in
the United States in January 1969, when Paul Volocgkeame the senior US Treasury
official responsible for international financiallfmy, according to Coombs the role of the
Federal Reserve in international matters was aabticurtailed, and the “action
center...at Basel fell into disuse.” (p. xii) Itéatrevived and indeed in 1996 nine
additional central banks were invited to join th&BBrazil, China, Hong Kong, India,
Korea, Mexico, Russia, Saudi Arabia, and SingapoBg) 2004 the membership had
grown to 55 central banks, and private shareholdadsbeen bought out. Of the 55
members, 33 (and 13 of 17 Directors) were Europsathe BIS remained a heavily
European institution. (The BIS was still handli@grman payments on the Dawes
(1924) and Young (1929) loans and was expected sodintil 2010, nearly a century

after the Dawes loan was made.)
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There was one respect in which the “cabal” provieally useful. In September
1971, after suspension of gold convertibility and imposition of an import surcharge by
the United States on dutiable imports, but befoee@ecember Smithsonian agreement
on the currency realignments, Arthur Burns, chairrogthe Federal Reserve Board,
requested Jelle Zjilstra, governor the central bafrtke Netherlands and chairman of the
BIS governors, quietly to canvas his European arpatts as to what change in currency
values would be acceptable. Zjilstra producedpanteon the desirable change in the US
current account and the exchange rate changeseddaibring it about, including a
modest “devaluation” of the dollar against gold, a rise in the dollar price of gold
(France considered such a step necessary for aiategadeal). US officials felt that the
numbers were too small, but it provided a condoetsgs for the negotiations that took
place later in the fall (Solomon, 1977, p. 196,)202

During the turbulent decade of the 1970s most emonoooperation, when it
occurred, was driven by governments, by ministéfsnance or even foreign ministers
and heads of government, institutionalized from5LBy the annual economic summit
meetings, which continued for three decades therédter the dollar crisis of the early
1970s, major currencies floated against one angéxeept within the European
Monetary System), and the world economy experietwednajor increases in oil prices,
followed by recessions and an acceleration offiioita Publics wanted to know what
was happening and what their governments were gaiogt it — not conditions
conducive to quiet cooperation among central bamksny case, governors of central
banks were involved and had participated in mestofghe G-5 (later G-7) finance

ministers and their deputies, and along with govent officials in Working Party Three
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of the Economic Policy Committee of the OECD siitsdeginnings in 1961. Thus
central bank staffs were engaged in preparationthéinternational discussions of

monetary, financial, and exchange rate policied,about reform of the international
monetary system, even if ministries of financeezhlihe tune.

To combat inflation more effectively and more pasiuely, the Federal Reserve
under Paul Volcker’'s new chairmanship had a m&djange in operating procedures
during the fall of 1979, a shift from targeting shterm interest rates to targeting some
measure of the quantity of money. Volcker had wdri the Treasury Department in
the early 1960s and again during the first Nixomeustration. He subsequently served
as president of the Federal Reserve Bank of New Horfour years before being
appointed Fed chairman in 1979, in part becausgsdhternational connections and the
respect he commanded abroad as well as in thedU8ttes. Before being
implemented, the proposed change in policy wagdettith Otmar Emminger, president
of the German Bundesbank, and with other centnakdéxs assembled in Belgrade for the
annual IMF and World Bank meetings, partly to atbem to the pending change (which
had not yet been agreed within the Federal Resamd)partly to get their reactions and

implicit approval for it (Volcker and Gyohten, pa)6

The 1982 Debt Crisis

The resulting sharp increase in short-term intaists signaled the Fed was
really serious about combating inflation, but gaproduced an unexpectedly deep
recession, despite which interest rates were heldell into the recession, coming down

only in July 1982. Warnings of pending debt proiéen some developing countries had
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already surfaced; many had borrowed heavily ini§preurrency during the two oll
shocks, at floating interest rates. Now they elgpeed first rising and then high interest
rates even while demand for their exports decleethe United States and other major
markets slipped into recession. Normally, intepestments would be expected to
decline under these conditions, but the declinendidcome until the second half of 1982.

