


= |

CONFIDENTTIAL

FROM: DAVID PERETZ
26 January 1983%

CHANCELLOR cc Economic Secretary

Mr Burns

Mr Littler

Mr Middleton

Mr Carey

Mr Lavelle

Mr Kemp

Mr Odling-Smee

Mr Bottrill

Mr Burr
Mr Ridley
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We are still working on both the briefing and opening statement
for your appearance on Monday, but thought you would like an
early opportunity to see how these are getting on; and to let
us have any further comments you had. This minute also records
(paragraph 4 below) the views Mr Limon, the Committee's
Clerk, let me have this afternoon about the line he expects

the questioning to take. Clearly we will have to take account
of this in working further on the briefing.

2. I am attaching the following:-

(i) A first draft of an opening statement. This is
mainly Mr Bottrill's work, and follows the broad outline
suggested by Mr Lavelle, adjusted to take account of the
points in paragraph 2 of Mr Kerr's minute of 25 January.
The general idea is to assume in the opening statement
that the Committee are sticking to the subject they are
meant to be studying - international monetary arrangements,
so there is not a great deal in it about domestic policy.

(ii) Draft briefing, mainly the work of FEU, but also in-
corporating some EF1 material, on domestic policy points.
This includes sections on the exchange rate and macroeconomic
policy (with some extended possible speaking material,and
covering interest rate policy also); "overshooting" and
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questions about exchange rate over and under-valuation;
intervention policy (including relative responsibilities

of Treasury and Bank, and something on the December
figures, and overseas experience); recent events in the
market (including the now standard line on implications for
inflation); exchange controls; EMS; competitivenesgf

Dr Emminger; and a piece on Dr Bray's ideas about

international policy optimisatioﬁf

(iii) Draft briefing - the work of EF2 - on IMF and
world economy matters (inter alia this includes a speaking
note on the work of the Jurgensen group on intervention;

a piece on IMF contact with the commercial banks® and a
passage on the sources of future growth).

(iv) Draft EFl briefing on international banking matters.

(v) Copies of the notes prepared in Washington and
New York of the Committee's principal discussions in the
us.

(vi) The first draft of a speaking note on the current
account position and prospect.

R I am conscious that this leaves several points still to be
covered, including some of the requests in lMr Kerr's minute
of 25 January. In particular:-

(a) An up to date note on the international financial
scene and problem countries is in preparation.

(b) We are combing through the report of the 19 January
debate to see if there are any further exchange rate points

not already covered.

(e) We are preparing a note on major currency swings in
the last decade and their causes.

* To follow
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(d) I will let you have separately copies of recent speeches
by the Governor, Deputy Governor and Mr Cooke on international
banking matters.

(e) I will also let you have copies of the written and
oral evidence given by Treasury officials last summer;
and the written and oral evidence Biven by Dr Emminger.

(£f) I understand Mr Kerr's minute crossed with one from
.. Mr Burr on what might be said about the current pay round
(paragraph 3(e) of Mr Kerr's minute).

4, All this work was of course put in hand before the following
guidance received this afternoon from Mr Limon, the Committee's
Clerk, about how the Committee's advisers see the questioning
going. I should preface this by saying that I warned Mr Limon
that you hadit in mind probably to make a short opening statement,
and he will warn Mr Du Cann of this (his own advice was that this
might be best kept shorter than 10 minutes if possible); that

he expects Mr Du Cann to seek to rule out discussion of recent
market events; and that on past form he would not expect more
than half the following points to come up, and would expect an
equal number of points not listed.

Sk The idea is that the questioning would be divided into
three sections as follows:

A. World Exchange Rate System

(a) Was the & misaligned for the 2 years up to
November 19827

(b) If the Government had had an exchange rate target
near the current rate over the period 1979-1982,
is there any way it could have been met?
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(c) Sir T Beckett still says we are 20 per cent less
competitive than our rivals. Is this right? If so, does
the exchange rate have to fall further, or are there other
ways to close the gap? (Very much the same ground the
Committee went over on your last TCSC appearance).

(d) The effect on the UK and world economy of oil price
movements and uncertainties?

(e) The Committee claim to have noted disaffection among
US academics with monetary targets, and growing interest
in exchange rate management. Where do we stand?

(f) Would there be technical difficulties in making
monetary targets conditional on exchange rate performance
in a mechanical way?

(g) Did the Versailles monetary statement mean the 5 SDR
currency countries are committed to keeping their currencies
stable one against another? How does this affect UK policy?

(h) EMS membership.
B. International Debt Problenms

The Committee have said they may produce a separate early
report on this; and their advisers hope they will. A
final decision will be taken after your appearance on
Monday.

(a) Causes of current problems?

(b) Is a world wide stimulus to growth the only answer?
(¢) Why did banks over-extend themselves?

(d) Can ldcs be expected to balance their books - or

is extended access to official sources of finance the only
answer?
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(e) Where is the bulk of international lending to come
from in future? Relative roles of banks, capital market,
and official sources (IMF in particular)?

c. International Policy Coordination and World Liguidity

(a) Should their be more and deeper policy coordination
between the major countries? Did a weakness in coordination
contribute to the world recession? (You will have seen

this point come up with the Deputy Governor).

(b) Forthcoming Interim Committee meeting. Our views on
size of quota increasej; should there be an increase in SDR
allocations; should this be proportionate to the quota
increase?

(e) Are there any circumstances in which the UK would
agree to an exchange rate target/band in the context of

. . ?
an international agreement.

This is the order of questioning the advisers are suggesting.

But on Monday, with the Deputy Governor, the Committee decided
to take B before A. At a quick glance many of the questions are
already covered in one way or another in the present or planned
briefing. But we will consider tomorrow what more is needed,

S’

D L C PERETZ
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_ Attachment (i) ZQ\\ \‘@%

DRAFT OPENING STATEMENT FOR THE CHANCELLOR TO THE TCSC

Mr Chairman, with your permission, I should like to make a
few brief remarks about E;le working of the international
financial system in the light oé]recent developments and in
Eﬁe hgg%gztﬂoi]the important negotiations on IMF matters in
which we are currently engaged.
Fw&',if fhvwn, A Lol atp

2. Z?nwant in particular to address the case oﬁ?those who
call for 'a new Bretton Woods'. I share the concern of those
who are anxious about the volatility that we have seen in the
world economy and in international financial markets in re-
cent years. But it is important to consider the origins of
these - in rapid inflation and disruptive oil price movements -
before seeking solutions.

K~/,f I, Vit ot & bty it
3. I do not believe that most of those who call for 'a new
Bretton Woods' want to return to the old system of fixed
WA
{Mrlan q exchange rates. This would be unworkable. Nor do they
frathels

typically want a whole new set of institutions. The existing

L s
A bodies - the IMF, the World Bank and the GATT - for the most
V"Juvdwla part work well. . Mas' Pty it T et
Pw Wnon:wm"’“‘“ =M
e B LY A Ao b AN
e () - frid et b MA L R VenAT
4, Perhaps the highest common factors/améhg those who are
Weh & o
C;Lduv;ﬂ concerned about the present working of the system are

WW % M . - .
(uu), they want to see evidence among the major countries/of col-

A AA o,
qfoa_Anﬁ'“ lective concern about the world economy. They-want less
Lf s, N volatility in financial markets and particularly exchange

.,7,’ W N—M w-br‘-_-)
e~ rates.c;And they want to see the international institutions

| W adequately equipped to play an effective role.

ww‘, t:ﬁ)m _— WM&\W w_.‘.; I\;,m-’ vk 1A



5. If we can start from these common concerns and per-
ceptions, then I believe that we can see a constructive

way forward.

( Ve = PRt Em
- —
Reducing inflation -

t | A
VA4 »
ad 18w

6. I said in Toronto that the world was passing throughf”#?
¢\t
a difficult transitional phase as economies adjusted to now | Rse.

lower inflation. Industrial countries have had to pursue (Lo
Y e

!
trenched inflation of the 1970s and to contain the effects r&i‘
(e Lavas

w.A
however, has been more prolonged than any expected with in- Fois v

firm monetary and fiscal policies both to tackle the en-
of the 1979-80 rise in o0il prices. The adjustment process,
evitable losses of output and jobs. fg""t

7. The international financial system has also been strained,
reflecting the fact that although policies generally have
moved in a welcome counter-inflationary direction, it has not
always proved easy to structure them adequately. Monetary
policy, particularly in the US, has at times carried too

much of the burden without enough support from budgetary
restraint. Individual countries' policies have not always
taken enough account of effects elsewhere. As a result,
interest rates have been high and volatile. Exchange

rates have fluctuated widely and trade tensions have increased.

8. Recent events have shown again how great the forces
acting on international financial markets can be. Since
October, the Yen has risen 13 per cent and the Deutschemark

5 per cent against the dollar, reflecting to a large extent

2



uncertainty about the outlook for fiscal policy, interest
rates and the current balance of payments of the US - the
world's largest economy. I shall return to this briefly in
a moment.

9. In developing countries, the strains of adjustment
have involved tight financial constraints as a result of
higher oil import costs in many cases, a slowdown in export
receipts and a rise in debt service costs. Overe-ambitious
spending plans which relied upon inflated borrowing have

been shown to be unsustainable.

10. The international banking system has also felt the
strain as those who lent on over-sanguine prospectuses have
had to re-assess prudently the viability of some of these

loans.

Prospects of recovery

1. It is important, however, to remember the substantial
progress that has been made. Inflation has fallen faster
than many of us dared hope. Consumer prices in many coun-
tries have risen by less than 6 per cent in the past year -
with the US, Japan, Germany and the UK at or below this.
Interest rates, too, have declined steeply - in the United

States they have almost halved from last summer's levels.



12. These should help to encourage a recovery in activity.
Most forecasters now expect output in the major industrial
countries to grow by 1-1% per cent in 1983 with growth in
Japan rather faster than this, the US /and UK/ close to the
average, but little significant recovery in Continental

Europe.

13. Among developing countries, a significant degree of
adjustment is already taking place The overall current
deficit of non-oil developing countries is estimated to have
fallen from its 1981 peak of more than 51770_7 billion to
around g/ 60_7 billion last year and a further reduction

seems likely this year. Most major debtors are implementing
firm adjustment programmes, often with IMF help. The recovery
in industrial countries and the decline in world interest
rates should help this process by improving developing
countries! export prospects and cutting their debt service

costs.

A strategy for the recovery

14, The problem for policy now is first to manage the re-

covery so that it is sustained without once more rekindling
inflation and so Jjeopardising the stability of the inter-
national financial system. Second, it is to ensure that those

countries with particularly severe debt problems are restored

to economic health.



18. A particular responsibility rests with the United
States, where the success in reducing inflation has been
impressive but where the rising budget deficit - if
unchecked - could risk a renewed surge in prices and interest
rates as recovery gather pace. Mr Martin Feldstein,

chairman of the Council of Economic Advisers, has said:

'I don't see how we can have a healthy economic recovery
unless we have deficits coming down and coming down sub-
stantially'. (Wall Street Journal, 30 November 1982). I
welcome the moves that President Reagan announced last week
in his State of the Union Address to reduce the deficit, but
the task is formidable and he will need the full co-operation
of Congress if the deficit is to be put on a convincing

declining path.

19. The ?Eizg point of the strategy for recovery is the
need for continued adjustment among major debtors, the size
of whose problems has at times threatened to overwhelm the
international financial and banking system. Here, the IMF
has a crucial role and as chairman of the Interim Committee

I intend to do my utmost to see that the Fund has the resources

to play its role effectively.

20. We made a welcome start earlier this month when the
Group of Ten industrial countries agreed to increase the
General Arrangements to Borrow from SDR 6.4 billion to SDR
17 billion and in addition to make credits available to the
Fund for lending to non-participants if major payments

5



15. This brings me back to the two themes that I mentioned

e

earlier - the collective responsibility of the major coun-
tries for the stability of the world economy and the role
of the international institutions in aiding adjustment.
Perhaps I could pick out four elements of the strategy for

recovery that seem to me particularly important.

16. First, major countries need to Epptinue collectively

to purgue_prudent monetary and fiscal policies. This is the
kgy to stability, as was acknowledged at last year's
Versailles Summit when the major reserve countries undertook
to pursue convergent policies to protect the internal and
external values of their currencies. This, rather than
artificial capital controls or massive intervention, is the
way to reduce exchange rate volatility. Intervention has a
role to play in steadying markets sometimes - but essentially
I think Dr Emminger was right to refer to it as 'a very minor
side issue', and to say that we should concentrate on pro-

moting better underlying conditions. This is the way to

make the multi-currency reserve system work.

7. Second, within the overall framework of prudent policies,
countri;;_;;ed_to ensure that the balance of their individual
pgizciés is right. In some countries where inflation has been
brought down, where the budget deficit is under control and
the external position strong, there may be scope to ensure

that domestic activity fully sustains the recovery. In others

continued firm policies may be needed.



imbalances threaten the stability of the international
monetary system. Next month, we shall be seeking to put in
place a further element in the package by agreeing to a
substantial increase in Fund quotas at the Interim Committee

meeting which I have asked to be brought forward from April.

21. Active adjustment policies supported by IMF finance
should help substantially to restore confidence and encourage
continued private banking flows which are essential to many

developing countries.

22, My final point on the strategy for the recovery is

the need to avoid protectionism. I do not believe that the
way to solve payments problems and exchange rate fluctuations
is through increased restrictions on trade which can only

impoverish us all.

Conclusion

23. Mr Chairman, I am grateful to you for giving me the

time to set out briefly how I see the major international
issues that confront us. I think my main conclusion would

be that we cannot look at the system in the abstract or seek
remedies for real difficulties in artificial mechanisms.

There is no substitute for collective agreement among countries
on sound policies and their translation into individual practice.
There is also no realistic alternative to building on the
existing international institutions and ensuring they are

effective. These things, we are committed to do.

7



Attachment (ii)
THE ROLE OF THE EXCHANGE RATE IN MACROECONOMIC POLICY %\\ \CCB

Extended Speaking _ Note

The Government's aim has always been to reduce inflation by monetary
and fiscal means, and thereby create the conditions for sustainable
growth. Monetary policy is directed at maintaining steady but not
excessive downward pressure on inflation. It is operated flexibly.
Thus the objectives for the monetary aggregates are expressed in the
form of target ranges rather than point estimates. And a wide range

of indicators is taken into account including not only the broad and
narrow target aggregates set out in the last MIFS but also other
indicators such as the exchange rate and real interest rates. There is
no exchange rate target. But the level of the exchange rate is useful
in assessing whether current policy is appropriate both because it is
one indicator of existing monetary conditions and because it is part

of the mechanism through which monetary conditions affect prices.

2. Both the level and the movement of the exchange rate can provide
some indication of the tightness or otherwise of domestic monetary
conditions. A falling exchange rate might be taken as a sign that
domestic monetary conditions were unduly relaxed. On the other hand
it could also reflect events in other countries or balance of payments
developments of little direct consequence for UK monetary conditions.
Thus although the exchange rate needs to be taken into account in
assessing domestic monetary conditions, there can be no hard and fast
rule by which exchange rate movements are linked to monetary and
other policy decisions.

3, Conversely, the exchange rate provides one of the most important
mechanisms through which changes in monetary policy are transmitted

to prices. If there are rigidities in the domestic goods and labour
markets then a change in monetary growth will tend to have its initial
impact on the exchange rate (see brief on "overshooting" and "overvaluastion')
Alower exchange rate means higher import costs for both industry and
consumers. It is not easy, however, to determine the extent to which

a fall in sterling will be reflected ;n ahigher domestic price level.
Much will depend on the circumstances surrounding the fall in the rate,
eg on whether the Green £ adjusts, on whether the sterling/dollar



sxchange rate falls in line with the effective rate, on the level of
economic activity in the UK market and the degree of competitive
pressure on importers to hold down prices etc.

Points to Make

Exchange Rate Targets or Monetary Targets? The Government's Choice

4, Experience both within the UK and elsewhere suggests that the
control of inflation requires the control of some nominal magnitude.
For a small open economy this could in principle be either the exchange
rate or a domestic variable such as the money supply or nominal GDP.

A completely fixed exchange rate would only be effective in controlling
inflation to the extent that world inflation was also at a low level.

A planned exchange rate appreciation could reduce inflation. But we
have severe doubts as to the ability of any country to control its
exchange rate effectively in a world of greatly increased capital
mobility and closely integrated financial markets. There is the
additional difficulty in the case of sterling that major changes in

0il prices have different effects on the economy and hence the

exchange rate than in other industrial countries. For these reasons,
the Governmeh®t has therefore placed more emphasis in the fight against
inflation on the need for a gradual reduction in the rate of growth

of the monetary aggregates, as set out in successive versions of the
Medium Term Financial Strategy.

Why not Targets for both Exchange Rate and Money Supply?

b Most policy instruments, such as interest rates, influence both
simultaneously. Capital controls and intervention in the foreign
exchange market are two methods sometimes suggested for enabling
money supply and exchange rate targets to be pursued independently.
But capital controls have in practice proved to have limited
effectiveness in sophisticated financial markets; they also reduce
the efficiency of financial markets and impose an administrative
burden (see separate brief). Intervention, on the other hand, provides
at most the prospect of a limited impact on the rate over the short
run (see separate brief). Of course, on occasion separate monetary
and exchange rate targets might be met, particularly if both were
expressed as ranges. But when there is a conflict between them one
or other must inevitably give way. This was most clearly evident
in 1977, when the authorities sought to prevent a rise in sterling

S



.wing- to concern over the level of competitiveness. The balance of
official financing increased by over £/ bn, adding substantially in
the latter half of the year to the growth of £M3, which began to
accelerate alarmingly.

Monetary Targets should be linked to the Exchange Rate - Conditionality

6. The exchange rate is certainly one factor that is taken into
account in the setting of monetary policy. In this sense monetary
policy - in common with that of a number of other countries - can be
said to contain an element of conditionality. But a pre-announced
commitment to allow monetary targets to change according to movements in
the exchange rate - formal conditionality - is a different matter.

The appropriate adjustment to the monetary targets must depend on the
reasons for the exchange rate movement and on its effects. This cannot
be predicted in advance.

A Crawling Peg for the (nominal) Exchange Rate?

e This is subject to the same problems as any exchange rate target
(see para 4 above); namely that with integrated financial markets and
a high degree of capital mobility, it is difficult to control the
exchange rate effectively.

Target for the Exchange Rate?

8. To attempt to hold the real exchange rate (and hence competitive-
ness) constant implies validating any surge in domestic inflationary
pressures. It would remove an important aspect of discipline and

could result in a vicious circle of high wage settlements followed by
a fall in the nominal exchange rate, further inflation and even higher
wage increases. It would seriously impair the ability of the Govern-
ment to pursue an effective inflation policy.

Why not Interest Rate Targets instead of Monetary Targets?

9. The stance of monetary policy is encapsulated in targets for the
monetary aggregates. One of the main instruments for achieving the
target is the absolute level of nominal interest rates which can be
influenced by the monetary authorities. Nominal interest rates
provide .an unsuitable target for anything more than the shortest time

—-35=



seriod. When policy is directed towards reducing inflation, a

nominal interest rate target may have :the opposite effect from that
intended. An unexpected rise in inflation will, for a given target,
tend to reduce real interest rates and hence raise expenditure and
place more upward pressure on inflation. While a real interest

rate target would avoid this problem, it would be difficult to set

it at the right level because of the problem of estimating inflation
expectations correctly. The setting of interest rates may in addition
be subject to political or institutional constraints which impart a
'pbias to delay' in changing interest rates.

The Exchange Rate is (or was) too high owing to over-restrictive
Monetary Policy

10. No. DPart of the rise in the exchange rate in 1978-81 was

attributable to oil-related factors. And some initial rise in the
nominal exchange rate when disinflationary monetary policies are put
in place is an important part of the process by which these policies
influence inflation and the economy as a whole. As Dr Emminger
explained in his evidence to the Committee, it would have been better
if earnings and productivity had adjusted more quickly to the
restrictive monetary poliZies so that the real exchange rate - although
not necessarily the nominal rate - would have fallen earlier from its
temporarily high level. But as they did not, the real exchange rate
stayed high, as it had to if downward pressure on inflation was to be
sustained. This can only be called an over-restrictive monetary
policy if the objective is not to reduce inflation, or to reduce it
less rapidly. (See also brief on "overshooting" and "overvaluation".)



'OVERSHOOTING" AND "OVERVALUATION"

Background: What are they?
The term "overshooting" is used by different people to mean different

things. Often it seems to be used to describe any situation in which
the exchange rate is higher than the speaker would like it to be.

The usual sense in which it is used in technical discussions is to
describe a situation in which the exchange rate has moved temporarily
to above its long-term equilibrium level. Real overshooting, when
the real exchange rate is higher than its long-term level, should be
distinguished from nominal overshooting, when the nominal rate is
above its long-term level.

2. Real overshooting tends to occur when monetary and fiscal
policies are changed so as to bring about a sustained reduction in
inflation. Financial markets adjust quickly to the change and cause
the nominal exchange rate to rise, or to fall less than it otherwise
would have done. If labour markets do not adjust as quickly, the
real exchange rate also rises because earnings or productivity do not
adjust quickly enough to offset the rise in the nominal exchange rate.
This seems to have happened in both the US and the UK, although other
factors have also contributed to exchange rate movements (eg North
Sea o0il in our own case). As a new lower level of inflation is
achieved the real exchange rate, although not necessarily the nominal
rate, can be expected to return to something near the level it would
have been at, had inflation not been reduced.

Ple Unlike overshooting, overvaluation does not have a technical
meaning. It is used to indicate that the speaker thinks that the
exchange rate should be lower than it is. Sometimes this view is

based on a calculation of how much competitiveness has changed since
a certain date (eg 1976), and sometimes on different short-term
objectives from the Government's for inflation, output and the
tightness of monetary conditions.

Speaking Note
4, The level of the exchange rate is not an explicit objective of

Government policy, and so it is not possible. to say whether it is
or was too high or too low at any one time in relation to some desired

-1-



evel. Nevertheless, the broad movement of the real exchange rate
over the last three or more years was entirely consistent with the
strategy of reducing inflation. Monetary restraint raised the
nominal exchange rate and, because domestic costs and prices did not
adjust quickly, the real exchange rate rose too; in other words
competitiveness worsened. The real exchange rate rose above, or
"overshot", its long-term equilibrium level. But it was not "over-
valued", in the sense of being inappropriately high. As Dr Emminger
has said to the Committee, if earnings and productivity had adjusted
more quickly, the real exchange rate would have fallen from its
peak more rapidly, and perhaps not risen so far in the first place.
But, given that this did not happen, the strong exchange rate played
an important role in the disinflationary process, by reducing
inflation and providing a stimulus for greater efficiency and
productivity.

Points to Make

o) 8 Should Government policy aim to eliminate real overshooting if
possible?
Not necessarily. In a small open economy the exchange rate provides

an important route by which monetary policy acts to reduce inflation.
Real overshooting was an intrinsic part of the disinflationary
process, although it would have been less if earnings or productivity
had adjusted more quickly. Any successful attempt to reduce or
eliminate overshooting, whether by lower interest rates, larger
fiscal deficits or intervention, would have undermined the achievement
of lower inflation.

6. How long might overshooting persist?

Adjustment lags in the domestic goods and labour markets may be such
that real exchange rate overshooting can persist well into the medium
term. In such situations governments have little choice other than

to accept most of the overshooting which occurs. In practice,

it is difficult to judge when the overshooting has come to an end,
because there is no reason why the real exchange rate or competitiveness
should return to any particular histoéorical level. Indeed, North Sea

0il has probably raised the long-term equilibrium level of the real

rate somewhat.



/ Can the period of real overshooting*be shortened?

Yes. As Dr Emmingerexplained to the Committee, faster deceleration

of earnings and other domestic costs would bring the real exchange rate
down to its long-term equilibrium level more rapidly. Changes in
fiscal and monetary policy that are consistent with maintaining the
disinflationary stance of policy cannot have much effect on the
duration of overshooting.

8. Nominal exchange rate overshooting®*
While disinflationary monetary and fiscal policies tend to cause the

real exchange rate to overshoot, they do not necessarily cause the
nominal rate to overshoot. The nominal rate may, of course, rise
initially. But it may rise no higher than its long-term equilibrium,
that is, it may not overshoot. This would be the case if all the

fall in the real exchange rate from its maximum "overshoot" came about
because of slower growth in UK than foreign costs rather than because
of a fall invthe nominal exchange rate. /To the extent that the nominal
exchange rate overshoots and then falls back, the falling-back process
may slow down the decline in inflation. The Government have said that
they wowu ld prefer to see the recovery in competitiveness, that is

the decline in the real exchange rate, come about as a result of slower
growth in costs rather than a decline in the nominal exchange rate./

9. Recent fall in sterling a correction for previous overvaluation
of the nominal exchange rate?

The recent fall reflects a number of factors, including the changing
prospects for oil prices and for the major economies (Germany, Japan,
US). These are real factors, and it is hardly surprising that the
exchange rate responds. The Governemnt has always maintained that

as its counter-inflation policies succeed and the recovery gets under
way there will be an improvement in competitiveness. The best way
for this to be achieved, however, is through slower growth of
domestic wage costs rather than a fall in the nominal exchange rate.

—3=

*"Overshooting" in paragraphs 4-7 is used in the technical sense to
mean that the exchange rate rose above its long-term equilibrium.



10. The high level of sterling shows exchange markets to be unstable -
therefore need for exchange controls, intervention

No. The high real exchange rate concerns the failure of other
markets to adjust (particularly domestic wages), rather than a
failure within the exchange markets. Exchange controls, to the
extent that they were effective, would direct attention away from

the real problem. Intervention would tend to undermine monetary
policy. There would be less incentive for other markets to undertake
the necessary adjustment if there were no real overshooting, that is
if the exchange rate mechanism were not allowed to work.

11. The nominal exchange rate has to fall until competitiveness
regains 1ts 19/5//6 level

No. There is no historic year which provides the "correct" benchmark
for competitiveness (ie the real exchange rate). Indeed, North Sea

0il factors suggest that the real exchange rate can remain above
historical levels; and othercountries (eg Germany) have had a good
performance when the real exchange rate was relatively high. If an
improvement in competitiveness is to be achieved, it would anyway
be much better if it resulted from lower domestic costs than from
a lower nominal exchange rate.



