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SECRET
FROM: T BURNS
DATE: 3 September 1985

\ L~
CHANCELLOR A\\L,l-‘“ ¢/* cc: Sir P Middleton
( »'“"U\\ Sir G Littler

“\II\\L}N g : 4

You asked yesterday whether I could recall Eddie George 's
arguments against EMS. I have looked back through my notes

and have pieced together the following.

2. "EMS might help to stabilise exchange rates on a day to day
basis but was unlikely to help with the big problems. Main
concern that in really difficult situations EMS could
aggravate speculative flows.

3. The general framework of policy would have to remain
essentially the same and the exchange rate would not be
fundamentally different. The main difference was in the
intervention arrangements. In some circumstances they would help
but in some they would not. They would tend to help when the
pressures were small. But when they were serious EMS would
aggravate the position. This was because EMS involved using
reserves to defend the exchange rate level and taking market
pressures head on. This kind of intervention was less effective

than the sort of intervention we engaged in outside EMS.

4. It meant exchanging greater exchange rate certainty for
corresponding uncertainty about monetary policy. This was high
risk and meant raising the stakes. It would do nothing to help

the bill mountain.

5. Existing policy had its difficulties but it had succeeded
in delivering a much lower inflation rate and a good steady

expansion of activity."

1%,
s

T BURNS
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From: SIR PETER MIDDLETON

- ‘Date: 9 October 1985
CHANCELLOR ce SirsT Burns

Mr Cassell

Mr Lavelle
THE ERM

I have received the proposed 1list of questions from No 10 and
discussed them with those to whom I have copied this minute. Lt
will elearly be difficult to drop questions = but I have tried
to put them 1n a 1logical order so that they could be accompanied
by an annotated agenda. This - 'seems to me to be our best  tactic
Gerage bl an: veorder iy dimeussieon S H*and to iiset theidigsties outi~foria
new group of Ministers. It would be far better than writing another

large paper from scratch. E§\b e pw? Qvﬁé)@?kﬂﬂr}ﬂwiwhﬁ

s There are a number of questions which, following the previous
discussion, we need to be clearer about. These particularly concern
the way in which we conduct our open market operations in different
sets of contingencies - 1in domestic and external markets - and
the sort of effect we could expect on the reserves and interest
rates. I have set up a small Treasury/Bank working group under
Mr Cassell to sort these out and report in good time before. the
resumed seminar. Some of the results can be fed into the answers

to the questions.

s It will be a bore to go through this exercise yet again, but
if you are content with what I suggest I will feed these thoughts
into No 10 before the weekend. You will no doubt be advising the
Prime Minister on the Ministerial composition of the next seminar!

P E MIDDLETON
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‘ERM QUESTIONS
X %\"\ 0°”0)
Issues of Principle 3 M}.\
e \\\‘“\“5
it What are the benefits from joining the ERM.
25 What are the risks - and what is the worst outcome.
3.0 Would there need to be a change in our policy stance to stay
with Germany in the ERM.
b, What would be the role of monetary targets - 1in theory and
in practice.
S How-ssmuch-—-flexibility-. in. - the -eperation: ot policy -showld: we
lose - and 1s this an advantage or a disadvantage.
6. What would be the effect on expectations.
s Would setting a published or unpublished band for the exchange

rate be an alternative to the ERM-advantages and disadvantages.

Technique%

8+

How should we deal with:

(a) upward pressure;

(b) downward pressure.

What would be the effect on:

(a) the reserves - are they adequate;

(b) interest rates - including volatility;

(e) revaluations.

iy |
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Presentation -

10. How would the decision to join the ERM be presented.

11. Could joining the ERM be presented as an extension of present
po ey,

12. Would it be easier to sell a tightening 1in poliqy(zi or a
loosening.z]in the ERM. ij_

13. What are the problems of presentation from sticking to present
policies.

Timing

14, Are the objections to joining of a fundamental nature or are
they questions of ftiming.

15. What are the reasons for wanting to take a decision now -

one way or the other.
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10 DOWNING STREET

7 October 1985

From the Private Secretary

ERM QUESTIONS

I understand that Nigel Wicks agreed to send you
informally a list of questions about the ERM which we are
putting together here. I now attach a first attempt at
them. I intend to put them to the Prime Minister this
weekend and would be grateful for any comments before then.

If she agrees, I would aim to circulate them
thereafter, asking for written replies by the end of the
month.

A more comprehensive piece of work will also no doubt
be needed as the basis for the meeting now scheduled for
13 November to put in the picture, among other things, those
J Ministers who have not been involved before.

"\:)\T“\/’ %\/»tex—ucﬁ ]
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David Norgrove

Sir Peter Middleton KCB
HM Treasury
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ERM QUESTIONS /

s Would joining the ERM amount solely to an evolution of

the policy framework or would it also imply a change in

the policy stance?

2 Are present monetary and fiscal policies tight enough to

/sustain a fixed parity against the DM, bearing in mind
%
V//the strong performance of the German economy? For how

=
Vo
long? . UML
N

W

3. To what extent would the present level of reserves

downgér-

Léhe exchange rate, on the basis of past experience here

provide a cushion against temporary pressure on

and in other countries?

4.J’ Is it envisaged that interest rates would change more

often than they do now?

S In periods of upward pressure on the exchange rate what
//considerations would determine the extent of intervention
before the decision to seek a realignment?

6. How would the role of the monetary targets change if
v//sterling were to join the ERM?

7.=2 How-much weight would in practice be given to them?

8.v//In what ways would joining the ERM have a helpful effect
V¥V on expectations? .

9. Would a tightening of policy (if that proved necessary)
be more easily accepted within Government and by the
Government's supporters if sterling were in the ERM
rather than outside it? Why?

10. What policy flexibility would be lost by sterling joining .
the ERM?

SECRET
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11. Would are the downside risks?

12. How would the decision to join the ERM be presented both

to the markets and more widely?

13. Could any benefits from joining the ERM be gained by
instead setting a band (published or unpublished) as a

non-member?

14. How might macro-economic policy change if sterling does
mﬁfx not join the ERM?

15. How would its presentation change?

\ N\r\o\}f ae N ?\'NWVS ?i\x\ - T\/\\u\ﬂ\! N
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From: Sir G.Littler
. Date: 14 February 1986

CHANCELLOR
c.c. Sir P.Middleton
Mr Fitchew

EXCHANGE RATE MECHANISM

You should know of one very interesting point which I learned

yesterday from Tietmeyer.

2 The Irish Pound has been under very heavy pressure, because
of its link with Sterling. There is a debate going on in Dublin
which could easily result in a decision to seek realignment - and
indeed a realignment would make a great deal of sense. But of
course the French, and the Germans on their behalf, are terrified
that a move by the Irish could rock the boat. They would prefer
to avoid it until the French elections are out of the way; but in

case this proves impossible, they are looking to contain it.

8 Tietmeyer has therefore reached a private agreement with
our Irish opposite number, endorsed by the French and Dutch (and I
gave my agreement yesterday), to the following effect. If the
Irish decide they want to realign, Tietmeyer will seek agreement
by telephone from others, on the basis that no meeting of either
Ministers or even officials will be held: there would then simply
be an announcement of an agreed change, with the new rates, and a
clear message that no other changes were under discussion or to be

expected.
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4., In a brief discussion between Tietmeyer, Lebegue, Russo of
the Commission and myself, I asked whether they could be confident
of cooperation from all others, especially the Belgians who have
also been under a good deal of pressure. The feeling was that the
Belgians would acquiesce, because they are anxious broadly to stay
with the French franc. But Tietmeyer and Lebegue recognised this
as the potential weak link in the plot, and I guess they will try

to do some arm-twisting when the time arrives, if not before.

G

(Geoffrey Littler)
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I am sure that you, and other recipients, will not be rﬁl\»led byf\h’””l’
the report in The Times Today that "the Bank of England is W
wheeling its rate-cutting machinery into position.' This is notw
a piece of machinery I have much experience of, but when I discussed s
the markets with Eddie George last evening his mind was on more W\V

familiar instruments. z

The Times, of course, is right in saying that the money markets - f/
which are nothing if not volatile - are now scenting a fall inw[w\
rates. The expectation is especially strong in the discount market.@w\
The Bank would like to discourage it - and hold on to the presentolw,)
level of rates until +the Budget. The clear conclusion of
Sir Peter Middleton's monetary meeting last week was that we should
not allow rates to fall before the Budget. The market tone has

changed since that meeting, but given all the uncertainties, thel|\y

advice still seems right. ‘b S&J«.
Mo

At the moment the Bank are simply in "foot dragging" mode - i.e.
generally under-assisting the market and forcing the discount houses
to borrow from it (at 2.45) on unappetizing terms. But 2.30 lendingw
is seldom far from their mind and Eddie was hinting that they might L\
want to suggest it if their more modest signals did not have the?'\/\“'
desired effect - but not at the moment. % o
e
Managing the money markets in the run-up to the Budget may not W\
be easy, and quick reassessment may need to be made. It would M~

be helpful to know that you agree that the aim should be to resist

market pressures for lower rates ahead of the Budget. (7 Copeetiye ¥)

L
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10 DOWNING STREET

From the Private Secretary 18 October 1985

ERM

Could you please send a copy of the reply

to the questionnaire and the paper for the

13 November meeting to Sir Alan Walters (personal
and confidential) c/o Julian Exeter at the
British Embassy, Washington? They ought to

catch the confidential bag on either Monday

4 or Tuesday 5 November if he is to have an
opportunity to consider them and to comment.

