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TH E A m e r i c a n def ic i t i n the balance o f payments o f recent years has had its 
counterpar t i n the accumula t ion o f U S g o v e r n m e n t securities i n the hands 
o f foreigners. Do l l a r s earned b y foreigners have been, to a large extent , 

invested i n U S g o v e r n m e n t securities. I n 1966, f o r e i g n official ins t i tu t ions , m a i n l y 
fo r e ign central banks, he ld 6-316 b i l l i o n dollars i n U S Treasury b i l l s ; b y M a y o f 
1973 this to ta l had risen to 35-736 b i l l i o n . M a r k e t a b l e U S g o v e r n m e n t securities 
(held m a i n l y b y f o r e i g n central banks) rose i n the same p e r i o d f r o m 2-329 b i l l i o n 
t o m o r e than 7 b i l l i o n dol lars ; non-marke tab le g o v e r n m e n t securities (bonds and 
notes) increased f r o m 695 m i l l i o n i n 1966 t o 16-012 b i l l i o n i n M a y o f 1973. 

I n this paper w e a t t empt t o s tudy the significance o f these ho ld ings o f U S 
g o v e r n m e n t securities b y foreigners, and the i r influence o n domest ic m o n e t a r y 
p o l i c y . T h o u g h such an accumula t ion is i m p o r t a n t f o r the balance o f payments , 
o u r focus w i l l be m a i n l y o n h o w these ho ld ings influence m o n e t a r y p o l i c y i n the 
U n i t e d States. 

Foreign-held Debt, Bank Reserves and the Money Supply 
I n o rder t o bet ter understand the significance o f fo re ign-he ld U S g o v e r n m e n t 

securities f o r m o n e t a r y p o l i c y w e m a y examine h o w purchases and sales o f 
g o v e r n m e n t securities influence bank reserves and the m o n e y supply . 

Concen t r a t i ng first o n fo r e ign central banks as purchasers o f governments , i f 
w e assume they purchase, say $100 m i l l i o n i n bi l ls f r o m ind iv idua l s and they use 
deposits i n A m e r i c a n c o m m e r c i a l banks, t o t a l deposits w i l l n o t change n o r w i l l 
b ank reserves. $100 m i l l i o n are transferred f r o m the accounts o f fo r e ign central 
banks t o those o f ind iv idua l s w i t h o u t the cash pos i t ion o f the b a n k i n g system 
changing . O n the o the r hand , i f they b u y securities f r o m banks, d e m a n d deposits 
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decline (by again $100 m i l l i o n ) w i t h bank assets changing i n c o m p o s i t i o n f r o m 
securities to cash. I n the f i rs t instance m o n e y he ld b y the pub l i c w i l l increase as 
they sell securities to f o r e i g n central banks; i n the second instance, a reshuffling 
o f assets be tween the banks and fo r e ign central banks occur w i t h demand deposits 
o f f o r e ign central banks dec l in ing b u t t o t a l bank reserves r e m a i n i n g the same. 

A s s u m i n g , o n the o ther hand , tha t fo re ign central banks use deposits he ld at 
the Federal Reserve system to b u y securities, to t a l bank reserves w i l l increase 
w h e t h e r they b u y these securities f r o m banks o r ind iv idua ls . B u y i n g t h e m f r o m 
ind iv idua l s w o u l d increase the p r iva te m o n e y supply d i r ec t ly w h i l e the i r purchase 
f r o m banks w i l l g ive the banks the incrementa l reserves to suppor t a po ten t ia l 
increase i n the m o n e y supply. T h e use o f deposits at the Cen t ra l B a n k is, o f course, 
an in jec t ion o f h i g h - p o w e r e d m o n e y . 

I f the Federal Reserve System sells U S governments o u t o f their p o r t f o l i o 
and fo r e ign central banks are again purchasers such a transaction w i l l have the 
necessary i m p a c t o f an equivalent open-marke t opera t ion b y the Federal Reserve 
n a m e l y to reduce b o t h deposits and to ta l bank reserves. Th i s assumes that deposits 
i n the b a n k i n g system are used; w h e n fo re ign central banks reduce their deposits 
at the Federal Reserve i n order t o purchase these securities, the b a n k i n g system 
w i l l n o t be inf luenced d i rec t ly b y such transactions. 

A purchase o f g o v e r n m e n t securities b y fo r e ign central banks d i rec t ly f r o m the 
U S Treasury results i n a r educ t ion o f fo re ign-he ld deposits and an increase i n the 
tax and loan accounts o f the Treasury i n c o m m e r c i a l banks. T o t a l reserves o f the 
b a n k i n g system w i l l n o t change; the p r i va t e ly he ld m o n e y supply m a y go up , 
h o w e v e r , as the Treasury u l t i m a t e l y disburses these funds. 

C h a n g i n g o u r assumptions to sales o f U S g o v e r n m e n t securities b y fo r e ign 
central banks, i f p r iva te ind iv idua l s b u y t h e m , demand deposits o w n e d b y 
Amer icans i n banks w i l l decline as they are transferred t o the account of, say, the 
B a n k o f E n g l a n d b u t the to ta l cash pos i t ion o f the banks w i l l n o t change. W h e r e 
purchases are made b y the banks and the banks have excess reserves the end result 
w i l l be an increase i n t o t a l bank d e m a n d deposits; an absence o f excess reserves 
w o u l d entai l n o increase i n demand deposits as banks reduce, say, the i r loans to 
purchase securities f r o m fo re ign central banks. 

A sale o f fo re ign -he ld securities t o the Federal Reserve system w o u l d increase 
to t a l bank reserves i f fo re ign central banks increase deposits i n the banks. A 
preference o n thei r pa r t f o r deposits i n the Federal Reserve precludes any increase 
i n the l i q u i d i t y o f the banks. I f , h o w e v e r , f o r e i g n central banks at some future 
t i m e sell these deposits, accumulated at the Federal Reserve, to the i r nationals fo r 
the purchase o f A m e r i c a n goods and services to ta l bank reserves and deposits w i l l 
increase. 

I n s u m m a r y , the i m p a c t o n the reserve base o f the b a n k i n g system w i l l be greater 
the m o r e i n v o l v e d the Federal Reserve is i n ' purchases f r o m o r sales t o f o r e i g n 
central banks. W h e r e ind iv idua l s are i n v o l v e d the reserves o f the banks do n o t 
change as fo r e ign central banks transfer the i r deposits to ind iv idua l s o r vice versa. 
T h e i n v o l v e m e n t o f banks as sellers o f securities t o fo re ign central banks leads to 



n o change i n to ta l bank reserves a l t h o u g h deposits d o fa l l at least i n i t i a l l y ; i f the 
banks b u y securities again the cash pos i t i on o f the banks does n o t change a l t h o u g h 
the a m o u n t o f demand deposits m a y increase i f the banks have excess reserves. 