INTERVENTION

(i) Role of Intervention - Experience both in the UK and in

other countries strongly suggests that intervention has been
most successful when related fges ort-term objectives such

as preserving orderly market conditions, smoothing erratic
fluctuations etc. It has not been sn effective instrument on
its owniggfluenGMgthe exchange rate over longer periods of
time. The classic example here is the 1977 UK experience
when the attempt to prevent the rate appreciating had to be
abandoned because of the consequences for domestic monetary
control. The main role of intervention is perhaps to give
the authorities time in which to consider the causes of the

current bout of pressure on the exchange rate and the

appropriate policy response.

(ii) Limits to Intervention - There are limits to the scope

for intervention in either direction. Prolonged support

soon exhausts the reserves while borrowing capacity is not
unlimited - international capital markets are now well
acquainted with the concept of 'sovereign risk'. Neither can
borrowing normally be arranged at very short notice. Similarly,
sustained increases in the reserves soon create problems for

monetary control.

(iii) Problems with an Active Intervention Policy - Exchange

markets are subject to considerable random variation - they
can jump in response to 'news', bandwagon effects etc.

This makes it difficult for the authorities to distinguish

-1-



in advance between random fluctuations which could be
smoothed by appropriate intervention, and more fundamental

pressures on the rate.

(v) Does UK engage in Sterilised* Intervention - Yes. As

a matter of course exchange market intervention in the UK
can be regarded as automatically sterilised with regard to
the monetary base. The EEA's transactions in the spot
market are normally undertaken two days ahead of settlement.
The effect of official intervention on bankers' balances

and hence the monetary base can .. be considered to be

exactly offset by the Bank's operations in the money markets.

* Intervention is said to be sterilised if the effect
of the change in the reserves on the monetary base
is offset by a corresponding change in the monetary
authorities' domestic assets. If, on the other
hand, the change in the reserves is allowed to
increase the monetary base, intervention is said to
be unsterilised. Consider for example a purchase
of dollars by the EEA from UK residents. This will
increase bankers' balances at the Bank of England and
hence the monetary base. But it could be offset (or
"sterilised") if, at the same time, the Bank sold more
Treasury Bills to UK banks, reducing bankers'
balances by the same amount.
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(vi) Does this mean that Monetary and Exchange Rate
Targets can be considered independently? - No. In the

absence of a fixed multiplier between changes in the
monetary base and changes in the wider monetary aggregates
we have no reason to believe that the wider aggregates

will remain unaffected by sterilised intervention. Monetary
base in the UK is not an aggregate which the authorities
seek to control, it is largely demand-determined. The fact
that official intervention in the UK is normally sterilised
with respect to the monetary base has little relevance

for the wider aspects of monetary policy.

(vii) Then why not Sterilise with respect to a Monetary
Aggregate that is the subject of Targets?

We do not consider 1t to be

generally possible for the authorities to pursue independ-

ent objectives for both the wider monetary aggregates and
the exchange rate. Consider the 1977 experience for example.
To have attempted to sterilise the wider monetary aggregates
would have required raising domestic interest rates -
exactly the opposite direction to that indicated by exchange
rate objectives, since it would have encouraged even greater

capital inflows.

(viii) Who decides on when and how much to intervene?

Overall policy is set by the Government, ZEhd all decisions
are discussed between the Treasury and the Bank of England.
Immediate reactions to market events have to be left to the
discretion of the Bank of England operators, who are close
to the market. The EEA is a Treasury account managed by

the Bank of England./
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(ix) How much Intervention has there been?

Much less under this Government than under previous governments
in the UK; and much less than in many other countries,
especially those that are committed to an exchange rate

target (eg France).
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_HE EXCHANGE RATE AND INTEREST RATES IN RECENT WEEKS

Facts
the end of

Since JOctober sterling has fallen /I2%] in effective terms /8%/ against

the dollar, Zi}%7 against the deutschemark, /22%/ against the yen.
Further comparisons (going back to 1976) are attached.

Key Points to Make

(i) Reasons for movement - fall in sterling partly arises from

general realignment of currencies, with long expected rise in
the deutschemark and yen (reflecting underlying strength of
German and Japanese economies and their improving trade
balance) and in recent days resurgence of the dollar
(reflecting expectations of higher US interest rates);

partly from weakness and uncertainty about world oil prices
(lower price helps other countries and their currencies;

has relatively small impact on UK). Irresponsible Opposition
policy statements have not helped, as market begins to take
some insurance against the (however remote) possibility

of an Opposition election victory.

(ii) Fall does not reflect change of.policy - monetary policy remains

as it was, namely to maintain steady but not excessive downward
pressure on inflation. The exchange rate is, of course, one
of the indicators of monetary conditions that is taken into
account in assessing the overall stance of policy. The
Government's financial and monetary determination is showing
excellent results:

- Government spending and borrowing are under control and on
target;

- the Government deficit, as a percentage of GDP, is one of
the smallest in the industrial countries;

- we continue to run a substantial current account surplus,
larger in 1982 than the £33 bn forecast only last November;

- inflation is falling, and fell faster over the last year
than in any other major country;

- monetary growth is within the targets, and the signs are
it will stay there.



(iii)

the fall in the exchange rate does not signal the need for
a major shift in policy.

Why did Interest Rates rise and why did you let them? - market

pressures took interest rates higher and base rates followed.
To have resisted that move could have been interpreted as a
weakening of the Governemnt's resolve.

(iv) What if Exchange Rate falls further - will you take action to

stop Interest Rates rising: - Underlying monetary and economic

conditions are sound, and in consequence there is no reason
now for a further rise in interest rates. Zﬁowever, any
attempt to resist strong upward pressure from the market
would have to be assessed in terms of its impact on
expectations./

(v) (Defensive) Impact of fall in Exchange Rate on Inflation - will

no doubt be some modest impact on inflation of recent fall.
But probably less or slower to come through than many
commentators suggest. Reasons why major upfurn in inflation
not in prospect:

(a) importersinto UK have had healthy profit margins
and may be reluctant to raise prices in today's
market conditions;

(b) food prices reflect the Green & (fixed separately);

(¢) commodity prices, including oil prices (one of
reasons for exchange rate fall), are weak;

(d) continued monetary restraint offsets any tendency
for impact on inflation to be more than temporary.

(vi) (Defensive) Exchange Rate fall shows need for target for

Exchange Rate - No. The important thing is that overall financial

policies are appropriate, and seen to be appropriate. The
exchange rate is taken into account in assessing financial
conditions, but it is not, and should not be, the only factor.
Anyway, it would be very difficult to stick to any exchange
rate target. A major international currency like sterling

-



cannot be immune from strong market pressures. Capital
controls, intervention and joining the EMS do not provide

the means of hitting an exchange rate target. Capital
controls can be circumvented; intervention can rarely sustain
an exchange rate significantly different from the market
rate, at least without forcing a change in monetary policy;
and membership of the EMS exchange rate mechanism is not

a policy - merely a commitment to take policy action to try
to defend a particular rate. (See sepaate briefs on each

of these.)

(vii) Recent heavy Intervention indicates a shift in Exchange Rate
Policy? = 1t continues to be the case that there 1s no exchange

rate target; intervention is undertaken only to maintain
orderly market conditions and smooth undue fluctuations in
the rate.

(viii) Why was Reserve loss so high in December?-Market conditions
were particularly unsettled last December - with sharp
movements between other major currencies - the dollar,
the yen and the deutschemark, and with the sterling market
unsettled by the uncertain prospects for oil. In those
circumstances it was hardly surprising that the Bank had
to intervene on a slightly larger scale than usual in order
to ensure sensible two~way trading and to preserve orderly
market conditions. But the fall in the rate during
December itself provides clear evidence against the notion
of any 'target' level for the exchange rate.

(ix) Market Intervention in December? - It is not the practice
to comment on the Bank's intervention tactics so no figure
can be given. The published figure for the underlying
change in the reserve is not necessarily a reliable guide

to market intervention: it reflects other transactions as
well.

(x) Who decides on the amount of Intervention? - (see separate brief
on Intervention)




ackground Facts

Effective Exchange
Rate

£/8
&/DM

Competitiveness*
(RULC)

Reserves(%b)ﬁ

Official external
debt (gb) ‘

Q4 1976 May 1979 Ql 1981 End January
October 25
1982 1983
n8.1 86.3 101 .4 92.5 81.7
1.651 2.058 2.309 1.677 1.537
3.977 3.926 4,814 4,291 3,725
84,7 108.0 155.0 135.5%* 120.0**

(Q2 fig)

4.1 21.5 28.2 18.5 17.0%¥
19.4 21.9 17.2 12.6 12.1%

rise in index - fall in competitiveness
at end of period

estimates, based on the assumption that
UK unit labour costs rose at the average
rate in other countries from 1982 Q2

end-December figures
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EXCHANGE CONTROLS
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Factual

' Exchaﬁée controls restricted transactions between residents

and non-residents. They were introduced at the beginning of -
the Becond World War to maeke gold and foreign currency available
for the war effort. They were rétained,in the post war: years
when thre was a need to defend a fixed exchange rate despite
recurring current account deficits. The growth in trade flows
and capital markets madeexchange controls ineffective and the
easing of the balance of payments constraint as North Sea

0il was developed made them irrelevant. They were abolished

in October 1979. ‘

Points to mske: Positive

(i) Exchange contro&ss fnaﬁq)é%ta% elggg?cfo%ne}gggpfeqce of
strong market movements/ They did not control leads
and lags on payments for imports and exports (one month's
movement in payments on goods alone now totals around
AEiObn). And exchange controls did not prevent non-residents
franswitching funds between sterling and other currencies.

(ii) With modern communications and increased interdependence
between countries no exchange control regime acceptable
in a democracy can prevent movement out of an internationally
traded currency like sterling.

(iii) The only defence against speculative flows is to maintain
confidence by pursuing the right monetary and fiscal policies.

(iv) Exchange controls reduce the efficiency of financial markets.

(v) They impose an administrative burden on both public and
private sectors.
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‘efensive

' (vi) Abolition has led to huge outflows. The net capital

(vil)

(viii)

(ix)

outflows in recent years simply reflect - as a matter

of arithmetic - the large current account surplus. Just
88 8 country in deficit ha® to borrow abroad, awcéuntry
in surplus improves its international balance sheet. 0
Our balance between overseas assets and liabilities is in
a better state than it has been for years - and this
will provide a useful source of net revenue from overseas
for the future.

Capital outflows mean lower investment at home.
Abolition of exchange control has had no direct effect
on net capital flow. But it may have meant larger UK

investment abroad matched by higher investment in the UK
- or 8 lower level of withdrawal of funds - by overseas
investors. Much of our investment abroad increases our
access to overseas markets and exports, encouraging
increased investment at home also.

Economy vulnerable becsuse short term inflows offsetting

Jlong term outflows. There was nothing in the exchange

controls operated by the previous Government to stop

such inflows.

Why retain the Exchange Control Act 1947 on the statute
book. We are required by the European Communities Council
Directive of 21 March 1972 to be sble to act, where
necessary, on capital flows without further enabling

neasures.

et of - oy
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-MS EXCHANGE RATE MECHANISM

Background

1. The UK is a founder member of the EMS and participates in
negotiations on its modification and in realignment conferences,
although the pound does not participate in the exchange rate mechanism.

2 The fundamental difficulty with participation is that the
adherence to an exchange rate target might conflict with achieving
domestic monetary aims. Some of the smaller countries whose financial
systems are inevitably interlinked with those of a larger country
(usually Germany) do not, anyway, have much scope for pursuing an
independent monetary policy. A fixed exchange rate with the larger
country provides the appropriate financial discipline in their case.

5 After enjoying a relatively tranquil two years since its
inception in 1979, the EMS has in the last 18 months encountered more
difficult conditions with major realignments taking place in October
1981 and February and June 1982. In September and October the market
regarded the French franc and Danish krona as being liable to
devluation against ‘the relatively strong deutschemark and guilder.
More recently the French and Belgian francs have also been under
pressure, while the guilder and Danish krona have been the strongest
currencies in the system.

4, Between June and October the pound enjoyed a period of relative
stability against the deutschemark with the rate mostly in the range
DM 4.26-4.30. However, from mid-November it weakened sharply,
reaching a low of DM %.676 on 11 January.

Points to Make
5. UK Membership would increase exchange rate stability?
There is no reason to suppose that the simple act of joining the EMS

exchange rate mechanism would necessarily have an impact at all on
exchange rate stability. This has not been the experiénce of the

current participants. Lasting stability requires a return to low

and convergent inflation rates throughout the community.

-1-



De Reasons for not joining

Successive governments have decided not to join the exchange rate
mechanism, because sterling's exposure as an international traded
currency and its status as a petro-currency both make it vulnerable
to large speculative flows between sterling and other EMS currencies.
Recent events have demonstrated that sterling can still be affected
sharply, and in a different way from other European currencies, by
shifting expectations about oil prices.



2(9\\ ‘@’é

DR_EMMINGER

»

The Opposition have made a great deal of the Ibllowing
quotation from a paper submitted by Dr Emminger to the TCSC
in the course of their IMA enquiry. It features, for example,
in Mr Shore's 23 November "Programme for Recovery".

"At its peak in February 1981, the "real" sterling .
exchange rate was not only about 50% above its depreciated
value of 1976, but about 30% higher than in 1972. This is
by far the most excessive overvaluation which any major
currency has experienced in recent monetary history. It
dwarfs the "real" upvaluation of the D-Mark between 1972
and its peak at the beginning of 1980, which was slightly
above 10%. The large real appreciation of sterling from
1979 to 1981 was probably the most important single element
in that period's British economic policy, as concerns its
effects both on domestic inflation as well as on British
trade, production and employment".

Points to make

2. Théfe are two points to make about this statement.

(i) The Opposition have taken it out of context. In
the paper Dr Emminger was using sterling's experience
as just one, albeit the sharpest, of many huge swings
between major currencies in the 1970's and 1980's. He
was making the point that we live in a world where such
swings happen - and indeed that there is not much that

can be done about them.

(ii) Dr Emminger expanded-on -his views in a subsequent
oral hearing by the TCSC on 25 October 1982 (now
published). He said:-



(a) The effect on British production and investment
was serious not so much because of the appreciation
itself but the inflexible reaction to it, particularly
"as concerns wage developments".

(b) He did not think very much could have been done about
the appreciation, which in any case

(¢) probably in part reflected previous undervaluation
of the £.

(d) Large countries with open economies and free capital

movements, like the UK and Germany, cannot adopt a
fixed or target rate in relation to the dollar.

Background: verbatim extracts from oral evidence

(1) "What I meant is whether a larger country, with an open
economy and free capital movements, like the UK or West
Germany, could adopt a fixed or target rate in relation
to the dollar. It could not. We have seen that a fixed
rate vis a vis the dollar is an invitation for big
speculative flows whenever a lack of confidence in the
dollar or in the other currency arises. Why? Because
there are hugh amounts of volatile dollar funds in the
world.... soO we have to live with a floating dollar.

What we should aim at, is to get better underlying
conditions for the floating system eg to have better
convergence of economic, in particular, monetary policies
between the Americans and Europeans and the Japanese ...."

(ii) th reply to a question from Mr English who quoted
the last sentence of the passage at the beginning of this
brief, and then asked Dr Emminger whether he meant that
manufacturing industry and exports were sacrificed to keep
the inflation rate down./ "Perhaps I should not have made

that remark .... I do not subscribe to the word "sacrifice"
«+.. because the real effect of that appreciation very much
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depended on the British economy .... was rather inflexible
as concerns wage developments, which, of course, meant there
was quite some effect on employment and production ....
Secondly also I do not think that very much could be done
against that and, furthermore, this record appreciation
consists of two elements, not only that the pound went up
but also that before it was probably undervalued ...."
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WORLD ECONOMIC PROSPECTS

CONFIDENTIAL
Attachment (iii)
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Points to note

ii.

iii.

iv.

vi.

World activity has yet to pick up. Depressed activity
is part of cost of eliminating rapid inflation. But
inflation has come down faster than expected = from

12 per.cent in 1980 to 6 per cent (latest annual
figure) for the major countries.

&2 -

Latest OECD/IMF forecasts have been revised down but still
expect modest recovery throughout 1983 with US growing at

or below 2 per cent. Japan's growth of 3% per cent is based
largely on domestic demand. Output in Europe remains
broadly flat with no strong recovery.

Elusive recovery demands a careful analysis of economic
developments and the impact of policies but essential to
maintain firm medium term economic policies and to resist

calls for excessive reflation.

Monetary policy should take account of a wide range of
factors when assessing targets. But/écanomy recovers
monetary growth should not allow any renewed upsurge in
inflation.

On fiscal policy, recession inevitably pushes up
cyclical component but firm action is necessary to reduce
structural deficit and put budget deficits on a convincing

declining medium term path. All countries have responsibility

here but especially the US.

Despite modest recovery the US budget deficit, which may
exceed $200 bn this year, is unlikely to fall markedly
without additional fiscal retrenchment given the desire

to peduce taxes and maintain prospective spending plans for
defence and social programmes.

CONFIDENTTIAL



vii.

viii.

ix.

CONFIDENTIATL

Agree with view of Institute of International Economics
(Williamson) that policy co-ordination is necessary to

ensure stability and recovery. As world trade prospects

are poor low inflation countries with sound (internal and)
external positions should explore short term flexibility,

to encourage domestic recovery, but essential to maintain
counter-inflationary thrust of medium term policies. Bach
policies should ensure convergence to durable non-inflationary
growth.

Dollar's fall and yen appreciation since November hasrecently
reversed somewhat. Gradual realignment needed so as not to
destabilise financial markets. Prospective current account
imbalences, growing US deficit and Japanese surplus, may
usher in further exchange rate volatility. Important major
countries take account of the international repercussions of
their policies.

International financial system calmer now but remains
delicate and requires adherence to firm policies by major
SDR countries. Developing countries are adjusting, eg
programmes adopted by Mexico, Brazil and Argentina while
IMF expects NODCS current account deficit to fall to grcbn
in 1983 against $90bn in 1982 and around #100bn in 1981.
Adjustment must continue together with the provision of
adeqguate finance by IMF and other Pnders. Lower interest
rates should ease debtors difficulties.

CONFIDENTIAL
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Background

1. Real GNP growth in the industrial countries is estimated to
have fallen slightly in 1982. The protracted nature of the
recession reflects poor real income growth, higher savings ratios,
sluggish investment and continued stock adjustment to depressed
levels of activity. The industrial world has also been affected in
the past year by reduced demand from developing countries who have
faced increasingly tight financial constraints.

2. 'The latest IMF and OECD forecasts see output picking up during
this year and growing by 1-2 per cent. The US, Germany and Canada
all experienced a sharp fall in output last year while Japan
achieved reasonable growth and output in Europe as a whole stagnated.
Growth prospects for 1983 have been revised down with the US

growing by perhaps 13-2 per cent, Japan by 3% per cent but little
revival in Europe. World trade fell last year for the first time
since 1975. Both IMF and the OECD predict a mild recovery in world
trade this year.

3. Early but tentative signs of the recovery in prospect are

slowly beginning to appear now that inflation and interest rates

have come down. Higher consumers' expenditure, positive stockbuilding
and construction investment are the likely sources of growth this
year. In the US housing starts, usually a good forward indicator,
and retail sales picked up at the end of last year, and the leading
indicators have continued rising. The fall in business confidence

in Europe may have bottomed out as expected production levels
increased while in Germany orders improved in the last two months

of 1982.

4, TUnemployment has continued to rise throughout the industrial

world except Japan but may begin to level out this year. The major

economies now face an unemployment rate of around 9 per cent by

end-1983, with no early prospects of any reduction.

CONFIDENTIAL
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5. Inflation has come down much faster than expected as wage

costs have moderated and import prices have remained weak.

Consumer price inflation for the major countries has been halved,
falling from 12 per cent on average in 1980 to 6 per cent for the
12 months to November 1982. A wide range however still exists with
inflation in Italy at 16% per cent compared to the 9-10 per cent in
Canada and France, with the UK at 5% per cent, Germany and the US
at 4% per cent and Japan with 2} per cent.

6. The fall in inflation together with weak private credit demand
has allowed some reduction in interest rates. From their earlier
peak of 15-16 per cent 3-month maney market rates in the US have
fallen to around 8 per cent now. Elsewhere interest rates have
also fallen but to a lesser extent. In Italy nominal rates remain
near 20 per cent, against 12} per cent in France, 6% per cent in
Japan and 5% per cent in Germany. Realinterest rates have eased

but remain high compared to past experience.

7. The narrowing of the interest rate differential in favour of

the US and large prospective US current deficits contributed to

the depreciation of the dollar's effective rate from November to
mid-January. This fall was matched by a stronger yen (up 18 per cent
against the dollar)and DM. Since then the dollar has partly
recovered - as expectations of lower US interest rates faded - and
some of the earlier appreciation of the yen and the DI, in partigular,

have been reversed.

8. After moving towards rough current balance in 1981 forecasts

show a growing aggregate deficit for the major countries dominated
by the prospective US deficit. The US deficit is expected to be

around $30 billion for this yean In contrast, despite a

minor deficit last November, the Japanese current account surplus is
forecast to grow steadily and reach over g11 billion for 1983 while
Germany is expected to have a small current account surplus.

9. Current accounts of NODCs are expected to fall again this year

to #70 bn (equivalent to 14 per cent of total exports) compared to

£90 bn in 1982 (20 per cent) and around 100 bn in 1981 (22 per cent).

This represents considerable adjustment given their adverse terms of
CONFIDENTTIAL
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trade and depressed export markets. TFinancial constraints have been
much tighter than expected. According to IMF estimates mnet bank
lending to NODCs fell from £53%% bn in 1981 to only 225 bn in D82, a
fall of some $30 bn, and this year it could be lower. Most major
debtors, Brazil, Argentina, Mexico are adopting adJjustment programmes.
The possibilities for major international defaults have receded but
adjustment must continue GLogether with adequate finance from the IMF
and other financial institutions.

Policies

10. The task for policy is to ensure that a durable recovery is
established without rekindling inflation. This implies probably

some short-term flexibility in the operation of policies, particularly
by those countries which though low inflation have achieved some room
for maneouvre, but also a commitment to prudent medium-term strategy,
particulaly for those countries where structural budget problems could
undermine the recovery. Important that policies of major countries
are co-ordinatéd and seek to converge towards sustainable non-
inflationary growth. Williamson's call for policy co-ordination is
welcome but a general widespread relakation of policy would
inevitably mean higher inflation and thereby prejudice the recovery.

11. The appropriate stance of monetary policy is proving difficult

to assess, particularly in the US at a time of institutional change
and changing liquidity demands. The Federal Reserve Board has
suspended its M1 target and adopted a more flexible approach but

some have argued its stance is now too lax. M2 growth in the last
four months of 1982 was broadly in line with revised higher targets of
91 per cent. The Fed is considering returning to the original targets
for this year though no final décision has been announced.

12. Monetary growth in Germany for 1982 remained within the 4-7

per cent target and this target is to be continued this year.

In France monetary growth after being well above the 12}-1.31 per

cent target early last year has decelerated recently and the out-turn
for 1982 may have been close to target. For this year France has
adopted a tighter single figure target of 10 per cent. Canada has
recently abandoned monetary targets but aims to keep its exchange rate
closely in line with the US dollar.

CONFIDENTTAL
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13. The reduction of budget deficits has been hampered by the

recession. The industrial economies' deficits have risen fron

2 per cent of GDP in 1979 to 4 per cent last year and may remain at
that level during 1983. Only Japan and the UK have reduced their
deficits although Germany has managed to offset much of the

effects of recession by tight discretionary policies. The Japanese
announced a Yen 2 trillionreflationary package in October, but the
budget for fiscal 198% (starting in April) still projects a reduction
in the central government deficit compared to the likely fiscal 1982
out-turn. Expansionary policies in France and particularly the US
have contributed along the depressed activity to the overall increase

in fiscal deficits.

14. Since 1979 the US Federal deficit as a proportion of GNP has
increased from # per cent to 4 per cent. Much of this increase is
due to the effects of the recession. However even with some recovery
existing policy is unlikely to reduce the deficit which could exceed
g200 bn  this fiscal year (FY83). The basic dilemma facing the US
Administration remains the same one of reconciling rising expenditure
on defence and social programmes with the desire to cut taxes.

15. President Reagan's State of the Union speech, delivered on

26 January, proposed major steps to reduce the budget deficit. They
included a freeze on federal expenditure, a structural reform of the
social security system (following the report of the Greenspan
Commission which proposed savings of 3169 bn over the next seven
years), cuts of 245 bn in the growth of defence expenditure and

tax increases contingent on progress in reducing the deficit. The

US Administration has put the fiscal deficit at over 200 bn this fiscal
year. For FY84 the freeze would reduce the likely deficit from

$230 bn to 2188 bn but the plans would still leave the deficit higher
than expected in the longér term. The final 10 per cent tax cut in
Julythis year is still ‘to be implemented. The precise details ef
thiss package and its feasibility can be assessed when the budget
forecast ispublished at the end of January but it provides encouraging
gignsof the Administration's desire to tackle budget problems.

CONFIDENTIAL



CONDITIONALITY < FUND'S ROLE IN' ADJUSTMENT
Points

1. PFact that deficit caused by external factors beyond a country's control does not
remove need for appropriate policy changes. Deficits cannot be allowed to
grow unsustainably. Therefore need in the current circumstances for strong

adjustment measures to achieve viable balance of payments.

2. Fund conditionality has been applied fairly rigorously in last two years
but we judge that present degree of conditionality is about right. Fund does
show sensitivity to specific national social and political priorities so as

not to discourage early resort to the Fund.

bic Donor governmments and banks, as well as the Fund, must recognize their
mutual responsibilities in meeting ldc external financing needs. Fund lending is not
intended to displace commercial bank loans but to be a catalyst for their

continuation.

4, At Versailles we acknowledged special responsibility of major countries to take
account of international consequences of their national policies. Fund surveillance
under Article IV procedures have also been evolving in this direction. We

believe these principles of surveillance are broadly right but its implementation
might be made more effective eg by locating more clearly where burden of

adjustment should be,

Background

5 The Fund's conditionality - guidelines were reviewed in 1979 to pay the

regard to the domestic social and political objectives of members. However,
following pressure from major countries (including the UK) the Fund staff tightened
conditionality during 1981-82 e.g. by more frequent use of prior actions (ie exchange
rate changes) as preconditions and mid term reviews. Developing countries, in
contrast, argue that the present degree of conditionality is too barsh

particularly in the failure automatically to modify programmes in the case of
adverse developments beyond a member's control., We have argued that appropriate
conditionality is mecessary to promote effective adjustment and to ensure that use
of Fund resources is only temporary.