9]

S& P. N\ubs_‘z@f‘,‘%

Mrs. Rachel Lomax, MLC’%’SE&
H.M. Treasury. { | :

) 7 (David Norgrove)
; I

f
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CONFIDENTIAL AND PERSONAL
Foreign and Commonwealth Office

London SWI1A 2AH

14 April 1986

;I>£u1~’ EiO-v*»ﬂL/

ERM

Sir Geoffrey Howe will be making a speech on 16 April to
the Conservative Group for Europe. He has it in mind to
A AP include the following paragraph, but before taking a final
®f$*“-“ decision he would welcome any comments the Chancellor may
have:

L/{__. { "j

\ - T

"Many would say that that vital link between
domestic and European policy is clearly seen in
the Exchange Rate Mechanism of the EMS. I will
not rehearse the arguments in favour of UK
membership, not least because UK policy has for
a long time been a matter of when, not whether,
to join. Political factors ecannot be ignored.
But nor can a decision be postponed indefinitely.
In deciding when to join most attention should
properly be paid to those with day to day
responsibility for the conduct of currency/
monetary policy'.

Trs Simenply
Cstan Budd

(C R Budd)
Private Secretary

Mrs Rachel Lomax
PS/Chancellor of the Exchequer

CONFIDENTIAL AND PERSONAL
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From: H P EVANS
" Date: 15 August 1986

SIR GEOFFRE}/ﬁéTTLER ce Sit T -Burns
Mr Odling-Smee

Mr Peretz
Mr Sedgwick
Mr Matthews
Mr Courtney
Mr Osborne

A NEW FIXED EXCHANGE-RATE IDEA

You asked us to look into a scheme mooted by the Chancellor for
fixed exchange rates. Under this scheme, a small group of major
countries (e.g. G5) pursuing sound financial policies and low rates
of inflation would, as well as consulting closely on policy, maintain
fixed rates by market intervention. A major feature of the scheme
would be the willingness on the part of authorities with strong
currencies to intervene as far as necessary. Discipline on policies
is proposed to stem from a rule that any member of the group whose

inflation rate rose above a certain number would be excluded.

2. The scheme itself is outlined in Annex A of Mark Courtney's
attached paper, which after looking (paragraphs 3-8) at the general
characteristics of fixed exchange rates then discusses
(paragraphs 9-19) the proposed scheme, and concludes

(paragraphs 20-22) with an overall assessment.

3. I have only a few comments to make:

(i) The G3, much more than the G5 or G7, will be crucial
to any scheme for fixed exchange rates (see

paragraph 10).

(ii) Countries with strong currencies are most unlikely
to agree to intervene without limit. And it would
be most undesirable for them to do so, because of the

inflationary bias entailed.




(iii) The idea that any country with domestic inflation above
a certain number should be excluded from the group
raises very difficult problems, not least ©because
inflation in the group (whether 3, 5, 7) is strongly
affected by developments elsewhere in the world, notably
in commodity markets: inflation is not only a function

of exchange rates and domestic policies.

4. Increased international co-operation and enhanced surveillance
are currently features of most schemes for a more stable economic
environment, including more stable exchange rates. These features
are common to the proposed scheme and to the current consensus.
But there 1is a pretty fundamental distinction between a scheme,
such as the one considered here, for subordinating policies to
fixed exchange rates and something like the present arrangements
which are being designed with the much more modest target (in
exchange rate terms) of avoiding the worst of misalignments, while

keeping other objectives in view.
5. If you and others agree with the arguments in this paper, we
can work it up before sending it to the Chancellor. You should

note that Mark Courtney is about to move into FIM; his post in
IF2 is being filled by Mike Osborne.

HYE

II P EVANS
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COMMERT ON: A NEW FIXED EXCHANGE-RATE IDEA
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’I’hga/'current situation, where all the major countries have quite similar and

Jow inf'lul,ion rates and where there are no glaring exchange-rate misalignments

'between them, represents the first occasion since the early 1970's when some

sort of fixed exchange rate system might be feasible. At the same time,
some things have changed since then. There is much greater international
capital mobility (as well as a higher ratio of international trade to GDP)
and among governments a greater appreciation of the many channels by which
economic disturbances are transmitted internationally and of the limitations
of their own macroeconomic policies both in pursuing internal objectives
and in influencing their external balance. Thus, although more stable exchange
rates are generally desired, a return to the sort of fixed exchange rate
systems of the past would not necessarily be feasible. Different and possibly
less formal arrangements might be more desirable as well as more practicable,

and any new scheme deserves examination.

2. This note starts by looking at the historical working of fixed exchange
rates. From +this, the general characteristics of any feasible fixed
exchange-rate system are derived. The sketch of a new fixed exchange-rate
idea is then analysed against these characteristics. Finally, an assessment

is made of the form in which more stable exchange rates might be achieved.

Historical Experience with Fixed Exchange Rates

3 There were two ©periods when fixed exchange rates functioned
smoothly - the period of th gold standard before the First World War, and
from the end of the Second World War to the end of the 1960's. In both cases
there was a dominant, central currency which acted as the focus of the
system - the pound sterling (convertible into gold) before WWI and the US
dollar (convertible into gold in a more limited way) after WWII.

L, The presence of a dominant, central currency was important because
it was one way of solving the problem of arriving at a set of mutually agreed
exchange rates. This has been called the (n-1) problem, because with n
different currencies, there are only (n-1) independent exchange rates between
them. One of the easiest ways of determining a consistent set of fixed

exchange rates is to have one currency acting passively as numeraire, with
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the others choosing their exchange rate with the numeraire currency. The
remaining %(n-1)(n-2) cross exchange rates between &ll other currency peirs
are then determined by the ratio of the exchange rates to the numeraire

currency.

5 Solving the problem of determining the set of agreed exchange rates
in this particular way is also useful because it provides relatively simple
rules for maintaining the fixed exchange rate system. The central currency
has to remain passive and not take a view on its exchange rate, while
maintaining the domestic monetary conditions which make it a suitable choice
as central currency. The remaining (n-1) countries have in normal times
simply to direct their macroeconomic policy, particularly their monetary
policy, to maintaining the fixed exchange rate with the numeraire currency.
Additionally, and importantly, the presence of a passive central currency
makes it relatively easy for adjustment to take place in abnormal times by
a devaluation or revaluulion against the numeraire currency. This could
be done unilaterally, although there might sometimes be consultation to avoid

competitive devaluations.

6: Finally, the convertibility of the central currency into gold was
important because it was one way of providing a nominal anchor for the whole
system - ensuring that the central currency followed a reasonably
non-inflationary course, and avoiding the possibility that all countries
could inflate simultaneously while maintaining fixed rates. In the period
after WWII the stability of the system depended in practice on the
non-inflationary conduct of US monetary policy. The suspension of gold
convertibility in 1968 was significant mainly as a signal that the Europeans

had lost contidence in US monetary policy.

Te The periods when fixed exchange rates broke down are also instructive.
Between the wars there was no dominant, central currency and insufficient
international cooperation to act as a substitute. In the early 1970's the
US was probably still sufficiently large to have continued as the central
currency, but its inflationary conduct had lost it the confidence of the
Europeans and it was itself no longer prepared to act passively towards its

own exchange rate.

Characteristics of a Fixed Exchange Rate System

8. As an historical description, the preceding section leaves out much



of importance, but it does enable one to list the essential characteristics
that any workable fixed exchange rate system must have. These characteristics
need not be embodied in the type of system that prevailed in the past, but

one way or another they must be present. They are:

(i) A solution to the problem of agreeing on a consistent set of

exchange rates.
(ii) Robust rules of behaviour to maintain the system in normal times,
and to allow changes in exchange rates when fundamental economic

conditions change.

(iii) A nominal anchor for the whole system, to limit inflation or
deflation.

A New Fixed Exchange Kate ldea

9. The scheme for a new fixed exchange rate idea is set out in Annex A.
Its main features are considered in this section under the three aspects

identified above.