A s i n any m o d e l , qualif ications m a y be i n t roduced . T h o u g h f o r e i g n central 
banks do n o t increase the to ta l cash pos i t i on o f the b a n k i n g system b y sel l ing 
securities t o banks o r ind iv idua l s , t hey m a y change the v o l u m e o f excess reserves 
b y a l te r ing the c o m p o s i t i o n o f deposits as be tween demand and t i m e . Th i s f o l l o w s 
f r o m the l o w e r reserve r equ i r emen t applicable t o t i m e deposits. T h u s a s w i t c h 
f r o m demand t o t i m e deposits b y increasing excess reserves also increases the 
po ten t i a l f o r an increase i n bank credi t and m o n e y . A l s o , t h o u g h the purchase 
of, say, treasury bi l ls b y fo r e ign central banks m a y i n v o l v e n o change i n the 
ava i l ab i l i ty o f bank reserves i t m a y increase the y i e l d o n such securities. T h i r d l y , 
i t is n o t clear that a g i v e n ava i lab i l i ty o f l i q u i d i t y i n the b a n k i n g system is a ma t t e r 
o f indifference as to the f u n c t i o n i n g o f the b a n k i n g system o r the react ion o f the 
Federal Reserve regardless o f the ownersh ip o f such l i q u i d i t y . A n increase i n the 
fo r e ign ownersh ip o f deposits m a y e l ic i t one react ion f r o m the central bank as 
c o m p a r e d to a s i tuat ion w h e r e deposits are h e l d b y domestics o r m a y e l ic i t qu i te 
different reactions depending o n the c o n d i t i o n o f the balance o f payments . 

Implications for Monetary Policy 
W h a t e v e r the causes o f A m e r i c a n balance o f payments deficits w h i c h l ed to 

the accumula t ion o f g o v e r n m e n t securities b y f o r e i g n central banks, this stock o f 
fo re ign -he ld securities has influenced and cer ta in ly w i l l con t inue to influence the 
course o f U S m o n e t a r y p o l i c y . T h i s is i n sharp contrast t o the years w h e n f o r e i g n -
h e l d p u b l i c debt was a smal l percentage o f the t o t a l and the m a i n concern was 
w i t h the b u r d e n o f an ex te rna l ly -he ld debt . 

I n essence the data s h o w an acceleration i n the purchases o f treasury bi l ls and 
certificates b y fo r e ign official ins t i tu t ions i n late 1970 and early 1971. F r o m a peak 
o f 24-7 b i l l i o n i n M a y 1971 official ho ld ings o f bi l ls fe l l b y m o r e than 5 b i l l i o n i n 
the n e x t t w o m o n t h s preceding the A u g u s t 1971 crisis. D u r i n g A u g u s t , f o r e i g n 
central banks again began t o purchase s h o r t - t e r m treasury securities, w i t h ho ld ings 
g r o w i n g b y a lmost e igh t b i l l i o n dollars be tween A u g u s t 1971 and M a r c h 1972. 
T h e t r end i n fo r e ign central bank ho ld ings o f bi l ls d u r i n g the rest o f 1972 was 
d o w n w a r d as they l i qu ida t ed bi l ls . W i t h the in te rna t iona l m o n e t a r y crisis o f early 
1973, official ho ld ings again rose (cf. char t I ) . 

I n the l o n g - t e r m marke t , f o r e ign central banks w e r e n o t v e r y active u n t i l the 
early s u m m e r o f 1971. S ta r t ing i n June 1971 f o r e ign central banks increased 
ho ld ings o f U S Treasury bonds and notes i n every m o n t h t h r o u g h the rest o f 
1971,1972 and i n t o the spr ing o f 1973. T h e same .generalisation holds w i t h respect 
to fo r e ign official purchases o f non-marke tab le securities issued b y the Treasury ; 
official ho ld ings o f this type o f securi ty showed a d is t inc t u p w a r d t rend , w i t h 
l i t t l e o f the fluctuations evident i n f o r e i g n official ho ld ings o f treasury bi l ls 
(cf. Tables 2 and 3). 
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T h e accumula t ion o f U S g o v e r n m e n t debt b y fo r e ign central banks and the i r 
activit ies i n securities markets resulted i n a m a r k e d increase i n the percentage o f 
fo re ign-he ld U S pub l i c debt ; this ra t io rose f r o m 3 per cent i n 1969 t o 22 per 
cent i n 1972. 1 T h e dollars used b y fo r e ign central banks (acquired as a result o f 
the i r i n t e r v e n t i o n i n fo r e ign exchange markets) he lped finance treasury deficits 
b y acqu i r ing securities d i rec t ly f r o m the U S Treasury. T h e y also w e r e used t o 
purchase securities d i r ec t l y f r o m ind iv idua l s ; i n 1971 p r iva t e ind iv idua l s sold 
some $10 b i l l i o n i n securities t o fo re ign central banks . 2 

T h e i m p a c t o f dealings b y f o r e i g n central banks i n the g o v e r n m e n t securities 
m a r k e t was obv ious ly n o t e d b y the Federal Reserve system and the impl ica t ions 
o f the i r a c t i v i t y analysed i n the deliberations o f the open-marke t c o m m i t t e e . A t 
the m e e t i n g o f June 29, 1971 i t was n o t e d tha t sho r t - t e rm rates were subject to 
pressure f r o m actual o r po ten t ia l sales o f fo re ign central banks . 3 A p p r o x i m a t e l y 
one m o n t h later, b i l l rates were c i ted as h a v i n g risen p a r t l y as a result o f sales b y 
f o r e i g n official accounts . 4 

F o l l o w i n g the announcement o f the N e w E c o n o m i c P o l i c y o n A u g u s t 15, 1971, 
the influence o f f o r e ign central banks con t inued to be fe l t i n terms o f h e l p i n g to 
reduce b i l l rates. I n the mee t i ng o f O c t o b e r 19, 1971, i t was n o t e d tha t b i l l rates 
had fal len b y some 70 basis poin ts since A u g u s t 15 as a result o f fo re ign d e m a n d . 5 

I n the N o v e m b e r 16, 1971 mee t i ng pressure o n b i l l rates was seen as resul t ing 
f r o m the reduced supply ( o f bills) traceable t o f o r e i g n purchases. 6 

Q u i t e l og i ca l l y the Federal Reserve expressed concern over fo r e ign official 
purchases o f b i l l s , the d o w n w a r d pressure o n b i l l rates and the adverse effect such 
pressure w o u l d have o n the balance o f payments . I n the June 19-20,1972 mee t i ng 
i t was decided tha t the Federal Reserve i n p r o v i d i n g reserves shou ld n o t b u y bi l ls 
( w h i c h w o u l d reduce yields) and tha t f o r e ign demand f o r bi l ls should be m e t 
f r o m the system's p o r t f o l i o . 7 T o the extent tha t such sales m i g h t have undesirable 
effects, reserve needs should be m e t b y o ther means. T h e nature o f these means 
was n o t spelled ou t . 

O t h e r instances can be used t o i l lustrate the significance o n Federal Reserve 
t h i n k i n g o f f o r e ign central bank activities i n the g o v e r n m e n t securities marke t . 
I n the J u l y 18, 1972 m e e t i n g the open-marke t c o m m i t t e e saw b i l l rates n o t r i s ing 

1. International Letter, Federal Reserve Bank o f Chicago, N o v . 9, 1973. 
2. T h o u g h the emphasis o f this study is on foreign central bank holdings o f U S governments, 

there were also private, foreign purchases (and sales) though on a much smaller scale. D u r i n g 
1971, for example, sales by foreigners (other than foreign official institutions) o f l ong t e r m securities 
amounted to 79 m i l l i o n ; du r ing 1972 they purchased 21 m i l l i o n i n long- t e rm governments. 
Foreign banks typical ly have not held much i n U S Treasury bi l ls ; between A p r i l and June 1971 
they d i d increase purchases by some 1*5 b i l l i on . I n the next several months they l iquidated pract i
cally al l o f their holdings. 