Mexico was in the final year of its president’s-gear, non-renewable term,
typically a year of high government spending talfiate the election of the chosen
candidate of the PRI, the ruling party. Mexica@serves were put under great strain, and
the Bank of Mexico, with Fed complicity, engagedirernight window-dressing of its
reserves around reporting dates. The hope wasttihigpugh the presidential election so
that the newly elected, economically literate piest, Miguel de la Madrid, could install
an IMF-approved stabilization program that wouldwpde the basis for continued
foreign lending to Mexico, something the haughtg anonomically illiterate Lopez
Portillo refused to contemplate.

The Fed’s $700 million swap facility with the BaokMexico was activated after
the election in July but before the president’signaration in December. The crisis
erupted in August as Mexico nearly exhausted gemees, and a support package of
$1.85 billion was assembled, half from the Uniteat&s, half from Japan and various
European central banks. Volcker comments on thisrgency loan as follows: “It was a
remarkable example of international financial caapien... The agreements really
rested on mutual trust among financial officialsl @erhaps most particularly among
central bankers. By virtue of experience, tenang training, they are almost uniquely

able to deal with each other on a basis of closkerstanding and frankness... We didn’t
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have to spend a lot of time explaining to each rotihe nature of the emergency” (p.201).
This emergency arose from the threats to natioaaking systems whose leading banks
had engaged heavily, excessively as it turnediolgnding to developing countries, as
well as the threat of financial collapse to Mexa&al other Latin American countries.
Volcker is too kind to add that the financial oféils in the first Reagan
administration were strongly inclined to a handsapiproach to exchange rate and
financial issues, on the supposition that the “ratkkiows best,” and even when it
doesn’t government intervention is likely to makengs worse. The lead in dealing with
the 1982 debt crisis was taken by the Federal Reseperating through the BIS on the
basis of Mexico’s commitment to go to the IMF aftiee inauguration, out of its concern
for the functioning of the financial system, and thS Treasury found itself playing
catch-up at first, although later the Treasury mesdi its lead role, with the Baker Plan of
1986 and the Brady Plan of 1989. The role of efitanks receded also as the financial

prospects of the commercial banks improved.

Plaza and Louvre

The US dollar appreciated sharply from early 1@86arly 1985, from 1.7 DM/$
to 3.4 DM/$, and by lesser amounts with respethéolapanese yen. By 1985 the weak
competitive position of American manufacturing tedstrong protectionist pressures in
Congress. Newly installed Secretary of Treasunye}aBaker took the lead to change
US policy of non-intervention in January 1985 awntlthe G-5 finance ministers and
central bank governors to issue the so-called PAggaement in September 1985, to the

effect that the dollar was too strong and that wtepd “ready to cooperate more closely
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to encourage [appreciation of other currencies]mtoedo so would be helpful.” Against
the background of a stated US policy toward nogarir@ntion in foreign exchange
markets during the first Reagan administratiors timmuniqué, the first issued by G-5
ministers and governors although they had beeningetetgether for more than a decade,
carried a strong message to financial marketaa$t backed up by a concerted sale of
dollars in foreign exchange markets in Tokyo, FfartkLondon, and New York.

Indeed, concerted intervention had begun on a emsthle in January 1985, before the
dollar reached its peak.

The dollar fell continuously following the Plazgraement and throughout 1986,
to the point that Japan began to worry about th@igations of a strong yen for the
Japanese economy. US-Japanese conversationseatbetween finance ministries, and
the Bank of Japan began to buy dollars. Follovar®-6 (G-5 plus Canada) meeting in
the Louvre in February 1987, ministers and govesamnounced that “further substantial
exchange rate shifts among their currencies coadadje growth and adjustment
prospects” with the suggestion in some quartengemefficially confirmed, that a target
exchange rate zone had been established. Agateted exchange market intervention
occurred, this time buying dollars on a substasiiale to stabilize the rates. Altogether
during the period early 1985 to early 1991 thereawle episodes of concerted
intervention in exchange markets, mainly dollarghases in 1987 and dollar sales in late
1988-1990 (Dominguez and Frankel, p.16).