(i) agreement on exchange rates

1.0 In the absence ot a single dominant central currency, the sketch asumes
a core of the G5 or GT countries, who would co-ordinate their monetary and
othér policies and agree on a set of exchange rates among themselves. Other
countries could then individually choose to peg or not to peg to this central
core, much as did the countries other than the US under Bretton Woods. The
system therefore depends for its operation on the close co-operation of the
countries in the central core. Here, the sketch may be unrealistic in
emphasising the G5 or G countries. In the context of an agreement on exchange
rates, only the G3 are important. Given the close relationship to the dollar
of many American and Gulf currencies and the central role of the German mark
in the wider EMS (including the Swiss franc and Austrian schilling which
in practice shadow the mark), if the dollar-DM and dollar-yen rates were
fixed, the world would essentially be on a fixed-rate system. These three
blocks together would, for example, account for 89% of the weight given to
currencies in the sterling effective index (Annex B looks at various measures
of the importance of the major currencies in international transactions).
On the other hand, it can be argued that in a wider political context agreement
in the G5 or GT7 might be easier than in the G3, if only because the other
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Europeans would be reluctant to see Germany committing them not Jjust to
exchange-rate targets but to any measures designed to maintain those rates - it
was Just such a® exclusion from the Plaza agreement that impelled Italy to
press for expansion of the G5. In any case, we are at the moment still rather
far from Japanese-US agreement on a fixed dollar-yen exchange rate, or from
agreement on the other major cross rates for that matter. The problems in
determining and agreeing on a set of fixed exchange rates were studied at
some length in the debate over the proposal for target zones (considered
at the April 1986 Interim Committee). Given the poor record in forecasting
exchange rates, and the problems and uncertainties in trying to calculate
equilibrium exchange rates, arriving at a proposal for a sustainable exchange
rate would be an imprecise exercise, and agreement on exchange rates among
a number of countries would be unlikely. Even those in favour of target
zones, such as John Williamson or D Lebegue, envisage wide zones with soft
edges, at least at first. At the moment there is a general agreement on
the need for greater international co-operation and surveillance over a wide
range of economic policies, and such broad, fuzzy target zones might fit
in at same stage with such an approach. But an agreement on a fixed rate

system would represent a decisive departure from such a philosophy.

2 L3 In such a case, there would be a single dominant target for international
co-operation, with co-operation and pressure concerning other economic policies
subordinated to maintaining the fixed exchange rates. If such a philosophy
were accepted, agreement on exchange rates might actually be easier, even
though more would be at stake. This is because with only one target there
could more easily be a certain amount of trial and error initially in revising
the exchange rate; and because with other macroeconomic policies directed
to maintaining a fixed rate, exchange rates which might not have been
eqiuilibrium rates to start with would be validated by the appropriate monetary
policy, Jjust as monetary policy in the UK was adapted to a return to the
Pre-war parity after World War I, or the excessively 1low sterling parity
set in 1949 was validated by subsequent inflation. However, with the possible
exception of the French, it does not look as if the major countries are
sufficiently convinced of the virtue of a single, exchange-rate target to

make such an approach likely.

(ii) rules of operation

12, The sketch introduces the idea that the fixed exchange rate system
would be maintained by the country with the stronger currency intervening
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to sell its currency without limit. Thus, problems of thg/ /inadequacy of

reserves to counter private speculation would be overcome. / But the way in
wvhich intervention supports exchange rates needs to be considered. Apart
from any signalling effect - which «can be important in special
situations - intervention whose monetary effects are sterilized has a
relatively small impact. It operates through changing the supplies of bonds
of different currencies, and if these are still imperfect substitutes even
for the same expected return, there may be some portfolio effects which
influence the exchange rate. But powerful effects come only when intervention
is not sterilized, since then interest rates will change and alter the
attractiveness of holding assets in the different currencies. Thus a scheme
which provides unlimited reserves for intervention can make management of
a fixed rate easier, but it cannot alter the fact that defending a fixed
rate against private speculation involves enlisting monetary policy to that
end and altering interest rates perhaps quite sharply - either directly,
or indirectly via the effects on the money supply of sufficiently large,

unsterilized intervention.

B3 The drawbacks to such a scheme for intervention are acknowledged in
the sketch but need to be drawn out explicitly. First, there is its
inflationary bias. Given the scale of, probably unsterilized, intervention
that might be necessary, there would be a tendency for the money supply in
the stronger currency to expand and for the inflation rate of the core to
gravitate towards that of its most inflationary member. Although particularly
obvious, this sort of bias is not unique to the system proposed in the sketch.
It has been argued that in the EMS, where in practice most intervention has
been done by the weaker currency, there has been a deflationary bias: in
part this has been a deliberate choice, with convergence on the low inflation
rate of Germany being aimed for. Whether this will remain appropriate in
the future is another matter. It has also been argued that the Bretton Woods
system of fixed exchange rates had an inflationary bias. The main influence
was the inflation rate in the central country, the US, but other countries
on the whole tended to devalue rather than revalue against the dollar, partly
because it was easier to live with an undervalued currency and a build-up
of reserves than with an overvalued currency and the need to borrow, partly
because of the greater political weight in many countries of producers and
exporters who favoured an undervalued currency than of consumers and importers

who favoured an overvalued one.

1k, This brings us to another aspect, the improbability that countries

with stronger currencies would be prepared to sell their currencies without



limit. Such action would have awkward monetary consequences for them, and
in the absence of any pressures such as the outflow of reserves which afflicts
weak currencies, they would not do so. In the past, Germany when the strongest
currency in the EMS did 1little to intervene by selling DM, and the French
as the strongest currency are doing very 1little selling of francs now. If
one goes back to the early 1930's, the French, with the strong currency
vis-a-vis the pound, did little selling of francs then.

15 The sketch does propose that the inflationary bias be limited by
requiring that any country with domestic inflation above a certain number
(however that would be measured) should drop out. This raises more problems
than it solves. If one of the core countries dropped out permanently, that
would effectively end the scheme. Or dropping out might mean remaining in
the scheme after a devaluation. In either case this would encourage massive
private speculation, as the inflationary signs would be seen well in advance.
With the type of intervention proposed, it might indeed be impossible for
private speculation to enforce the exchange-rate change before time. But
this would only be prevented if intervention and changes in monetary policy
were large enough to alter monetary conditions significantly and to change
relative interest rates Dbetween the two countries sufficiently to offset
the expected devaluation, when due allowance is made for the wuncertainty

of its timing.

16. A variant of the scheme proposed in the sketch would be to base the
drop-out provision not on an absolute measure of inflation but on an inflation
performance higher by a certain amount than that of the next most inflationary
member. (To relate it to the average inflation of the group would have the
paradoxical result that a very deflationary performance by one member could
cause other members to drop out even if they had low absolute rates of
inflation). This variant would impart a little more flexibility, as it would
allow for the common impact of an external inflationary shock such as an
o0oil price increase, and it might make predicting a drop-out a little more
difficult, as speculators would have to predict the difference between two
countries' inflation rates rather than the inflation rate of Jjust one of
them. However, it would weaken whatever effect the drop-out provision had

for restraining inflation in the core countries as a group.

17, Any fixed-rate system has to incorporate a mechanism for allowing changes
in parities 1if fundamental conditions change - for example a large natural
resource discovery. If setting exchange rates depends on common agreement

among a core group of countries, altering them is 1likely to prove more



difficult than if there is a peg to a single central currency. However,
the experience of the EMS shows that realignments are possible in such

circumstances.

(iii) a nominal anchor

18. The inadequacy of the drop-out provision in restraining inflation has
already been noted. But the sketch also says that members of the core "would
dedicate themselves to the pursuit of sound financial policies and very low
rates of inflation." Presumably they would do so by co-ordinating monetary
policy among themselves, and by trying to make it consistent with the set
of fixed exchange rates. This brings us to the most critical aspect of the
proposed fixed exchange-rate scheme, namely how the core group of countries
might agree on macro-economic policies which would provide the stable nominal
anchor necessary as the centrepiece of a fixed exchange-rate system. The
sketch does not elaborate on how this might be done. One scheme has been
outlined in various forms by R I McKinnon, which would produce similar effects
to the way the specie-flow mechanism was supposed to operate under the gold
standard. This scheme would involve the core countries (in McKinnon's case
the G3) agreeing on rates of domestic credit expansion and agreeing not to
stenlize any exchange-rate intervention which they carried out to maintain
the exchange rates between their currencies. In this way currency substitution
by the private sector between the three currencies would be accommodated,
while the aggregate G3 money supply would grow at the predetermined rate.
Of course, in this set-up there is no guarantee that intervention would be
sufficient to maintain the fixed exchange rates. The impression is that
for McKinnon the important. thing is a stable core rate of monetary growth,
while agreement not to stemlize intervention is only a means of maintaining
this - an agreement not to intervene at all would work Jjust as well, but
might involve excessive exchange rate fluctuations. But in this case, too,
unstenlized intervention sufficient to maintain fixed rates would have
important monetary consequences, and rather than wait for relative money
supplies to contract and expand, the countries might prefer to alter their
interest rates immediately, as under the gold standard, though in this case
there would have to be consultation to ensure that this was done in such

a way as to maintain aggregate G3 monetary growth.

19. In view of the difficulties with monetary targeting, a variant of the
McKinnon approach might be to have agreement on nominal demand growth. Here,

however, there would be a more tenuous link between intervention involving
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a pair of currencies and the extent to which such intervention should be
allowed to affect the growth of nominal demand in the two countries so as
to maintain aggregate core nominal demand growth. Thus the problem of
reconciling the fixed exchange rates and the nominal demand growth targets
would be greater than with targets for monetary growth.