3. Annual Report, Board o f Governors 1971, p . 158. 
4. Ibid. p . 164. 
5. Annual Report, Board o f Governors 1971, p . 186, 
6. Ibid. p . 192. 
7. Annual Report, Board o f Governors 1972, p . 156. 



as o ther rates pa r t l y i n an t i c ipa t ion o f f o r e i g n official purchases. T h e y also c o n 
fessed t o p r o v i d i n g reserves ( in the previous m o n t h ) i n such a w a y as t o m i n i m i s e 
fur ther declines i n b i l l rates w h i c h w e r e associated w i t h f o r e i g n official purchases. 8 

T h o u g h the open-marke t c o m m i t t e e d i d refer t o fo r e ign central bank activit ies 
and ava i l ab i l i t y o f bank reserves, mos t emphasis seems t o have been placed o n the 
d i rec t i m p a c t o f fo r e ign purchases o r sales o n interest rates. Fore ign purchases 
w e r e seen as l o w e r i n g yields, f o r e i g n sales as rais ing yields. T o the extent tha t 
maintenance o f b i l l rates at a level compat ib le w i t h external e q u i l i b r i u m was an 
objec t ive o f m o n e t a r y p o l i c y d u r i n g 1971 and 1972, d o w n w a r d pressure o n b i l l 
rates exerted b y fo r e ign official purchases w o u l d appear t o have reduced the 
effectiveness o f m o n e t a r y p o l i c y relat ive to the a t ta inment o f the i r ob jec t ive . 9 

A l o n g the same lines, i f official purchases o f marketable l o n g - t e r m securities 
d u r i n g 1972 and early 1973 he lped keep l o n g - t e r m interest rates d o w n , this m a y 
have been i ncompa t ib l e w i t h appropr ia te contracycl ical m o n e t a r y p o l i c y i n tha t 
phase o f the business cycle . T h a t is to say, since the e c o n o m y n o r m a l l y experiences 
r i s ing interest rates i n the prosper i ty phase o f the cycle, res t raining the rise o f 
long-rates reduced thei r stabil ising effect. 

T h e purchases o f l o n g - t e r m securities b y fo re ign central banks d u r i n g late 1971 
t h r o u g h 1972 and i n t o the spr ing o f 1973 is seen as restraining increases i n interest 
rates at the l o n g end o f the s t r u c t u r e 1 0 and t o tha t extent restraining the effectiveness 
o f mone ta ry p o l i c y . T h i s is n o t t o say tha t the Federal Reserve c o u l d n o t have 
conduc ted open-marke t operations i n bonds so as to p u t u p w a r d pressure o n 
rates i f they so desired. O n the basis o f p o l i c y statements b y Cen t ra l B a n k i n g 
authori t ies i t appears, h o w e v e r , that they w e l c o m e d a id i n restraining u p w a r d 
pressure o n l o n g rates w i t h the latter seen as in te r fe r ing w i t h recovery f r o m 
recession. T h u s A r t h u r Burns , tes t i fying before the J o i n t E c o n o m i c C o m m i t t e e , 
said: 

I also want to br ing to your attention a policy statement that we issued w h i c h is 
helping to nudge interest rates d o w n , particularly i n the case o f the more sticky 
types o f mortgage and consumer loans. 1 1 

T h i s a t t i tude t o w a r d interest rates, o n the par t o f the Federal Reserve is vu lne r - , 
able t o c r i t i c i sm. A l m o s t t w o years after the t r o u g h o f the 1969-70 business cycle 
reached i n the t h i r d quarter o f 1970, l o n g - t e r m rates o n g o v e r n m e n t bonds w e r e 
some 100 basis poin ts l o w e r . 1 2 Fo re ign central banks b y purchasing g o v e r n m e n t 
bonds c o n t r i b u t e d to the maintenance o f these a r t i f i c ia l ly l o w rates, w h i c h c o u l d 

8. Ibid. pp . 158—160. 
9. The extent to w h i c h b i l l rates declined may be seen i n the rate on 3 m o n t h bills for January 

1970 o f T 13 per cent, as compared t o 4-44 per cent one year later and 3-38 per cent i n M a r c h o f 1971. 
10. Federal Reserve Bulletin, June 1973, p. 440. 
11.1972 Economic Report of the President, Hearings Before the Joint Economic Committee, Feb. 1972, 

p- 213-
12. The attitude o f the Counc i l o f Economic Advisors was i n l ine w i t h this po l icy as evidenced 

b y Herbert Stein's statement concerning the desirability o f restraining upward pressure on 
interest rates. Wall Street Journal, October 13, 1971. 



n o t be ju s t i f i ed o n the basis o f experience i n past business cyc l e s 1 3 n o r o n the basis 
o f an t i - in f la t ionary contracycl ica l m o n e t a r y p o l i c y . 

T h e use o f fo re ign h e l d funds i n the g o v e r n m e n t securities m a r k e t has been seen 
t o have created p rob lems fo r m o n e t a r y p o l i c y b y causing a pa t te rn o f rates tha t 
d i d n o t con t r ibu t e to the efficiency o f m o n e t a r y management . I t m a y be asked, 
h o w e v e r , i f the existence o f these large ho ld ings o f g o v e r n m e n t securities b y 
fo re ign central banks create o ther po ten t i a l p rob lems f o r the Federal Reserve. 

Since the Federal Reserve has a t t empted i n the past t o m i n i m i s e ins tab i l i ty i n 
the m o n e y marke t , i t w o u l d appear that the actions o f fo r e ign central banks add 
s t i l l another set o f variables to be reckoned w i t h b y the Federal Reserve. M a n y 
studies o f Cen t r a l B a n k p o l i c y i n the U S emphasise tha t the Federal Reserve 
conducts open -marke t operations p r i m a r i l y i n a defensive manner to offset those 
factors tha t w o u l d t end to p u t pressure o n the m o n e y marke t . I n a m o r e concrete 
manner i f such i tems as f loat , cur rency i n c i rcu la t ion , Treasury deposits etc, are 
behav ing so as to reduce bank reserves the Federal Reserve w o u l d b u y governments 
so as to supply reserves to the b a n k i n g s y s t e m . 1 4 W i t h f o r e i g n central banks i n 
a pos i t ion t o , say, sell securities and i n effect conduc t open-marke t operations o f 
the i r o w n , the Federal Reserve mus t o f necessity take such ac t ion i n t o account i n 
d e t e r m i n i n g overa l l reserve ava i lab i l i ty . Since a l l o f the m a r k e t factors affecting 
bank reserves can o n l y be estimated w i t h a s ignif icant m a r g i n o f error , the 
activit ies o f fo r e ign central banks i n the m o n e y and securities m a r k e t v ia b u y i n g 
o r sel l ing securities w o u l d appear t o w i d e n this m a r g i n . 1 5 

Conce ivab ly the task o f the Federal Reserve i n r egu la t ing bank reserves c o u l d 
be made m o r e d i f f icu l t b y the fact that the need, say, o f fo r e ign central banks t o 
l iqu ida te securities m a y n o t coincide w i t h the needs o f the m o n e y m a r k e t f o r 
l i q u i d i t y . There is n o , a priori, reason t o suppose tha t f o r e ign central bank sales o f 
securities w i l l be consistent w i t h the Federal Reserve's p o l i c y o n interest rates o r 
w i t h the desire o f the A m e r i c a n Cen t r a l bank to p r o v i d e reserves. Assuming , le t 
us say, tha t the phases o f the business cycle do n o t coincide as be tween the U S 
and o ther economies then fo r e ign central banks m a y be sell ing securities t o help 
f i n a n c e an external def ic i t at the same t i m e tha t the m o n e t a r y authori t ies i n the 
U S are a t t e m p t i n g t o p reven t a rise i n interest rates w h i c h m i g h t abo r t a recovery . 
I n t e r v e n t i o n i n the m a r k e t b y the Federal Reserve t o p revent this rise c o u l d result 
i n excessive and undesired creat ion o f reserves. 