6. TFollowing the 50% quota increase in 1980 and the enlarged access finance of

SDR 9.3 bn, Fund lending rose to record levels in 1981 of net commitments of SDR

12.1 bn. The Fund was both supporting considerable adjustment efforts by non-oil
developing countries and was doing so in a way which efficiently recycled substantial
resources from the structurally surpluscountries to deficit countries. But many
countries (especially in Latin America and in East Burope) were still putting off
necessary adjustment, and continuing to borrow heavily from the Euromarkets to
finance growth. So too were many of the non gulf oil exporters whose ambitious
development plans were expected to be financed from growing oil revenues. It is these
two groups that are now coming to the Fund, Their quotas and debts are large and
the support they need from the Fund is substantial, often over an extended period.

7. There are currently 25 SBAs in place for a total of SDR 6.9 bn; of these
4 are jinoperative., There are 7 EFFs for a total of SDR 17.8 bn; all are
operative (see Annex).



LK

USE OF FUND RESOURCES

Net commitments
(ie SBA/EFF)

CFF, First Credit
Tranche, Buffer
gtock purchases

1981
12.1

1.5

ANNEX

SDR bn
1082

2.4%

3.0¢

¥ Gross commitments were SDR 6.5 bn of which: Mexico 3.4 bn.
¢ includes SDR 0.5 bn for Brazil.

1982 as a whole saw a marked slowdown in the rate of commitment lending

compared to 1981. However, following the approach by Mexico to the
Fund in the autumn, it became clear that the rate of lending would
speed up again although the bulk of lending will fall in 1983.

Current Fund Programmes

SBA
Barbados
Chile
Costa Rica
E1l Salvador
The Gambia
Guinea
Haiti
Honduras
Hungary
Liberia
Madagascar
Malawi
Mali
Morocco
Panama”
Romania
Senegal+

+ inoperative

Somalia
S Africa
Sudan*
Thailand
Togo+
Turkey
Uganda
Yugbdslavia

EFF
Dominica
India
Ivory Coast
Jamaica
Mexico
Pakistan
Peru



AUOTAS AND GAB - INCREASING THE FUND'S RESOURCES

Points

1. The Fund's key role in adjustment means that it must have
adequate resources. In Toronto I advocated an increase in quotas

of at least 50%. Events since then have suggested a need to increase
the quotas as quickly as possible. The UK has taken the lead in
trying to accelerate the negotiation and ratification of the review.
In view of the progress made in the Executive Board on increasing
quotas and the priority attached to strengthening the Fund's resources,
I have proposed bringing forward the date of the Interim Committee
from April to 10-11 February.

2. There is widespread agreement that the quota increase should
be substantial. Now that there is agreement on increasing the
resources of GAB, my own view of an increase of about 50% in quotas
would provide the Fund with adequate resources to help prospective
borrowers. I would not expect the finally agreed quota increase
to be too far from that figure.

3. On distribution, I attach great importance to a method that is
uniform, fair and systematic and which allows quota shares to change
in an orderly way over time to reflect more clearly memberts positions
in the world economy. These issues are under review and we hope to
reach agreement in the Interim Committee. It is difficult to go in"
detail at this stage of the negotiations, particularly since

important questions of national interest are at stake. However,

if members display a willingness to compromise, I am hepeful that the
outstanding problems can be resolved.

4, Ministers of the Group of Ten have agreed that the General
Arrangements to Borrow should be increased from SDR 6.4 bn to SDR 17 bn.
Moreover in future the GAB will be available not only to participants
but to any member with a conditional programme at times when the Fund
is faced with an inadequacy of resources associated with balance of
payments problems of a size threatening the international monetary
system.



Bre The enlarged GAB represents the special contribution of the

G10 to the solution of current difficult international financial
problems. It is a useful step towards restoring confidence within

the international financial community. It underlines the fact that

our existing institutions are showing themselves capable of adapting
and that the way forward is by building on this process of adaptation.
There has been much talk of a new Bretton Woods but now is not the

time to uproot the existing insitutions.

6. At present our contribution towards the GAB is denominated in
sterling. The new GAB commitment will be denominated in SDRs. This
will require legislation and accordingly I will be asking the House
for authority to make some amendments to the 1979 International
Monetary Fund Act.

Background

7. On size the Executive Board's report to the Interim Committee
will indicate that almost all (ie all except the US) could support
an increase in quotas to SDR 100 bn. Ldc directors have stated that
SDR 100 bn must be a minimum. G10 directors support the range

SDR 85 - 100 bn, with all except the US seeing a 50% in these

as the practical minimum. The US have shown a marked reluctance to
go over SDR 85 bn, usually citing Congressional difficulties. The
US may simply be adopting a negotiating posture but agreement

in the Interim Committee will presuppose a willingness for the US

to go above SDR 90 bn.

8. On distribution, there is general agreement that the Australian
method of distribution should be applied as the basis ie in order

to reflect better the relative economic positions of member countries,
the increase should be distributed in proportion to each member's
share in the total of calculated quotas. There is equally general
agreement that this purest method of distribution should be diluted

by some degree of equiproportionally. The precise size of the
equiproportional . element is still to be decidedbhatmany directors




(ie 10-15) favour the range of 20-50%. The UK could accept any
point in this range but the needs of the Japanese (who want the
minimum equiproportional element) will have to be borne in mind.

9. EQSt“tOUK. The various capital transaction involved in paying

the increased subscription (whether in SDRs or sterling) do not score
either as public expenditure or as increasing the borrowing requirement.
The initial effect of paying in SDRs or having sterling used is to
increase the reserves since our reserve position with the Fund rises.
These transactions do, however, have small second round interest

rate consequences which indirectly affect the borrowing requirement

via debt interest.

10, The UK share in the GAB will be 10% of SDR 1.7 bn. If the UK
accepted a GAB call, as with use of sterling, our reserve position
with the Fund would rise (ie we would become larger creditors of the
Fund). This would be treated as any other increase in reserves

ie it would not affect the PSBR or public expenditure. However second
round interest rate effects would mean a rise in debt interest payments
and consequent possible rise in the PSBR. If, however, GAB

commitments carried a market rate of interest, there would not be._

a PSBR effect.

Legislation

11. The 1979 IMF Act appears to be defective in making no provision
for subscription payments other than in own currency: the relevant
section refers to subscriptions being paid out of the NLF. In relation
to the forthcoming quota increase we will want to take powers to make
payments not only in sterling but in SDRs held by the Exchange
Equalisation Account. This would seem to involve amendment of Section 1
of the Act followed by recapitulation of the powers to make future
increases by statutory instrument.

12. Section 2 of the 1979 Act is widely drawn to permit loans "in
accordance with the Fund's borrowing arrangements". However on present
form it looks as if we shall need (as with quotas) to take provision
for subscription in foreign currencies or SDRs as well as in own
currency. In any event it is evident that new lending obliéétions will
be denominated in SDR and this alone would require new primafy powers.



13. In addition to the agreement on the GAB, G10 ministers agreed to
continue discussions with the Saudis on what form of association with
the GAB the Saudis were seeking. In particular they would discuss
whether the Saudis were prepared to set up a credit arrangement with
the Fund on comparable terms to the GAB participants. Discussions
were held on 2 January in London with Habermeier, Diniand the Saudis.

14. The question of access is still being looked at. . A decision
will net be required at the Interim Committee but it is already
beginning to look as if the outcome will be that no member loses
access in cash terms. For ldcs this will be a decisive element

in the Review. This should provide a satisfactory outcome for them
since the ldckﬁygﬁg‘as a whole will after the Review have a
considerably/shg}e of quotas than their relative economic position in
the world entitles them to.
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CONFIDENTIAL

-SDR ALLOCATION (including method of payrent)

Points to Make

1. Widespread agreement that the quota subscription should be in reserve assets

(ie SDR or hard currencies).

2. Recognise that many countries are interested in further SDR allocations but

this should be looked at in the context of IMF studies of the adequacy of global
liquidity. We ourselves have an open mind on the merits of a further SDR allocation.
We would welcome a review of the latest trends in world inflation and liquidity to

see whether a new allocation would command support.

3. [If necessary] The risk of reigniting inflation is probably less than it was.
The slowdown in bank recycling will need to be carefully monitored. But the primary
need is for conditional rather than unconditional liquidity, and we should not be

deflected from recognising this.

Background

k, Under the Articles, members are required to subscribe 25 per cent of a quota
increase in SDRs; except that the Board of Governors may prescribe, by a 70 per cent
majority, that the payment may be made, on the same basis for all members, in whole
or in part in the currencies of other members specified, with their concurrence, by
the Fund or in the member's own currency. Virtually all Executive Directors have
agreed in principle that 25% of the increase in quotas should be paid in reserve

assets.

5. However, many of those who in the last couple of years advocatedfurther SDR
allocations (ie most of the membership except for the G5) have taken this opportunity
to press for a further discussion on the merits of an SDR allocation. The agreement
to subscribe either SDRs or hard currencies is therefore being given on two
understandings. The first is that members in difficulties can promptly draw the

reserve tranche thus created. The second is that the next Interim Committee will ask

the Executive Board to review latest trends in world inflation and liquidity and report

back to the Governors as a matter of urgency so that they could consider at the

next Annual Meeting whether a new allocation of SDRs was called for at that time.

CONFIDENTIAL



CONFIDENTIAL

6. This seems a sensible compromise. It should avoid the Interim Committee being
distracted from the prime concern of securing an appropriate increase in the Fund's

resources.

7. It is not known whether the views towards an SDR allocation of the US (whose
support is crucial for achieving the necessary 85 per cent majority) or of other

G5 members have changed. If allocations are to be resumed, the likely starting date
would be January 1984. We could expect arguments that the first allocation should
roll up the allocations which might have been made in 1982 and 1983. If this is
conceded the first allocation would be unlikely to be less than SDR 12 bn with
further allocations of SDR 4 bn in later years, ie the same annual rate as in the
period 1979-1981.

CONFIDENTIAL
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FUND LIQUIDITY

Points
1.  Although the Fund has both unused ordinary resources and credit lines for the very

immediate future, more will be needed in the period before the Eighth Quota Review is

implemented (and the new GAB borrowing arrangements put in place).

2. The Fund should finalise arrangements soon for a third SAMA tranche of SDR 4 billion.

3. The Fund should continue to explore similar medium term borrowing from others who
have not so far lent enlarged Access resources although we recognise that prospects here
are not good. We would support market borrowing only if borrowing from official sources

were inadequate.

Bac und

4. ISince Toronto concern has grown about the Fund's immediately available resources
before the Eighth Quota Review is put in place. The Fund currently has just over
SDR 10.1 billion of uncommitted ordinary resources which should be just adequate for the
next 18 months. However it has now only SDR 1.7 billion of uncommitted borrowed
resources to finance Enlarged Access programmes. Brazil (SDR 2.8 billion) will more than
absorb this. Without the third SAMA tranche a commitment gap of SDR 3.5 billion
therefore, will emerge by April. For 1983-84 the staff's estimates of commitments of
borrowed resources for members with quotas of less than SDR 800 million is SDR 3.4 billion
(including, for example, Egypt, Pakistan, Zaire, Philippines, Portugal and Turkey). This
would raise the commitment gap to SDR 7 billion. Some of these commitments may not
materialise but a number of the OPEC high absorbers (Nigeria, Indonesia) are potential
borrowers as well. Further commitments to members with quotas over SDR 800 million

cannot be precluded.
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5. This makes it particularly urgent to secure the third SAMA tranche of SDR 4 billion.
{In 1981 the Saudis indicated their intention to consider a further commitment for the third
year if their balance of payments and reserve position permitted). During his visit to Saudi
Arabia with the Chancellor (7-9 January) the MD intended to discuss the third tranche with
the Saudis. No definite conclusion was reached - the Saudis gave the impression that for
them the main question was enhanced resources for the Fund (whether by the third tranche
or parallel Saudi lending alongside the new GAB appeared a secondary q;;estion).
Habermeier (Fund Treasurer) with Dini met the Saudis in London on 28 January to continue
the contacts on GAB matters and will no doubt have sounded then out further on the third

tranche. There seems a reasonably good chance of securing the third tranche in the coming

months.

6. We have also been encouraging the Managing Director to approach other non-G10
potential leaders, such as Kuwait (SDR 2 billion) and the Emirates (SDR 1 billion) neither of
which contributed under the Enlarged Access policy. The Kuwaitis have given a definite 'no'
(their domestic financial system and stock market are in some disarray). The Fund are 'not

optimistic' about the UAE either.

7. Therefore we cannot rule out a further approach to the G10 countries (i.e Germany,
Japan and ourselves) for loans to tide the Fund over until the proposed new implementation
date of mid-1984 for the Eighth Quota Review although the Fund may be reluctant to do
this given the recent GAB decision. But we do not want to ease the pressure on the Saudis
or other non-Gl0 lenders at this stage. Therefore the less said about this the better. We
want to avoid giving the impression that the UK would agreed to lend more than the

-

forecast SDR 150mn already committed.

8. Programmes breakdowns will reduce the need for borrowed funds. We may be able to
wait and see which programmes fail and live with an uncovered commitments gap during
late 83 - early 84 provided that the Fund is fully ready to go to the market of the

GAB/quote increase in delayed. In the event that the Fund had inadequate resources



15/11

_~hecause of a shortfall from official sources, we would support direct market borrowing. If
)
the Fund does go to the markets, it should do so from a position of strength well ahead of

any immediate financing need.

9. The Fund may also explore the idea of selling sterling on an ad hoc basis in the
operational budget. There has been a grater than expected use of ordinary resources in
recent months and usable currencies have been substantially reduced (by SDR 1 billién) over

the period.



GOLD

Points

1. Gold still has something of a role in the international monetary system
as a store of value, even though it is no longer convertible at a fixed price.
It still has a place in national reserves. However there is no official price

for gold and currencies are not measured in terms of it.

2. It would not serve any useful purpose to fix the price of gold rather than let
it find its own level now that it does not play any formal part in the international
monetary system. In any case, in present circumstances there is no prospect that

this could be achieved by co-ordinated official action.

Background

3. There are number of reasons why we would not want to remonetize gold:

(a) The supply of gold might not provide sufficient world liquidity to
finance the growth of world trade. If there were not enough gold it would
be necessary to raise its price, which is potentially just as inflationary

as providing additional liquidity in any other way (eg SDR allocations).

(b) Gold ownership is concentrated in the hands of a few developed countries.
Compared with our major partners (other than Japan) the UK has little of it

(about 25% of our reserves).

(c) The lion's share of gold production is in South Africa (60 per cent)
and the USSR (25 per cent).

(d) It would be very difficult to fix the price of gold.

4, There was some revival of interest in gold in the US in 1981 as a result of

the US Gold Commission. In particular, supply side advocates (such as laffer),
fearing that high interest rates would frustrate the economic expansion promised as
a result of tax cuts, argued that there could be no serious anti-inflation policy
until gold convertibility was restored. However, the Commission (which included
Sprinkel, Wallich and Reuss) was weighted against gold proponents and certainly

orthodox fiscal conservatives are much more sceptical about gold than 'supply



siders'. The Commission's report could not conceal these deep divisions and
the majority recommendations came down firmly against convertibility. The

report in effect made any positive move on gold a non-starter.



JURGENSEN GROUP
SPEAKING NOTE

In my Fund speech, I said that I hoped study would not be an
academic exercise or a means for each country to Jjustify its
present practice. The object should be a meeting of minds not

a widening of differences.

This still seems to me right. As I understand it the Working
Group are now reaching the stage of completing their report.
This will be looking at the objectives of intervention, and how
effective it has been - in effect a pooling of past experience.
When this analysis is complete - and my impression is that a
pretty thorough job will have been done - 1 think the next step
will be for Deputies to see what they make of it. The issues
would come to Ministers. But for the moment I cannot say more
than that. No decision has been taken for example about

publication.

BACKGROUND NOTE (CONFIDENTIAL)

The Group was established at the Versailles Summit. The Commission
participate as well as the G-7 countries. It has had many meetings,
and produced a mass of background material. By and large the
conclusions seem likely to be in line with existing UK policy: it
will not suggest that intervention by itself can stand in the way
of major market trends; it will suggest useful modest "smoothing"
role. G-7 Ministers will have to consider the Report before the

Williamsburg Summit.



Attachment (iv)

THTERNATIONAL BANKING MATTERS ' ™,
\ \%
76
Ao Nature of the “ecrisis"

(i) Tt is natural for the media to speak about a "crisis":
it sells newspapers. [For different but perhaps equally
understandable reasons no one expects officials, central
bankers or Government Ministers to talk in similar terms. ]

Some of the problems are serious, and the activities of

the international institutions, central banks and Governments

over past months bear witness to that (and are in themselves
also a source oOf comfort). But it is also important to
see the problems in perspective.
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And there ere good reason

should continue to avoid that.

(1ii) The increasc in lending has been more modest than

aften thought.. Between 197% and 1982 the external debt of
) ~countries o " L :
dgeveloping / Tnereased from around @100 billion to

O

sround $500 million. A large increase in nominal terms:
but nothing like so dramatic once one has allowed for
sinflation and growth. The increase in relation to exponrts
and trade over the decade was about 25 per cent. In fact
the prowth rate of lending in real terms seems to have

peen higher in the 1960's.

(iv) International lending has accounted for a growing
proportion of banks' business. But in 1981 banks'
international exposure accounted for around 17% of assets

(average for banks Irom the major countries) - so the

grezster part of bani

ing exposure Temains domestic.



B.

-

(v) Most lending is accounted for by a small number

of countries. The top 10 developing country borrowers
accounted for 60 per cent of the total in 1981. These
are all countries with strengths in terms of natural

resources or economic track record. [That is why they were
able to borrow.] Although they may face temporary problems,
these natural strengths must increase confidence that

in the loans will prove good; and that additional bank
lending undertaken following policy adjustments by the
borrowers will help improve the the quality of existing
loans.

(vi) Rescheduling and adjustment may be painful for

borrowers and lenders alike. It is not a disaster.

(vii) In a broader.sense the problems are all symptons

of the transition to lower inflation in the world. The . .
: inflation

lower interest rates and more soundly based growth that lower /

~will bring will help all countries solve their problems.

e i D e

Points to make

1d be controls on banks' overseas lending/the euromarkets.
uggest that : .
SESS® )"EH8 euromarkets are not supervised

(i) Shou

It is wrong

”

from a prudential point of view; or not subject to any
controls. They are. In the UK and all other major
countries prudential supervision extends to banks'
international operations as well as domestic operations.
[Proposals for Government's or central banks to go

further and decide how much banks should lend to individual
countries, or direct the lending, are impractical and
likely to be inefficient. Such decisions must be made in

the market, and are for individual banks to make. ]



(ii) International coordination of supervision is
inadequate or has left lacunae (Ambrosiano). No system

is perfect or can be foolproof to outright fraud. But

it is important to recognise that a lot of work has gone

on internationally since 1975 to seek to improve supervisory
arrangements and cooperation between banking authorities in
different countries. The Bank of England has played a
leading role. They key committee is chaired by (and
sometimes named after Mr Cooke [who the TCEC saw on

24 Jan. ]

Background

(a)  There have been many suggestions that the Euromarkets

are unsupervised or uncontrolled. Often these arise from

confusing monetary control arrangements - which do nobt in
general apply to offshore markets, though their effect is
transmitted via interest rates - with prudential supervision,

which does.

here could be mention of lord Lever's proposal for

setting ceilings for bank lending to borrowing countries.
This geems to take different forms on different occasions.
Sorietimes it sounds like a proposal for bureacratic control
of all international lending; sometimes remarkably like the
existing system of banking supervision.

(b) The Basle Concordat.

The Basle Committee of Banking Supervisors drew up in
1975 a set of guidelines - which has come to be known

as the Concordat - on the responsibilities of different
supervisory authorities for the ongoing supervision of
banks where those banks operate in more than cne national

Jurisdiction.



The principles underlying the supervision of the Euromarkets
can be summarised as follows. The supervision of foreign
banking establishments should be the joint responsibility
of host and parent authorities and no foreign banking
establishment should escape supervision. The supervision
of branches' solvency falls primarily to the parent
authorities, whilst liquidity of branches and subsidiaries
is considered to fall primarily to the host authorities.
Solvency of subsidiaries is in the first place for host
authorities, but the principle of consolidation means a
substantial role also for the parent authority.

The text of a statement issued by the Central Bank Governors
in 1980 is appended. (Annex A)

C. Lender of last Resort

Points to make

(i) Arrangements do exist for preventing banking
collapses (domestic or international) having serious

domino effects.

(i) Central bank Governors made this clear -.as to
international banking - in their 1974 statement.

(iii) But it would be wrong for any individual bank to
think it would necessarily be rescued however imprudent
it had been. Past rescues (eg the Franklin National Bank
in the US) have not extended to helping bank managements,

nor shareholders.
Background

The text of Governors' 1974 statement is appended.(Annex B)

g T T



D. Information about international indebtedness

Points to make

(i) There has been_a greatly improved flow of
information about international lending in recent years.
This owes much to the efforts of the GlO central banks,
with the Bank of England playing a leading role, working
through the BIS. There is now a lot of information
available. Although it is only published quarterly,
about % months in arrears, it certainly should be enough
to give banks adequate warning of countries getting into
over extended positions: that doeés not happen overnight.

(ii) If the world's commercial banks decide to cooperate
to pool further information through their new Institute

of Internationsl Pinance, that would of course he a welcome
development.,
Background

A decision to go ahead with the proposed Institute has been taken.
But its precise role and functions remain unclear.

E. Bank provisions for bad debts

Points to make

(1) Obviously banks have to make the provisions they
think proper against individual loans to problem countries,
taking account also of the views of their supervisory
authority (the Bank of England),

(ii) The circumstances may vary from loan to loan,
depending on the details, existence of guarantees (eg from

ECGD) etc.



(iii) It is not a matter of writing a loan off completel~
or not at all. And a loan can be written down one yar and
up the next if circumstances change.

(iv) The position on the tax treatment of provisions was
sett out in a letter of 17 January from the Revenue to

the British Bankers Association (which has now been
published). [Copy attagﬂeé?ne%t is believed banks are now

generally content with the situation.]

E. Schemes to puarantee or refinance existing bank loans from

official funds

Lord Lever's proposal for central banks to take over from
commercial banks some of their existing loans to ldcs is one of
a family of proposals floated recently.

Some time ago the IMF/IBRD Development Committee set up a 'lask
Force to exasmine problems related to non-concessional flows %0
the less developed countries. The Task Force considered several
ideas for new guarantee facilities, including a French proposal
for a Multilsteral Partial Guarantee Framework for extending
partial guarantees to internmational banks on behalf of countries
on the threshold of creditworthiness.

However, in their report to the Development Committee the Task
Force decided not to recommend that these ideas be pursued,
essentially because their consultations with commercial banks
revealed that there was little prospect that a new mechanism

of this sort would in fact generate additional lending. There may

be some scope for multilateral institutions, such as the World
Bank and the main Regional Development Banks, to make greater
use of their existing powers to guarantee commercial loans in
addition to lending in their own right but in the past there
has been little demand for them to do so.



More recently a number of further schemes have been canvassed
outside Government, including Lord Lever's proposals. For
example, a Refunding Facility was suggested in a Financial Times’
leader on 13 September, which would issue long term bonds with
an IMP guarantee, using these funds to purchase debts at a

discount.

Line to take

One difficulty with some of this family of ideas is that they
tend to cut across IMF conditionality. If conditionality is
decreased there is a danger that guarantees will be called.
Mofe generally schemes of this sort seem liable to give the
wrong signsl about the respective roles of international
institutions, banks and adjustment by developed countries.

If a commercial fee were changed, as it should be, there would
seen real questions to do with the extent to which the largest
banks would be interested in some proposals in this field if
(for example) they felt able to look after themselves in
rescheduling operations.

The best way forward is first to tackle individual country
problems on a case by case basis. Secondly insofar as the
problem is a general one we need to make the existing
institutions work better. This means in particular more
resources for the IMF and closer liaison with the commercial
banks in the establishment of programmes for problem countries.
It may mean the Fund getting in earlier and leaving shortexr gaps
if a programme breaks down. This approach is not easy but it
seems right in principle, and it avoids the hazards of attempts
to establish major new bureaucracies in short order. The role
the IMF has been taking recently in cooperating more closely
with commercial banks over problem countries is on balance a

helpful development.
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Attachment (vi)

DRAF'T

Statement on Current Account Surplus and Prospects

Members of the Committee will have noticed that the current
account continues to perform very well. It now looks as

if the surplus for 1982 will be over £44 billion compared
with the £3} billion projected at the time of the Autumn
Statement, and without the benefit in 1982 of the EC Rebate
we had been expecting. Exports aﬁuall;ﬁiﬁn 1982 despite

a fall in world trade, helped it is true by rising oil prices.
In December the monthly value of UK exports topped £5 billion

for the first time. There is no.sign yet of any massive

surge in imports.

2 Obviously there are great uncertainties in this area.
What will happen to world trade, what will happen to imports
when current destocking comes to an end, what will be the
effect of recent currency movements, and will the surplus

on 0il trade be maintained at the high levels we have seen
recently? I would not want to pre-judge the Treasury
forecast that will be published at the time of the Budget.
But the prospects are somewhat better now than they were

in November.
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TCSC: 31 JANUARY

Mr Kerr's minute of 25 January asked for a high profile note for
verbatim use at the TCSC hearing on 31 January about pay settle-
ments in the current round. In the light of my submission of
25 January, which crossed with Mr Kerr'!'s minute, it was agreed
that the note should concentrate less on what has been happening
in the pay round than on what still needs to happen in terms of

lower settlements.

2. I now attach a speaking note on these lines. You should also
be aware that if the subject of pay is raised, the Committee may
refer back to Mr Burns' evidence on 16 November when he said that
the earnings assumption given to the Government Actuary (a 6% per
cent increase between the 1982 - 83 and 1983 - 84 financial years)
would be:

'consistent with levels of pay settlement probably
something like 5 or 53 per cent!.

3. The Committee might suggest that the Government was therefore
assuming from the outset that settlements would be in line with
inflation and therefore higher than implied in the attached note.