Assessment

20’ The first question is whether international co-operation and surveillance
should be directed to a range of economic variables, of which mutually
consistent exchange rates would be one, or whether there should be a system
of fixed exchange rates which would be at the centre of economic co-operation,
with co-operation on other issues subordinated to that. At the moment, the
international consensus seems very much along the former lines, with concern
not only about exchange rates but also that nominal demand be maintained,
and with the related issues of fiscal imbalances and the current high levels
of real interest rates. But there are arguments that can be deployed in
favour of concentrating on exchange-rate targets. If one Dbelieves that
exchange rate volatility and misalignments are caused not so much by unstable
or incompatible macroeconomic policies as by speculative bubbles and unstable
xpectatlons, then an explicit exchange-rate target might be necessary. But
although there have been occasions when bandwagon effects seem to have operated
in the exchange markets (for example raising the value of the dollar in early
1985), the extent of policy differences between countries makes it difficult
to believe that speculative bubbles have been the chief cause of exchange-rate
misalignments. It can also be argued that even if the form of co-operation
induced by exchange-rate targets is concentrated in one particular area,
it is a good visible system for putting pressure on countries to modify
policies with undesirable spill over effects. And in practice for relatively
open economies without exchange controls, the exchange rate might be the

best single indicator of monetary conditions.

2115 It is not clear which approach the sketch takes. Despite its emphasis
on fixed rates, it does mention regular surveillance and a common
anti-inflationary goal. If exchange-rate objectives are embedded in a general
system of surveillance, what is likely to emerge is agreement from time to
time to take action to correct particularly glaring misalignments which exist
or are developing. In general, this approach would emphasise that by
co-ordinating macroeconomic policies in a number of areas, exchange-rate

misalignments would be less likely to emerge and in practice exchange rates
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would be much less volatile than they have been in the recent past. Once
this level of surveillance had been in place and had established 1ts
creditibility it could be compatible with the softest version of target zones,
where central rates are announced with fairly wide bands and soft edges so
that if the exchange rates reached them there would be a presumption of some
action, though not necesarily to defend the zone. On one interpretation,
the McKinnon proposals to co-ordinate the core rate of growth of money could
be part of such an approach, though one would have to have a large measure
of faith in monetary targets to think that that would be a sufficient degree

of international co-operation on its own.

22. Harder target zones or the sort of fixed rate system developed later
in the sketch have a different philosophy. The maintenance of the tixed
rates among the core countries would be the focus of co-operation to which
other policies would be subordinated. There could perhaps be agreement on
common rates of domestic credit expansion to provide a nominal anchor, although
given the difficulties which financial 1liberalisation have posed for the
interpretation of monetary aggregates, some other nominal anchor might have
to be found. And there could certainly be a more symmetrical pattern ot
intervention by strong and weak currencies than in the past. But in the
end the participants would have to be prepared to see the market test the
zones and to direct interest-rate policy (coupled with, and to some extent
determined by, unsterilized intervention) to defending them. There would
also need to be sufficient co-operation among the core countries for them
to be able to agree together on the conditions when a realignment would be
necessary, although the present situation of convergent low inflation rates
has perhaps rendered less important the advantages that floating rates have
in coping more éasily with divergent trend rates of inflation. My own view
is that the world would need to get used to more international co-ordination,
Tow inflation and relatively stable exchange rates for some time before it

would be ready for a more formalised fixed exchange-rate system.

M M COURTNEY



ARREX A: A NEW FIXED EXCHANGE RATE IDEA

The basic concept

The core system would be confined - at 1least initially and probably
permanently - to a limited number of potential members. Typically and perhaps
optimally they would be the group of leading industrial countries constituting
the G5 or GT.

Regular and close mutual surveillance would subsist within the group, whose
members would dedicate themselves to the pursuit of sound financial policies
and very low rates of inflation and to the maintenance of fixed (or at least

relatively fixed) exchange rates within the group.

Any divergent tendency of exchange rates might be corrected by domestic policy
action in one or other country (the idea of close and regular surveillance
implies that there would often be some consultation about such policy action).
If the divergence reflected the impact or expected impact of inadequate
financial policies in one country, there would be group pressure for action

to improve policies.

Otherwise, exchange rates would be maintained by market intevention by the
authorities. In order to make this fully credible in the markets, it would
be a general rule that all such necessary intervention would be undertaken
in their own currencies by the authorities of the currencies which were at
the time showing excessive strength. Those authorities would have no reserve
problems - they would be selling their own currencies of which the market
would know that +they ©possessed literally unlimited amounts. Private
speculation against such a system would become pointless.

To guard against the risk that a member might choose to adopt weak financial
policies in the knowledge that fellow-members of the group were obliged to
support its exchange rate, there would be a firm rule that any member of
the group whose domestic inflation rate rose above a certain number would
automatically cease to be a member of the group. The inflation rate number
would be agreed within the group at the outset and, although not immutable,

it would not normally ever be changed.

-
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Some operational problems

The scheme would be built on, and would heavily depend on,
the participants. If that trust existed, and were recognised by the markets,

trust between

there could well develop a market tendency to keep the exchange rates of

the group in line, and the willingness of the authorities to intervene might

never be seriously tested.

But it 1is surely necessary to consider what would happen if in practice a

severe test did arise:

- the strong currency (or currencies) would be

markets in exchange for weak ones of the group:

issued on world

would this be

in principle sterilised or not? Would it not on the potential

scale of a severe test be bound to be unsterilised?

= the implication is that there would be important monetary effects

in one or more members of the group: where the financial stance
of the weaker currencies was tightened, this might be welcome;
similarly if the strength of one currency were due to excessively
tight monetary policy, the weakening effect of massive intervention
could be welcome: would this be intended? or acceptable?

if at the end of the day an exchange rate change became necessary,
the stronger currency authorities which had intervened would

be left with a substantial loss of value from their intervention,

as well as perhaps some awkward domestic monetary side-effects.

Separate problems might arise in practice over measuring the inflation rate:

{ = could agreement be readily reached on the

i definitions to be used?

v
Y
rx ,\\W/ | - what about timeliness of data?

s

Some political problems

As already stated, a successful scheme would have to rest
likely?

correct data and

on trust.

Is that
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Much depends on the real importance to each member of his membership of the
group (and of course on how others perceive the value he places on membership).
This is because, in the last resort, the sanction against weak financial
behaviour is being expelled from the group. How important would this be,
for example, to the United States?

On the face of it, those countries which have the best track record on
inflation, and not entirely accidentally also have strong currencies, would
seem likely to be deeply suspicious of a scheme which would seem to place
obvious, unavoidable and potentially troublesome and costly obligations on
them, in return for a club membership sanction whose weight they would see
as being unguaranteed. On the other hand, Germany and Japan do at the present
time appear to have some interest in arrangements which could prevent a further
decline in the value of the dollar - to some extent they have shown willingness
to intervene - and they might welcome a system which seemed to add to existing
pressures on the US. How do we rate the chances of their being interested

and could we develop any persuasive arguments?

Would the UK government be interested and willing to take on all the potential

obligations?

A Iast Thought

Even if the scheme sounds implausible when viewed cold, is there a chance
that it could provide a framework for any future agreement on maintained

target zones? Can we see scope for any supplements or variations?



ARREX B: RELATIVE IMPORTANCE OF NATIONAL CURRENCIES IN INTERNATIORAL
TRANSACTIORS

There are various possible measures of a currency's importance in international
transactions, for not all of which accurate figures are available. This
annex assembles four measures: the share of world exports invoiced in a
particular currency (only rather dated survey figures are available); the
share of a currency in external bank lending; its share in external bond
lending; and its share in official reserves. On all except the first measure
the pound ranks below the dollar, Deutschemark and yen, although comfortably
above all other currencies (except for Swiss franc strength in external bond

offerings and some measures of bank lending).

Table 1: Currency Share of World Exports

(1979 weights)
% of world exports priced in

US dollars 54.8
German marks 1k.h
Sterling T.5
French francs 6.1
Yen 2+3
Others 1k.9
Total¥* 100

¥ includes trade of centrally planned economies

Source: S Page "The choice of invoicing currency in merchandise trade", NIESR,
November 1981. The figures relate to surveys in different years, mainly in the
late 1970's, weighted together using 1979 trade weights.

Sy



Table 2a: Currency shares of total external lending by BlS ares banks(8a)

Percentages: estimated exchange rate effects are excluded

Increases in year

to end-September Us$ DM Sw. Fcs Yen £ Other(®)
1981 67.3 9.6 7.9 3.9 3.8 T.5
1982 78.6 3.7 3.3 2.7 2.0 9.7
1983 4.2 15.0 2.h 7.6 4.8 23.0
198k 3845 101 T.5 2.5 9.7 21.8
1985 36.7T 12.0 LT 17.9 6.1 22.3

Stock outstanding
at end-Sept 1985 66.2 10,7 546 5.0 < M | 9.3

(a) Excluding the lending of the 'offshore' banking centres for which
currency detail is not available: the dollar share may therefore
be understated.

(b) TIncluding ECU and unallocated items.

Source: Bank of England Quarterly Bulletin, March 1986.