13.111 b o t h the 1954 and 1958 recoveries l ong - t e rm yields increased. Thus, one year after the 
t r o u g h o f Augus t 1954, l ong - t e rm bonds were y ie ld ing some 47 basis points more . I n A p r i l 1959, 
the y ie ld on l o n g - t e r m bonds was 4-01 per cent as compared to 3-12 per cent one year earlier. 
A p p r o x i m a t e l y the same relationship held i n the year f o l l o w i n g the February 1961 t rough . Business 
Conditions Digest, February, 1973. 

14. I n the first h a l f o f 1973 the Federal Reserve bought some 4*2 b i l l i o n i n bills ma in ly f r o m 
foreign central banks so as to offset an increase i n treasury balances at the Federal Reserve, w h i c h 
reduced reserves. Commentary on Credit, So lomon Brothers, Ju ly 20, 1973, p . 4. 

15. I t is estimated that deviations o f actual f r o m projected market factors affecting reserves 
average some 250 m i l l i o n dollars. "Mone t a ry Aggregate and Federal Reserve Open-Marke t 
Operations", Monthly Review, Federal Reserve Bank o f N e w Y o r k , A p r i l 1971, p . 82. 



H o l d i n g s o f treasury securities b y fo r e ign central banks m a y create o ther 
p rob l ems fo r the Federal Reserve. I f foreigners shift ho ld ings f r o m l o n g - t e r m t o 
s h o r t - t e r m issues, this w o u l d influence debt management policies w i t h the 
Treasury h a v i n g to c o m e m o r e of ten t o the m a r k e t f o r f inanc ing . A l s o i t w o u l d 
influence m o n e t a r y p o l i c y i n terms o f h a v i n g to ma in t a in a posture o f even-keel 
m o r e of ten . T h i s m a y mean a pa t te rn o f open-marke t operations m u c h m o r e 
defensive i n nature than w o u l d o therwise have been the case. T h e Federal Reserve 
c o u l d have a l l o w e d m a r k e t factors absorbing reserves to have t ightened the m o n e y 
m a r k e t ; faced, h o w e v e r , w i t h the need to m a i n t a i n even-keel m o r e often, defensive 
o p e n - m a r k e t operat ions m i g h t be m o r e aggressive i n offsett ing forces reduc ing 
bank reserves. 

Fo re ign operations i n the l o n g - t e r m sector o f the g o v e r n m e n t securit ies 'market 
m a y n o t o n l y , as has already been discussed, alter the pa t te rn o f interest rates b u t 
m a y also force a change i n the modus operandi o f open-marke t operations re la t ive 
t o the markets i n w h i c h securities are b o u g h t and sold. T h o u g h the Federal Reserve 
concentrates open -marke t operations p r e d o m i n a n t l y i n the b i l l m a r k e t (bills o n l y 
has l o n g been abandoned) a d i s t o r t i o n o f the structure o f rates b y fo re ign purchases 
o f l o n g - t e r m securities m i g h t induce the Federal Reserve to alter the i r operations 
i n f avour o f the l o n g - t e r m par t o f the marke t . I t is n o t clear, howeve r , tha t 
increased a c t i v i t y b y the Federal Reserve i n the m a r k e t f o r l o n g - t e r m securities 
w o u l d con t r ibu t e to the p rope r f u n c t i o n i n g and efficiency o f the marke t fo r 
g o v e r n m e n t securities. 

T h e increased impor t ance o f fo r e ign central banks i n the g o v e r n m e n t securities 
markets m a y also create technical p rob lems fo r the Federal Reserve i n m o n e t a r y 
management . Since open-marke t operations are the mos t i m p o r t a n t t o o l o f 
p o l i c y , b o t h the size and c o m p o s i t i o n o f the Federal Reserve's p o r t f o l i o o f 
securities are i m p o r t a n t . I f f o r e ign central banks decide to sell securities, the 
Federal Reserve faces n o constraint i n b e i n g able to b u y t h e m . 1 6 T h e ab i l i t y o f the 
Cen t r a l B a n k to b u y g o v e r n m e n t securities as a means o f in jec t ing reserves i n t o 
the b a n k i n g system is constrained, h o w e v e r , i f fo re ign purchases have depleted 
the inventor ies o f dealers. The re is some evidence that this has indeed happened . 1 7 

T h o u g h some o f the p rob lems associated w i t h fo r e ign ho ld ings o f g o v e r n m e n t 
securities have been discussed i t is n o t clear that the i r management always 
frustrates m o n e t a r y p o l i c y . T o the extent tha t f o r e ign inves tment d u r i n g 1972 
o f $4*3 b i l l i o n i n marketable and $3-8 b i l l i o n i n non-marke tab le issues helped 
mee t i ng m o r e than h a l f o f the Treasury's b o r r o w i n g 1 8 needs, i t m i g h t have 
obv ia t ed the necessity o f h a v i n g the Treasury b o r r o w d i rec t ly f r o m the Federal 
Reserve w h i c h w o u l d have fur ther increased reserve ava i lab i l i ty and enhanced the 
in f la t ionary po ten t ia l . T h e purchases o f about $10 b i l l i o n i n marketable g o v e r n 
m e n t securities b y foreigners f r o m pr iva te ind iv idua l s d u r i n g 1971 was cer ta inly 
preferable t o a s i tuat ion i n v o l v i n g the i r purchase b y b a n k i n g system o r worse ye t 

16. A t one t ime a constraint d i d exist i n terms ofthe Federal Reserve's holdings o f go ld certificates. 
17- 1973 Economic Report of the President, Hearings Before the Joint Economic Committee, p. 430. 
18. Annnal Report, Board o f Governors 1972, p. 55. 



the Cen t ra l B a n k w i t h the latter situations i n v o l v i n g the monet i sa t ion o f such 
debt . T h i s , o f course, neglects the interest-rate aspects o f these purchases b y 
fo r e ign central banks w h i c h m a y induce a pa t te rn o f rates unacceptable to the 
m o n e t a r y au tho r i t i e s . 1 9 

T h e existence o f such a large stock o f g o v e r n m e n t securities he ld b y f o r e i g n -
central banks has o ther interest ing aspects fo r m o n e t a r y p o l i c y . W o u l d the 
p rob lems fo r m o n e t a r y p o l i c y be any different i f the dollars earned t h r o u g h o u r 
balance o f payments deficits had been invested i n the stock o r corporate b o n d 
m a r k e t ; Since o n l y a small pa r t d i d go i n t o these markets , w e can o n l y speculate 
o n w h a t the Fed's ro le w o u l d b e . 2 0 A massive i n f l o w o f these funds i n t o , say, the 
corporate b o n d m a r k e t w o u l d have had the immed ia t e i m p a c t o f r educ ing yields 
and conceivably a m o r e d i rec t favourable influence o n domest ic inves tment , w h i c h 
at least i n 1972 w o u l d have served t o frustrate m o n e t a r y p o l i c y b y n o t exe r t i ng 
the restraining influence o f h ighe r interest rates. I f , o n the o ther hand , securities 
i n the hands o f foreigners are v i e w e d as a po ten t ia l source o f ins tab i l i ty f o r m o n e y 
and capital markets , w o u l d the po ten t ia l ins tab i l i ty be lessened i f f o r e ign central 
banks had b o u g h t corporate rather than g o v e r n m e n t bonds? A s s u m i n g tha t 
fo re ign officials w o u l d b r i n g o f f a mass l i q u i d a t i o n , i t is d i f f icu l t t o see the Federal 
Reserve abandoning the m a r k e t and a l l o w i n g a f inancial panic to develop. 
Gran ted tha t f o r e i g n central banks c o u l d l iqu ida te debt , w h e t h e r pr iva te o r 
gove rnmen ta l , the ro le o f the Cent ra l B a n k i n assuring the l i q u i d i t y o f the 
b a n k i n g system w o u l d n o t appear t o be any different. Indeed, the po ten t ia l 
ins tab i l i ty o f g o v e r n m e n t debt exists even i f Amer icans h o l d the debt, w i t h the 
ro le o f the Federal Reserve as a lender o f last resort clearly delineated i n some 
p e r i o d o f crisis. 