If so, you could say:

"It is true that settlements around 5 per cent would be
consistent with the assumption for the Government Actuary.
But so would lower figures: for example 'drift' last year
accounted for 2 per cent out of the total earnings growth.
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But the important point is not the assumptions used, but

the need to get settlements as low as possible."

rfziﬂMw/

T J BURR
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SPEAKING NOTE FOR TCSC ON 31 JANUARY

Pay in the current round

CBI figures have confirmed that the level of pay settlements is coming
down in the present pay round. Their cumulative average for '
manufacturing settlements between August and the end of leeX year is
around 6 per cent. The ratification of the 4.8 per cent National
Engineering Agreement this month suggests that the current position
might be somewhat lower than this.

2. But even so, we are talking about settlements no lower than the
rate of inflation, which was 5.4 per cent in December. And of
course other factors besides the annual pay settlement. - known
collectively as drift - contribute to the growth of earnings.

So far from making sacrifices, many of those who have settled will
be getting higher real earnings. And this at a time when industrial

production is flat.

3. One is bound to wonder whether negotiators have yet adjusted
to the lowest rate of inflation for 13 years. If settlements had
declined since the summer by as much as prices, they would be

averaging less than 4 per cent.

4. But the majority of settlements in this round have yet to come.
They need to be kept as low as possible, and to be rigorously
justified in terms of what can be afforded and the market situation.
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MONDAY 35 OCTOBER 1987
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Members present:
Mr Edward du Cann, in the Chair

Mr Anthony Beaumont-Dark Mr Ralph Howell

r Jeremy Bray Mr Michacel Meacher
Mr John Browne Mr Austin Mitchell
Mr Michael English Mr Richard Shepherd

r Terence L Higgins
—

Examination of Witness

Dr Ormar EMMINGER, Former President of the Dcutsche Bundcsbank. called in and
cxamined,

Chairman underlying conditions for this existing sys-

814. Dr Emminger, we are Most grateful  tem. I may Say, Just as a foolnqlc. I very
to you for your kindness in coming 1o see us  much regretied that at he Versailles Sum.
this afternoon. We have hag STy consider- - mit Meeting so many able people wasted
able help from the Bundesbank in (he past,  Ume and encrgy on a very minor side issue,
as you will know, when we were conducting niamely, lnlcrvcmmn_m the dollar market,
our inquiry into the operation of the mon-  instead of concentrating on what was really
clary policy, and ] would Jike now, on the order of the day already in an‘c this
behalf of the Committce, “armly to thank  year, namely, a passible financial crisis and
you for the paper you have sent (o us,! |y is  how 1o avert i, have made jt clear in my
an admirable document and enormously  written statement that | considered this
~ helplul to us. We are very grateful to you. European request for joing action with the
The way in which we would like to conduyct United States in dollar Intervention as being
our aflirs this afternoon, if we may, is this. ~ entirely misplaced because in an organised
I will call on a number of my colleagues to ~ way, as they had intended it to be, j is
Pul questions to you and, as '] remarked to  impossible anyway and nothing much will
You a moment or two ago privalcly. please  come out of lt except a few historic docu-
feel free 1o volunteer any information yoy ments. When | said we shall not be able to
want al any time and we will see how we ma_kc any substantive changes in the Insti-
gel on, but, ag you know, Mr Padoa- tutional arrangements that means we will
Schioppa is here and we are hoping to talk  have 10 Jive with the present mixed System
to him some time afer about a quarter past  of, on the one side, frec floating in relation
five. Is there anything you would particu- 1o the dollar and (o some other currencies
larly like to say to us before 1 call on my and, on the other side, in a_fixed but
colleagues or shall | ask onc of them 1o pu adjustable rate system on a regional basis,
questions to you rightaway? Practically speaking the EMS system and
(Dr Emminger) Mr Chairman, may 1 with some other countries. As concerns the
make a very brief introductory Statement?  dollar, I want 10 repeat lh_a_g_ﬂcﬁhauc.vcry

; muc ale_on _improving the
815.kPIea_sF: Hng kind. i 6 Undertying —economic conditions  because
I make this in order to clarify my position here"we have seen i the recent past that

suchcllof this Committec, whichr is j:jfge_r- = Europe and in the United States, which has
o ot T, W Consemence o th o
e e (ot oy & e s 1
i o B it oy Spien T form. Wit T
) SC atready in my written sta cment, namely,

should concentrate on promoting better that in my view ¢ MS-has. not et stood

! YeL st
'Sec. Memoranda on Internationa) Monetary e final test, which would be a convergence
Arrangements, HC (1981-82) 449, 18-26. ar licies towards
i PP Y po

The cost of printing and publishing this Evidence is estimated by Her Majesty's Stationery Office at
3,168.
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domestic stability, but the System s still  were the outside worl;:l, now it seems thay

better than a free-for-a]| chaos among coun-  the overvalued dollar wi) become more and
tries which are 5o closclz Inter-conneeted in more of a burdep on the United States

Wwhat is sometimes lacking is a clear distinc- monetary currency relationships ag some
tion between the effecy of erratic exchange time ago they were thought to be, Thank
you,

rales, on external trade and short-term . . ;

£ . 816. Dr Emmmgcr. that is a most inter-
payments transaclmns, what 1 would call esting and significant slalemcn_l. We shall
fualing exchange rates, A much more Want '1° aik Mr b,pgf?“'bsocﬂ'oé’ffs =
important side of it is, on the other hand, Imom]c)nt 0{ ]:m pmlhdt ¥ abou i fma ;
the eflect of exaggeraeq shifts in the Jevels  ters bu it that a number o my
colleagues would like to follow up what yoy

of exchange rates or, to be clearer, stron : :
ovcrvaiuat%on or undervaluation of imporl{z have said, and 1 wonder i1 could ask you
: one question before | agk my colleagues 10
question you? You were saying you thought
it very unlikely that changes in"the institu-
tional arrangements could pe achieved, g

Where 1 think our main problems lic. The this

hen 1 say g change in the arrange-
; ments, I mean the institutiona) arrange-
policy in the presen; O¥ervaluation of the ments, a change in the EMS, 4 change in
ollar, which ' has mainly been brought  the rules, the fixeq rules. Of course, there
about by a very unnaqyra] combination of 3 may be, and there probably will be, some
weak A frers and very high agreement o, for instance, Sctting up a
rates of interest, This Overvaluation, in my ~ commitiee of surveillance, which js nothing

view, is likely to Jast as long as this unnaty. particularly new and which IS not an insti-
ral combinatjon persists. It is worh noting  tutional arrangement as such. It is Just to
that under (he floating rate s stem the  solve something which g already in (he
dollar has been Jandeg a similarly over.  Articles of Agreement of the Fund

valued position to-that which j was in in

the last few years of the fixed rgqe system Mr English

under the Brétion Woods system. | still very .

clearly remember thay g the beginning of 817, M, Chairman, could I first fully
the 19705 the Americans complained hay support  your remarks. I think we gj)
because of this fixed fate system the dollar  appreciate Dr Emminger's 'PFCSCI?CC_ here
had become Jocked ip in_an overvalued  and alse the help of his col cagucs in the
position and they were glad to be free of Past. In the f'o_rmcr I’arliamcn[ we had Some
that and were glad 10 be free of the position excellent advice from Germany on thig
of the passive pth currency in the system. subject of the European Monctary System
Now we haye the floating rafe System, and in this Parliament we have, of course,
which was Supposed 1o liberate the Ameri-  had evidence from Dr Dudler, which was
cans from this situation, and again they are  not only excellent evidence in 1self but also
in an overvalued position, although on g Mmanaged (o be Witty in good English. Yoy
differeny basis, on a floating basis, but they  have, | think, Dr Emminger, rrghlly.causcd
are again also in (he position of the Passive  us to think about some of our qucstions by
nth currency and thjs they asked for volun- implying that they were not as precise as
tarily, This has had, as yoy know, enormoys they might haye been. May | suggest 1o you
cllects on European anJJapancsc monetary  that op Page 18 your answer to our ques-
policies. I do not feed (o go into that. T tions 1§ and 19 was noy quite precise jtself.
want 1o corclude by saying that | have the The answers there given could imply that
feeling lhat'alihough in the past the main  they are answers to both questions. I do not
sufferers from his Very unnatural comb- really think yoy meant that,

nation of recession and high interesy rates On question 1§ | had no commeny.
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818. I sec now what is meant. So the
answers arc solely on question 19, is that
it?

On question 19 I had a very brief answer,
yes. That was about the allocation of special
drawing rights.

819. I think it now makes sense. It was
not clear.
It was not clear?

820. No, because it was not clear that
you were not answering question 18. Mr
Padoa-Schioppa has sometimes put ques-
tions together and answered them together
and | was reading the two at the same time.
What I think is another matter of much
more interest, though, is that on page 11 in
the second paragraph of your memorandum
you say: “Monetarists are, therefore, always
in favour of clean floating. For the same
reason most monctarists in Germany are
hostile to the EMS on principle. 1 would
agree that one cannot have a money supply
target together with an interest rate target.
Onc can, however, have a monetary target
together with an exchange rate objective, if
the latter is not defined as a fixed target
rate of exchange, but in the above-described
sense as avoidance of extreme and damag-
ing aberrations.” I think most people in this
country would loosely call themselves mone-
tarists if lhely said you could not have a
money supply target together with an
exchange rate target. You are agreeing with
them, though you are not agreeing with the
extreme international monetarists, and |
wonder if you would like to explain the
subtle distinction, or what seems to some
people Lo be the subtle distinction, between
the points_you are making?

It comes down to the question of what
you understand by “monctarists” and by
“monctary targeting™. We in Germany have
always applied this monctary largeting in
what we call a pragmatic sense and not in
such a dogmatic sense as has for some time
been prevalent in the United States, Bul, as
you know, recently they have deliberately
come over to a more pragmatic view of
these monetary targets and 1 had forecast
that alrcady, more than half a year-ago,-
that they would-have to come over to our
more pragmatic view, otherwise they would
Just fail. This they have now done. This
means we have never believed that onc
could be a slave of monetary targets over a
short period, say three months or six
months, or even one year, if other very
important considerations come into conflict

with that. So, we have played it in such a
way, for instance, that (to give a concrete
example) when the change in exchange
rates seemed to damage our domestic econ-
omy or our stability and so on, then we
looked more to the change in exchange
rates than to the money supply. However,
we always tried not to gel too far away
from our monetary target, and 1 always use,
although perhaps it is not very fair, the
Swiss example as being one which we would -
never follow, namely, that the Swiss,
because they had an extreme upvaluation of
the Swiss franc in 1978, simpry suspended
their monetary target and they created
moncy more than three times their monet-
ary target, with bad consequences after-
wards. We also overstepped our monctary
target in that period, but only from 8 per
centto 11 per cent, which was still tolerable,
although—and now I come to the monetar-
ists again—the dogmatic monelarists, of
course, criticised us for that. Whenever we
had to intervene in the European Monetary
System, and there were several periods of
that and we had sometimes to intervenc by
several billions of D-marks, they claimed
that by intervention in favour of this fixed
rate system we would undermine our mon-
clary target policy. My point has always
been that this, of course, may be true in the
case of the dollar because in the case of the
dollar the inflows and outflows of foreign
exchange can be enormous—we have had
such experiences and one of these experi-
ences in March 1973 really led to the
demise of the Bretton Woods system, to be
quite frank. Bul in the case of the EMS up
Lo now the inflows and outflows were usually
of a magnitude which was managcable and
did not disturb too much our monetary
target. However, when the EMS was set up
1 was still in officc and 1 made it a point
that we, the Bundesbank—when | say “‘we"
I still speak of the Bundesbank—would
have the right in an extreme ease 1o suspend
the intervention if it would be so damaging
that_it_would violatc our priority goal of
stabilising the money. This has been laid
down and has been confirmed by the com-
petent Minister, So 1 think the answer to
your question simply is that in our morc
pragmatic system up to now we have been
ablc to combine this partial fixed rate
system and the concomitant intervention
obligations with our monetary target. In
casc there is a too-sharp conflict, we would
then decide to get out of this obligation,
which, of course, would, in effcct, mean that
the Government would be under great pres-



i



238 MINUTES OF EVIDENCE TAKEN BEFORE THE

25 October 1982]

Dr O EMMINGER

[Continued

sure to negotiate a change in cxchange rates
inside the system and to remove the cause
of these flows of funds.

821. 1 remember well, Dr Emminger,
that not only did you say that but you were
also farsighted enough to make the assump-
tion at the time of the creation of the EMS
that it was just possible that the pound
might go up whilst everybody else was
thinking that it might go down in relation
to the ECU?

Yes, 1 always thought it would, because
I believe that when you have a continuous
surplus on current account it is bound to
have an influence on your exchange rate.

822. I have only two more points. One is
on page 14, your second paragraph there.
ould you tell me which question it is
because I do not have the manuscript, I
have the printed version with me. “}Lich
question is it?

Mr English: It is page 14, the answer to
question 13. Shall 1 read it out 1o you very
quickly: “The exchange rate can be used 1o
hold down domestic prices and wages if, for
instance "

Chairman

823. 1 think Dr Emminger has it. It is
Just that he has the printed version.
1 have the printed version. Yes, | have it.

Mr English

824. It is the second paragraph. I 1 were
being deliberately oversimple, are you really
saying that il we pegged our currency to the
dollar we could have brought inflation in
this country down? You mentioned the
point that Chile successfully, but brutally,
did that in 1979, Are you really saying that
if we had pegped our currency to the dollar
we could have brought inflation down,
whereas if we pegped our currency 1o the
yen we could have increased our trade
balance in manufactures? Is that really
what you are saying?

The first part is certainly truc, that if you
peg your currency to an overvalued cur-
rency that has a stabilising effect on your
domestic prices. For a short time the infla-
tion rate in Chile was down 1o zero but a
few weeks after 1 wrote that they had to
relinquish the system because it was too
brutal. In my opinion it was a brutal system
and in the end far oo brutal, so they had to

.relinquish it, Buy, of course, you can do it
and_there is no doubt that a number of
countries have used the pegging of the

exchange rate to a stable currency in order
lo have a stabilising effect on domestic
prices, and it is quite-clear that all countrics
which have an exchange rate policy (that is:

ractically all with the exception of the

nited States) also have 1o watch the effect
on domestic prices. You said there was
perhaps an option of having either the
stabilising effect on domestic prices or to let
exchange rate go down and have a betier
performance in exports. 1 said I am not sure
about the second part of your statement
because it would be true only if, in spite of
letting your exchange rate go down, you
would not yield to the inflationary pressures
which would, of course, arise from that. So
you would perhaps do it if you were a
second Japan, for the Japanese have man-
aged, in spite of the undervaluation of the
yen, to keep their inflation rate to approxi-
mately 3 per cent, which is a miracle really.
We would not have been™able to do it
because in our case, when the D-mark was
strongly undcervalued in 1981, this had an
enormous cffect on our domestic inflation
rate. It went up to 6.7 per cent while all the
domestic factors pointed towards a 4 per
cent inflation rate, so something had to be
donc with the exchange rate and that meant
that the Bundesbank had to persist in their
rather restrictive monctary policy. So, the
short answer to your second question is, you
could have this impetus, this stimulus, to
your ecxports, provided you can overcome
the inﬂalion:lry clTect of this undervaluation
on the domestic price and cost level.

825. But how would you and I do that
when neither you nor 1 believe in institu-
tional incomes policies?

It depends whether you call the Japanese
system an institutional incomes policy or
not. It is probably in between. Anyway they
are very good. They managed, when they
had very temporarily an increase in import
prices of 50 or 60 per cent only for a few
months, not to let tﬁat be reflected in their
domestic prices,

826. 1, too, would be fascinated to know
how it was done. My last question relates to
what, in my text, 1 have as page 5 of your
annex. This is the “Exchange Rate Policy
Reconsidered™ paper' of dth February,
which is an annex we have here to your
paper. In Section 11, “Exceptionally large
shifts in ‘real’ rates of exchange”, you have
what I have as page 5: “The fluctuations of

'Published by the Group of Thirty in a revised
form as Occasional Paper 10, 1982. :
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the pound sterling and the yen . :." Do you
understand? It is the third paragraph.
Yes, I remember it.

827. You say: “The pound sterling rose
against a group of important currencies on
a trade-weighted basis between 1978 and
the first quarter of 1981 by 25 per cent in
nominal and by 37 per cent in real
terms”—then you go on “and declined
again ... At its peak in February 1981, the
‘real’ sterling exchange rate was not only
about 50 per cent above its depreciated
value of 1976, but about 30 per cent higher
than in 1972. This is by far the most
cxcessive overvaluation which any major
currency has experienced in recent monet-
ary history. It dwarfs the ‘real’ upvaluation
of the D-Mark between 1972 and its peak
-.." You say also: “The large real appreci-

! ation of sterling from 1979 to 1981 was

probably the most important single element
in that period’s British economic policy, as
concerns its cffeets both on domestic infla-
tion as well as on British trade, production
and unemployment.™ 1 think we are all
bound to consider whether there is an
implication behind your remarks. The impli-
cation clearly is that virtually British manu-
facturing industry and British exports were
sacrificed to keep the inflation rate down. Is
that what you meant?

Perhaps 1 should not have made that
remark. -

828. You did not make it in that way.

I do not subscribe to the word “sacrifice”,
that they were “sacrificed” to that, because
the real effect of that appreciation very
much depended on the reaction to it and at
that time it seems that the reaction of the
British cconomy—but again 1 do not want
to intrude upon your policy problems—was
rather inflexible as concerns wage develop-
ments, which, of course, meant there was

. guilc some effect on employment and pro-

uction. But it very much depends always
on the more or less flexible reaction to this
phenomenon. Secondly also ] do not think
that very much could be doffe againsi that
and, Turthermore, this record appreciation
consists of two clements, not only that the
pound went up but also that before it was
probably underyalued and it came through
an undervaluation. Perhaps you would be

|- -good enough to look at the table which 1

.7~ anncxed 10 my statement for this Commit-

tee, Table 1, where you sec the real
exchange rates of some important curren-
cies, and here you see that, as compared

“With 1972, the pound at first in its real rate

went considerably down and it is mainly
due to that that afterwards its upward
movement was so exaggerated. That this
created a problem for the British economy
nobody could contest, but I do not want to
intrude any further on your British
province.

829. No, but I think we all agree with
you that the overvaluation occurred since
19797

Yes.

Dr Bray

830. Inviting you to intrude further into
our domestic policy, and knowing that you
did, of course, say this in Washington and,
therefore, it was no kind of discourtesy in
any way to Britain, you did say there was
actually excessive overvaluation, meaning it
did go too far. The effect was that the
cflective exchange rate rose to 103.9 and it
has since then fallen to 92.8, which is only
a 12 per cent decline in the effective
exchange rate. Would you say that the
pound is still cxcessively overvalued?

Now, of course, it 1s all a question of
definition. First, I would have to define what
is meant by “overvaluation” and “underval-
uation”. 1 did not go into all these nicetics.
I could not have gone into them. Sccondly,
I used the word “excessive” on purpose
because there are situations where some
overshootingy=as~ il 1§ usually called,” or
uRAErsIEoling is inevitable. 1 mean where it
is incvitable thal the exéhange rate does not
conform 1o the purchasing power parity or
inflation differences but where the currency
depreciates or appreciates more than is
justified by these inflation differences, that
is usually called an overvaluation but as
such an overvaluation may sometimes be
necessary. 1 used the words “excessive over-
valuation™ to say this is something which
goes beyond a reasonable overshooting or
undershooting, meaning that this will lead
to a misalignment of the currency.

Dr Bray: In defining misalignment in
reply to the first question in your evidence
you did say it 1s like the problem of
recognising a pretty girl. It is difficult to
definc but you recognisc her when you see
her. If the male chauvinist piggery can be

- forgiven, it is-not-only that you recognise &
pretty girl but you krnow what to do when-
you scc onc.

Mr English: Not everyone does.
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831. In those circumstances You seem to
accept that there are diver encies in fiscal
and monctary policy and
take a different view of what is a pretty girl.
Would you agree?

¢s. There are many instances where you
recognise her and do not do anything, 'IZ
is often what nations are doing, too., They
would recognise a clear misalignment and
- still cannot do anything or would not want
to do anything.

the word “policy “when you say that nations

icy? What does “policy” mean?

I meant 10 say that in a mog general
way, that %{.actically every country except
perhaps th Uﬁfrc‘ﬁ"Statcs——I'makc that
exception—has to have g view of _its
exchange rife, 0 say has 1o know

. Whether its exehange rate is grossly overval.
ued or grossly un ervalued, has destabiljs-
ing effects on jis domestic stability or very
damaging effects on jgs external trade rela-
tions. You cannot avoid having a view.
Why? Because exchange rate is such an
important prize. The only country which
can afford not 1o have such a view is (he
United States and here I mentioned in my
introductory Statement they will Ecrhaps

have some view on the dollar exchange rate,
That is the most general definition of having
an exchange rate policy. The second more
concrete definition would be that if you
recognise that the exchange rate is

about it and that means whether one can do
anything by monetlary lpo]icy. by fiscal pol-
icy or by intervention. Lisa misconception
to belicve that (he exchange rate policy
consists mainly or even only in intervention.

take again the example which we have
before us: the overvaluation of the dollar.
You cannot do anything about this overval-
uation of the dollar because this is bascd_on

istake of the Versailfes ummiil, thal one

m
can d6 something about i by intervention.

One can only do something about j by
changing the underlying factors.

833. Taking that point, Dr Emminger,
- You say in reply to question 9 that the

ifferent nations -

() ,

seems to be working well. Does that mean
that on the whole the stability of the

being eflectively ™ maintained by the
Government?
First, if you look again at table 1 which
I annexed to my statement, you see that the
real exchange rate of sterling is no longer
50 overvalued as it was gt the peak—]
mentioned it somewhere—at the beginning
first quarter of 19§) was the
peak and that is whay You see from this
table. Since then jis overvaluation has been
considerably reduced. Sccond, 1 think it js
true also—I canpot claim very precise
knowledge—that  qhjs average rate of
exchange which You mentioned has been
maintained without excessive need for inter-
vention. It shows that it scems Lo correspond
to the balance of payments, the trend devel-
opment of the British balance of payments,
and what ji implies is that due to the fact
that Britain has very useful oil properties of
course you have g surplus in your current
balance of payments and it means that you
have 1o have an adjusiméy your whole

structure for this fact and (his seems to

"have been going on. ,

834, So the lack of intervention suggests
that the eflective exchange rate does reflect
what you describe as the underlying econ-
omic view, so in so far as the effective
exchange rate js overvalued then it is the
underlying economic conditions and the pol-
icy to secure those that are at fay|(?

Yes.

835. Moving on to the more general, you
do talk in terms of the real exchange rate,
and incidentally the real exchange rate has
I think only faljen—] do not know exactly
what definition You were working with—to
about 8 per cent since its peak, so it still
seems (o Ec pretty high but this implics that
there is, whatever the exchange rate policy
may be, this best formula in terms of the
real exchange rate rather than the nominal
exchange rate, Is that Your argument?

think my answer s two-fold. First, if
You want to look at the real effects of the
cxchange rate on vyour economy, on your
competitiveness andvsc on, then you have (o
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You could justly say, why do you not use
unit labour costs, which is a betier measure-
ment for competitiveness. | usually take
three measures and then 1 look at alj three,
just as I always look at least at two or three
definitions of money supply with monetary
targeting because one may be misleading.
Now, the sccond part of my answer is
whether you can use this real rate of
exchange as a criterion for your day to day
exchange rate policy and this you cannot
do. There you have to cling to the nominal
rate. That is quite clear because the real
ratc you get only a few months later
although you can guess what it is. But you
have to have some view on the nominal rate
and for instance in Germany last year
everybody thought that when the dollar
went above 2.40 D-marks then it was highly
overvalued; they did not ask the real rate.
They just looked at the nominal rate
because it was an easily understandable way
of looking at it and nobody would have
understood if there had been a public dis-
cussion of the real rate, So for day to day
and practical purposes you have 1 think to
stick to the nominal rate.

836. Although that nominal rate could
be something that was defined to slide
rather than (0 move in steps?

I have always been against sctting any
particular level for the nominal rate, except
n a regional framework like the EMS.

837. Bul in so far as one is lalking about
a nominal rate one can talk about not just
the level with the implication that it should
move in steps, You could for example have
built the EMS around sliding rates rather
than fixed nominal rates.

Yes.

838. You then, having introduced the
concept of the real exchange rate, treat that
as a sort of first approximation which you
then qualify in terms of the state of the
current balance and the general background
Por fiscal and monetary policy. Is it a fair
description of your attitude that you supgest
that nations, with their differing objectives,
their differing prioritics, do in fact seek 10
manage thosec in a way which is most
acccrlablc to them with some sort of eye as
to what the exchange rate is?

_ Yes. . 5

T839. Well, then, is there not a second
stage whereby one could introduce as a
| basis for international discussion, not asking
for anything terribly formal, bu suggesting

-

that the variation of those exchange rates
can then be used to in some sense optimise
the sum of the scparate national interests?
Except that this is extremely difficult and
there is bound to arise conflicts of interest,
I do not believe that you can really, say,
conduct an international negotiation on an
optimum international benefit of the
exchange rate relationships; it is too diffi-
cult a _pTEcm in reality. ~

840. If each nation says, “We cannot
control our exchange rate but we can do
things for it, and other nations do, but if
that is it then this is the fiscal and monetary
policy we choose 10 pursue and this we
think would be the result ...", in that
situation what is there to stop adding those
results together for different nations?
Where is the competitiveness in it?

What 1 mean 15 that it is unlikely that
this would add up to a consistent pattern,
Look at the present situation: if we say to
the Americans, “Your domestic policy pat-
tern is very disturbing to us and to a number
of other countries”, they might say: “Well,
but it is the one which we need for domestic
reasons™, which is what they have always
said.

84]. The implication of the present
American policy is that they prclf:r low
inflation to high growth, now those are the
conditions in which another nation would
prefer high growth to Jow inflation and
could do an eflective trade with the
Americans.
In what way?

842. In the work by the Japanese econo-
mist Aoki there is spelt out the conditions
under which exchange rate unions benefit
countries and they benefit countrics if they
have different priorities. .