Table 2b: Currency shares of external medium term bank 1oans(1)

per cent
1983 1984 1985 1986(*)
US dollar 79.6 1T 6.7 63.2
Yen Tk 12.2 1h.2 117
Sterling S | 4.8 10.2 15.3
ECU 0.9 2.9 6.2 Tl
Swiss franc 0.6 1:6 2.6 1.6
Deutschemark L5 2.2 2.0 38
Hong Kong dollar 1.3 0.8 0.7 1.1
Canadian dollar 242 0.9 Ol 0.2
Australian dollar 1.6 0.8 - -
Others 0.8 2 | 2.4 2.0
Total 100.0 100.0 100.0 100.0
Total in US$ billion
equivalent 66.6 57.5 Lo, 7 14.6

1. Foreign and international medium-term bank loans, excluding loan
renegotiations. Currencies od denomination converted at constant
(end-1983) dollar exchange rates.

(*) January-May.

Source: OECD Financial Market Trends, June 1986.
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Currency of distribution of external bond offering(l)

Per cent

1983 1984 1985 1986(*)
US dollar 58.0 62.8 59.3 54,4
Swiss franc HE bk 12.3 9.5 9.9
Yen S 5%5 T B85
Deutschemark 8.1 6.2 6.8 T3
ECU N g 2.8 4.6 3.7
Sterling 3.8 5.k 4.3 6.3
Australian dollar 0.3 03 il 3D
Canadian dollar 1.4 o 1.8 25
Dutch guilder 20 1.7 Tel 0.9
French franc 0.2 - 0.9 1.2
Other 059 0.9 224 1.8
Total 100.0 100.0 100.0 100.0
Memorandum item:
Total issues in US$
billion equivalent 75.8 113.9 172.9 5119 (2)

(*) January-May

1. All currencies converted into US dollar at constant (end-1983)
exchange rates.

2. At annual rate.

Source: OECD Financial Market Trends, June 1986.

Table 4: Share of National Currencies in Identified Official
Holdings of Foreign Exchange, end of year, %

1977 1984
US dollar 78.0 65.1
Pound Sterling 1.8 2.9
German mark 9.1 12.0
French franc 12 i
Swiss franc 2.2 2.0
Netherlands guilder 0.8 0.8
Japanese yen 2.k S
Unspecified currencies L.y 11.0

From 1979, the value of ECU's issued against dollars are allocated to
the dollar, ECU's issued against gold are excluded from this table.

Source: IMF Annual Report, 1985.
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It was during our journey to Tokyo that you were thlnklng aloud
with me about a possible fixed exchange rate group of major
currency countries, with unlimited intervention obligations on
strong currencies and expulsion of members failing to keep within

a prescribed low maximum rate of inflation.

2 More recently I asked Mr Evans to arrange for some analysis
of the idea. I attach the initial result. My own feeling is that
this is not a realistic runner, in terms of negotiability with the
other potential members of the group - the reasons are identified

in these papers. Nor do I at present see scope for variants on

the essential themes which would make it more attractive.

R For the present, therefore, I am not inclined to ask for

any further polishing of the papers.
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Treasury Chambers, Parliament Street, SWIP 3AG
0O1-233 3000

24 September 1985
David Norgrove Esq

10 Downing Street
London SW1

foa. by,

ERM

I attach a nearly final draft of the joint Treasury/Bank paper on
ERM for discussion at the Prime Minister's seminar next week. I
will be sending you (and the FCO) a final version, complete with
charts, by the end of the week.

As agreed, I have sent copies via the FCO bag, to Alan Walters and
Brian Griffiths in the United States.

I am also copying to John Bartlett (Bank of England).

i i

RACHEL LOMAX
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' FROM: H J DAVIES

)’\( | DATE: 3 FEBRUARY 1986

CHANCELLOR .%V #’ cc: . Economic Secretary

Sir P Middleton
5 ﬂ( Sir T Burns
& \/ V A F ¥ Blr @' Titriar
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At last Friday's Centre for Policy Studies conference on
employment, the substance of which I am reporting separately,
there was some animated discussion about our membership of the
exchange rate mechanism. The advocates of membership included

Sam Brittan, Sir Michael Edwardes and the Hon Rocco Forte.

Dre Their comments provoked a very sharp and hostile response
from John Redwood. His 1line was that the Government was
constantly being told that the right rate for membership had
been achieved. They were told so a few months ago, and look
what has happened since. Proponents did not understand the
implications of the commitment to defend a particular rate.
Would they be prepared to pay the price if it meant huge rises
in interest rates or, for example, £1 billion of tax increases?
Redwood's interventions in debate are, in my experience, always
robust and somewhat charmless, but on this occasion he was more

animated and aggressive than usual.

W)

H J DAVIES
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A C S ALLAN
17 November 1986

CHANCELLOR . cc Mr Culpin C,www()

EMS

David Norgrove tells me the Prime Minister gave a long interview to
Malcolm Rutherford and Peter Riddell today. There was a long
discussion about EMS, at which the Prime Minister gave a much more
balanced presentation than usual. For example, when she was asked
about timing, she said she would not rule out joining before the
election, though she thought it was much more likely the time would
be right after the election.

2 The interview was on the record, and may start to appear in

Ak

/ .
A C S ALLAN

stories on Wednesday and thereafter.
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Mr Peretz

Ms Goodman o/r

The F;égch had another very difficult day in the Exchange Ra
Mec ﬁism. They sold $1.7 billion of deutschemark bringing the
tdézf’over the last three days to $2.4 billion on top of the mor
%han $3 billion they laid out in December. LEven so they, failed
to hold the rate they were trying to defend against the DM and
consequently took the rather unusual step of announcing that they
were ceasing to do so. Not surprisingly, they immediately sunk
to the bottom of the fluctuation band.

205 The Germans were under the rules obliged to intervene
themselves at this point. But they confined themselves to buying
a token $8 million of French francs'. They did also sell $164

mildion of DM for lira. But that was on behalf of the Italians,

who were on holiday today.

3. While all this was going on, the French made further statements
to the eftect that any realignment would have to take the form
of a revaluation of the DM rather than a devaluation of the franc.

The Germans let is be known that they took the opposite view.

4. In the circumstances, it is not surprising that there is
a lot of speculation about whether or not the French can hold
on until after the German elections on 25 January. Clearly there
is a risk that they might not be able to do so, and a realignment

conference could (very awkwardly for us) be called as early as
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this weekend. But the odds may still be against. The French
have a powerful incentive to try to tough it out if they can,
since their chances of securing a German revaluation in advance
of the election must be very small. A lot will depend on the
industrial situation in France. The news today on that front
looked a little better.

5 The behaviour of Eurofranc rates suggests that the markets
still think a post 25 January realignment to be more likely. One
month Eurofranc rates moved up to 12 1/8 per cent, implying a
demand for funds to be repaid after the end of the month. One
week rates stand at 9 per cent. There is still a differential
over domestic franc rates, implying that the remaining French
exchange controls still have some force (or that the markets have

not yet fully caught up with the changes) .

6. One helpful feature of all this is that in the turmoil sterling

has been able to stay on the sidelines.

P

C W KFELLY



SECRET AND PERSONAL

s From: SIR PETER MIDDLETON

Date: 12 June 1987

CHANCELLOR

THE ERM

I:attach foup short. notes. One summarises the arguments - you need
not spend much time on this. The second deals with the rate and

the third with timetable questions. Finally, there 1is a note on
the legal point we discussed before the Election. There is now an
overwhelming case for Joining quickly at something very - elose “to
the present DM rate if we are going to join at all. I hope therefore
that it will be at the very top of your agenda for the new Parliament
and that we can discuss tactics at the earliest opportunity.

£
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P E MIDDLETON
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Committoe af Coavarnorn of Lha Rante, Rth Reptemhassr 10087
Central Bapks of the Member States
¢f thea Europoan Economic Community

Please find attached the final text of the report by the
Committee of EEC Central Bank Governors eon the strengthening of the EMS.
As it was agreed at the wmucling of the Commitiee; the Governors are
Invited to pass a copy of this document on to their own Minister of
Finance.

The Chairman of the Committec will formally hand a copy of the
report to the Chairman of the informal meeting of the ECOFTN Council in
Nyborg. The French and German translations will be sent shortly and will

also be available in clean copices in Nyborg.

Kind regards.

G. Morelld
/) /
o ’ s 4 /

Attachment
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Committee of Gavernors of the 8th Septemher 10R7
Ccultdl Darks s'-f ‘hé Menbey Stotea
of the EBuropean Economic Community

RFPORT RY THE COMMITTEE OF GOVERNORS
o THE STRAENGTHENTWNS OF THE Emd

1. Tn the Communiqué issued on the occasion of the realignment of
12th Jaryary 1287 the Ministers of Finance of the BRC countries asked rha
Committoe of Qoveinera and the Monstaiy Cuuiillew Ly saamine mvasuies Lo
A hae e e ml tog wme Ve taie ol s Bug e an Blogucaey, Bpucum [§ sCF
Puranant to that request, prepavatory work for the Committea of Covernors
was conducted by the Committee's expert groups and the Alternates, Twe oral
ivtarim taparts an thic woek howvo boon geacentud by the Chaieman of tha
Comriiiee of Goverpors 1o the ¢owncil of Minlgters of Fininge, vespectively
ar bt) Api il and 15U June 1987, The Covernosa' final report, which focuses
primavily on the matters within their competence, {8 presented halow.