I f w e can assume tha t m o n e t a r y p o l i c y has even a m i n i m a l effect o n the 
wi l l ingness o f investors t o h o l d o n to securities b y w a y o f its i m p a c t o n capital 
values can w e also assume tha t f o r e ign central banks w i l l be inf luenced and i n the 
desired direct ion? M o r e specifically and w i t h o u t a t t e m p t i n g to resurrect the 
A v a i l a b i l i t y D o c t r i n e , i f capital losses deter p r iva te investors f r o m sell ing g o v e r n 
m e n t securities w i l l i t have the same effect o n fo r e ign central banks w h o are n o t 
as prof i t -or ien ted? I f n o t , then some o f the effectiveness o f m o n e t a r y p o l i c y 
t h o u g h marg ina l , m a y be lost. 

G i v e n the parameters o f the s i tuat ion w i t h a huge balance o f payments def ic i t 
and its counterpar t the accumula t ion i n the f o r m o f g o v e r n m e n t securities, f o r e i g n 
central banks m i g h t have reduced the p rob lems o f m o n e t a r y management b y 

19. The Treasury indicates that the overhang o f foreign-held securities influenced the t i m i n g o f 
its b o r r o w i n g i n 1972. T o reassure the market against any sudden demand for cash i f foreign 
central banks l iquidated securities, the Treasury advanced its o w n cash b o r r o w i n g in to December 
(rather than N o v e m b e r 1972). 1972 Report of the Secretary of the Treasury, p . 23. 

20. N e t purchases o f U S corporate stock b y foreigners amounted to but 1-672 b i l l i on i n 1971 
and 3-316 b i l l i o n i n 1972; for corporate bonds the figures were -68 b i l l i o n i n 1971 and 1-824 b i l l i o n 
i n 1972. These were obviously bu t a fraction o f the purchases o f governments. Federal Reserve 
Bulletin, June 1973, pp . 84-85. 



a l te r ing the pa t te rn o f the i r purchases. Purchases o f Treasury bonds i n 1971 ( i n 
contrast to the substantial inves tment i n bills) w o u l d have reduced d o w n w a r d 
pressure o n b i l l rates w i t h its c o n c o m i t a n t destabilising influence o n the Balance 
o f Payments . O n the o ther hand , heavy purchases o f bi l ls (rather than bonds) 
d u r i n g 1972 and early 1973, mee t i ng w i t h the pressure o f expand ing economic 
a c t i v i t y , m i g h t n o t have c o n t r i b u t e d as m u c h to r educ ing b i l l rates and also, n o t 
in t e r f e r ing w i t h the stabilising influence o f r i s ing l o n g - t e r m interest rates i n the 
prosper i ty phase o f the business cycle . W h e t h e r the pa t te rn o f purchases o p t i m a l 
f r o m the v i e w p o i n t o f effective m o n e t a r y p o l i c y w o u l d be consistent w i t h the 
needs o f fo r e ign official ins t i tu t ions is a m o o t question. 

T h e assurances o f the Federal Reserve tha t f o r e ign central bank ho ld ings o f 
U S governments pose mere t rans i tory p r o b l e m s 2 1 i n terms o f the m o n e y marke t , 
are n o t bo rne o u t b y the realities o f the s i tuat ion. F o r one, they have a d m i t t e d tha t 
f o r e i g n purchases have caused dis tor t ions i n the pa t te rn o f interest rates especially 
i n the l i g h t o f the preference displayed b y fo re ign central banks fo r bi l ls . Th i s 
d i s t o r t i o n has impl ica t ions n o t o n l y f o r the balance o f payments b u t also f o r the 
attractiveness o f savings and l o n g - t e r m investment . Thus , the w i d e different ia l 
be tween shor t and l o n g rates i n 1971 has been c i ted as increasing the attractiveness 
o f t i m e and savings accounts, i n t u r n in f luenc ing spending o n c o n s t r u c t i o n . 2 2 

Secondly, there is ample evidence tha t the Federal Reserve has been inf luenced 
b y the actions o f fo r e ign central banks. Instances have already been g i v e n o f 
p o l i c y decisions made b y the Fed as an offset t o the activities o f fo re ign central 
banks. These inc lude the s u p p l y i n g o f reserves b y means o the r than the purchase 
o f b i l l s , and the con t rac t ing o f repurchase agreements as a means o f s u p p l y i n g 
reserves t e m p o r a r i l y so as to be able to purchase securities f r o m fo re ign central 
banks i n the w a k e o f the ant icipated r e f l o w o f funds f o l l o w i n g the Smithsonian 
ag reement . 2 3 T h u s . i t does n o t appear reasonable t o v i e w fo re ign central bank 
ho ld ings o f U S g o v e r n m e n t securities as a mere t rans i tory p r o b l e m . T h e v e r y 
activit ies o f the Federal Reserve are at variance w i t h this v i e w . 

Fore ign ho ld ings o f U S g o v e r n m e n t securities have been treated as t o the i r 
i m p a c t o n m o n e t a r y p o l i c y . I t is clear, h o w e v e r , that they present p rob lems f o r 
b o t h debt management and the r e f o r m o f the in te rna t iona l m o n e t a r y system. For 
debt management since so m u c h is i n the f o r m o f l i q u i d sho r t - t e rm securities; 
f o r in te rna t iona l m o n e t a r y r e f o r m since a decrease i n the demand f o r U S g o v e r n 
m e n t securities m a y coinc ide w i t h a decrease i n the demand f o r dollars. I f w e can 
assume tha t f o r e i g n central banks are responsible e n o u g h to a v o i d a mass l i q u i d a 
t i o n o f U S g o v e r n m e n t securities, the task o f b o t h the Federal Reserve and the 
Treasury w o u l d be eased i n d i rec t p r o p o r t i o n t o the m o v e m e n t o f fo r e ign 
ho ld ings i n t o l o n g e r - t e r m and better y e t i n t o non-marke tab le securities. A subsidy 
t o f o r e ign central banks, ei ther i n the f o r m o f reduced taxes o n interest i n c o m e 

21.1973 Economic Report of the President, Hearings on the Economic Report, p . 431. 
22. Annual Report, Board o f Governors 1971, p . 44. 
23. Ibid. p . 117. 
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o r perhaps h ighe r interest ra tes , 2 4 c o u l d be j u s t i f i ed i f i t c o n t r i b u t e d to the i m 
mob i l i s a t i on o f such funds. T h i s assumes, o f course, tha t f o r e ign central banks 
see i t as be ing i n the i r o w n self-interest t o reduce the l i q u i d i t y o f the i r ho ld ings . 