I do not quite see that this could be
worked out in practice, frankly speaking. If
I look at my experience with international

discussions on these subiecls they would
never find a real basis for ';uch a discussion,”
= kv
843. Would it not greatly casc the course
of international discussion if in fact within
the EMS it could be accc]plcd that the

cquilibrium situation must tolerate a higher
inflation rate in France than Germany and

&—

il the-EMS were. adapted 1o accomr’nodalc_ :

this? .

Again | do not understand the meaning
that the EMS would tolerate or even require
a higher inflation rate in France. Do 1|
misunderstand you?






242

25 October 1982]

.

844. At present we are stuck with the
situation where there is a revaluation every
S0 many months and likely to be further
ones? ’

Of course.

845. If in fact it had been built around a
sliding parit System then a slower rate of
reduction of inflation from France would
have been accommodated withoyt having
constantly to introduce the uncertainties of
revaluation?

You mean to say onc could construct an
EMS where some countries have g sliding
parity—

Mr English: A crawling peg.

I think theoretically and mathematically
You can but not in pracjce. But what yoy
can do in practice is what has been done in
the lalian case and | was a little instrumen-

is better to give them 6
per cent. This gives the ltalians a rather
wide possibility of adjusting their exchange
rate flexibly without having to negotiate too
often an ad hoc-parity change.

Dr Bray

846. For what it is worth Bank of Eng-
land officials did 1e]] us they could sce no
technical objections 1o sliding paritics.

Il the Nalians and the French for cternity
have a much higher inflation rate, instead
of making a series of ad hoc exchange rate
adjustments you could say, “Why do we not
CYery quarter say there js such and such a
change in the exchange rate which would |
replace the ad hoc ncgotiations." Buy i
would have a very negative side because we
have scen that “the maintenance of (he
exchange rate in the EMS as some discipli-
nary cfect, some ps chological effect. Look |
at the big eforqs wﬂich the Belgiums have |
made, look at the by
French are making
their present parity. But if you would build
into the system a permanent sliding scale
exchange rate corresponding to a 10 or 12
per cent inflation rate for (he French that
would remove thay disciplinary effecy,

=
=
-
=
£,
=S
o
=

-

847. There is no question of building it
in for them nor tolerating anything but zero
but assuming a lower rate of inflation for
the next two years,

For a very temporary period You may do
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that but then it is not much different from
having an ad hoc adjustment every five or

Six months.

848. The generally worrying position js
that We are going deeper and deeper into
recession. Might j i

think the EMS s certainly not a very
important factor in that. It s rather the
relationship 10 the American economy and
to the American dollar. Itis my belief that
his unnatural combination, as 1 call i( in
Y introductory statement, of recession and
high real rates of interest has spread the
merican recession over a large part of the
orld because it has ushed up the dollar
rate, it has forced higl-l) interest rales, rela-
tively high interest rates on other countries,
lit has depressed commodity prices. It has
not had a defationary but 4 c;’isinﬂationary
effect on some part of the world cconomy,

conviction you will not get ouf of this overa
worldwide recession or stagnation except if,
and when, the Americans Eet out of their
present fix, namely their unnatural comb-
nation of recession and high interest ratcs,
In spite of the very substantial decline in
American interest rates, if you look at the
real rates of interes, meaning inflatjon
correcled rates of interest, and in articular
il you look at long-term interest,
they are stil) exorbitantly high, Look at the
morigage rate, (he mortgage rate in the
United States is stil] nearly 15 per cent and
the inflation rate js heading towards § per
cent; this is an unheard of real rate. So they
have made greal progress in the short-term
field but noy yet enough progress in the
long-term field and that is part of what is|
Ercvcnling them from having a recovery./

cfore the Americans have some recovery |

849. What You say is very persuasive buf
you say there 18 a limit to the extent we can
preach o America about what

not be a good thing,
Sorry. 1 have not Quite understood (he
meaning of that,

AR e

oy

B
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850. If we in - Britain were to adopt
policies of a kind which you suggest, moving
in the direction you suggest, would that not
help to encourage America to do so?

You mean that we in Europe—not only
you but also we—would have to have an
expansionary policy? Well, that would
mean of course as long as the Americans
arc in their present situation our currencies
would further depreciate. 1 would say
maybe that is inevitable but it would lead
me to another conclusion, namely that we
could have more freedom from this fix in
which thc Americans are by having much
more domestic stability ourselves. Then we
would be more independent of the American
situation. If we were down to 2 per cent
inflation then we could afford expansion
without too much fear from a higher dollar
exchange rate. 1 would also explain that
there has already been some change in that
direction if I look at the German situation,
and it is probably the same in Britain but |
know it better in the German case. Last
year the Central Bank in Germany had to
look necarly exclusively to the exchange rate
because that was the main influence on our
domestic prices. When the dollar went up
to 2.57 D-marks in August 1981 it had an
enormous effect on domestic prices. Now
the dollar is up necarly to the same high
point. In spite of that our Central Bank is
able 1o lower interest rates considerably and
our long term interest rates have gone down
more than the American long term interest
rates. Why? Because now this overvaluation
of the dollar does no longer have the same
inflationary effect on our prices and this is
duc mainly to the fact that over the last
ycar or year and a half commodity prices,
in particular oil prices, in dollar terms have
gone down so that, while last ycar the high
dollar rate meant higher price inflation in
Germany, this year the high dollar rate has
had some effect but not a very substantial
cffect. Our import prices in D-mark terms
have not substantially increased so we have
become more independent. Secondly, we
have in the meantime had more stability
from the domestic side because we have had
@ reasonably moderate wage round in the
beginning of the year and that has also
increased the independence of our monetary
policy from this American situation. What
I want to say is: the better ‘we are-in our
own domesticstability, as concerns costs
and prices, the morc independent we
become from the dollar. So it is to some
exient up to us to get more independent.

ot}
Mr Higgins

851. Dr Emminger, 1 was interested in
the point you made in your opening remarks
that in some respects the Americans seem
to have found themselves now in much the
same position as they were before the
Smithsonian agreement. I think it is com-
mon ground between us that it is difficult
for them to remedy the situation by way of
intervention. My impression from what you
said ecarlier is that it would however be
possible 1o do so by altering the overall
situation, for example with a major cut in
American interest rates. Therefore I am not
quite clear why you think the Americans’
are now in the same position as before since
they could now, if they wished, unlock
themselves from this position by adopting
different domestic policies.

This is exactly the position. They are in
the same position as concerns the overval-
uation of the dollar. While in the previous
fixed-rate system they believed they were
locked in and could not move—although
they could have moved if they had devalued
the dollar but at that time they believed
they could not devalue the dollar—so that
is why the Sccretary of the Treasury, Mr
William Simon, saidy. “We were locked in"”
now, they could move well on interest rate
Folicy, I am quite sure that the present
ooscning of their interest rate policy is not
only prompted by their domestic situation
but also prompted by some regard to the
external situation because more and more
the Amecricans are discovering that this
longstanding overvaluation is very detrimen-
tal to their foreign trade. A few months ago
the Federal Reserve Bank of New York
made a rescarch paper which showed that if
they continued they could by the end of
next year have a deterioration in their trade
balance of up to 45 billion dollars as com-
pared to 1980. 1 think it is exagperating,
but still, they are now recognising that this
continuous overvaluation is very bad and
they also recognise now that it is in their
own hands to remedy it, so it is a big
diffcrence as compared with the former
overvaluation in the fixed-rate system.

852. One of the main themes in your
interesting paper is that it is not now
possible for other countries to fix a rate or
even a target range against the dollar. I was
not quite clear, given what-you said earlier -
about the effect of differential interest rates
and capital flows and so on, why you believe
that to be so.

One cannot fix a rate with the dollar?
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853. Yes, if 1 understood your paper
correctly. The argument is that it is not now
possible for another country to fix a rate
against the dollar, or indeed, a tarpet range
against the dollar. 1 was not clear why you
thought that was so.

A smaller country can, of course, always
peg its currency to the dollar at a fixed rate,
or at a targel rate, if it orients its whole
domestic monctary (and other) policies to
the exchange rate target, and if it undertook
by itsell to intervene with its dollar reserves
in casc of nced. What 1 meant is whether a
larger country, with an open economy and
frec capital movements, like the UK or
West Germany, could adopt a fixed or
target rate in relation to the dollar. It could
not. We have scen that a fixed rate vis-a-vis
the'dollar is an invitation for big speculative
flows whenever a lack of confidence in the
dollar or in the other currency arises. Why?
Because there are huge amounts of volatile
dollar funds in the world. We had been
exposed 1o these destabilising speculative
fiows in rclation to the dollar arca in the
60s and beginning 70s, which undermined
our domestic monetary policy. We would
never try it again. But fixing a dollar rate
could not become a general arrangement
also because the Americans would not
accept a fixed dollar rate (and rightly so).
So we have to live with a floating dollar,
What we should aim at, is to get better
underlying conditions for this floating sys-
tem, eg have a better convergence of ccon-
omic, in particular monetary, policies
between the Americans, the Europeans and
the Japanese, and also have less short-term
volatility of interest rates in all important
countries.

854. Arc the reasons you have just men-
tioned the compelling reasons you fecl why
one has to have a floating rate against the
dollar?

Yes.

855. That being so, despite constant pro-
testations from Treasury officials and others
that we do not have an exchange rate policy,
there has been a change in attitude about a
year ago because as the sterling rate began
to fall freely against the dollar we found
suddenly interest rates here were raised very
rapidly. That being so, do you apree that it
is possible for an individual country at any
rate 1o maintain what it thinks is the right
ratc against the dollar providing it is pre-
pared to use interest rates and so on in
order to do so, and this is very important if

one wants for example to prevent a fall in
one’s own exchange rate which would exac-
erbate inflation?

Yes, but take the Japanese yen as an
example. Japan is a very powerful country
but it is completely unable to manage its
exchange rate in the desired direction. It is
now a year since last September when the
Governor of the Bank of Japan declared in
all due form that he considers the yen to be
undervalued vis-a-vis the dollar. In spite of
this the yen rate has gone down and down
and it is now even undervalued vis-d-vis the
D-mark. Why? Because there arc such
strong forces working on this relationship
between the yen and the dollar. Japan
liberalised capital exports at the end of
1980, and this coincided with a widening of
the interest rate differential between Japan
and the United States to an exorbitant size,
1t was an unfortunate timing, and it resulted
in a huge outflow of capital, so that for
quite some time the deficit in Japan's long-
term capital balance was more than twice
as high as the surpluses on current account.
It was such a flood, such an enormous flood
that one could not do very much against it
by intervention. The only thing which they
could have done is to increase Interest rates
very much, which would have meant that
they would have troubled their domestic
cconomy and all the world would have cried
in alarm because cverybody wanted, of
course, the Japanese at least to maintain
some expansion of their economy but they
themselves also wanted to do it. This was
out. The other thing they could have donce
is 10 suspend the liberalisation of capital but
when you have been proudly liberalising
everything it is very diflicult politically to
say six months later: “We have made a
mistake, we shall go back to some restric-
tions on capital exports.” Now they are
suffering from this mistake, which has
resulted in a yen exchange rate which even
by Japanesc cstimates is undervalued by 20
to 25 per cent.,

Mr Higgins
856. Would you agree the United King-
dom has succeeded in doing it over the last
couple of years?
1 think the United Kingdom has suc
ceeded much better.

Mr Mitchell .
857. You say in the supplementary -
paper, “Exchange Rate Policy Reconsi-
dered™ that economic policies are becoming
more exchange rate orientated. How far is
-






TREASURY AND CIVIL SERVICE COMMITTEE

245

25 October 1982]

Dr O EMMINGER

[Continued

it true we are in the situation you describe
of excessive ovcrvaluation because we did
not have an exchange rate policy in this
country under either Labour or the early
stages of the Conservative Government?
What I meant 1o say with this sentence
was that because of the strong effect of the
overvalued dollar on our domestic price
situation in 1981, monetary policy both in
West Germany and in the United Kingdom
had to watch the dollar exchange rate in
their interest-rate policy. When their
exchange rate fell too much against the
dollar, interest rates usually went up or
were at least prevented from going down.
Thus there was, at least in 1981, a greater
exchange-rate orientation of monetary

policy.

858. We either had an eye on the
exchange rate or an cye on the situation in
industry and it is a compctitive situation;
onc of those eyes must have been blind,

Generally in such situations, in my
expericnee, you look for a compromise, try,
to do it in such a way that neither of thes
interests is too much hurt. That is the usua[il
thing.

859. If you are looking for a compromisc
why is the exchange rate excessively
overvalued?

As far as the overvaluation of the dollar
is caused by American policies, we can do
nothing about it. My view is that this

~overvaluation is likely 1o be cured next year
when the American economy is recovering
and interest rates will go further down. 1
indicated in my paper I would foresec the
overvaluation of the dollar followed by an
undervaluation, again because these are the
ways of over-correction.

860. 1 meant the excessive overvaluation
of sterling.

Here again I do not want 1o intrude into
your domestic policy because it is too diffi-
cult for me to sec all the facets of your
policy, frankly speaking.

861. But you could say that thc Ameri-
cans can take an independent passage
because they are so big, it could also be said
that in this country the excessive overval-
vation is allowed to go on because the
effects on industry were not realised?

" This I do rot know; no comment. . -

862. How far in that case is it true that
the Japancse give the reason for the Japan-
esc yen being undervalued, with the liberal-

isation of capital movéments, that whatever
the central bank wanted the government
Eolicy was that it should be undervalued
ccause that was the way to keep the
factories churning out, to keep employment
at a high level and keep exports
competitive? :
To my knowledge that is not correct. ]
have many talks with high Japanesc govern-
ment officials and they were all, without
exception, of the same opinion, namely that
the yen was undervalued. When 1 was a
little surprised about it they said, “You
know, we are suffering very much from
trade frictions with the United States and
we would rather have a higher exchange
rate and less trade friction and it would Ec
much better for the rest of the world too."”
They meant it and it is definitely wrong to
suppose that they dclibcmlc{y wanted
undervaluation for export reasons. Even if
the yen rate was 20 per cent higher they
might still have more or less the same
export volume as they have now, but on a
\ normal price and market basis, withoul so-
called “voluntary” export restraints or dirig-
‘ istc import restrictions by the United States
| and the EEC countries. C

863. If we in this country wanted to get
the exchange rate down for the purpose of
industrial expansion, could we do it? How
could we get it down?

Whether you should do it, I do not know,
I must decline to give any advice on a
situation which I do not fully understand
but you ask me how it could be done. I
think there is a very simple recipe for that:
lower interest rates further, but this can
only be done if there is not too great a risk
involved of re-igniting inflation. The very
simple way of getting your exchange rate
down is having lower inlerest rates.

864. Are we in a situation now—and
perhaps Sweden with its devaluation and
France with its forced devaluation spring (o
mind—where you can only have expansion
in one country in the present world climate
by a devaluation to insulate you from the
fiood of imports which will be drawn in if
you expand your economy?

There is one big difference between the
Swedish example and your case. In Sweden
they have a very big deficit on current
account so they have at least a good pretext
for devaluing: but it was also a compelitive”
devaluation, clearly. In your case you do
not have any big deficit on current account
and so, of course, one could say if this was
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donc by a deliberate act, as in Sweden,
without any domestic measures, Just by an
external devaluation, then it would look like
a competitive devaluation to the rest of the
world. It is however different if you get the
depreciation or devaluation of the pound by
domestic monetary policy measures. 1 think
your original question, how can one do it, is
certainly by lowering interest rates provided
you can a?rord it without 100 much infla-
tionary impact.

Mr Browne

B865. 1 entirely agree with your statement
about a balance between money supply
targets and exchange rates, but is there not
another factor: if you have an economy with
a free banking system and unconirolled
creation of c_rcdgil in the banking system and
at the same time a lot of that credit js
distressed borrowing in a recession; you
have a recession, why create demand for
credit? Is this not another factor you have
to include in balancing money supply tar-
gets and exchange rates? Are money supply
targets in a free banking system really
under the control of the government?
Secondly, when you talk about the Ameri-
can dollar and the eflect of lowering interest
rates on the value of the dollar, do you not
feel we have reached the stage where there
is another factor, a massive Euro-markel
investor desire to move, if they sce interest
yeilds dro'?, to move into long-term growth
situations? If they sec the United States
cconomy going 1o be the first and also the
strongest will there not be a demand for US
dollars and demand to invest in the Ameri-
can cconomy and will this not have an effect
on the dollar?

Your first question related 1o monetary
targeting and what you call “the free bank-
ing system™. This is, of course, not the
subject of this exercise of your Committee
but rather of a previous exercise. I do not
want to get into that. Why? Because this is
different in every country. We would say
our banking system is not a free system in
the sense that it is independent of the
Central Bank, independent of the Central
Bank's monetary policy, because in our
system there is a very clear connection
between money su ply created by the Cen-
tral Bank and the limits to which the
banking system can expand credit. Now,
your-sccond question?

866. On the alternative from interest
rales on long term growth.

You really question my remark that if
and when the United States gets back on a
recovery path then there will be also a
turnround in the dollar. Now here at least
past experience has shown that although not
immediately but after some time business
activity and relative growth rates are
extremely important for the exchange rate,
particularly for the dollar. If you go back
into the history since the beginning of
floating in 1973 you will always find a very
big influence of relative growth rates on the
dollar. Therc is a big impact on the current
account. When you have a recovery in
cconomic activity together with an overval-
ued currency, 1 would be prepared to bet
that this would lead 10 a very &g deficit on
current account. But then it 1s a question of
whether capital inflows into the United
States duc 1o special confidence factors or
what-not will be higher than this deficit on
current account. Here we have some past
experience which has shown that these turn-
rounds, these shifts in current accounts, can
be of enormous magnitude. In two years it
could be 30 billion dollars or so, so it would
really need an increase in capital inflows of
a similar magnitude. This would really
presuppose thal American interest rates
would remain relatively high and confidence
in the American cconomy would increase
even more than at present. 1t would take a
very large increase in net capital inflows
into the United States to compensate for
the deterioration in the US current account
which can be expected from a combination
of Amcrican recovery plus overvalued
dollar,

Chairman

867. Dr Emminger, 1 think it would be
generally agreed that we have benefited
twice: first, as we have said, from that
admirable memorandum you so kindly sent
us, and now seccondly in the discussion
which you have joined with us, from which
we shall undoubtedly Icarn a considerable
amount as we come 10 study the text of it.
Thank you very much indeed for your
kindness, for your courtesy and your help-
fulness. We are greatly in your debi.

Thank you, Chairman, and thank you all
for your attention,

[Continued (
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Memorandum by Dr Otmar Emminger, former Pres‘idenl of the Deutsche Bundesbank

RESPONSE TO THE COMMITTEE'S QUESTIONNAIRE

A. The Exchange Rare Mechanism
INTRODUCTORY REMARKS

There is a certain ambiguity about the meaning of “managing the exchange rate". Does
it refer primarily to intervention in the foreign exchange markets? Or does it also include
other policies (eg monetary, etc) which are apt to influence the exchange rate? Is the goal
of exchange rate minagement supposed to be 4 specific exchange rate (incl. a specific
target zone)? Or is it the management of a floating rate in the sensc of (a) smaothing over
erratic short-term movements, or (b) preventing excessive medium-term swings?

It may simplify things if | briefly summarise my own view on this matter,’

(a) Most countries cannot but have a conscious exchange rate policy, in the sense that
they cannot be indifferent 1o the level and the behaviour of their exchange rare, The
exchange rate is far too important a price—bcecause of its effcets on trade and the
balance of payments, on domestic stability, on investment decisions, and not least on
international trade and payments relations—to be treated with “benign negleet™ or

as a mere residual outcome of domestic policies here and abroad.
(b) Probably only one country, namely the United States, can afTord (o treat its

exchange rate with “benign neglect™, Byg even for the United States this neglect is
not without some cost. Morcaver, the American turnabout 1o non-intervention in the
spring of 1981 does not necessarily mean that the US authorities don't have a view
on the dollar rate. And they influence, of course. the dollar rate greatly—although
not dc!ibcrmc!y-—-by their domestic moncetary and other policies.* Bul in market
terms, the US dollar has reverted to the role of (he passive pth currency in the
foreign exchange markets, a role which in the fixed rate Syslem up to 1973 the
Americans had been so cager Lo drop. In my view the rest of the world can live with
this passive role of the Americans. The European request Jor “joint action in the
dollar market" s misplaced, except on an ad hoc basis in'crisis conditions. There
are pood reasons (which | have described jn the attached Mcnmrundum) why the
United States is o special case with regard 1o forcign exchange intervention. The
other countrics should pursue their own exchange rate policy vis-a-vis the dollar,
and not wait for the Americans 1o join in.

(c) It would be a misapprehension 1o confound exchange rate policy with intervention
policy. Intervention has a role 1o play, both in the short run and in the medium run,
and a more important role (according to my rather long experience) than dogmatic
monctarists concede to . By it is usually only a make-shifi for smoothing over
erratic short-term movements or for bridging “the time unti] more fundamental
factors can exert thejr influence. There are more important instruments of exchinge
rate policy, ranging from monetary measures to oflicial borrowing abrond. Both in
Britain and Weg Germany monctary policy in 1980-8] was largely oricnted
towards the exchange rate, because of its great short-run influence on domestic

rices.

QUESTIONS RELATING TO THE EXCHANGE RATE MECHANISM

Q.1
Monctary authoritjes have no way of knowing exactly what the “right” or “cquilibrium™
exchange rate is. But in most cases onc can recognise when an exchange rate is very niuch
out of line with fundamentals, js destabilising and distorting, and js likely to turn round
again. Thus, one cap only apply this negative test, not a positive one. There are several
possible criteria: inflation differences angd concomitant changes in compelitiveness is one.
But it is not always a good guide, espccially in the short run. And which measure should

'CI. also the autached Memorandum on “Exchange Rate Policy Reconsidered" which in a revised

form will shortly be published as an “Occasional Paper™ of the Group of Thirty,” (Not printed

herewith.)- s 3

Over the last-four or five months, in a rather absurd way a deterioration of the US budget outlook
has often led 10 ap improvement of the dollar exchange rate in the markets (because of jts expected
effect on US interest rates).
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one employ: consumer prices, unit labour costs, GNP deflators? A common mistake is to
start such inflation comparisons from an arbitrary period without examining whether the
exchange rates were “in equilibrium™ in the starting period. Most evaluations of the
appropriateness of exchange rates in the EMS are made by simply comparing the different
national rates since 1979 (or even: March 1979, the starting point of the EMS). This
leaves out of account the likelihood that exchange rates in the EMS were somewhat out of
line from the beginning. Another criterion for misalignment can be the balance of
payments on current account. However, this is also not without problems. A change in the
exchange rate usuvally takes time to be reflected in the trade and current account. Thus,
the balance on current account is usually a lagging indicator and has, therefore, to be used
with some caution. Morcover, structural changes in the capital balance have also to be
taken into account.

In spite of the difficulty of defining precise criteria, it is not difficult to find examples
where exchange rates were so much out of linc that one can speak of a substantial
misalignment. This is reminiscent of the story about the pretty girl: it is difficult to define
her, but you recognise her immediately you meet her. One obvious example of a currency
misalignment is the dollar /D-mark rate in 1981. Another one is the present undervaluation
of the Japancse yen. The dollar/D-mark rate suffered from excessively large swings in
1980-81; at its high point in Aupust 1981 (DM 2.57) it was nearly 50 per cent above its
value at the end of 1979 (DM 1.73). The dollar was quite certainly overvalued in August
1981, and everybody (including central bank presidents) said so when the dollar was going
above DM 2.40. It was astonishing that neither the market nor central banks were doing
more 1o cash in on this opportunity.

The consequences of the roller-coaster movements and the overvaluation of the dollar in
1981 were the following: first, very disturbing uncertainties, with faulty signals given 1o
trade and investment. Second, the overvalued dollar pushed domestic inflation rates in
Germany (and other countries) far above the inflation rate expected on the basis of
monetary and other data. Third, it undermined the competitiveness of the American
cconomy and was partly responsible for an aggravation of trade frictions, especially with
Japan, by distorting tradc patterns. The present overvaluation of the dollar will probably
be followed later on by a downward movement of the dollar, as soon as an American
recovery makes the damaging effect of the overvalued dollar on the current account fully
felt. Thus, onc over-reaction is likely to breed another over-reaction in the reverse direction
later on.

As concerns the Japanese yen, it became undervalued in 1979-80. The undervaluation
was not fully offset by the subsequent recovery of the yen rate from the spring of 1980 to
the beginning of 1981, Since then, the yen rate has again declined by 10 to 15 per cent,
despite a substantial Japanese surplus on current account and despite the best performance
of all industrial countries with regard 1o prices and unit labour costs. The main cause has
been net capital exports which have execeded the surplus on current account, and have
been due to extremely high interest rate differentials in comparison with the United States
and an untimely liberalisation of Japanese capital exports. The effect of the undervaluation
of the yen has been a distorted trade pattern, aggravating the trade frictions with the US
and the EEC. The premature liberalisation of capital exports has had 1o be paid for by
increased protectionism and by artificial restraints on Japanese exports.

Q.2.

I think one has to distinguish between the short-run volatility of exchange rates,
including erratic jumps from day to day or weeck to week, and larger swings lasting
between four and 18 months, which significantly change the level of exchange rates and
sometimes cven lead from an overvalued to an undervalued position and vice versa. Finally,
there are occasionally long drawn-out movements which may lead to long-term shifts in
the relative levels of exchange rates. A good example is the appreciation of the D-mark
over the period from 1971 to 1979 (with fluctuations in between) which led to a clear
overvaluation in 1977-79; the subsequent downward movement of the D-mark has fully
offset the previous overvaluation and led the D-mark, in real (inflation-corrected) terms, at
the beginning of 1982 back to where it was in 1970-71. Correspondingly, the dollar
regained, in real terms, in the two years from carly 1980 to carly 1982 more than it had
lost in the preceding eight years, both bilaterally against the D-mark and also against a
weighted average of a group of currencies (cf. Table 1).
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As can be seen in Table 2. the short-run volatility of major exchange rates, after a
decline in 1978-79. has increased again, mainly as 2 consequence of the very volatile
American monetary policy since October 1979. Erratic jumps in exchange rales can
certainly be burdensome for external trade. But they are no major problem for world trade
and world payments, especially as exporiers and importers can get forward cover through
their banks over short periods. A study by the “Group of Thirty™ basced on a detailed
questionnaire 10 a number of internationally active banks and corporations brought rather
surprising results: financial institutions, exporters and imporiers have learnt to cope with
such short-term fluctuations. Most of them said that although floating rates introduced
additional risks into international trade and investment, the cosis involved were not
material. None of the corporate treasurers questioned in the survey said that this ha
influenced the level of their company’s international trade. 1 have, however, 1o make two
reservations. First, only a limited sample of the largest multinational corporations were
involved in this survey. Sccond, the survey was completed in October 1979, that is Lo say
before the new period of turbulence in American interest rates and in major exchange
rates. Erratic jumps can at least be mitigated and smoothed over by official intervention in
the exchange market. The counter-argument that it is dificult to distinguish between
shori-term volatility and the beginning of @ fundamental trend (which should not be
opposed) does not carry 100 much weight. A central bank should ordinarily not try to hold
a pre-determined fixed line and should always let part of the market pressure be reflected
in the exchange rate. Thus, a fundamental change would not be impeded, but at most
slowed down.