2 The Report is divided inte Lwe parts, Part I reviews the ex-
pervience with the EM53 and analyses the major chapges In She economic en-
virenment that are likely t> influence the working of the sjystem. Pawt 17

iy

wun Lthe maln conclusicons of the analysis apd di1scusses ways and

raird tn styargthor fho MY morhnrirmn sed je@puiugs ahsiwm Snmebiaming

1. THE_ECONGMIC ENVINCMMENT AMD THL TIBNCTIGNNG O THE DMS M uANISMS

A. CHAvgas in tho «conomic enviranmernt

2

Crrar the wesrz, the EME hoo perfremed octlofreicamily, desp.te
proraunced dingrakility tn the world aconomy. The Govarnors are convincnd
that the system has contributad to the achievement of a considevable degree
of exchange rate stability basced on greater econcemic convergence by foster-
ing discipline in monetsry and fiscal policies and preventing undue delays
in policy adjustments, It is nonctheless thelr belief that the perfermance
of the EMS benefited from a number of factars and circumstances whose in-
fluence on the system may now be changing.

4. Since the inception of the system the M5 ¢ountries have given

priority to reducing inflation, In many cascs exchanga vate changes have



1987-09-03 18:27 BANK OF ENGLAND ~ General 44 1 681 4771 P.04

& =

not fully accommodaced inftaclon dlfferenllals, aud Lilgher dnfiavion coun-
LAAEY HEAYY iadlillvaliinicu ak".'va.'; ACLEG ANLTLITOL LOLT UVILAASTALTHILATG LD Ay ® H@O 1av
a2 stahilising effart an avihange rate evpectatinng and helped tn redvre
speculation against weak currencies. A rvemavkable reduction of inflation
rates has indeed been achieved, bdbut inflation differentials have not been
eliminated and theve has been less convergence in budgetary and other
policies that have a bearing on exchange rate cohesion. As long as conver-
gence remains incomplete, central rate reslignments will continue to be
necessary from time to time and there is a daunger that interest rate policy
will be excessively constrained by external considerations especially if
realignment decisions are unduly delayed.

5. The EMS exchange rate arrangement has been affected by the large
movements in the dollar exchange rate, both because the Deutsche Mark {2 a
preferred substitute for the US curvency in international portfelios and
tecause dollar gwings influence the corpetitiveness of EMS countries dif-
ferant 1y, Downward pressure on the US curvency has generally been as-
sociated with upward pressure on the Deutsche Mark within the EMS. As long
as large payments imbslances between the major countries persist and the
policies being pursuel do not appear fully consistent with their correg
tion, the international environment will continue te be 8 petentisl scurce
of destabilising pressure within the EMS; this pressure will be reinfcrced
by remaining differcnces in the perfcermance and policies of the TMS coun-
tries.

[ Increasing integration of financial markets, scphis

market cpevators and mobilicy of dntzrnational capital ave Tikely to accen-
tuate EM3 tensions stemming from the internal and external facters irdi-
cated above. The Community countries that had maintained capital restvic-
ticns have beern gradually removing them, 4n line with the objective of
corpleting the interral merhet Ly 1992, In practice, the dismantling ¢
capital controls can have conflicting effects or exchamge rate stability.
On the one hand, 1t nct only fosters mcre efficient resource allocation and
macro-economic policy convergence but alse reinforces external discipline,
with & potentially stabilising influence on exchange rate expectations; on
the other, it inc¢reazes the risk of markets amplifying the exchange rate
repercussions of exterral disturbances or perceived policy divergences of a
temporary nature.

7. With fixed but adjustable exchange rates and increased capital

moebility resulting from progressive inmtegration of financial markets and
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the abolition of remaining restrictions, national monetary policies will be
exposed to strains so long as individusl countries' economic and financial
pelicies and performances leave room for departures from inteynal and ex-
ternal balance whose effects spill over to other countiyies. This implies
that all partners should pursue in a closely co-ordinated manner policies
that foster stability of domestie prices and costs and external balance as
a basis for lasting excharge rate stability: in particular, countries
should agree that central banks would be commitied to giving priecrity to
the objective of price stability in the conduct of monetary policy.

8. It is recalled that, as recorded in the conclusions of the
Fresidency of the European Council in December 1978, the purpose of the EMS
ls to estahlish a greater measure of monetary stability in the Community
and the EMS should be seen as a fundamental component of a comprehensive
strategy aimed at lasting growth with stability, a progressive return to
full employment, the harmonisation of living standards and the lessening of
regional disparities in the Community. Morecver, the Single European Act
specifically aims at reducing such dispavities, with & view to strengthen-
ing the economic and social cohesion of the Community. In the abtsence of a
strengthening of the economic and sccial cohesion of the Community, the
completion of the internal msrket and the full liberalisation of capital
acvements may exacerbate these disparities. Therefere, consistent monetary
pelicies, exchange rate stability and, indeed, overall progress towards

menetary and financial integranion must nect be secr as ends in themselves,

but rather as part of a process that, allied t¢ direct Community a

- b ]
Wil

1 facilitate the reduclion in regiovnal disparitiez in the Commuriity

B. The furctioning of the EM5 mechsnisme

Exchanze rate maragzrent

5. When strains have developed within the system, they have
ind tigllvibeen ‘met by intramsrginal interventions, sometimes very large, by
the central bank whose currency wes under downward pressure. Intramarginal
interventions have been effective {n aveiding destabilising expectations
and more generally in providing relief and gaining time to decide on mcre
cemprehensive responses when pressures persisted. Experience has nonethe-
less shown that if a given dntramarginal exchange rate §s defended for toco
leng and the market becomes aware of the scale of intervention, speculation

may be reinforced. Moreover, on occasion market perception of an
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inclination by the authorities to rely primarily on interventions may have
fuclled speculative pressure.

10, Interest rate policies have also proved helpful in reducing ex-
change rate tensions whan the changes in rates were made quickly and on an
appropriate scale. Experience shows that it was the central bank of the
weak currency that generally had to raise its interest rates and widen
differentials, However, central banks' abjility to adjust interest rates to
meet incipient market pressures has sometimes been constrained by domestic
pelicy considerations. In certain instances market pressures have been
heightened by delays in the implesentation of supporting domestic policy
measures. Although the initial reaction to strains in the system has nor-
mally come from the central bank of the weak currency, when the pressure
has proved too strong and the weak currency has been allcwed to fall to its
lower limil, the strong curremcy central bank has had to intervene and

accept the effect on its money market conditions of the inflow of foreign

exchange,
Realignments
1. Realignments have generally been carried out smocthly. In some

<5

1]

es they were nonetheless decided on under heavy pressure after beling

widely anticipated by the markete; the possibility of deciding upon a new
set of central rates has sccetimes tended to be linked to mamhar states'

-

Jomestic politicsl zalendars. Mcreover, charnges in central rataz sometimes
in

resulted significant adjustments in market rates, thereby encouraging

the belief that speculative activity privr te a realignment would be prof-

itable.
Interventions
1522 Under current EMS rules, $pterventicns at the mavgins are com-
ulsorv, and can be firnanced withcut limits by drawing on the very
p v ? P Py

short-term financing facility (VSTF). Inrramarginal interventions ave basi-
cally unregulated except that: (i) thosc in EMS currencies require prior
agreement by the issuing central bank; (ii) these in dollars are to be
avcided when bound to accentuate dcllar trends or conflict with the aims of
simultanecus dollar interventions by other EMS central banks, These rules
have been applied flexibly and the cencertation procedures have in general

made it possible to overcome emerging eenflicts.



1987-23-23 18:31 BANK OF ENGLAND ™~ General

44 1 681 4771 P.@7
-8 -

$3: Most of the interventions within the system have been intra-
marginal, and chiefly in dollars and Deutsche Mark. In some instances, when
use of the main currencies appcared inappropriate, rescrt was made to in-
tervention in the private ECU market.

14, In certaln civcumstances eo-ordinated intramarginal interventions
may be effective in forestalling market pressures. However, such interven-
tions can, in some cases, result in an accumulation of EEC curvencies in
official reserves. Such holdings would need to be fully liquid and usable
for Intervention in cenformity with the existing rules. However, someé coune

tries are reluctant to allew the accumulation of their currency as a re-

serve asset,

Credit mechanisms

15. The Governovs agree that the present VSTF arrangements have
nefther bean abused nor caused major difficulties for deblor countries,
Nonetheless, the period for repayment under the rules has expired on oc-
casion before capital flows were reversed and deblor positions could be
unwound through reflews in the currencies of the creditor countries. Repay-
ment ohligations were mel in these circumstances by market borrowing, which
has so far beern easily availahle. This problem, however, is likely to be-
come more serious as larvger capital movements can now be expected. More-
over, since finanrial mavket conditions may Chenge, it is importsnt that
the financing facilivies provide adequate vescurces for the managzment of

the aysrer in pe-tods of tens

-tn

on,
164 The VSTF was: conceived at a time when most interventions were
expected to be at the margins. Sirce ther, intramarginal inlerventions have

become standard practice and now far excesd compulsory {nterventicns. Some

o

Governors therafore consider that the fact that recourse toe the VSTF for
intramsvginal interventions is depandent on the consent of the two central
banks invelved may have deprived the system of a powerful deterrent sgainst
speculative attacks. Indecd the few instances of use of the VSTF for such
interventions oceurred only in 1979, Easier access to V3TF for intra-
marginal intervention would also vepresent an encouragement for countries
nut participating in the exchange vate mechanism to join it., Other
Governors, by contrast, consider that speculation could actually be en-
couraged by a perception that the system's financing conslraints had been
gased, It was polinted out moredver that the central banks with stronger

currenvies liberally and flexibly accepred the use of theiv currencies for
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intervention in the past. These central banks might have reascn to recon-
sider thejr attitude if the financing of intramarginal interventions were
to compromise the stance of their monetary policy.