E v e n i f such a freezing o f fo r e ign ho ld ings o f governments w e r e n o t feasible, 
the task o f m o n e t a r y p o l i c y does n o t seem t o be insurmountab le . I t is h a r d l y 
l i k e l y tha t the A m e r i c a n balance o f payments w i l l s h o w surpluses o f the same 
order as the deficits tha t l ed t o the accumula t ion . As the do l la r does strengthen 
i n w o r l d markets , f o r e ign central banks w i l l be expected t o l iqu ida te some o f 
the i r security h o l d i n g s . 2 5 T o the extent tha t b o t h the s t rengthening and l i q u i d a t i o n 
are o r d e r l y , t hey need present n o great p rob lems t o the Federal Reserve. 

Patterns of Security Holdings among Nations 
T h e ove ra l l accumula t ion o f securi ty ho ld ings b y fo r e ign central banks hides 

signif icant differences a m o n g t h e m i n the patterns o f securities he ld . T h e Germans 
have displayed a preference f o r U S Treasury bi l ls and l o n g e r - t e r m non-marke tab le 
bonds ; the i r ho ld ings o f marketable notes and bonds have been smal l . B e t w e e n 
January o f 1970 and 1971 off icial G e r m a n ho ld ings o f treasury bi l ls j u m p e d f r o m 
983 m i l l i o n t o 6*869 b i l l i o n ; they he ld b u t one m i l l i o n dollars i n marketable bonds. 
D u r i n g the first five m o n t h s o f 1971, ho ld ings o f bi l ls increased to 11*585 b i l l i o n ; 
f r o m tha t t i m e , h o w e v e r , they l iqu ida ted treasury bi l ls as m a y be seen f r o m thei r 
ho ld ings o f b u t 4-4 b i l l i o n i n January 1973. W i t h the i n f l o w o f dollars i n t o 
G e r m a n y d u r i n g the w i n t e r o f 1973, the Deutsche-Bundesbank accumulated some 
7-6 b i l l i o n i n bi l ls i n M a r c h and A p r i l o f 1973. T h o u g h G e r m a n ho ld ings o f bi l ls 
we re dec l in ing t h r o u g h late 1971 and d u r i n g 1972, t hey d i d increase purchases o f 
special treasury issues o f non-marke tab le notes and bonds ; these bonds d e n o m i n 
ated i n dollars j u m p e d f r o m 3-0 b i l l i o n i n M a y o f 1971 t o w e l l ove r $11 b i l l i o n 
b y the end o f 1972. T h e Germans had he ld non-marke tab le treasury issues 
denomina ted i n D - M a r k s t h r o u g h the 1960s; at n o t i m e , howeve r , d i d the i r 
ho ld ings exceed one b i l l i o n dollars (cf. Tab le 4). 

Off ic ia l Japanese ho ld ings o f treasury bi l ls have also displayed a r i s ing t rend , 
s imi lar to that o f the Germans, w i t h the difference that the Japanese d i d n o t 
l iqu ida te bi l ls d u r i n g the second h a l f o f 1971 and i n t o 1972 as d i d the Germans. 
T h e i r ho ld ings o f bi l ls increased b y some 9-2 b i l l i o n i n 1971. B y the end o f 1972 
there was l i t t l e change. D u r i n g the crisis o f early 1973, howeve r , the Japanese 
d i d sell some 3-8 b i l l i o n o f treasury bi l ls . I n contrast to the Germans, the Japanese 
purchased a large a m o u n t o f marketable bonds and notes; the i r ho ld ings rose 
f r o m b u t 61 m i l l i o n i n January 1971 t o 2'0 b i l l i o n i n January 1972 and 4*8 b i l l i o n 
a year later. 

24. Senator Proxmire , chairman o f the Joint Economic Commi t t ee , has inquired as to the possi
b i l i t y o f a m o r a t o r i u m on taxes payable by foreign central banks on their holdings o f governments. 
1973 Economic Report of the President, Hearings Before the Joint Economic Committee, p . 423. 

25. I n recent months, instances have been recorded o f the interaction o f foreign exchange and 
securities markets. W i t h the uncertainties o f the o i l crisis, the Japanese have l iquidated treasury 
bills pushing b i l l rates up . Wall Street Journal, November 5, 1973. 



O f the m a j o r indus t r i a l nations, Canada invested m o r e o n a p ropor t i ona t e basis 
o f its do l la r ho ld ings i n non-marke tab le U S g o v e r n m e n t notes and bonds. I t 
increased its ho ld ings o f treasury bi l ls d u r i n g 1971 and 1972 t hen l i q u i d a t i n g some 
$300 m i l l i o n i n late 1972 and early 1973. H o l d i n g s o f marketable notes and bonds 
w e r e also reduced b y some 100 m i l l i o n d u r i n g 1970 and 1971 b u t then rose r a p i d l y 
i n the lat ter m o n t h s o f 1972 and early 1973. T h e impor t ance o f non-marke tab le 
securities (denomina ted i n dollars) m a y be seen i n the some 2*6 b i l l i o n he ld i n 1971 
and 2-8 b i l l i o n h e l d i n 1972. T h i s was greater than thei r c o m b i n e d to ta l o f m a r k e t 
able issues o f bi l l s , notes and bonds. 

T h e behav iour o f the U n i t e d K i n g d o m i n the management o f U S g o v e r n m e n t 
securities reflected the g r o w t h and then decline i n the i r off icial reserves and also 
a m a r k e d preference fo r treasury bi l ls . T h e B r i t i s h official ho ld ings o f treasury 
bi l ls increased t h r o u g h 1971 t i l l A u g u s t o f tha t year. A f t e r l i q u i d a t i n g some 
500 m i l l i o n be tween A u g u s t and September 1971, they again began b u y i n g bi l ls 
i n N o v e m b e r w i t h the i r ho ld ings increasing t o 6-3 b i l l i o n b y M a r c h 1972. Since 
tha t peak, h o w e v e r , official ho ld ings decl ined some 3-0 b i l l i o n b y the end o f 1972. 
T h o u g h the U n i t e d K i n g d o m d i d b u y 300 m i l l i o n i n bi l ls d u r i n g the crisis o f 
early 1973, the i r ho ld ings w e r e s t i l l w e l l b e l o w those o f a year earlier. T h e 
l i q u i d a t i o n o f bi l ls d u r i n g 1972 was related t o the balance o f payments difficulties 
o f the U n i t e d K i n g d o m d u r i n g this pe r iod . As t o ho ld ings o f o ther securities the 

T A B L E I : Holdings of Treasury bills by country, 1969-73, at three-month intervals 
(in millions of dollars) 

Germany Japan Canada France UK Italy Switzerland 

1969 June 1,166 970 55 72 156 326 37 
Sept. 3 » i 1 2 1,058 27 116 1 339 180 
Dec. 189 1,234 233 99 59 178 234 

1970 M a r c h 1,635 1,456 336 232 251 102 191 
June 2,825 1,272 229 439 58 325 296 
Sept. 4.945 998 350 727 459 367 337 
Dec. 6,938 1,676 ' 479 856 170 436 421 

1971 M a r c h 8,348 2,757 623 1,202 1,210 i , i 9 5 289 
June 6,239 4,743 648 1,662 4,092 1,107 593 
Sept. 4.480 9,989 988 2,471 4,555 1,608 2,094 
Dec. 5,777 10,548 1,153 2,462 6,295 1,232 2,003 