The real problem is medium-term volatility, which leads to significant changes in the
level of exchange rates and may lead to over- and undervaluation. 1t is obvious that
excessive medium- or longer-term swings can have disturbing effects

_ on the domestic inflation rates of countrics with an undervalued currency (cf. the
cffect of the high dollar rate on Furopean countrics in 1981),

__ on the trade and current account of countries with over- oF undervalued currencics,

including negative effects on growth and employment (cf. the American experience

where the change from an undervalued to an overvalued dollar in 1980-81 has had
a remarkable impact on trade and growth),

__ on international trade by distorting tradc patterns, fostering trade friction and
protectionism (cf. the effects of the undervalucd yen).

Forward markets cannol copc with the repercussions of such large medium-term swings.
They could not, for example, prevent the impact of an overvalued dollar rate in the
summer of 1981 on European import prices for dollar-denominated commoditics (“equiv-
alent 10 a third oil price explosion™).

Q3.

This question scems 10 imply that onc could have a free choice between floating and
fixed rates, based on an assessment of advantapes and disadvantages. However, the
(ransition to floating agains the dollar in 1973 was no frec choice but imposed on
European countries by circumstances. and in particular by the enormous volume of volatile
dollars in the world. Had it nat happened in the spring of 1973, it would surely have come
after the oil price explosion al the end of 1973, or—ut the latest—at the time of the dollar
weakness of 1977-78. Mr Witteveen, the then Managing Dircctor of the IMF, said in a
speech in January 1974: “In the present cituation, o large measure of foating is
unavoidable and indeed desirable.”

This view had, however, nothing to do with the recycling of petrodollars. The exchange
ratc problem resulting from the oil price explosion was the enormous changes (and
uncertaintics) in the balances of payments, which would have made floating ‘unavoidable’
as a flexible adjustment measure, had it not alrcady been introduced before. As concerns
recycling, 1 would rather say that it was remarkable that international financial markets
worked so well in spite of floating cxchange rates.

1 have to emphasisc, however, that the unavoidability of floating refers only to the

- relation between European currencies and the US dollar (as well as the yen and a few

1Farcign Exchange Markets under Floating Rates, published by the Exchange Markets Study Group
of the Group of Thirty, New York, 1980,
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other currencies). The relations among European currencies can be governed by floating,
a regional system of fixed parities, or anything in between, This requires a special analysis.

As a footnote 1 would remark that the reasons for free floating against the dollar are so
compelling that they preclude even the fixing of a *target zone™ for the dollar. This has
been discussed at length in the past, and doces not need detailed repetition here.

Q.4.

1 refer 1o my “introductory remarks™ on page 18. Most countries (except perhaps the
Unitéd States) cannot but have an exchange rate policy in a very general sense. The
objectives usually are: to avoid, as best one can, destabilising influences from a misaligned
exchange rate on domestic prices, trade and investment, international trade and payments
relations (trade frictions, protectionism).

One should, probably, also try to avoid too much short-run instability. This should, in
principle, be the task of the exchange markets and of stabilising forcign exchange
speculation. However, as the markets often seccm to work in a destabilising direction
(bandwagon effects, oversensitiveness to psychological and political influences), central
banks may often feel induced to “lend the market a helping hand™.

Q.5.

For a country like West Germany, this question would be easy to answer. In the EMS,
the target of exchange rale policy is the fixed, but adjustable paritics with the partner
currencies. Here, the question is when—and how—occasional parity adjustments should be
made in order to avoid the emergence of unrealistic exchange rate relationships. In relation
1o the dollar, one cannot (and should not) aim at a specific target rate. This is simply out
of reach. One should avoid exchange rate movements which are so far out of line that they
arc destabilising. “Out of line” can mecan (among other things): so far away from
purchasing power parity. But as I explained above, there cannot be, in relation to the
dollar, a specific positive target, at best the avoidance of too large a divergence. The main
instruments for achicving this goal would bc a combination of monetary policy and, as the
casec may be, official intervention.

For the pound sierling, which is floating against all other currencies, one has probably
—always 1o have the relationships against both the dollar and the EMS currencies in mind.
In normal times, the Bank of England’s weighted average sterling value may be a sufficient
indicator. It would, however, probably be asking too much 1o try to stabilise this average
(in real terms), especially il this should require too large interventions. Here again,
“avoidance of too large divergencics™ would be the only practicable goal.

1 could imaginc also another approach, namely to try 1o hold the pound sterling de facto
stable against the EMS currencics without any formal commitment, but not with a 2% per
cent range on either side of the supposed paritics, but with a wider range, say 4 per cent.
This could provide a useful test of what the consequences of UK membership in the EMS
would amount to. This also would lcave it open to adjust the de facto level of the pound
apainst the EMS currencies without any publicity.

Q.6.

No comment (here the “management™ of the exchange rate scems to be tantamount to
having a specific exchange rate rarget).

Q.7

is practically answered by the preceding paragraphs. To repeat: in relation to the dollar,
no formal commitment is possible, whether to a fixed ratc, or a target zone, or a crawling
peg._In relation to European currencies, an adjustable target zone as in the EMS may be
practicable. In the EMS, the intervention obligations are fixed by international agreement,

. However, in practice a large part of the intervention in the EMS is done by using dollars,

and also by intervening in EMS currencies intra-marginally. If the UK adopted a voluntary
target zonc approach vis-a-vis the EMS currencies, all sorts of intervention may be
possible.

Q8.

Here apain the first question would be: what is meant by *“managing the exchange
rate”? I refer to my introductory remarks.
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If onc wants to keep onc’s exchange rate stable (or within reasonable bounds) in relation
to other currencics one has—in theory—to pursuce similar domestic policies. In practice,
things are more complicated. Look at the German experience of the last few years: the
German inflation rate was consistently lower than the American one up to the end . of
1981:' the German money supply M1 (so dear to the heart of the monetarists) was growing
morc slowly than in the United States, and yet the D-mark lost more value against the
dollar in 1981 than was considered tolerable for German stabilisation policy. Why?
Because the United States had to work its way down from an inflation rate of 13 per cent,
more than double the German rate, and therefore had much higher interest rates. Other
complications may enter the picture from the side of cyclical differences between countries.

In a gencral way, every monetarist cconomist would say: if you have a money supply
target, you cannot at the same time have targets for interest rates and the exchange rate.
They are merely the result of market forces and have to be accepted as such. Monctarists
are, therefore, always in favour of clean floating. For the same reason, most monetarists in
Germany are hostile to the EMS in principle. Now I would agree that onc cannol have a
moncy supply target together with an interest rate targel, One can, however, have a
monetary target together with an exchange rate objective, if the latter is not defined as a
fixed target rate of exchange, but in the above-described sense as avoidance of extreme and
damaging aberrations, Here again. the German experience is uscful; in 1981 the German
money supply was on target, and there was no difficulty in maintaining the regional fixed
(and occasionally adjusted) EMS parities. The dollar rate, however, rosc more than was
tolerable; in order 10 keep it within an acceptable range one would have needed a more
restrictive monetary policy, practically an undershooting of the money supply target, In
this dilemma. one had to decide whether the destabilising effect of too high a dollar rate
was more damaging than a temporary undershooting of the monetary target.

As concerns coordination among a group of countries, the EMS group is, of course, a
prime example. Again and again, ministers (or prime ministers) of the member countries
have passed resolutions about the need for better coordination of policies. The monetary
and fiscal policies of member countries arc constantly being examined by experts’
committees: advice and suggestions are being given. The result? The inflation differentials
between member countries have not been reduced since the inception of the EMS in March
1979. The French are going their own way in cconomic policies, more 50 than in 1979,
This lack of coordination can be compensated by occasional parity adjustments. There
have been six over the last three years (two of which were minor ones). There are people
in responsible positions who have said that such recurrent parity adjustments will
undermine the EMS, while others have maintained that these adjustments show that the
EMS is functioning well. T will leave it for the moment at that. 1 have briefly set out the
experience with economic policy coordination in the EMS, because it secems to me that il
answers practically all of Question No 8.

Q.9.

First. 1 believe that the uncertainties connected with the sudden and complete lifting of
the British exchange controls on capital outflows in 1979 are now coming to an end. The
same is probably truc of the special position of the pound sterling as a petro-currency.
Thus, the stage may soon be set for an attempt at aligning the pound sterling to the EMS.
However, there is no urpency about it, as the present independent management of sterling
seems to be working well. An interim period of de facto membership (as outlined in my
reply to question 5) may be uscful.

Second. as concerns coordination of exchange rate policies among a larger group,
including the US and Japan, the answer is twofold: as I have mentioned before, 1 do not
sec any arrangement conlaining fixed rates or a targel zonc 10 be practicable in the
foresecable future, quite apart from the fact that the present US administration would
never accept such a commitment (in this case rightly). 1 could, however, imagine useful ad
hoc arrangements in exceptional situations between three or four important countries, such
as we had at the begioning of 1975 among the central banks of Switzerland, Germany and
the “US. or in the dollar crisis of October 1978 among four countries,; or im April- 1980
between the Bank of Japan and the West German and Swiss central banks. They Wwould
not lay down specific exchange rate targets, but a coordinated intervention behaviour in

'Since then, the American inflation rate in terms of consumer prices has been very similar to the
German one: unit labour costs, however, are forecast to increase in Germany by 2%-3 per cent, in
the US by 6-7 per cent in 1982.
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order 1o overcome specific crisis situations; in some cases, eg October/November 1978,
they also included specific measures of monetary policy.

Q.10.

The only modification which I would suggest is a widening of the exchange rate margins
beyond the present + 2% per cent. As the example of the Lira (+ 6 per cent) shows, this is
possible within the present EMS arrangement.

Q.11

1 would be very cautious in envisaging “a more structured” system at the present time,
whatever ' that may mean. The only practical evolution 1 could foresee in the short run
would be better consultation among the major countrics on their general aims in the
exchange rate ficld, on their tolerances as concerns maladjustments and aberrations of
important currency rates, and on the instruments of policy (intervention, monctary policy,
etc) they intend to use. But there are enough international bodies for such consultation
available already—regular central bank meetings at Basle, Group of Five, Group of Ten,
etc. So it is more a question of willingness to use the available international bodies more
intensively.

Q.12.

Cf. answer to question 5.

Q.13.

1 do not believe in an institutionalised incomes policy.

1 do, however, believe that for cconomic policy as a whole, including exchange rate
policy, it is important how wapes respond 1o the prevailing situation, eg to unemployment,
low profits, etc. Exampic: the recent moderate wage round in Germany (average increase
4 (o 4% per cent) has improved the international competitiveness of German industry even
without a change in the exchange rate; thus German monctary policy, which is still to
some extent cxchange-ratc-oriented, has ‘got a larger leceway for domestic relaxation
without having to fcar a too negative impact on the exchange rate.

The exchange rate can be used 10 hold down domestic prices and wages if, for instance,
it is pegged 1o a currency which is relatively stable in terms of purchasing power. In a
world-widc inflationary situation, the currency has to be kept overvalued for some time in
order to exercise a stabilising effect. This was done successfully (but also brutally) by
Chile when in 1979, at a time when their inflation rate was above 30 per cent, they pegged
their exchange rate to the dollar. The effect was to bring their inflation rate down ecven
below the American inflation rate. A similar experiment in Argentina, of disciplining
prices and wages by an overvalued exchange rate, foundered miserably, however, in 1980.
In Germany the involuntary overvaluation of the D-mark in 1977-78 doubtless had a
stabifising cfTect on prices and wages. Needless to say, overvaluation must be applied
cautiously as a stabilising instrument, as it can also have negative side-cflects.

Q.14.

The second question sounds rather queer to me, and this in two respects. What has an
international exchange rate arrangement to do with handing over the exchange rate to
“international brokers”? Even completely free floating does not mean handing the
cxchange rate over to “international brokers™, but rather 1o international market forces.
Any “arrangement”——whatever is meant by it—means that the government (or central
bank) has some influcnce on the outcome. Why is this undemocratic? Was the Bretton
Woods Agreement, with its fixed-rate arrangement, undemocratic? In West Germany it
was approved by parliament.

Q.15.

I am not clear to what “‘negotiations on the exchange rate and the harmonisation of
economic policies” among the three countries this refers.

Q.16.

1 believe that over the last five years the exchange rate system has not worked very well,
but -not because it is deficient in itself, but mainly because the underlying economic
conditions in important countrics have had a damaging effect on the international monetary
systiem. The most destabilising factor has been extremely high and very volatile interest
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rates in the United States and their distorting cffect on exchange rates. Here the whole
world is paying a high price for the past ncglect of inflation in the United States and for
their undue reliance on monetary policy (bad policy mix). A disturbing factor for the
international system has also been the long duration of economic stagnation and recession
in the United States. Exchange rates have also been distorted by the untimely liberalisation
of capital movements in Japan at a time of extreme interest rate differences. /

The answer to these deficiencies is not a change in the international monetary system,.
but a change in defective national economic policies. 1 do not see the connection between
all that and the presumed move towards freer trade or greater protectionism, except that
the undervaluation of the yen and overvaluation of the dollar, resulting from the above
:_icﬁ]cicncics, have fostered protectionism. The answer again is: correct the underlying
aults,

v

Finally, this has nothing to do with the allegedly uncqual pressures on deblor and
creditor countries. The trade frictions between Japan and the United States happen to be
between two countries which both belong to the group of creditor countries: in 1981 Japan
had a surplus on current account of $4.7 billion, and the United States one of $6.5 billion.
Both are likely 1o have a (modest) current account surplus in 1982, The same is true of
trade frictions between the two surplus countries Japan and Britain, which have also led to
dirigiste and protectionist measurcs.

B. The Instruments of International Payment

Q.17.

Those countries which have diversified their reserves or intend to do so in future see
obvious advantapes for themselves which 1 need not enumerate. Question 17 probably
refers 1o the advantages and disadvantages for the international monelary system as a
whole. Here it seems evident that the destabilising effects have been preponderant. There
is no doubt that, when Germany had a current account surplus in the years up to 1978,
reserve diversification into the ‘D-mark increased the upward pressure on the D-mark
exchange rate and the downward pressure on the ailing dollar. When the roles were
reversed in 1980-81, some reverse flows again were destabilising.

Onc can assume that some diversification of reserves has become an unavoidable process.
Then the main questions are: how can the process be controlled so that there is not too
large a concentration of money flows from one currency 1o another in a short space of
time? How can the alternative reserve currency avoid too great destabilising pressures
from the inflows and a dangerously large exposure to liquid foreign claims?

Fortunately, there are reasons 1o believe that the process has probably reached some
natural limits, This seems to me likely for the D-mark, which accounts for 12 to 15 per
cent of the total foreign exchange résources of the western world.! If there should be
another movement of reserve diversification it is likely to hit more the Japanese yen which
at the end of 1980 accounted for only 3 to 3.5 per cent of the total.

Q.18. (no comment).

Q.19.

(a) At some future time, yes, if and when the neccessary preconditions are there. Not at

the present time.

(b) There are at present no other practical ways of increasing the SDRs in official
reserves (at a later stage there may be more SDR-denominated market assets which
might also be acquired by central banks: they would, however, not have the same
conversion privileges as SDR claims held with the IMF),

Q.20.

I see some advantages over the long term, but no prospect of it at the present time.

Q.21. _ i

Logically it could be reconciled. However, onc’can usec SDRs as.an intéfvéntion mediiim
only if and when there is a genuine and large market in short-term SDR assels (eg SDR
sight deposits with banks).

'The percentage depends in part on the way in which ECUs and the dollars deposited in the EMS
Fund are counlccf
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Q.22,

First, I do not sce any reason why central banks should (or legally can) climinate gold
from their balance sheets as long as it has any valuc at all and central banks can either sell
it or use it as collateral for borrowing neceded foreign exchange. Second, why bother about
an impossible hypothetical situation?

Q.23.

Yes, the Eurocurrency markets can be a problem for the control of international
liquidity. ‘All ambitious and ingenious plans for controlling them directly have proved
impracticable. The only practical method at present scems 1o be the one which the Basle
central bank group has favoured since 1978, namely to ask for a consolidation of the
balance sheets of bank subsidiaries working in the international markets with the mother
banks, and applying capital ratio provisions etc to the whole consolidated group. This is
essentially a measure of banking supervision which, however, could indircctly contribute to
controlling the overall expansion of the markel.

Q.24.

No. 1 do not believe that such overall control of international liquidity wil} be achicved
in the foreseeable future.

C. Institutions

Q.25.

|'I Thesc institutions are all we have and are likely 10 get. Properly used, they should do a
| reasonably good although never fully adequate job.

\
1Q.26.

1 do not sce a serious danger of debt default leading to an international financial crisis.
However, with the fall-out from the cases of Poland and Argentina, and with a number of
other reschedulings waiting in the wings, it cannot be entirely excluded.

Here I would have to refer you to two recent reports of the Group of Thirty
-(International Banking Study Group), onc of which has recently been published,! while the
other is to be published soon.?

29 May 1982

= - "How Bankers sec the World Financial Market, Group of Thirty, New York, 1982,

" TRisks in International Bank Lending, Report of the International Banking Study Group of the Group
of Thirty, New York, 1982,
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(i) Res=vons for novement - fall in sterling partly =arises Tronm
zenecyral rceligmment of currencies, with long cxpected rise in
the deutschemerk snd yen (reflecting underlying sirength of
serimen @nd Japanese economles snd their improving trade

balznce) snd in recent days resurgence of the d011%§

'3’ (reflecting efgectations of highér US interest rates);

pgrtly irom weekness snd uncertainty about world oil prices
(lower price helps other countries and their currencies;

has relatively smwsll impact on UK). TIrresponsible Opposition
policy statements have not helped, as market ' 2gins to tzke
some insursnce against the (however remote) possibility

of an Opposition election victory.

(ii) Fall does not reflect chansze of policy -~ monetary policy remains

as 1t was, namely to maintain sleady but not excessive downward
pressure on inflation. The exchange rate is, of course, one
ofthe indicetors of monetary conditions that is taken into
account in assessing the overall stance of policy. The
Government's finencial and monetary determination is showing

eycellent results:

- Covernment spending and borrowing are under control and on
target;

- the Government deficit, as a percentage of GDP, is one of
the smallest in the industrial countries;

- we continue to run a substantial current account surplus,
larger in 1982 than the £3% bn forecast only last November;

- inflation is falling, and fell faster over the last year
than in any other major country;

—~ monetary growth is within the targets, and the signs are
it will stay there.
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conditions are sound, end in ecorsequence there 1s no reason
now for a further rise in interest raies. However, =2ny

attempt to resist strong upward pressure from the marhket

would heve to be assessed in Lerms of its impact on

sypectations

(v) (Defens

A

15 sive) Tmpact of fall in Bwvehanze Rate on Inflation - will

no doubt be some modest impact on inflation of recent fall.

Rut provably less or slower tO0 come through then many

commentators suggest. Reasons wny major uopuurn in inflation

not in prospect:

(2) imporizsinto UK have had heslthy profit margins
and may be reluctant to raise prices in today's

mervet conditions;

(b) food prices reflect the Green £ (fixed separately);

(¢) commodity prices, including 0il prices (one of

reasons for exchange rate fal1l), are weak;

(d) continued m monetary restraint offsets any tendency

for impact on inflation to be more than temporary.

(v1) (Defen51ve) Exchange | Rate fall shows need for target for

“Exchange Rate Ko, The important thing is that overall financial

policies are appropriate, and seen to be appropriate. The

exchange rate is teken into account in assessing financial

conditions, but it is not, and should not be, the only factor

Anyway, 1t would be very difficult to stick to any exchange

rate target. A maaor lnternatlonal currency like sterling
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(vii) Recent |ecvy“Inuczvehuwon indicates a shift in Eucksance Rate

Policy? - 3t continues to be the case tnat there is no excnanse
rate target; intervention is undertsken only to maintain
orderly market conditions and smooth undue fluctuations in
the rate.

(viii) Why wes Rescerve loss so hicn in Decermber?-Msrkel condit

were particularly unsettled last December - with sharp

O)

novements between other major currencies - the dollar,

the yen and the deutschemark, end with the sterling market
unsettled by the uncertain prospects Tor oil. In those
circumstances it was hardly surprising that the Bank had

to intervene on a slightly larger scele than usuzl in order
to ensure sensible two-way trading and to preserve orderly
market conditions. But the fall in the rate during
December itself provides cleer evidence

of any 'target' level for the exchange o

*zinst the notion
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(ix) Market Intervention in December? - It is not the practice
to comment on the Bank's interwention tactics so no figure
can be given. The published figure for the underlying
change in the reserve is not necessarily a reliable guide

to market intervention: it reflects other transactions as
well.,

(x) Who decides on the amount of Intervention?

on Intervention)

(see separate brief
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(i) Re sons for movement —~ fall in sterling partly arises from
gencral reealignment of currencies, with long cxpected rise in
the deutschemark and yen (reflecting underlying strength of
Cerman end Japanese economies and their improving trade

balance) and in recent deays resurgence of the dollar

PaI"Dly from wezkness and uncertainty about world 011 prices .
(lower price helps other countries and their currencies;

has relatively smsll impact on UK). TIrresponsible Opposition
policy statlements have not helped, as market } 2gins to take

some insursnce against the (however remote) possibility

of an Opposition election victory.

(ii) Fall does not reflect change of, policy - monetary policy remain:

as 1t was, namely to maintain steady but not excessive downward

Fc:'

ressure on inflation. The exchange rate is, of course, one
of the indicators of monetary conditions that is taken into
account in assessing the overall stance of policy. The
Government's finsncial and monetary determination is showing
excellent results:

- Covernment spending and borrowing are under control and on
target;

- the Government deficit, as a percentage of GDP, is one of
the smallest in the industrial countries;

— we continue to run a substantial current account surplus,
larger in 1982 than the £31 bn forecast only last November;

-~ inflation is falling, and fell faster over the last year
than in any other major country;

- monetary growth is within the targets, and the signs are
it will 'stay there.
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a wajor shift in policy.
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cooures ook interest rabtes higher end bese rates followad.
EP Lave resisted that move couvld Lisve been interpreted as a
/ weskening of the Governcmnt's ‘resolve:]
(iv) What if F?Lh; ige Rate falls further - v;ll you teare sclion to
stop Interest Rates rising? - Underlying wonetary and cconomlc

condltlons are sound, and in consequence there 1s no recason
now for a further rise in interest rates. éﬁomever, any
attempt to resist strong upwerd pressure from the market

would have to be assessed in terms of its impact on
expectationsL}

(v) (Defensive) Tmpact of fall in Brchange Rate on Inflation - will

no doubt be some modest impact on inflation of recent fall.
But probably less or slower to come through than many

commentators suggest. Reasons why major upturn in inflation

not in prospect:

(a) imporiersinto UK have had healthy profit margins
and may be reluctant to raise prices in today's

marves conditlons;

(b) food prices reflect the Green £ (fixed separately);

(c) commodity prices, including oil prices (one of

reasons Tor exchange rate fall), are weak;

(d) continued monetary restraint offsets any tendency

for impact on inflation to be more than temporary.

(vi) (Defensive) Exchange Rate fall shows need for target for
Exchange Rate - No. The important thing is that overall financial

policies are appropriate, and seen to be appropriate. The
exchange rate is taken into account in assessing financial
conditions, but it is not, and should not be, the only factor
Anyway, it would be very difficult to stick to any exchange

rate target. A major international currency like sterling
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were particularly unsettled last December -~ with sharp
movements between other major currencies —

the yen and the deutschemark, and with the sterling market
unsettled by the uncertain prospects for o0il. TIn those
circumstences it was hardly surprising that the Bank had

to intervene on g slightly larger scale than usual in order
to ensure sencsible two-way trading and to preserve orderly
market conditions. But the fall in the rate during
December itself provides clear evidence sgainst the notion
of any 'target' level for ithe exchange rate.

(ix) Market Intervention in December? — Tt 1s not the practice
to comment on the Bank's interwention tactics so no figure
can be given. The published figure for the underlying
change in the reserve is not necessarily a reliable guide

to market intervention: it reflects other transactions as
well.,

(x) Who decides on the amount of Intervention? - (see separate brief
on Intervention)
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Competitiveness*
(RULC)

Reserves(Sb)ﬁ

Official external

b N s 4!
celt 1)

Q4 1976 ey 19/9 01 19381 mBad Jenusiy
Octiocher 25

1542 1933

78.1 86.3 101.4 92.5 5.7
1.651 2.058 2. 309 1.677  1.537
3,977 3,006 w814 4,291  3.925
8,7 108.0 155.0 135.5%% 120.0%*

(Q2 fig)

n.] 21.5 28.2 18.5 17.0%
19.4 21.9 17.2  12.6 12.1%

Tise in index - fall in competitiveness
at end of period

estimates, based on the assumption that
UK unit labour costs rose at the average
rate in other countries from 1982 Q2

end-December figures
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Statement on Current Adééunt Surplus and Prospects

Members of the Committee will have noticed that the current
account continues to perform very well. It looks as if the
surplus for 1982 will be over &4} billion*. This compares with
the £3} billion projected at the time of the Autumn Statement,
and has been achieved without the benefit in 1982 of the EC Rebate
we had then been expecting. Non-oil exports held up in 1982 deépite
falling world trade. In December the monthly value of UK exports
topped £5 billion for the first time. There is no sign yet of

\\any massive surge in imports. /It is hard to see this - as some

=)

Kwould have us believe - as the performance of a country with an
{ \overvalued currency./ '

2. Obviously there are great uncertainties. What will happen

to world trade, what will happen to imports when current destocking
comes to an end, what will be the effect of recent currency
movements, and will the surplus on o0il trade be maintained at the
high levels we have seen recently? I would not want to pre-judge
the Treasury forecast that will be published at the time of the
Budget. But the prospects would certainly seem better now than

they were in November.