17. Short-term monetary support has not been used since 1974. This
has not been due to shortcomings in the mechanism, but rather to the reluc-
tance of EEC countries to finance balance-of-payments disequilidria with
official credit when market financing was easily available., Moreover, when
recourse to official credit mechanisms was made, countries showed a prefer-
ence for medium-term instruments, such as the Community loan mechanism, in
view of the nature of balance-cof-psyments imbalances and the time needed to

correct thom.

The role of the ECU

18, On the whole little use has been made of official ECUs in settle-
merts and ne large net ECU positions have built up since debtor countries
have tended to repurchase theiy ECUs promptly. This tendency has un-
doubtedly been strengthened by the switch from official discount rates to
market rates for the remunerstion of ECU positions. The usability of the
official ECU has been improved by the mobilisation mechanism introduced in
July 1985. This allows eentral banks to obtain dollavs or Community curren-
cies against ECUs, for a limited time, subject enly to the requirement ¢f a

need for interventiot currencies.

[

g, The developmert of the private ECU market has been followed

closely by the Committec of Governors on the basis cf periodic reviews by
thair experts. The Governors welcome the fact that with the recent aknli-
tion of specific restrictions on the use of the private ECY in Germany and

Spain the ECU is now essentially on the samc footing as any cother forelgr

currency in all FEC countrdies. The remaining restrictions on use of the ECU
are side effect. of the foreign exchange contrels gtill 4n force in seme

countries,

Non- or incomplete participation ip the exchange rate mechanism

20 Tre EMS wa< intended to encompass all the EBC countries; at
present enly eight of them participate in the exchange rate mechanlism. In
general, nen-participation has not caused major difficulties, though the
movements of sterling have from time to time put pressure on the Irish

pound, owing to Ireland's close trade links with the United Kingdom.
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However the inclusion of the pound sterling and the Greek drachma in the
ECU basket mcans that changes in their exchange rates affecl the market
value and yield of the ECU, Such changes, and movemenls of the lira outside
the narrow band of the exchange rate mechanism, can to an extent distort
the divergence indicator and alter the value of claims and liabilities in
the VSTF; they can also affect the private ECU market, The basic problem
with non-participation, however, is that [t casts doubt on the future of
Europesan monetary integration.

21, Ttaly's retention of wider fluctuation margins has not caused
significant problems for other EMS countries or for the systam as a whole,
irn part becavuse less than full use has been made of its broader band, which
has served principally to provide operat)onal flexibility and to avoid
lavge changes in market rates on the occasion of realigruments., However the
reduction in inflatjeon differentials has weakeped the reasons for maintain-
ing widor margins, but it is understcod that Italy is giving priority to
the dismantling of its long-standing foreign exchange controls.

223 For many years, the BLEU has maintained a two-tier exchange mav-
ket as a way to stabilise official exchange rates for commercial trans-
actiens while achieving and maintalning full freedom for capital transac-
tivons, This arvargement has allewed the auvthorities to avoid the introduc-
tic: of restrictions at times of crisis. Moreover, the spread between the

rat2s in the twe markets has generally been less than ! per cvent. Never

-t

hes
e participation ¢f the BLEU in a fully derestricred Communrity-wide

1y entail the adrption of a unified exchange

capatal macrket would logically
rare systel,
17 FOLICTES ‘TG STRENGEEEN THEIEMS

Main caoncluztons of the analysis

o
)

' Persistence of international pajymernts disequilibria coupled with
the remaining dispavities in economlc fundamentals and jincreased capital
mohility belween EMS countries could result in  destabilising capital
flows. In suveh circumstances it would prove more difflcult to preserve
exchange rate stzbilitly within the EMS, especially if monetery policies are
not adapted more promptly and co-ordinated more closely whoen tenmporary
presaures develop in foreign exchange markets, Soue member countries with

highly open economies fear the adverse impsct on economic growth of raising
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domestic inlerest rates to stem capital outflows, Conversely, the countries
that have defeated inflation and whose currencies are tending to appreciate
fear lest the huge capital inflows that ¢ould occur in periocds of tension
should cause them to lose control of their monetary aggregates. There is,
therefore, the risk that temporary pressures will lead to realignments that
economic fundamertals do not justify and that would otherwise have been
avcidable. This would impair the credibility of the EMS and compromlise its
positive role in prumeting the downward convergence of inflation rates.

24, The Governors agree that the risk of exchange rate stability
boing adversely affected by increased mobilicy of capital and the elimina-
tion of exchanga controls should be aveided. To this end the
anti-inflatlonary stance of economic policies and the present flexibility
of the system should be preserved. Morecvey, to help achieve these goals,
they consider that vavicus policy steps are in order. Some of these steps
require action by naticnal governmants, while the centrasl banks are com-
petent to act on others relatad more specifically to the mansgement and

operating mechanisms of the EMS,

A. 1lssues requiring action by pational governments

5 The stahjlity of the EMS and the pussihility of further progress

)

in the constiustion ¢f an integrated monetary avea in Eurcpe depend primsars

ily on the convcrgence of econemic fundalwntals. Indeed, since manetavy

R

wilics wn fls ewn vannol ensure the cunve: gence requiread to achieve statle
exchange vates, the fuil suppoct of fiscal and other policies is reyuired.
Further cuonvergenne would help to stabilise exchiange marhets and strengthern
private operaters’ perception that exchange rates will remain stable.

26, It is alsc desirable for all the EEC countries to accept the
discipline of the exchange rale mechanism on an equal footing (see para-
graphs 20-22). The Governcre stress that progress towards this objective
should be made sconer vather than later, as an important step tewards full
menetary integration in EBuroge.

27, Realignment pelicy can also enhance EMS stability by minimising
the potential gains from position-taking in expectation of a realignment.
In the flrst place, markets sheuld be led not to expect large exchange rate
movements in the wake of a realignment. Secondly, any impression that the
authorities are prepared te yield to markat pressures through realignments
should be aveided. Accordingly, realignments should be infrequent and

¢harges in central rates should be Rept gmall so as, whenaver possible, to
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avoid changes in market rales. This {mplies, however, that further progress
should be made in the convergence of econcmie fundamentals. There is also a
need to make realignmants less predictatle, notably by early recognition of
fundamental disequilibria and, when these develop, by a prompt decision to
realign before the markets see this as inevitable., Finally, everything
possible should be done to dispel the {mpression that realignments are

somehiow linked to domestic political events.

B. Ac¢rion by Central Barks

The role of monetary policies

28. In a modium-term perspective, monetary policies should be geared
te narvowing the remaining inflation diffeventials and making naticnal
jnflation rates converge on price stability. In the short run, this
approach should continue Lo be implemented 4in a flexible wuay. Departures
from the desived path of monelary growth should, hewever, be tempovary s
as not to allew sericus or extended divergence from a policy ceurse that is
consistent with domestic price stability and convergence; otherwise, expec-
tations would be gererated in the market that the amargence of fundamental
causes of tensions will be tolerated. Accordingly, short-term policy ad-
justpents should be made in full consicderaticn of the csuses of exchange
mavket strains ard the final objectives of price stability and convergence
within the system.

89 Increased finzncial immcvatisn and liberalisstion of capital
mavemente in those countiries whicth have not already taken this action will
nat only have implications for interas:t and exchange rate policles, but
alse for monerary polacy instruments and intermediste tavgets. The foresce-
able increase in residents' holdings of foreign ltquid assets will mak: it
more difficult to analvse monetary an? c¢vedit aggregates. The scaope for
circumventing centrols will be greatly increased, thereby strengthening the
case for the use of indirect poretary tools bagsed on interest rates. The
abolition of exchange restrictions wijl improve the allocation of rescurces
and raduce the cost of financlal intermediation, but careful consjderation
must also be given to the differences in the supervisory, regulatory and
fiscal arrangements governing financial markets with a view to eliminating

distortions that might have a bearing on financial stability.
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Exchange vate management - a strenpthened monitoring procedure

30. The Governors agree that in the new environment there s gcope
for a move active and flexible use of all the instruments available to
central banks for meeting short-term exchange rate pressures and for better
ce-ordination of such action aming the central banks participating in the
EMS. Full and concerted use of all the instruments for defending EMS
stability will be all the move necessary to cope with any financial shocks
that coriginate outside the system and affect the participating currencies
differently, While recognising that intramarginal {nterventions will con-
tinue to play an important role, the Governors are considering allowing
fuller use of the exchange rate fluctuation band with the aim of enhancing
the perception of exchange risk among market participants. They also
believe that interest rates should be adjusted more promptly when incipient
pressures arise, thereby helping to check speculatiop by raising the cost
of open foreign exchange positions. Moreover the Governors intend ro sezk
ways of strengitherning central bank co-operalion on interventions and re-
lated pelicies, regarding nct only EMS currencies but, when appropriate,
third currencies and FCls.