1972 M a r c h 7 . I 4 I 11,095 1,017 2,412 6,373 916 1,824 
June 5.991 9,76o 1,325 2,880 5,578 379 1,402 
Sept. 5,278 9,620 1,192 3,872 3,397 824 2,237 
Dec. 4.735 10,099 855 3,845 2,948 533 1,529 

1973 M a r c h 12,382 6,618 802 4,364 3,144 451 1,528 



T A B L E 2: Holdings of marketable bonds and notes by country, 1969-73, at three-month intervals 
(in millions of dollars) 

Germany Japan Canada France C7iC Italy Switzerlam 

1969 June — 10 389 6 368 — 44 
Sept. — 10 389 6 406 — 45 
Dec. — 61 272 6 407 — 42 

1970 M a r c h — 62 271 6 350 — 46 
June — 61 286 6 396 — 45 
Sept. — 61. 284 6 423 — 49 
Dec. — 61 192 6 499 — 49 

1971 M a r c h — 61 188 7 537 — 48 
June 3 142 174 2 490 — 29 
Sept. 3 755 175 2 432 — 29 
Dec. 3 I . 7 I 7 181 2 323 — 60 

1972 M a r c h 3 2,391 178 2 268 — 53 
June 3 2,901 313 2 264 — 53 
Sept. 3 3.48i 432 2 293 — 45 
Dec. 3 4.38o 558 2 327 — 45 

1973 M a r c h 3 5,421 559 2 276 — 44 

Source: Treasury Bulletins. 

T A B L E 3: Non-marketable US Treasury bonds and notes issued to official institutions, 1969-73, 
at three-month intervals 

In Dollars {Millions) In Foreign Currencies (Millions) 

Germany Canada Italy Germany Italy Switzerland 

1969 June — 1,084 140 1,200 226 54 i 
Sept. — 1,084 139 1,200 125 54 i 
Dec. — 1,129 135 1,200 125 54 i 

1970 M a r c h — 1,429 121 542 — 54 i 
June — 2,229 32 542 — 541 
Sept. — 2,289 29 542 — 541 
Dec. — 2,289 25 542 — 541 

1971 M a r c h — 2,289 25 542 — 541 
June 3,000 2,289 25 542 — 569 
Sept. 5,000 2,289 23 542 — 1,172 
Dec. 5,000 2,640 22 612 — 1,215 

1972 M a r c h 5.158 2,840 22 536 — 1,216 
June 7,658 2,840 22 536 — 1,217 
Sept. 11.315 2,840 22 459 — 1,218 
Dec. n , 3 i 5 2,840 22 306 — 1,233 

1973 M a r c h 11,471 2,840 22 153 — 1,254 



U n i t e d K i n g d o m he ld n o non-marke tab le securities; ho ld ings o f some 546 
m i l l i o n i n marketables i n January 1971 (270 m i l l i o n b y January 1972) w e r e a small 
percentage o f the i r ho ld ings . 

A m o n g o ther indus t r ia l nat ions certain patterns o f inves tment b y fo r e ign 
central banks m a y be no ted . France's interest i n U S g o v e r n m e n t securities has 
been manifested a lmost comple t e ly i n terms o f bi l ls . T h e i r inves tment i n bi l ls 
g r e w f r o m 994 m i l l i o n dollars i n January 1971 t o 3-3 b i l l i o n i n A u g u s t o f tha t year. 
T h e y d i d l iqu ida te some 1-3 b i l l i o n i n the n e x t t w o mon ths , b u t resumed b u y i n g 
bi l ls t o w a r d the end o f 1971. H o l d i n g s increased d u r i n g a l l o f 1972 and early 1973 
as official reserves g r e w . France's ho ld ings o f marketable notes and bonds w e r e 
a m i n i m a l 2 m i l l i o n dollars i n 1972; they he ld n o non-marke tab le bonds. 

I ta ly ' s official ho ld ings o f treasury bi l ls g r e w d u r i n g 1971 reaching a peak o f 
1-608 b i l l i o n i n September 1971. Since then ho ld ings o f bi l ls have displayed a 
negat ive t r end . T h e y have s h o w n n o interest i n marketable l o n g - t e r m U S 
g o v e r n m e n t securities. T h o u g h official ho ld ings o f non-marke tab le bonds and 
notes (denomina ted i n dollars) a m o u n t e d t o over 100 m i l l i o n dollars i n 1969, the 
ma jo r pa r t was l iqu ida ted b y 1972. A l l o f the 125 m i l l i o n i n non-marketables 
(denomina ted i n l i re) w e r e l iqu ida ted since 1970. 2 6 

Swi tze r l and d i d purchase substantial amounts o f treasury bi l ls d u r i n g 1971. 
Indeed thei r ho ld ings o f bi l ls j u m p e d b y some 1-5 b i l l i o n be tween J u l y and A u g u s t 
1971. O v e r the n e x t year they then sold a b i l l i o n dollars i n these sho r t - t e rm 
securities. T h o u g h they purchased 1*05 b i l l i o n dollars i n bi l ls be tween June and 
J u l y 1972, the i r ho ld ings decl ined d u r i n g the rest o f 1972 and i n t o early 1973. 
As t o l o n g e r - t e r m securities, Swiss official ho ld ings o f marketable notes and bonds 
w e r e v e r y smal l . T h e y he ld , h o w e v e r , 1*2 b i l l i o n i n non-marketables d u r i n g 1971 
and 1972. These w e r e denomina ted i n Swiss Francs. 

These diverse patterns o f inves tment o f dollars i n U S g o v e r n m e n t securities 
m a y be analysed i n terms o f several different factors. T h e purchase o f treasury 
bi l ls o n such a large scale i n 1971 cannot be jus t i f i ed b y interest rate differentials 
n o r b y the desire t o max imi se interest i n c o m e since b i l l rates d u r i n g a l l o f 1971 
w e r e w e l l b e l o w those o n U S g o v e r n m e n t l o n g - t e r m securities. Converse ly , the 
accumula t ion o f bonds d u r i n g 1972 appears log ica l i f earnings w e r e the ove r 
r i d i n g considerat ion as the pos i t ive ly sloped pa t te rn o f yields persisted d u r i n g 1972. 
Secondly, the obv ious preference fo r treasury bi l ls reflects the l i q u i d i t y advantages 
o f these securities, w h i c h was ob ta ined at a significant cost i n foregone i n c o m e 
d u r i n g these years. A t h i r d considerat ion w o u l d be the state o f the Balance o f 
Payments o f the respective countries. Great B r i t a i n , f o r example , accumulated 
treasury b i l l s d u r i n g 1971 b u t t hen l iqu ida ted a signif icant p o r t i o n as i t i n c u r r e d 
an external def ic i t d u r i n g 1972. I t a l y f o l l o w e d a s imi lar pa t te rn o f inves tment 
and l i q u i d a t i o n . 

Besides interest rate differentials, l i q u i d i t y and balance o f payments considera
t ions , t w o o ther factors appear relevant i n exp la in ing differences a m o n g nations 

26. These are the so-called Roosa Bonds. 



i n security hold ings , the desire to co-operate w i t h A m e r i c a n m o n e t a r y au tho r i t i e s 2 7 

and the desire to p ro tec t the i r assets against the loss associated w i t h devalua t ion . 
T h e purchase o f sizeable amounts o f l o n g - t e r m non-marke tab le bonds b y b o t h 
the Germans and Canadians reflects a sp i r i t o f co-opera t ion o n the i r par t , easing 
the task o f b o t h the Treasury and o f the Federal Reserve b y accepting assets w i t h 
less l i q u i d i t y . T h e Germans and Swiss, also, purchased l o n g - t e r m non-marke tab le 
securities denomina ted i n the i r o w n currencies m o t i v a t e d n o d o u b t b y a desire t o 
p ro tec t themselves against losses associated w i t h possible deva lua t ion o f the dol lar . 