* Final figures for invisibles for the fourth quarter have not

yet been published.
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COMPETTITIVENESS: MUST THE KOMINAL EXCHANGE RATE FALL UNTIE
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(TG _TIAT OF T1975)7

Points to make

Any target for the exchange rate - nominal or real - must
involve willingness to make very sharr chcnges in fiscal and
monetary policy in the event ol pressure on the exchange rate.
Such changes in policy would not necessarily help achieve our
broader aims - the achievement of low inflation in order
to create the conditions for sustainable growth.

2. There is inevitably little agreement on the part of those
who would like targets for the nominal or real exchange rate about
what the target level should be.

3. Efforts in the past to achieve an arbitrary level of cost-
competitiveness by depreciation have always failed. For example

19€7, 1972, 197€. On each occasion it has eventually resulted in
faster growth of labour costs in the UK relative to elsewhere, and

as a result a damaging upward movement in inflation and a loss of
competitiveness.

competitiveness in
4, Lower pay sett;ements and higher productivity will improve/
a8 way that increases the profitability of industry. Such a gain
in competitiveness will be sustainable. There is no painless way
via currency depreciation to achieve a sustainable gain in
competitiveness.

5. An improvement in cost-competitiveness

during the 1970s brought about by depreciation did not stop our
falline shoare in world export markets or rising import penctration
of domestic markets.

€. There have been major structural changes in the UK economy
since the mid-1970s; particularly the impact of North Sea oil
production. This is likely to entail worse  competitiveness (a
higher real exchange rate)for some time than in the pre-North Sea
period. o

7. UK's balance of paymenfs current account is in substantial
surplus.
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D ROLE OF THE FXCHANGE R&PE IN MACROECONOMIC POLICY
28| (<%

The Covernment's aim has always been to reduce inflation by monetary

Yuionded  Speaking Note _

snd {iscal means, and thereby creale the conditions for sustainable
srowth. Tonetary policy is directed at maintaining steady but not
excessive downward pressure on inflation. It is operated flexibly.
Thus the objectives for the monetary aggregates are expressed in the
form of target ranges rather than point estimates. And a wide range
of indicators is taken into account including not only the broad and
narrow target aggregates set out in the last MTPFS but also other
indicators such as the exchange rate and real interest rates. There is
no exchange rate target. But the level of the exchange rate is useful
in assessing whether current policy is appropriate both because it is
one indicator of existing monetary conditions and because it is part

of the mechanism through which monetary conditions affect prices.

L TP el L n T e bl e T o e - e SR Ty SN eyt
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. some indication of the anhtnes or otherwise of domestic monetary

cond1b10ﬂs. A falling exchange rate might be teken as a sign that
dg;estlc monetary conditions were unduly relaxed. On the other hand
it could &also reflect events in other countries or balance of payments
developments of little direct consequence for UK monetary conditions.
Thus although the exchange rate needs to be taken into account in

assessing domestic mcaetary conditions, there can be no hard and f st

oSN

lule by which exchange rate movements are linked to monetary and

2

other pOllcy decisions.
et

5. Conversely, the exchange rate provides one of the most important
mechﬁiisms through which changes in monetary policy are transm%t%ed

to prices. If there are rigidities in the domestic goods and labour
markets then a change 1in monetary growth will tend to have its initial
impact on the exchange rate (see brief on "overshooting" and "overvalustion')
Aldoer exchange rate means higher import costs for both industry and
consumers. It is not. easy, however, to determine the extent to which

a fall in sterling will be reflected i ahigher domestic price level.
Mach will depend on the circumstances surrounding the fall in the rate,
eg on vhether the Green £ adjusts, on whether the sterling/dollar
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exchange rate falls in line with the effective rate, on the Llevel of

economic activity in the UK market ang the degree of competitive
bressure on importers to hold down Prices etec,

Poirits to make

Exchange Rate Tarpets or Monetary Targets?  The Government's Position

4, Experience both within the UK and elsewhere suggests that the
control of inflation requires the control of some nominal magnitude.
For a smal) oben economy this could in principle be either the
exchange rate or a domestic variable such as the money supply or
nominal GDP, A completely fixed exchange rate would only be
erféctive in controlling inflation to the extent that world inflation
was also as a low and stable level., 4 planned exchange rate
appreciation could reduce inflation. ‘But we have severe doubfs
as to the ability of any country to control its exchangé rate
gf?EEETEely in a world of greatly increased Eéﬁiﬁhl_ﬁobili%y and
closely integrated financial markets. Attempts to fix the exchange
— — «
rate in such an environment could involve very sharp and unpredict-

Should the ffovernment have had an_exchange rate target between 1979
and 1987 " ang 11 it faq could it have been met?

2L Experience in recent years demonstrates the Pressures

~ many coming from abroad and quite outside our control - to which

exchange rates are subject, Any attempt to achieve a fixed or
‘___-——.—_._-— — -

target exchange rate would have involved much laxer monetary

conditions in the early years when domesi:ic wage and price inflation

Was still higher, This would not | -
have helped the UK economy to solve its long standing problems.
" _—— . a g






Why not tarpets for both exchange rate and money supply?

6. Most policy instruments, such as interest rates, influenée
both simultaneously. Capital controls and intervention in the
foreign exchange market are two methods sometimes suggested for
enabling money supply and exchange rate targets to be pursued
independently. But capital controls have in practice proved to
have limited effectiveness in sophisticated financial markets
while intervention provided at most.the prospect of a limited impact
on the rate over the short run. Of course, on occasion separate
monetary and exchange rate targets might be met, particularly if
‘both were expressed as ranges. But when there is a clear conflict
between them ~ as in 1977 - one or other must inevitably give way.

——

Would there be technical difficulties in waking monetary targets
conditional on exchanege rate performance in & mechanical way?

’,

Ve The exchange rate is certainly a factor that should be

taken into account in thesfeéttimgeef monetary policy. In this sense
monetary policy - in common with that of a2 number of other

countries - can be said to contain an element of conditionality.

But a pre-announced commitment to allow monetary targets to change
according to movements in the exchange rate - formal conditionality -
is a different matter. DMovements in the exchange rate will reflect
other factors besides domestic monetary conditions, so there can

be no simple mechanical link between the two.

A Crawling Peg for the (nominal) Exchange Rate?

8. This is subject to the same problems as any exchange rate target
(see para 4 above); namely that with integrated financial markets and
a high degree of capital mobility, it is difficult to control the
exchange rate effectively.






Real
Target for the/Exchange Rate?
9. To attempt to hold the real exchange rate (and hence competitive-

ness) Constant implies valldatlng any surge | in domestic 1nf1atlonary
pressureb, "It would remove an 1mportant astggt of discipline and
cduld result in a vicious circle of high wage settlements followed by
a fall in the nominal exchange rate, further inflation and even higher
wage increases. It would seriously impair the ability of the

Government to pursue an effective inflation policy.

Why not Interest Rate Targets instead of Monetary Targets?

10. Nominal interest rates provide an unsuitable. target. When policy
ig directed towsrds reducing inflation, a nominal interest rate

target may have the opposite effect from that 1ntendcd An ﬁﬁexpected
rise in inflation will, for. a given target tend_lé reduce real
interest rates and hence raise expenditure and place more upward
pressure on inflation. While a real interest rate target would

avoid this problem, it would be dlfflcult tqusgt_;t at the right level
because of the problem of estimating inflation expectat¢ons é;gtectlyu

—

The Exchange Rate is (or was over the two years up to November 1982)
misaligned
11l. No. Part of the rise in the exchange rate in 1978-81 was

attributable to oil-related factors. And some initial rise in the
nominal exchange rate when disinflationary monetary policies are put
in place is an important part of the process by which these policies
influence inflation and the economy as a whole. As Dr Emm*nger
explwined in his evidence to the Committee, it would have been
better if barnlngﬂ and product1v1ty had adjusted more qu1ckly to the
restrlctlva monetary policies so that the real exchaﬂge rate -
although not necessarily the nominal rate - would have fallen sarlier
from its” tc;porarlly hlgh level* But as they did not, the real
exchange rate stayed high, as "it had to if downward pressure on
inflation was to be sustained. (See also briefs on "overshooting

and "overvaluation" and competitiveness.)
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Packrround:  What are they?

The term "overshooling" is used by different people to mcan dififcrent
thingms.  Often it gcems to be usced Lo sescribe any situation in which
the exchange rate is higher than the specaker would like it tc Lo

The usual sense in which it is used in technical discussions is to
deseribe a situation in which the exchange rate has moved temporarily
to above its long-term equilibrium level. Real overshooting, when
the real exchange rate is higher than its long-term level, should be
distinguished from nominal overshooting, wicn the nominal rate is
above its long-term level.

2. Real overshooting tends to occur when monetary and fiscal
policies are changed g0 as to bring about a sustained rcduction in
inflation. JFinancial markets adjust quickly to the change and cause
the nominal exchange rate to rise, or to fall less than it otherwise
would have done. If labour markets do not adjust as quickly, the
real exchange rate also rises because earnings or productivity do not
acjust quickly enough to offset the rise in the nominal exchange rate.
This seems to have happened in both the US and théXﬁK, although other
factors have also contributed to exchange rate movements (e North
Sca 0il in our own case). As a new lower level of inflation is
achieved the real exchange rate, although not necessarily the nomina)
rate, can be expected to return to something near the level it woulid
have been at, had inflation not been reduced.

oF Unlike overshooting, overvaluvation does not have a technical
meaning. It is used tc lidicate that the Sspeaker thinks that the
exchange rate should be lower than it is. Sometimes this view is
based on a8 calculation of how much competitiveness has changed since
a certain date (eg 1976), and sometimes on different short-term
objectives from the Government's for inflation, output and the
tightness of wmonetary conditions. That views on this shonld differ

widely is hardly surprising, given the lack of any well-established
criteria for deciding what an appropriate level for the rate should be.

Speaking Note

4, The-level of the exchange rate is not an explicit objective of
Government policy, and so it is not possible to say whether it is
or was too high or too low at any one time in relation to some desired

-1-






level. Nevertheless, the broad movement of the real exchanpe rate
over the last three or more years was entirely consistent with the
strategy of reducing inflation. Monetary restraint raised the
nominal exchange rate and, because domestic costs and prices did not
adjust quickly, the real exchange rate rose too; in other words
competitiveness worsened. The real exchange rate rose above, or
"overshot", its long-term equilibrium level. But it was not "over-
valued", in the sense of being inappropriately high. As Dr Emminger
has said to the Committee, if earnings and productivity had adjusted
more quickly, the real exchangec rate would have fallen from its
peak more- rapidly, and perhaps not risen so far in the first place.
But, given that this did not happen, the strong exchange rate played
an important role in the disinflationary process, by reducing
inflation and providing a stimulus for greater efficiency and

productivity. ¥

Points to Make

5. Should Government policy aim to eliminate real overshooting*if
possible?

Not necessarily. In a small open economy the exchange rate provides

an important route by which monetary policy acts to reduce inflation.
Real overshooting was an intrinsic part of the disinflationary
process, although it would have been less if earnings or productivity
. had adjusted more quickly. Any successful attempt to reduce or
‘ellmlnate overshooting, whether by lower interest rates, 1arger

flscal deficits or intervention, would have undermined the achievement
hof lower 1nflatlon. )

©. How long might overshooting* persist?

Adjustment lags in the domestic goods and labour markets may be sucn
that real exchange rate overshooting can persist well into the medium
term. In such situations governments have little choice other than

to accept most of the overshoaoting which occurs. In practice,

it is difficult to judge when +he overshooting has come to sn end,
because there is no reason why the real exc-~nge rate or coupetitivene
should return to any particular historical level. Indeed, North Sea
0oil has probably raised the long-term equilibrium levei of the real
rate somewhat.

* see next page
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/. Can_the period of rcal overshooting:*be shortened?

Yes. As Dr Emmingerexplained to the Committee, faster deceleration

of earnings and other domestic costs would bring the rcal cxchange rate
down to its long-term equilibrium level more rapidly. Changes in
fiscal and monetary policy that are coucisient with maintaining the
disinflationary stance of policy cannot have much effect on the
duration of overshooting.

8. Nominal exchange rate overshooting*

While disinflationary monetary and fiscal policies tend to cause the
real exchange rate to overshoot, they do not necessarily cause the
nominal rate to overshoot. The nominal rate may, of course, rise
initially. But it may rise no higher than its lonpg-term equilibrium,
that is, it may not overshoot. This would be the case if all the

fall in the real exchange rate from its maximum "overshoot" came about
because of slower growth in UK than foreign costs rather than because
of z« fall ini the nominal exchange rate.

9. Recent fall in sterling a correction for previous overvaluation
ol the nominal exchange rate?

The recent fall reflects a number of factors, including the changing
prospects for o0il prices and for the major economies (Germany, Japan,
US). These are real factors, and it is hardly surprising that the
exchange rate responds. The Governemnt had always maintained that

as its counter-inflation pnlicies succeed and the recovery gets under
way there will be an improvement in competitiveness. The best way
for this to be achieved, however, is through slower growth of
domestic wage costs rather than a fall in the nominal exchaﬁge rate.

10. The high level of sterlinf shows exchan.'e markets to be unstable
therefore need for exchange controls, intervention

No. The high real exchange rate concerns the failure of other
markets to adjust (particularly domestic wages), rather than a
failure within the exchange markets. Exchange controls, to the
extent that they were effective. would iirect attention away from
ﬁhé real problem. Intervention would tend to undermine monetary
policy. There would be less incentive for other markets to undertake
the necessary adjustment if there were no real overshooting, that is
if the exchange rate mechanism were not allowed to work.

‘"Overshpoting” in paragraphs 5-8 is used in the technical sense to
mean that the exchange rate rose above its long-term equilibrium.
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DR_EMMINGER ' 2\

F

The Opposition have made a grest deal of the féllowing
quotafion from a paper submitted by Dr Emminger to the TCSC
in the course of their IMA enquiry. It festures, for example,
in Mr Bhore's 23 November "Programme for Recovery".

"At its pesk in Februery 1981, the "resl" sterling
exchange rate was not only sbout 50% above its depreciated
value of 1976, but about 30% higher than in 1972. This is
by far the most excessive overvaluation which any major’
currency has experienced in recent monetary history. It
dwar{s the "real" upvalustion of the D-Mark between 1972
and its peak at the begipning of 1980, which was slightly
above 10%. The large real apprecistion of sterling from
1979 to 1981 was probably the most important single element
in that period's British economic policy, ss concerns its
effects both on domestic inflation as well as on British

trade, production and employment".

Points to make

2. There are two points to meke about this statement.

(i) The Opposition have tsken it out of context. In
the paper Dr Emminger was using stgrling's experience
as Jjust one, slbeit the sharpest, of many huge swings
between major currencies in the 1970's and 1980's. He
was making the point that we live in a world where such
swings happen - and indeed thet there is pot much that

can be dope gbout them.

(ii) Dr Emminger.expandéd:on‘his views in a subsequent
oral hearing by the TCSC on 25 October 1982 (now
published). Be said:-






(a) The effect on British production and investment
was serious not so much because of the appreciation
itself but the inflexible reaction to it, particularly
"as concerns wage developments".

(b) He did not think very much could have been done about
the appreciation, which in any case

(c) probably in part reflected previous undervaluation
of the £. '

(d) Large countries with open economies and free capital

movements, like the UK and Germany, cannot adopt a
fixed or target rate in relation to the dollar.

Background: verbatim extracts from oral evidence

(i) "What I meant is whether a larger country, with an open
economy and free capital movements, like the UK or West
Germany, could adopt a fixed or target rate in relation

to the dollar. It could not. We have seen that a fixed
rate vis a vis the dollar is an invitation for big
speculative flows whenever a lack of confidence in the
dollar or in the other currency arises. Why? Because
there are hugh amounts of volatile dollar funds in the
world.... 80 we have to live with a floating dollar.

What we should aim at, is to get better underlying
conditions for the floating system eg to have better
convergence of economic, in particular, monetary policies
between the Americans and Europeans and the Japanese ...."

< (ii) /In reply to a question from Mr English who quoted
the last sentence of the passage at the beginning of this
brief, and then asked Dr Emminger whether he meant that
manufacturing industry and exports were sacrificed to keep
the inflation rate down./ "Perhaps I should not have made
that remark .... I do not subscribe to the word "sacrifice"
-... because the real effect of that appreciation very much

B






depended on the British economy .... was rather inflexible
as concerns wage developments, which, of course, meant there
was quite some effect on employment and -production ....
Secondly also I do not think that very much could be done
sgainst that and, furthermore, this record appreciation
consists of two elements, not only that the pound went up
but also that before it was probably undervalued ...."
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EXCHANGE CONTROLS

2% \\ \z\S .

Factusld

Exchaﬁée controls restricted transactions between residents
and non-residents. They were introduced at the beginning of
the Becond World War to make gold and foreign currency availsble
fof the war effort. They were rétained_in the post waxr: years
vhen thre was a need to defend a fixed exchange rate despite
recurring current account deficits. The growth in trade flows
and_capltal marketls madeexchange controls iveffective and *he
easnng of the balance of payments constraint as North Bea

011 was developed made them 1rrelevant They were abolished

in October 1979 .

Points to make: Positive

(i) Exchange controls have little effect in the face of
strong market movements as in 1967 and 1976, for example.
They did not control leads and lags on payments for
imports and exports (one month's movement in payments
on goods alone now totals around £10bn). And exchange
controls did not prevent non-residents from switching

funds between sterling and other currencies.

(ii) There needed to be a correspond capital outflow to
match the huge current account surpluses of recent
years. Removing exchange controls on UK residents
outflows will have helped this adjustment, reducing
upward pressure on the exchange rate. At the same time
any increase in UK interest rates due to the abolition
of controls is likely to have been small ZT'Because
the free access of overseaé investors to UK financial
markets will have tended to keep UK interest rates in
line with world rates, even when exchange controls on

UK residents were in force / .

-1-






(iii)

(iv)

\
7 ]

(vi)

With modern communications and increased interdependence
between countries no éxchange control regime acceptable
in a democracy can prevent movement out of an internationally

traded currency like sterling.

The only defence against speculative flows is to maintain
confidence by pursuing the right monetary and fiscal policies.

Exchange controls reduce the efficiency of financial markets.

They impose an administrative burden on both public

and private sectors.

T SRR L il s e, LU RGN s Lt
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Abolition has led to huge outfliows. The net capital

outflows in recent years simply reflect - as & matter
Just
a country

of arithmetic - the large current account surplus.
a8 a country in deficit he® to borrow abroad,
in surplus improves its international balance sheet. ,
Our balance between overseas assets and ligbilities iB in
8 better state than it has been for yesrs - and this

will provide a useful . source of net revenue from overseas
for the future. | |

Capital outflows mean lower investment at home.

Abolition of exchange control has had no direct effect
on net capital flow. But it may have meant lerger UK
investment abroad matched by higher investment in the UK
- or a lower level of withdrawsl of funds - by oversess
investors. Much of our investment abroad incresses our
access to overseas markets and exports, encoursging

increased investment at home also.

D
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(. .i) Economy vulnerable becsuse short term inflows offsetting

TNong term outflows. There was nothing in the exchange
controls operated by the previous Government to stop

such inflows.

(ix) Why retain the Exchange Coptrol Act 1947 on the statute
book. Ve sre required by the European Communities Council
Directive of 21 March 1972 to be able to act, where
necessary, on capital flows without further enabling

. INCasuUTresa.
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INTERVENT ION

(i) Role of Intervention - Experience both in the UK and in

other countries strongy suggests that intervention has been
most successful when related tg;giort-term objectives such

as preserving orderly market conditions, smoothing erratic
fluctuations ete. It has not been sn effective instrument on
its oﬁnﬁggfluencmgthe exchange rate over longer periods of
‘time. The classic example here is the 1977 UK experience
when the attempt to prevent the rate appreciating had to be
abandoned because of the consequences for domestic monetary
control. The main role of intervention is perhaps to give
the authorities time in which to consider the causes of the

current bout of pressure on the exchange rate and the

appropriate policy response.

(ii) Limits to Intervention - There are limits to the scope

for intervention-in either direction. Prolonged support
soon exhausts the reserves while borrowing capacity is not
unlimited - international capital markets are now well
acquainted with the concept of 'sovereign risk'. Neither can
borrowing normally be arranged at very short notice. Similarl:

sustained increases in the reserves soon create problems for

monetary control.

(iii) Problems with an Active Intervention Policy - Exchange

markets are subject to considerable random variation - they
can jump in response to 'news', bandwagon effects etc.

This makes it difficult for the authorities to distinguish

s, T
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(ix) How much Intervention has there been?

Much less'under this Government than under previous governmen:

in the UK; and much less than in many other countries,

especially those that are committed to an exchange rate
' 3

target (eg France).
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JURGENSEN GROUP
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“SPEAKING NOTE 1‘3\ \

In my Fund speech, I said that I hoped study would not be an
academic exercise or a means for each country to Jjustify its
present practice. The object should be a meeting of minds not

a widening of differences.

This,still seems to me right. As I understand it the Working
Group are now reaching the stage of completing their report.
This will be looking at the objectives of intervention, and how
effective it has been -~ in effect a pooling of past experience.
When this analysis is complete - and my impression is that a
pretty thorough job will have been done - I think the next step
will be for Deputies to see what they make of it. The issues
would come to Ministers. But for the moment I cannot say more
than that. No decision has been taken for example about

publication.

BACKGROUND NOTE (CONFIDENTIAL)

The Group was established at the Versailles Summit. The Commission
participate as well as the- G-7 countries. It has had many meetings,
and produced a mass of background material. By and large the
conclusions seem likely to be in line with existing UK policy: it
will not suggest that intervention by itself can stand in the way
of major market trends; it will suggest useful modest "smoothing"
role. G-7 Ministers will have to consider the Report before the

Williasmsburg Summit.
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International exchange rate coordination (énd Versailles initiative)

Points to make

f. There is understandable nostalgia for the Bretton Woods
regime of fixed exchange rate. But we need to remember the
conditions that led +to the breakdown of that system, and
which make its simple reimposition today so impracticable.
High and varying rates of inflation in the major economies, in
particular. The huge increase in internationally mobile funds.
The after affects, that are still with us, of two major oil

price rises in a decade.

2. We should all like to see a return to greater currency
stability. That was agreed as a desirable objective at last
year's Versailles summit [Copy of the "Monetary Undertakings"
attached]. It was also agreed that such stability must rest on
greater convergence of policies and economic circumstances. In
particular convergence towards lower and more stable inflation.
There is no short cut to currency stability. I was impressed
by the views expressed to you by practical and experienced men -
like Dr Emminger and ér ReiEE of the Bundesbank - that achieving
such stability as between?the world's major currencies is not a
simple matter, or something that can be done by the mere
exercise of political will or by establishing exchange rate

mechanisms or new bureaucracies.

3. The statement of international monetary undertakings
agreed at Versailles recognised the responsibility to the rest
of the world of the major countries to maintain "the internal
and external values of our currencies." It also ruled out
»competibive~devaluations;f The soundness of the multi-currency
reserve syétem impéées'a special responsibility on countries
like the UK, whose currency feature in the SDR, to maintain






the value of their currencies. [A thought I might leave with

the spokesmen for the official dﬁﬁggifionj. P _—

4, We have begun to maske some progress on these matters,

with the Menaging Director of the IMF playing an important

role. But I certainly would not want to pretend that I am content witl
this .. Simply talking is not enough. It is one of the

matters I will want to pursue in my role as Chairman of the

" Interim Committee.

5: I would say, however, that I think it helpful that there

is maybe an increasing recognition - perhaps even in the Uus -

that it is right to take account of the performance of one's
currency alongside monetary aggregates and other factors

in assessing domestic monetary conditions and in interest rate
policy. This will not fix exchange rates one against the

other, but it will be a further factor tending to bring about
convergence between the major economies, greater stability between
their currencies, and a healthier development of the multi-currency

reserve system.

Will this ever result in a system of exchange rate targets/zones
that the UK would join?

6. One can certainly hope, as lower inflation and stability
return, and as exchange rates become more stable that it might
prove possible and helpful to provide cement for the system in
the form of some new set of international exchange rate
arrangements. The time for that, I would judge, isa good

way offyet. When the day comes, certainly it would be right
for sterling to participate along with the other currencies.






STATEMENT OF INTERNATIONAL MONETARY UNDERTAKINGS

1. We accept a Joint responsibility to work for greater
stability of the world monetary system. WHe recognize that this rests
primarily on convergence of policies designed to achieve Llower
inflation, highef employment and renewed ec@ﬁc growth ; and thus to
maintain the ipternal and external values of our currencies. We are
determined to-discharge thie obligation in close collaboration with all

interested countries and monetary institutions.

2. We attach major importance to the role of the IMF as a
monetary authority and we wi.l give it our full support in ite efforts
‘to foster stability.

3. We are ready to strengthen our cooperation with the IMF in
its work of surveillance ; and to develop this on a multilateral bagis
taking tnto account particularly the currencies constituting the SDR.

4. We rule out the use of our exchange rates to gain unfair
competitive advantages.

.- We are ready, 1if necessary, to use intervention 1in
exchange markete to counter disorderly conditions, as provided for
under Article IV of the IMF articles of agreement. '

6. Those of us who are members of the EMS consider that these
undertakings are complementary to the obligations of stability which
they have already undertaken in that framework.

?. We are all convinced that greater monetary stability will
assist- freer fiows of goods, services and capital. We are determined_tv.
see that  greater monetary stability and freer flowe of trade and
capital reinforce one another in the interest of economic growth and,

employment.
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COMPETITIVENESS

1. All measures of cost competitiveness risk misinterpretation
by the wider public

Our present level of competitiveness is usually compared with the
position prevailing in 1975, since that is the base on which the

CSO currently construct their statistics. But the 1975 date has

no special status. Movements in competitiveness can be measured
just as satisfactorily from a base in 1979, 1981 or any other year.
Indeed, the major structural changes which have taken place in the
UK economy, such as the high impact of North Sea o0il production on
the current account of our balance of payments,make comparisons with

1975 inappropriate.