Exchange market intervention by major central lsam&s less common during
the 1990s than it had been in the late 1980s,du#ral notable concerted interventions

occurred, sometimes on a larger scale and withddtg public announcement,
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especially to strengthen the dollar against theigekugust 1993 and again in August
1995, and against the German mark in the summ#9%? and again in May 1995. Steps
were taken also to strengthen the yen againstdhar dn early 1992, early 1995, and in
June 1998, and the mark against the dollar in d290 and July 1991. The newly
established European Central Bank also intervemedpport of the euro in September
2000, in collaboration with the US Treasury andRkéderal Reserve, the Bank of Japan,
and other central banks (Dominguez, p. 230-240).

Most of these interventions were sterilized infih& instance, often
automatically, to neutralize their effects on dotieasionetary conditions, although over
time the impact of the interventions were sometialgsved to affect the money supply;
and ministries of finance were typically implicat@dhe decisions. Even in the case of
the ECB, embarrassingly independent of the polipcacess, the Ecofin Council was
consulted before intervention (Dominguez, p.233).

As noted above, it was virtually unknown for margtpolicy as such to be
coordinated, at least across the Atlantic. Moryepaticies were occasionally discussed
in the OECD’s Working Party Three, and arguably sbmes led to subsequent action,
e.g. in March 1971 when Europeans eased and thexrdtdReserve tightened in the
presence of large short-term outflows from the &bhiBtates (Solomon, 1977, p.178). A
clear exception occurred in March 1986, when thadwas still depreciating following
the Plaza agreement. Fed chairman Volcker wasecnad about a runaway decline and
was therefore hesitant to lower US interest rates ¢hough weakening domestic
economic conditions would support such a move,thadReagan administration made

known its desire for lower rates. Several Reaggomtees to the Federal Reserve
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Board out-voted Volcker and his supporters on wéreth lower the discount rate, in
what has become known as the “palace coup.”

As the full implications of this revolt began tmkiin, two of the governors
offered later in the day to reverse their vote®tea public announcement of the change
was made. Volcker in turn pledged to support eelosate if he could persuade the
Bundesbank and the Bank of Japan to lower thessrat the same time, thus neutralizing
any effect on the dollar exchange rate. This leeeeded in doing. Indeed he had talked
with his counterparts in January about the possibkxl for a concerted reduction in
interest rates, so they were prepared for his qu second reduction in the US
discount rate, coordinated with the Bank of Japaok place in April and monetary
authorities together took prompt action to avoidgible financial crisis and recession
following the stock market crash of October 198uniBashi; Volcker and Gyohten,

p.272-274; p.285).

European Monetary Cooperation

There is a long and complex history of attempts@betary cooperation in
Europe, following the EPU. Indeed, such coopenaivas envisioned, in general terms,
in the 1957 Treaty of Rome, and a Committee ofjineernors of central banks of the
European Community was established in 1964, whypltally met in Basel on the
occasion of the BIS meetings. Here is not thegtaaeview that history in detail, which
can be found in Apel or Gros and Thygesel| ¢2lition, 1998). Suffice it to say that
technical and political issues were comminglechese discussions and that central

banks were generally under instruction from theirtigal masters, although that central
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banks — and especially the German Bundesbank a Badng if not always determining
voice in the discussions and negotiations. Sonetithey even ignored political
decisions, as in the case of the European Mon&aoperation Fund (EMCF) of 1973,
to be sure with the acquiescence of the politicasters, who were conscious of
unresolved differences in emphasis and priorittesrag themselves and chose not to
resolve them, at least for a time.