A s s u m i n g tha t f o r e ign central banks a t t empt t o max imi se u t i l i t y i n the i r 
ho ld ings o f treasury securities, w e m a y t h i n k o f t h e m as equat ing desired to actual 
ho ld ings . Since U S Treasury bi l ls w e r e purchased b y al l o f the countries s tudied 
(whereas some d i d n o t purchase marketable and others non-marketable) w e w i l l 
a t t empt to relate desired ho ld ings o f bi l ls t o actual ho ld ings . Des i red ho ld ings o f 
treasury bi l ls are v i e w e d as be ing func t iona l ly related t o ( i ) b i l l rates (Rt), w h i c h 
reflect o p p o r t u n i t y costs o f inves t ing i n treasury bi l l s , (2) the rates o f in f l a t ion 
measured b y the consumer pr ice i n d e x (Pt) as a p r o x y ref lect ing expectations as 
t o the general state o f the U S e c o n o m y , and (3) ho ld ings o f t o t a l official reserves 
( O , ) as a const ra int o n the i r demand f o r bi l ls . Thus , desired treasury b i l l ho ld ings 
(by f o r e i g n central banks) are a f u n c t i o n o f b i l l rates, prices and official reserves. 
I f desired are equal t o actual ho ld ings , (Bt) then i n e q u i l i b r i u m . 

Bt=f(R„P„Ot) 

Regressing ho ld ings o f bi l ls ( for each o f the seven countries) o n each o f these 
three variables, us ing m o n t h l y data f o r the p e r i o d 1969 t h r o u g h M a r c h 1973 
y i e l d e d the f o l l o w i n g results. T h e variable m o s t of ten related i n a statistically 
s ignif icant manner t o treasury b i l l ho ld ings , is official ho ld ings o f reserves. T h e 
t w o o ther variables expla ined l i t t l e o f the v a r i a t i o n i n fo r e ign official ho ld ings 
o f b i l l s . 

U s i n g first differences o f the data, the f o l l o w i n g results w e r e ob ta ined . F o r 
G e r m a n y almost 72 per cent o f the va r i a t i on i n bi l ls c o u l d be expla ined b y changes 
i n official reserves, w i t h the coefficient o f the official reserve var iable a p p r o x i m a t e l y 
0-9. For Japan a h ighe r J R 2 was ob ta ined (-898) w i t h the official reserves variable 
statistically s ignif icant and a p p r o x i m a t i n g o n e . 2 8 For each o f the o ther five countries 
the R2's w e r e d i s t inc t ly l o w e r b u t again the official reserves var iable was statistically 
s ignif icant and l i k e G e r m a n y and Japan h a v i n g a pos i t ive coefficient i n d i c a t i n g 
tha t increases i n reserves were associated w i t h increases i n b i l l ho ld ings . Equat ions 
f o r each c o u n t r y are g i v e n i n Tab le 1. 

27. The German Central Bank rationalised its investment policies as n o t con t r ibu t ing t o an 
increase i n international l i q u i d i t y . Report of the Deutsche Bundesbank, 1971, p . 105. The Bank o f 
I ta ly sees the purchase o f some 9 b i l l i o n dollars i n m e d i u m and l o n g - t e r m securities b y foreign 
central banks as reducing international l i q u i d i t y . Annual Report, Bank o f I ta ly 1972, p . 31 . 

28. W h e n using logar i thmic differences, the coefficients for the official reserves variable was 
significant for four o f the seven countries, Germany, Japan, I ta ly and France, w i t h coefficients, 
respectively, o f 3-64, vS6, 3-63 and 1*94. Thus, the demand for bills for each o f t hem appears to be 
elastic. 
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T A B L E 4: Equations relating holdings of US Treasury bills to prices, bill rates and official 
reserves, by country, 1969-73 

Japan 

R 2 = - 8 o 8 
D.W.=2-SS9 

Germany 

£ ' = • 7 1 7 
D.W. = 1-450 

Switzerland 

K * = - I 8 I 
D.W. =2-341 

Canada 

France 

i ? 2 = - i 7 4 6 
D.W. = 1-930 

\ R 2 = - 5 0 0 
D.W. = 1-789 

U n i t e d K i n g d o m 

I ta ly 

ic»=-44 
D.W.=0-987 

R 2 = - 3 6 
D.W. = i-Z9 

B,=o-oo8 —0-500?, —0-277R, + I -008O, 
(•090) (2-64) (1-885) (i6-95) 

B , = —0-1480 —0-149?, —0-449R, + - 9 0 8 0 0 , 
(•537) . (-240) (1-340) (8-88) 

B ( =o-0555 —0-H07P, —o-o848i? ( + 0 - 2 1 1 4 0 , 
(o-557) . (-518) (-693) (2-76) 

B,==o-0237 —0-0583?, - 0 - 0 4 3 4 ^ , + 0 - 2 3 4 1 0 , 
(•772) (-902) (1-15) (2-42) 

B,=o-0473 + o - i o 6 4 P , - f - o - i 8 9 f i , +o -6oooO, 
(0-673) (0-722) (2-18) (5-74) 

B , = —0-9474 - f o - i 6 i 5P, +0-245!?, + 0 - 6 3 7 0 , 
( - 0 - 3 5 1 ) (0-578) (1-46) (5-48) 

B,=o-0340 —o- io i2P , —0-0225.1?, + 0 - 4 7 4 0 , 
(•660) ( - 0 - 9 3 4 ) . ( - 0 -333 ) (4-22) 

Conclusions 
T h e inves tment o f the proceeds o f the U S balance o f payments deficits i n t o 

g o v e r n m e n t securities b y f o r e i g n central banks has been seen to have influenced 

the pa t t e rn o f interest rates i n a manner n o t perfect ly i n accord w i t h the achieve-



m e n t o f the objectives o f p o l i c y . T h e purchases o f bi l ls b y f o r e i g n official i n s t i t u 
t ions i n 1971 and o f l o n g - t e r m securities i n 1972 and ear ly 1973 c o n t r i b u t e d 
s o m e w h a t to l o w e r rates than those compa t ib l e w i t h the a t t a inment o f external 
e q u i l i b r i u m i n 1971 and non- in f l a t i ona ry aggregate d e m a n d i n 1972 and 1973. 

T h e p rob lems posed b y the accumula t ion o f g o v e r n m e n t securities relate n o t 
o n l y t o the a b i l i t y o f the Federal Reserve t o achieve a desired pa t t e rn o f interest 
rates b u t also t o m a i n t a i n the desired degree o f reserve ava i lab i l i ty . W h e t h e r this 
w i l l p r o v e t o be a m o r e serious p r o b l e m w i l l be de te rmined b y the success i n 
i m m o b i l i s i n g funds i n t o l o n g e r - t e r m and non-marke tab le securities, and b y the 
extent t o w h i c h the do l la r i m p r o v e s i n foreign-exchange markets . A gradual 
s t rengthening o f the do l l a r leading t o a gradual l i q u i d a t i o n o f securities b y f o r e i g n 
central banks shou ld pose n o serious danger ei ther i n the f o r m o f d i s r u p t i o n o f 
financial markets o r an excessive crea t ion o f l i q u i d i t y b y the Cen t r a l B a n k . 
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