Similarly, while a cost-based measure which gives weight to both price
and profitability factors is probably the most appropriate single
indicator of competitiveness, other measures are also available, such
as relative export prices or the trade weighted effective exchange
rate. The table below illustrates what varied results can emerge if
only four different indices and three different bases are used, with
changes in competitiveness ranging from a 27 per cent deterioration to

a 23 per cent improvement i

PERCENTAGE CHANGE IN COMPETITIVENESS ON VARIOUS MEASURES

Relative Relative Relative Effective
actual normalised export exchange
unit unit prices rate
labour labour (trade
costs costs weighted)
*
1975-Jan 1983 -19 =27 ey -2Q
*
1979-Jan 1983 -10 -14 +1 -6
*
1981-Jan 1983 +23 +19 +21 -20

*
Positive sign indicates improvement in competitiveness (ie a fall
in the index)

+The trade weighted effective exchange rate used by the IMF to
calculate competitiveness differs slightly from the usual index.

1






Each of these figures could legitimately be said to provide an
indication of the UK's competitive performance; no one figure

is the "correct" one. It may thus be unhélpful if a single

figure, representing the movement of just one index from an arbitrary
date, becomes lodged in the public mind as the definitive measure of
UK competitiveness. Similarly, there is no reason to regard it as

an objective of policy to return to a particular level of competitive-

ness which prevailed in the mid-1970s.

2, Improvements in competitiveness are not solely dependent on
exchange rate movements

The key to improved competitiveness lies not in a further depreciation
of sterling but in a lower level of pay settlements and still higher
productivity. The exchange rate fell sharply in 1967, 1972 and 1975,
yet on each occasion this was simply reflected in a faster growth of
labour costs in the UK relative to other countries; we became
less, rather than more, competitive, our share of world export markets
fell and the import penetration of our domestic market rose.

This point is still not widely appreciated and there are many who
continue to believe that the sdlution to our poor performance lies in

a further exchange rate fall. There is thus a risk that the more our
loss of competitiveness is emphasised, the greater will be the pressure
for a further depreciation, with, perhaps, the effects on the markets
which we have experienced in recent weeks, while the important arguments
in favour of improvements on the pay and productivity fronts will go

largely unheard.

3. Relative prices, profitability and costs ‘are not the only
influences on competitiveness

If competitiveness were simply a reflection of movements in relative
unit labour costs, there could be little explanation of the substantial

surplus we are currently recording on our balance of payments current
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account, nor of the fact that the UK share of world trade rose in
volume terms last year. UK output has alsobbeen rising relative
to output in the major industrial countries since mid-1981.

These are all encouraging signs but we are not out of the wood yet
and we need to improve our performance in such "non-price" areas
as design, reliable delivery, marketing and after-sales service

at the same time as we seek to cut costs.






1. The MK s a faoeddar weher of e =05 i rLieiannios in
nosotbiations on ils molification «nd in rost o 1L conterne g
aliloush the pound docs not participszie in Lhe cwe’oise roale woeetaed)
°. The fundanental difficully with participalion is Lhat the

4 3

aveeence Lo oan exchanee rate target might conilict with achieving
domestic wmonetary aims. Some of the emsaller couniries whose financia.
systems are inevitably interlinked with those of a lsvger counlry
(ustally Gerwany) do not, anyway, have much scope for pursuing an

per
[

indcpendent morelary policy. A fixed exchange rate wilh the lar

]

ccunitry provides the appropriate financial discipline in thelr case.

5 Liter enjoying a relatively tranguil two ycars since its
inception in 12979, ihe EML has in the last 18 wonilhs «ncountered rore
—— - - e — -
dLfficult conditions with major realignmenis teking tince in Oclober
— — my

1ﬁgl_nnd February and June 1982. In Septemver and October the marxet
fE;Ziﬁed the French franc and Danish krona as being liable to
devluation against the relatively strong dentschemark and guilder.
llore recently the French and Belgian {rancs have also been under
pressure, while the guilder and Danish krona have becen the sirongest

currencies in the system.

o Between June and Ocuober the pound enjoyed a period of relatvive
stability acsinst the deutschemark with the rate mestly in the renge

DM 4.26--4,.30. However, from mid-Novermber it weakened sharply,

reaching a low of DM 3.6/6 on 11 January.

Points to IMake

5. UK Membership would increase exchange rate stability?

There is no reason to suppose that the simple act of joining the E!NS
exchange rate mechanism would necessarily have an impact at all on
exchange rate stability. This has not been the experience of the
current participants. Lasting stability requires a return to low

and convergent inflation rates throughout the community.
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Theke oand

J. The UK is a founder moiber of Lhe M98 ood corlicinalas b9n

l ; i
negotiations on its modification sod in reslioseont conteronn.a,
alinough the pound does not participate in the cychooce cale mochind o
2. The fundemental difficully with participalion is that the

aunvesncee to an exchange rate target might conflict with achicving

domestic monetary aims. Some of the smaller couniries whose

=

insncial
systems are inevitably interlinked with those of a larger country
(usually Cerwvany) do not, anyway, have much scope for pursuing an
independent monetary policy. A fixed exchange rate wilh the larger
countyy provides the appropriate financial discipline in their czse

P ATter enjoying a relatively tra nquil two yesrs since its

inception in 1979, the ENML has in the last 18 nonlhs encountered more

difficult conditions with major realignments teking mince 1in October

e S —ee e rp———ry —.,___.‘_...\ e — _,,_.._____._,__,__,_,‘___. ‘.;;,w-‘—-»-?
1981 and February and June 1982. 1In Septemoer and October the marxet

fggarded the French franc and Danish krona as being liable to
devluation against the relat ively strong deutschemark and guilder.
l'ore recently the French and Belgian francs have also been under
pressure, while the guilder and Danish krona have been the stronsest

currencies in the system.

4, Between June and October the pound enjoyed a period of relatiy
stability against the deutschemark with the rate mostly in the 1“an_
DM 4.26-4.%0. However, from mid-Novermber it weakened sharply,
reaching a low of DM 3.676 on 11 January.

Points to IMake

5. UK Membership would increase exchange rate stability?
There is no reason to suppose that the simple act of Jjoining the EMS

exchange rate mechanism would necessarily have an impact at all on
exchange rate stability. This has not been the experiéence of the
current participants. Lasting stability requires a return to low

and convergent inflation rates throughout the community.
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Major Currencies' Exchange Rate Fluctuations

Attached is a list of significant falls in exchange rates
for major currencies since 1976, together with brief
explanations of market conditions at the time. However,

it must be emphasised that exchange rate changes reflect

the outcome of many economic factors, and the causes
perceived by market practitioners at the time May merely
have been triggers for exchange rate adjustments necessary to
correct more profound and longer-term imbalances. Economic
researchers have had very little success indeed in éxplainiﬁg,

after the event, for the major fluctuations that have occurred.






Major Currencies' Exchange Rate Fluctuations

For reference sterling's recent fall has been as follows:

2/8 rate effective rate

October 1982 average 1.6977 92.5

26.1.83 1.5470 8l.2

Depreciation -8.9% -12.2%
YEN

1. Depreciation of November 1978

Ygg rate Y effective rate
21.10.78 177.60 158.9
20.11.78 199.10 146.5
% change -10.8% -7.8%

The yen fell in largely reaction to policy measures designed to
support the dollar: higher US interest rates and massive
coordinated exchange market intervention. However, in part

the fall also reflected an emerging deterioration in Japan's
trade balance as exports performed weakly in response to rising
domestic demand and the loss of competitiveness at such a high
yen éiéhange rate.

2. Depreciation of March, April 1979

2/Y rate Y effective rate
28.2.79 202.3%5 142.6
30.4.79 219.77 130.6
% change -7.% ~-8.4%




The yen'sweakenss reflected a continued deterioration in
Japan's current account accompanied by continued capital
outflows. Japan's vulnerability to the tightening of
international oil markets also contributed to the yen's fall.

Over the six-months of November 1978-April 1979 the yen fell
by 19.2 % against the dollar, and by 17.8% in effective
terms.

Bl Depreciation of September-November 1979

§(§ rate Y effective rate

31.8.79 220.60 129.4
30.11.79 249.42 115.%
% change -11.6% -12.4%

The renewed fall in the yen followed the announcement of a
current account deficit for July, further news of higher oil
prices and supply difficulties and the deteriorating political
situation in Iran.

4, Depreciation of January-Jduly 1981

Ygg rate Y effective rate

31.12.80 203%.15 114.4
31.7.81 23%9.67 136.2
% change -15.2% ~-5.7%

The fall largely reflected the sharp appreciation of the US
dollar in 1981; the fall in the effective rate was relatively
modest. Relatively low Japanese interest rates were a
significant factor in the fall against the dollar.



Cs Depreciation of January-March 1982

Y/g rate Y effective rate
31.12.81 219.55 144.9
3]1.3.82 247 .62 13%33.7
% change -11.%% -7.7%

The yen's fall on this occasion resulted from large capital
outflows reflecting the low level of Japanese interest rates,
particular vis a vis the United States.

6. Depreciation of June-October 1982

ng rate Y effective rate
31.5.82 243,00 1%5.1
31.10.82 277.01 125.2
% change ~12.3% -7.%%

The yen's further fall reflected the continuation of the wide
interest rate differential between the yen and the dollar.
Political uncertainties following the resignation of the
Japanese Prime Minister also contributed to the yen's weakness.

DEUTSCHEMARK

1. Depreciation of March 1980

DM rate DM effective rate
29.2.80 1.7760 157.1
3.4.80 1.9627 150.0
% change -9.5% —4., 5%

The deutschemark's fall was largely in reflection of the dollar's
steep rise following the setting of a record high US discount
rate in February and the announcement by President Carter of

an economic package on 14 March.



2. Depreciation of October 1980-July 1981

DM/g rate DM effective rate
%0.9.80 1.8112 15%.0
31.7.81 2.4652 116.2
% change 26. 5% -24.1%

This prolonged period of deutschemark weakness resulted from
the weak German balance of payments (with current account
~&Q{Rﬂ5') and. the adverse interest rate differential with the
US.

3. Depreciation of December 1981-March 1082

DM/8 rate DM effective rate
30.11.8} 2.2052 122.8
31l. %.82 2.4120 12%.0
% change -8.6% +0.2%

The deutschemark's renewed fall largely reflected the dollar's
strength at that time - in effective terms the deutschemark
was little changed. In the US the growth of the money supply
exerted an upward pressure on interest rates and hence the
exchange rate.

4, Depreciation of June-mid-August 1982

DM/Z rate DM effective rate
31.5.82 2. 3405 125.1
9.8.82 2.5216 124.%
% change -7.2% -0.6%

The continued strength of the dollar in reflection of high
dollar interest rates brought about this further fall in the
deutschemark.



FRENCH FRANC

1. Depreciation of . March -July 1976

Ff/g rate Ff effective rate
29.2.76 4.4867 108.9
31.7.76 4.9145 100.6
% change -8.7% -7.6%

The French franc began this period of weakenss inside the
European "snake", but realignment pressures between the franc
and the deutschemark became so intense that on 15 March 1976
the franc left the arrangement and floated. It subsequently
fell further against the dollar owing to poor trade figures,
pessimism over the outlook on inflation and, in July, fears
that a drought would adversely effect the economy.

2e Depreciation of April-August 1981

Ff/g rate Ff effective rate
31.3%.81 4.9350 87 .4
7.8.81 6.0775 80.6
% change -18.8% -7.8%

The franc was weak in April and May because of political
uncertainty during the French Presidential election. Subsequently
the overall strength of the dollar was reflected in a further
weakening of the franc.

3. Depreciation of December 1981-March 1982

Ff rate Ff effective rate
30.11.81 5+ 5875 81.5
31. %.82 6.2515 79.0
% change -10.9% -3.1%



This period was one of considerable dollar strngth, and coincides
with the third depreciation of the deutschemark which was noted
above. However, the French framc fell a little further than

the deutschemark (despite their being linked in the EMS)
reflecting political uncertainties surrounding the local elections
in March.

4, Depreciation of June-mid August 1982

Ff rate Ff effective rate
31.5.82 6.1070 79.7
9.8.82 7.0140 7%.5
% change -12.% -7.8%

The French franc was devalued in the EMS by 5.75% on 13 June 1982.
This reflected the concern felt in the markets about the prospects
for inflation and balance of payments in Frence. In July and
early August the strength of the dollar also contributed to

the franc's fall.

US DOLLAR

1. Depreciation of June-October 1978

g effective rate

31.5.78 89.6
31.10.78 78.9
% change -11.9%

The dollar fell largely due to market concerns about the
adequancy of US monetary and counter-inflation policies. The
fall was exacerbated by the publication of poor trade figures
in July, and by the difficulties the Energy Bill encountered
in Congress in October.



C 2. Depreciation of April-Jume 1980

g effective rate

31.%.80 90.8
%0.6.80 83%.5
% change -8.0%

The dollar's fall reflected the easing of US interest rates
from their early April peaks; signs that the US economy was
entering a recession; and in April the unsuccessful attempt by
the US Government to free the hostages in Iran.

2L Depreciation of November 1982-January 1983

2 effective rate

15.11.82 126.1
10. 1.83% 116.4
% change -7 .7%

Falling US interest rates together with a change in market
sentiment in favour of the yen and deutschemark led to a
sharp fall by the dollar. However, this has since Dbeen
partly reversed as expectations have grown that dollar
interest rates have reached their floor.
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Effect of 0il Price Changes QQAS\
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A, A lower 0il price is on balance good for the UK. Large

"

disruptive movements in any direction in no-one's interest:
disrupt the world economy:. If the price falls too low,future
sharp rise may become inevitable. But a modest/gradusl fall

on balance good for the UK. Reduces inflation in the world,

and raises growth, both of which are helpful to our industries -
and offset relatively modest direct impact on the trade balance.
0il accounts for relatively small proportion of UK economy and
overseas trade.

2. Improves output. Oil importing countries have better

balance of payments, lower inflation, and can therefore go
for faster growth. British exporters gain from higher world
output and trade. '

Dl Reduces inflation. Direct benefit for inflation enhanced

for countries that are o0il importers, to the extent that their
currencies rise; offset for us to the extent that sterling falls.

4, Impact on PSBR. Lower North Sea revenues would initially

add to PSBR. But for this purpose the sterling price of North
Sea 0il counts, not the dollar price. Fall in £/% rate since
Autumn is enough to offset effect on revenues of significant
fall in oil price.

5. Effect on Exchange Rate. Not surprising that changes in

world price of oil affect currencies. Impact of a fall on UK
modestly helpful (see above). . . Bigger benefits for other
major currency countries (Germany and Japan in particular) that
are large net importers of oil . So raises the value of their
currencies against sterling. Part of the recent fall in sterling
reflects expectations that oil price would fall, so if fall does
occur it may already be discounted in exchange markets. No
domestic reasons for sterling to fall: underlying UK monetary

and financial conditions remain sound.






6. Effect on UK current account is not large, bécause net
0il exports are only a relatively modest part of our overseas
trade, any fall in £/ exchange rate raises their sterling
value. Current account would have been in very substantial

surplus last year even had oil prices been 10 or 20 per cent
lower. [Taking the direct impact only - and forgetting any
effect on exchange rate the benefits to UK exports from better
world growth - with ia 10 per cent lower 0il price the current
account surplus last year would have been around £% billion
lower than the £4} billion actually secured.]

7. No reason to think a modest fall will necessarily worsen
international banking problems. DMost developing countries
benefit from lower oil price. Indeed, their problems were
caused by the 1979/801rise in oil prices. Brazil's problems,
for example, would be eased by a fall in oil prices. Mexico's
would be increased in the short run. All debtor countries,
including Mexico, benefit to the extent that lower oil prices

bring lower inflation, lower nominal interest rates and
better growth in world trade. While those should be long
term effects, possible of course that there will be adverse
short term effects on confidence as oil producers' problems

are increased.






225 A BARREL TREASURY SIMULATION

/Reports in the 'Times' 21. 1. 83 of a Treasury model simulation
of a #25 0il price simulation/

Current prospects for the future course of world oil prices are
clouded by a great deal of uncertainty. Many people think that
oil prices may fall but no-one knows by how much. In these
circumstances it is appropriate for my officials to examine the
consequences of a range of possible future réductions in the oil
price. However, given present uncertainties no particular
significance can be attached to any one possible outcome.

/If asked about North Sea oil prices - 'we will follow the
market'/.
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International debt problems: nature, causes and the way ahead

Is it a crisis?

[It is natural for the media to speak about a "crisis":

it sells newspapers.] Some of the problems are serious, and
the activities of the international institutions, central
banks and Government over past months bear witness to that
(and are in themselves also a source of comfort). But it

is also important to see the problems in perspective.

2. Despite the headlines, there have been no defaults. And
there are good reasons why both borrowers and lenders should
continue to aw id that.

3. The increase in lending has been less exaggerated than
often thought. External debt of developing countries has
increased from under $150 billion in 1973 to around 600 million.
A large increase in nominal terms: but nothing like so dramatic
once one has allowed for inflation and growth. The increase
in relation to exports and trade over the decade was about
- 25 per cent. In fact the growth rate of lending in real terms
seems to have been higher in the 1960's.

l-nn
4. International lending has accounted for a grow%@fproportion
of banks' business. But in 1981 banks' international exposure
accounted for around 17% of assets (average for banks from the
major countries) - so the greater part of banking exposure

remains domestic.

P Most lending is accounted for by a small number of countries.
e ==

The top 10 developing country borrowers accounted for 60 per

cent of the total in 1981. These are all countries with strengths
in terms of natural resources or economic track record. [That

is why they were able to borrow.] Although they may face
temporary problems, these natural strengths must increase






confidence that in the loans will prove good; and that
additional bank lending undertaken following policy adjustment
by the borrowers will help improve the quality of existing
loans.

wWhy did banks over—extend themselves?

6. This is a question more for the banks themselves [the

TCSC are seeing the clearing banks again on 7th Feb). In some
cases they probably underestimated the capacity for mis-management
by the borroweré:-fahey may also not have expected such a firm
response to inflation by the world's major economies. ..

The way ahead

0= Rescheduling and adjustment may be painful for borrowers

and lenders alike. It is not a disaster.

8. In a broad sense the problems are all symptoms of the
transition to lower inflation in the world. The lower interest

rates and more soundly based growth that lower inflation
will bring will help all countries solve their problems.
A return to inflationary growth might ease things for a
whole ; but would store up even worse problems for the future.

Sources of future finance

( 0. Adjustment does not mean ldcs have to balance their books,
] in the sense of reaching current account balance. Developing
gﬂ-ﬁ- countries will mainly be natural importers of capifal, as -
Lm{ydﬁw overseas investors finance new capital projects.

\W

10. Over the years it must be right for the bulk of this
capital to come from the market - banks, direct investment,

the bond market - rather than from official sources. The
market will be more efficient and effective in channelling
funds than any national or international bureaucracy.
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Supervision

Points to make

(i) Should be controls on banks' overseas lendlng/

the eurdmarkets? It is wrong to suggest that the

euromarkets are not supervised from a prudential point

of view; or not subject to any controls. They are. In

the UK and all other major countries prudential supervision
extends to banks' international operations as well: as
domestic operations. [Proposals for Government's or
central banks to go further and decide how much banks
should lend to individual countries, or direct the

lending, are impractical and likely to be inefficient.

Such decisions must be made in the market, and are for
individual banks to make.]

BANKING SUPERVISION: DIVISION OF RESPONSIBILITIES BETWEEN THE
TREASURY AND THE BANK

¥0u*aske&n£onwa_aouplemoi_sentanaasu£an_themﬂhancelloa¢a-seiect l

CoMmMITTeE DITeTIng. I suggest—the-following.

*The Treasury is responsible for the Banking Act 1979 and for
general issues of policy relating to banking supervision,
though of course the Treasury would take very close account
of the Bank of England's advice on thls subject. However, the
statutory responsibility for superv1s1ng institutions in the
UK under that Act rests upon the Bank of England subject to
a right of appeal to the Chancelzﬁf i%azgathe Bank's refusal
to recognise or license an applicant This means that the

detailed operation of the Act is a matter for the Bank, not
the Treasury.




(ii?) International coordination of supervision is
inadequate or has left lacunae (Ambrosiano). No system

is perfect or can be foolproof to outright fraud. But

it is important to recognise that a lot of work has gone

on internationally since 1975 to seek to improve supervisory
arrangements and cooperation between banking authorities in
different countries. The Bank of England has played a
leading role. They key committee is chaired by (and
sometimes named after Mr Cooke [who the TCSC saw on

24 Jan. ]

Background

(a) There have been many suggestions that the Euromarkets
are unsupervised or uncontrolled. Often these arise from
confusing monetary control arrangements - which do not in
general apply to offshore markets, though their effect is
transmitted via interest rates - with prudential supervision,

which does.

There could be mention of Lord Lever's proposal for

setting ceilings for bank lending to borrowing countries.
This seems to take different forms on different occasions.
Sometimes it sounds like a proposal for bureacratic control
of all international lending; sometimes remarkably like the
existing system of banking supervision.

(b) The Basle Concordat.

The Basle Committee of Banking Supervisors drew up in
1975 a set of guidelines - which has come to be known

as the Concordat - on the responsibilities of different
supervisory authorities for the ongoing supervision of
banks where those banks operate in more than one national

Jjurisdiction.






The principles underlying the supervision of the Euromarkets
can be summarised as follows. The supervision of foreign
banking establishments should be the joint responsibility
of host and parent authorities and no foreign banking
establishment should escape supervision. The supervision
of branches' solvency falls primarily to the parent
authorities, whilst liquidity of branches and subsidiaries
is considered to fall primarily to the host authorities.
Solvency of subsidiaries is in the first place for host
authorities, but the principle of consolidation means a
substantial role also for the parent authority.

The text of a statement issued by the Central Bank Governors
in 1980 is appended. (Annex A)

Lender of last Resort

Points to make

(i) Arrangements do exist for preventing banking
collapses (domestic or international) having serious
domino effects.

(ii) Central bank Governors made this clear -.as to
international banking - in their 1974 statement.

(iii) But it would be wrong for any individual bank to
think it would necessarily be rescued however imprudent
it had been. Past rescues (eg the Franklin National Bank
in the US) havé not extended to helping bank managements,
nor shareholders.

Background

The text of Governors' 1974 statement is appended.(Annex B)
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Information about international indebtedness

Points to make

(i) There has been a greatly improved flow of

information about international lending in recent years.
This owes much to the efforts of the GlO central banks,
with the Bank of England playing a leading role, working

through the BIS. There is now a lit of information
available. Although it is only published quarterly,
about 3 months in arrears, it certainly should be enough
to give banks adequate warning of countries getting into
over extended position: that does not happen overnight.

(ii) If the world's commercial banks decide to cooperate
to pool further information through their new Institute
of International Finance, that would of course be a welcome

development.
Defensive

(iii) Why did the banks not react earlier to the trends?
Lamfalussy in his letter to the FT (copy attached) argues
that the evidence of the rising proportion of the short
term element in Mexico's debt was "crystal clear" well
before the eruption of the crisis. In fact the trend

was to a certain extent a reaction itself. Egiké have

traditionally taken the view that short-term lending,
subject by defirition to more frequent opportunities for
review, is less risky than long-term loans. The banks
were anyway faced with the problem of how they could have
reacted much differently, without bringing about a crisis
very similar to the one which we already have.

Wi 82"
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(iv) Why didn't the authorities make them do so?
The role of the authorities is not to impose its own
assessment of individual risk on the banks. First,
there is no reason to believe that they are better
able to make such judgements. Second, the purpose
of supervision is to ensure that banks themselves
have proper systems of risk analysis and that they
spread the risk by diversification - not to prevent
them taking risks.

Background

A decision to go shead with the proposed Institute has been
taken. But its precise role and functions remain unclear.
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Early warning of Mexico’s borrowing and short-term

om the Assistant General
lanager, Bank jor jf
International Settlements

Sir, — In commanty
(December 28) on our halfs
yearly international' ‘banking
statfstics  your correspondent
rightly notes that 60 por cent
of Mexico's total net borrowing
during the first half of 1982
took fhe . form of short-tenn
credits?2He then goes on to say
that “normally & bunching of
shorl-term credlls Is q clear
sign of incipiem liquidity prob-
lems in a burrower country.
Since the Mexlean crisis the
ank for International Settle
menls has been criticised for
the time twken to ¢omplle snd
publish  dts figures, which
reduces their value as an early
warning indicaor,"

The table shows the history
of the Mexican debt Aipures and

the time of their bublication,
You will see at once .that by
December 1480 anyone who
cared 10 Jook at our figures
could see that an increasing
Proportion of Mexico's external

TTOWing wus beginning to
take the form of shortterm
credits. ' This was confirmed iq
July 1981, and by January 1982

the trend had bhecome crystal
clear. It could then be scen
that between end-1y79 and mid-
1881 Mexioco's tatal gross bank-
ing debt had increased by
$15.7bn.  The short-term com-
ponent of this tota) was $11.3bn,
le. more than 70 per cen!. To
put it bluntly, actual or poten.
ual creditors did hsve early

22\ ¥

credits

warnings on three occasiong—
December 1840, July 1981 and
January 1982—well hefore the
eruption of the Mexjoan Crisis
in July 1982,

A Lamfalussy,

Hank for Internationa)
Settlements,

(.H-4002 Basle,

Swilzerland,

The external banking debt of Mexico and the Importance of

the short-term component

end- mld. tnd- mid-  end- mid- end. mid- |
1978 1978 1979 1980 1980 1981 1081 18R2 :
3bn  $hn ¥n  Shn  $hn  shn $hn  Sbn :
Gross hnnklng debt s 23.3 25.8 A0.9 34.7 42,5 46.6 §7.1 4 4
of which:
debt maturing within one year ... 7.4 8.8 10.7 11.3 18.8 220 278 Az2.2
(expressed ag % of fotal) e (31,6) (34.1) (34.5) (38.4) (44.3) (47.1) (48.7) {30.00)
July Jan, July Dee.  July  Jan July  Dec.
Month of publicatien ..., . 1879 1980 1950 1980 1951  1ps2 1982 1982
Nota: Figures are taken from the 813 haif-yearly publicetion on the inatunty airuciure of the axternsl susely ol
hanks loceted in Groyp ot Ten countring, Switzerland, Austrig Donmaik  ang lroland, and of certain of
thetr Inregn  piiiintee, Poroontages hava boan computad lrom the origiosl fAdts wnd may, thoratore, diHer

f1om  those that can be derived diraclly from the rounded figures mshown 1n

the table,