Consultations on a wide range of technical isaeesirred almost continuously
over the years, as Europe moved successively thrBMA and the Werner Plan to the
European Monetary Cooperation Fund (EMCF), Europdanetary System (EMS),
Delors Plan/Maastricht Treaty, European Monetasyitute, eventually to Economic and
Monetary Union (EMU) and the creation of the Euap€entral Bank (ECB) and the
European System of Central Banks in 1998. Cehtaks were involved in almost all
these discussions, the major exception being tmedean Monetary System (EMS),
which was planned from the Chancellery of Helmutr8iclt with the presumably
deliberate exclusion of the Bundesbank, althoughdtter institution was engaged in
detailed planning and execution once the mainroegliwere drawn.

Beyond standardizing, compiling, exchanging, asgkasing information; central
bank cooperation was especially required, oveyéaes, on two fronts: market
intervention and short-run financial support. Untlhe Bretton Woods system as
embodied in the IMF Articles of Agreement, courgneere enjoined to have currencies
convertible for current account transactions, tdake par values in terms of the gold
dollar of 1944 and to keep market exchange ratdsmone percent of par value. This

implied a maximum range of flexibility between amyo European currencies of four
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percent, which was deemed too high, so Europeathsaaagreed to narrow this
possible range to three percent. Following thetlssonian Agreement of 1971, when
currency bands by consensus were widened to +3-(p&rmitting a nine percent
maximum swing for two non-dollar currencies), tireraembers of the European
Community, later joined by others, agreed in ApalF2 to halve their intervention limits
leading to a “snake in the [dollar] tunnel.” Therinel” disappeared with the generalized
move to floating exchange rates in March 1973 thetEuropean “snake” remained, with
constantly changing membership (e.g. France withdnel974, rejoined in 1975, and
withdrew again in 1976). Intervention limits ati@ conventions for deciding them was
a continuing issue, as was intra-marginal inteneenfwhich several central banks
preferred, both to limit exchange rate movementstarkeep markets uncertain about
where exchange rates would move next within thenalble band), which was viewed as
a necessarily cooperative venture, at least ingerihprior notice and exchange of
information between the two central banks directisolved.

The second issue was short-term credits amongoEarocentral banks to support
their exchange rate commitments. These arosef@uwap arrangements agreed at
various times during the 1960s. These were sysieadan principle in 1973 in the
EMCEF, but in fact remained under the managemetitetentral banks. They were
further systematized and enlarged in late 1978réparation for the launch of EMS in
January 1979. To support market intervention atobundaries of the band, creditor
central banks were obliged to extend unlimited itsgddefined as very short-term credit)
to debtor central banks, to be repaid 45 days #feeend of the month of intervention

(up from 30 days under the snake). Beyond th#teifoutstanding debt could not be

32



settled, creditor central banks would extend “shemn credit” to debtor central banks up
to a specified ceiling for three months, renewdbte¢hree months. Thus some form of
central bank credit was available for up to eiglonths. Beyond that, governments
would assume responsibility for extending any ferttredits, subject to such conditions
as might be determined by Ecofin, the European €ibahFinance Ministers. Even
after their enlargement in 1978, these short-teeditfacilities were limited, roughly the
size of IMF quotas of those participating in the EM

The settlement of very-short-term credits couldrizele up to 50 percent by
drawing on gold and foreign exchange largely doeerves that were mobilized
through the EMCF. Twenty percent of such resewea® notionally “deposited” in the
EMCEF as ecu, the synthetic European currency urhis arrangement had the effect of
enabling some gold reserves, whose market pricenaasvay above the official price,
and was used for these notional deposits, to e arsee again for official international
settlements. The Bundesbank, however, was unéasy all this potential credit, and on
request acquired assurances from the German goeatrihat if EMS commitments ever
conflicted with the objective of price stabilithhe former would be sacrificed. That is,
the Bundesbank would be relieved of its obligat@support currencies that it
considered to be in fundamental disequilibrium.

In the event, inter-European central bank credéee little used during the 1980s,
partly because the national central banks had areptrves, partly because exchange
rates within the EMS were adjusted more often, hbpugnce a year, than perhaps had

been envisioned in 1978.
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This situation changed in the early 1990s, afterMaastricht Treaty had been
negotiated and signed. Europe experienced alaédieéd monetary crisis in September
1992, which led Britain and Italy to leave the exiehe rate mechanism (Britain had
joined in 1990). Several countries also altereik tturrency parities (central rates), and
the crisis led in 1993 to the enlargement of thenpesible exchange rate band to +/- 15
percent, in effect preserving the ERM in name oridyring the crisis, however,
extensive credits were extended, reported to baea $30 billion by the Bundesbank on
behalf of the British pound and the lItalian lirddre it ceased support, and a total of $27
billion in support of the French franc, which swed the crisis with no change in central
rate (Dominguez and Frankel, p.46).

The ultimate form of central bank cooperation welsieved in 1998 when the
ECB was created with sole authority over monetadicp among its eleven members,
and with the creation of a new common currencygiin®, in January 1999. National
currencies were finally withdrawn in early 2002ational central banks continued,
largely as operating branches of the ESCB, andlkeisions were made collectively.
Some ambiguity remains about exchange rates, pwla®y toward exchange rates is
currently reserved for governments, but managemifegchange rates, closely related to

monetary policy, is the responsibility of the ECB.

Cooperation in Other Regions
Central bank swap or buyback arrangements havedgreed among central
banks in East Asia, mostly specified in foreigntextge rather than domestic currency

(the exception is that between China and Japarchabitechnically the Bank of Japan’s
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only swap agreement in Asia; the others are cahyeithe Ministry of Finance, with BoJ
as agent). The central bank of China enteredsnth arrangements with Hong Kong
and Malaysia in 1996 and with Indonesia, Philippiaad Thailand in A network of
swaps was formalized in the Chiang Mai agreeme000D, although the arrangements
remained bilateral, and by 2005 they attained a fatue of $39.5 billion, although none
had actually been drawn. In 2005, in principleagreement was made to double the
amount and to increase to 20 percent (up from i€epé the amounts that could be
drawn without an IMF program.

By 2004 the Executives’ Meeting of East Asia andifracentral banks
(EMEAP) had eleven members, including Australigaia Korea, and New Zealand as
well as China, Hong Kong, and Indonesia, MalayBllippines, Singapore, and
Thailand of Southeast Asia. In June 2003 theytetkan Asian Bond Fund, and in
December 2004 a second such fund whereby cenméislzyreed to put some portion of
their reserves, up to $2 billion, into regional derfpersonal communication from Zhang

Zhixiang). The BIS acted as agent for the bondl$un

Cooperation in Regulation

Starting as early as 1974, central banks beghe toncerned about the possibly
unhealthy implications for the international finaalsystem of unrestrained and
unregulated competition among the leading commidoeiaks of the world, and they
began to frame a series of prudential regulatioitts rggard to which central banks bore
ultimate responsibility for banks operating outledir home jurisdictions in currencies

other than their home currency, adequacy of bapkalaetc. By 2004 the BIS
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sponsored standing committees on bank supervigayments and settlement systems,
and the global financial system (formerly euro-eanies). This important area of central

bank cooperation will be covered in a separate pap&than Kapstein.

Evaluation

As the foregoing account suggests, there has dxdensive cooperation among
central banks, especially but not only Europeanraéhanks, especially since the 1960s
but starting well before that and into the presé#as it been a good thing? This may
seem like a churlish question, but some econorttistse days question everything that
public institutions do, especially when they trydm it together. It is sometimes seen as a
conspiracy of elite technocrats against the trter@sts of the people. “Moral hazard” is
frequently cited as an undesirable consequencendfat bank cooperation, even of
central banks acting alone. Attempts to influencghange rates are tampering with
otherwise efficient market forces.

Most of these criticisms are misplaced. One cgmsece of central bank
cooperation has been much improved collection dstahization, and compilation of
financial statistics, and even skeptics of pubtitan usually agree that transparency of
information is necessary for a well-functioningdncial market. At the purely
theoretical level, it can be shown that cooperatniaitions to policy choices in
interdependent systems can lead to superior outcton@on-cooperative choices in the
same environment. For example, an attempt by monauthorities to pursue tight
monetary conditions to combat actual or threatemfigtion, under floating exchange

rates, can lead to unnecessary contraction of vaaridut, since competing central banks

36



try to get the advantages of an appreciating cayenhich of course cannot be obtained
by all countries in the system at the same timeoff@o, 1985). Witim currencies there
are onlyn-1 independent exchange rates, hence a degree dbimefor the system as a
whole — the average degree of monetary ease —ecasdul to advantage but requires a
convention that at least one country is passier@gn exchange markets and targets
world monetary conditions. Or it requires a formde for intervention or active
cooperation.

In contrast, however, Rogoff (1985) has shown ithatworld of full information,
perfect (stochastic) foresight, and wage settirtty wione-period lag; central bank
cooperation may lead to higher expected and autflation because of the loss of the
disciplinary effect on monetary policy of a depegirig currency. Rogoff concedes,
however, that cooperation is superior to its abseémcombating shocks to the system,
and concludes that what would be desirable isni & credible regime for limiting
inflation. Interestingly enough, Paul Einzig inpdaining the rationale for central bank
cooperation in the BIS in 1930 also expressed aortbat cooperative arrangements
might lead to excessive credit creation and highféation, but judged the potential
benefits of cooperation to outweigh the potentests (his book went to press in
December 1929!).

These models are probably largely irrelevant éoekperience of the past half
century, since as we have noted there was litipemtion in framing monetary policy
per se. Indeed, Maisels reported that during&ien years on the Federal Reserve
Board (1965-72) there were only eight out of mdiant 100 monetary policy actions in

which he noted any influence of international cdesations, usually affecting the timing
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of Fed actions (1973, p.221-224). Thus, in fiv@amces the Fed moved sooner than it
might have on domestic grounds alone in tightepiolicy to inhibit US reserve losses.

In three instances tightening was delayed out otem for pressures respectively on the
pound, the French franc, and the Italian lire. yGmie of the eight, in December 1965
concerning sterling, was controversial within tH@NFC.

Cooper and Little, on reviewing the minutes of BH@MC over a much longer
period, find that international factors were freqiye mentioned but were rarely decisive
in determining policy. Nonetheless, a statistteat involving a Fed reaction function
showed that dollar purchases by the Fed in foreiginange markets were associated
with a subsequent tightening of the Federal fulatis, mlthough dollar sales did not seem
to influence US monetary policy (2000, p.93).

Two episodes have been mentioned where, it is eldjrrentral bank engagement
in international cooperation contributed to disassrresults: Federal Reserve help for the
British pound in 1927, and the Louvre accord tghehibit Japanese currency
appreciation in 1987-88. Neither claim will staridse scrutiny. Detailed examination
of the first case, outlined early in this papehsas was undertaken by Chandler, reveals
that the situation was much more complicated tloameslater portrayals, that the Fed
reduction in discount rate was taken overwhelmirighyfdomestic reasons (partly
seasonal), and that even the international eleasediscussed in the Board involved
largely domestic conditions (Chandler, 1958, p.£38ichengreen, 1992, p.212-214).
That is, an anticipated rise in the discount rétine Bank of England, possibly leading
to increases in continental Europe, would depregsB and European demand for US

products, particularly agricultural products, dgrihe fall harvest season. The reduction
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in the US rate, justified by the Board to itself@emestic grounds, had the additional
advantage of forestalling a rise in European ratesa reduction in demand for US
exports but also eased pressure on sterling. ataedebate was complicated by the
somewhat arbitrary way in which the Board force@duction in Chicago’s rate, over the
objections of the Chicago president and direci@sthat time each Federal Reserve
Bank had its own discount rate, but of course mat@mnal financial market evolved this
became untenable over time; 1927 was a transigan, yput New York feared funds
would be pulled from New York and elsewhere to @giif the latter’s rate was higher.)
This was an early example where international actarations — a prospective fall in
European demand for US agricultural products -uariced US monetary policy. Help
for sterling however did not lead US policy in aedtion different from domestic
considerations.

It is sometimes claimed that the financial and esgate bubble in Japan in the
late 1980s was caused by US pressure, reflectind ibouvre agreement and elsewhere,
for Japan to maintain more stimulative monetary espkcially fiscal policy than it
would have done on domestic grounds alone (e.pe8ie2004). A close reading of the
record, however, such as that provided by Funib@€89), suggests that close to the
opposite may be the case: the ruling LDP partyapbd wanted stimulative policy for
domestic, partly electoral, reasons. The powéviimistry of Finance resisted stimulative
fiscal policy, which shifted the pressure to thenBaf Japan and monetary policy.
Japanese officials were also concerned about usmgjpreciation of the yen, which would
damage the export sector. Again, that pointed tdwastimulative monetary policy.

Secretary of Treasury Baker on several occasidiesddar more Japanese fiscal action,
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and the Japanese weakly complied. But they fouodnvenient domestically to rely
more on monetary policy and to shift the respotigitib US gaiatsu for actions that they
wanted to take on domestic grounds, partly to aveecthe resistance of the domestic
mandarins in the finance ministry.

There has been much controversy over the effichofficial exchange market
intervention under floating exchange rates witttsgpital mobility. Indeed the G-7
commissioned Juergensen Report of 1983 concluaggdtérilized intervention, that is,
market intervention that did not affect the donestbney supply, was at best small and
transitory during the period 1973-1981, and theselts conformed with the views of
many economists and some government officials,aslhein the early Reagan
administration. If that is the case, cooperatimexchange market intervention is
pointless. However, Dominguez and Frankel (1998ng daily official intervention by
the Federal Reserve, the Bundesbank, and the Skatgsnal Bank during the 1980s, find
that such intervention can have a significant efe@cmarket exchange rates, particularly
when it is coordinated among central banks and vitierunexpected. Dominguez
(2003), adding information from the Bank of Jap@aches a similar conclusion for the
1990s, calling into question the largely theordtreasoning of economists, with some
support from empirical work using much coarser detantervention. Perhaps the
reason is to be found in the fragility of expeaas that often prevails in foreign
exchange markets, with market participants unadeawrhat the key determinants of
exchange rates should be during the next weektequar even years. As Charles
Coombs, the New York Fed official responsible fecleange market intervention for 15

years, put it after three years of floating, “By very nature, the foreign exchange market
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IS a nervous, high risk, ultra-sensitive mechanignmarily geared to short term
developments. Of the tens of billions [now oveérilaon] of dollars in daily transactions
cleared through the market, only a fraction defieen such fundamental factors as
foreign trade and long term investment. On a degiay basis, the market is instead
dominated by short-term capital movements in seafcjuick profits...” (1976, p.xiii).
Under these circumstances, some guidance fromatdrainks about what officials
consider an appropriate rate, or more often algi@@appropriate rate, can help focus
market expectations.

In summary, central bank cooperation has grownnsxtely, if fitfully and
sporadically, since the birth of the Bank for Imt&tional Settlements and the
inauguration of monthly meetings of central bankers930. In Europe of the euro, it
has reached the acme of full coordination of poliEysewhere, it remains sporadic but
with a much more solid infrastructure of meetinggr,sonal contacts (made easier by jet
aircraft and reliable trans-oceanic telephone)@mdparable, consolidated information

than was available 75 years ago.
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