31, To promote more effective use of the instruments availatle for
maintairing exchange rate c¢ohegion withir the EMS, the Governors have
agseed to strengther, within the Committee &f Geoverners, the procedure for
joint menitoring of econumic developments and policies with the aim of
arviving at common assessments of prevailing circunstances and appropria‘e
elicy vesporses, Tnis new procedure will build on existing ervargaments

stual exihange of information and monitering, but Jt will entatl two

n
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First, to ensure that potential strains are iden-
tified as early as possitle, monitoring will focus more specifically anl
systeratically on sirmultarecus considerstion of intervention, exchange
vrate, and interes' rate policies. Seconlly, the Governors will use the
findings of the monitering exercise to discuss appropriate policy res-

penses, including the use of irterventions and their co-ordination.

EMS mechanisms

L

2. The Governors emphasise that it is essential to avoid any easing

of discipline or change in the balance betwsen adjustment and financing of
balance-of-payments disequilibria. In the light of their operational ex-

perience with the EMS mechenisms and the changes in the environment, the



1987-uI-89 18:37 BANK OF ENGLAND ™~ General 44 1 685 47771 0..P. 13

- 11 -

Governcrs have agreed that a pumber of medifications would be useful and

desirable.

(a) Very short-term finapcing

33. The duration of such fipnancing (which is unlimited in amount)
will be extended by one menth, taking the maximum duration from two and a
half to three and a half months, Initial financing operatjons will still be
automatically rencws'le for three menths at the request of the deblor couns
try, but the ceiling on autcmatic venewsl, at present equivslent to the
country's Jdebtor guota In the short-term monetary support mechanism, will
be raised to 200 per cent, of this quota.

34, The Governors have agreed that automatic VSTF financing of
intramsrglinal interventions should not be introduced. They point cut that
such financing of intramarginal interventions through the EMCF is already
poszibla §if the central banks directly invelved concur. They accept' a pre-
sumption that intramarginal intervention agrecd to by the central bank
jssuing the intervention currency will gualify fer financing via the EMCF
on the fellowing conditions:

« the cumulative amount of such financing does nol exceed the
double of the debror quota of the Jdebtor central bank in the
shcrt-term menetary support mechanismg

- the Jebtor central bank is also prepared to use its existing
heldings of the currency to be sold for intervention in amounts

te be agreed;

A

- repaments shall be male in accordance with the rules specified

i

v

Article 16,1 of the EMS Agreement. The credifor central bank
reserves the right to regquest payment in its own qurrency if this
appears pecessary in the light of its own moenctary conditions,
taking Into account the resevve pusition of the debtor central

bank.

35. Lavger cross-holdings of EMS curvencies in participating central
banks' reserves van be expected to develop asr & natural consequence of
tnereazad jntegration and monetary convergence in the EMS. Although sub-
stantial accumulations of assets in EM3 currencles do not asppear desirable,
holdings of larger working balances in these currencies, subject to prior
agreement by the issulng central banks, could in certain circumstances help

te improve the working of the system. The Governors believe that curvent
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arrangements in this regavd do not constitute an obstacle to such enhanced
holdings of partners' currencies,

(b) Short-term monetary support

36. The Governors consider that the short-term monetary support mech-
anism doecs not nezd to be medified.

(c) Matters relating to the ECU

7. On the basis of the positive experience with official BCU mecha-
nisms, the Governcrs have agreed to accept settlement in ECUs of outstand-
ing ¢laims in the VSTF in excess of their central bank's obligation and up
to 100 per cent. as long as this does net result in an unbalanced composi-
tion of recsevves and no excessive debtor and credit positions in ECQUs
emerge since these would in time endanger the ECU's credibility. After two
years of experience, the formal rules relating to the official ECU will be
subject to review,

38, As regards the further development of the ECU, the Governoers
reaffirm their belief that the private ECU market should continue to deve-
lop In responsc to mavket forces, The Governors welcome the lifting of re-
stricticons on the use of the private ECU in Gerwany and Spzin and are con

fident that the remaining restrictions on the use of the private ECU will

be removed as part of the liberalisation of capital mcvements under way in
the Community.,
395 The Governors have examined other ways to broaden the usabiiity

=

of the ECLU, In particular, they have considered various proposals Lo intro

duce a link betwgen the piivate and official ECU circuits. They have
reached the conclusion that these proposals would be feasitle and that thel

would neither vaise ma

Ca

ot technical or legal prohiams nor have major mone-
tary or ex:hsnge rate implications under presemt circumstances. Although
their practicval corsequencez in the short term would appear teo be limited,
their implementation would nonetheless raise issues relating to the
ieng-ternm evolution of the ECU and the invelvement of the monetary authovi-
ties in the functioning of the private ECH market, issues which the

Committec of Govermors will keep under revicw.

TOTAL P.14
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| AUSON FAVOURS EMS ENTRY, BAYS 1BSUE UNUER REVIEW NFEX
WYEORG, DENMARK, SEFT 13 - CHANCELLOR UF THE EXCHEGUER NIGEL
Lo@hn sall BRITALN SHOULD ‘ MEMEER OF THE EUROPEAN
MONETARY SBYSTEM (EME) BUT SATR T STTL UNDER REVIEW.
» THINK THAT AT THE END OF Ti
MEMBERSHIF, " LAWSGON TOLD JOURNALL
IHFORMAL INTERVENTION UNDER LAST FEERUARY 'S LOUVRE AGREEMENT TO
STEADY CURKENCIES WAS AN EGUAL ALTERNATIVE TO JOINING .
" "HE DECLINED TO COMMENT ON THE TIMING OF ANY SUCH MOVE,
savine TEE-TREASURY KEFT THE ISSUE UNDER VERY CLOSE REVIEW. EMS
IMPROVEMENTS DECIDED BY EC FINANCE MINISTERS HERE ON SATURDAY
LM RO ELEOME RBUT NOT DECISIVE IN THE DEBATE ON JOINING, HE SALD.
13-GEF-0907 MON935 MONJ '

i was
SHOULD GO TO FULL /
y WHEN ASKED IF HE THOUGHT

REUTER
F ! : s “, ':‘1:'.',
QUOTE/MON-AARA/AAAADBSL

LAWSON SEES FROBLEMS FOR DERT FLAN =y NREY
NYBORG, DENMARK, GEFT 13 - TOUGH LINES ON DEBT REFAYMENTS RY
RRAZIL AND ARGENTINA ARE MAKING IT HARIER TO WIN SUFFORT FOR A
DERT RELIEF FLAN FOR THE FOOREST COUNTRIES TN SUB-SAHARAN
AFRICA, BRITISH CHANCELLOR OF THE EXCHEQUER NIGEL LAWSON SALL.

C LAWSON TOLD JOURNALISTS SOME COUNTRIES WERE CONCERNED THAT
THE MOMENT WAS NOT RIGHT FOR SUBSCRIBING TO SUCH & FLAN HECAUSE
THEY FEAREX IT WOULD COMPROMISE THEIR RELATIONS WITH BRAZTL .

LAWSON HAS FROFOSED A GUR-SAHARAN DERT INITIATIVE UNDER
WHICH OLDD ALLD LUANS TGO THE FOOREST COUNTRIES WouLl BE WRITTEN
"OFF AND DEERT OWED TO WESTERN GOVERNMENTS RESCHEDULED OVER 20
YEARS WITH 10 YEARS' GRACE AT LOW INTEREST.
13-SEF-0922 MONY40 MO : i

CONTINUED ON —~ NREZ
Fl
GUGTEXﬁON“ﬁﬁGﬁ/ﬁﬁﬁA083i



LAWSON SEES =2 NYRORG

THE FLAN WAS DISCUSSED BY BEURCGFEAN COMMUNLITY FINaNCE
MINLY RS HERE ON SATURDAY . LAWEON L FRANCE 2 i e L
. f O8AL FOR LOW ENTERESD BUY # R T M JETATS

WEST GERMAN SUFFORT Wab WEAKE
COMMISSTION FRESTIDENT JaACQUES L

LAWSON sALD ME FELT HIS FROF
FaRAalLLEL WITH A FLAN BY INTERNATIL i ety AN
OIKECTOR MICHEL CAMDESSUS FOR TACKLING LDERT CGWED RY THE POOREST
COUNTRIES TO INTERMATIONAL BOLIES LIKE THE IMF.

CAMDESSUS HAS FROFOSED TRIFLING THE RESOURCES OF THE IMF
STRUCTURAL ADJUSTMENT FACILITY 70 HELF THE COUNTRIES CONCERNEI.
13-8EF~-0928 MONY45 MONJ
CONTINUED FROM ~ NREY REUTER
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EC TO STRENGTHEN CONTROL OVER EXCHANGE RATES NRFLD

BY TONY CARRITT

NYROKG, DENMARK, SEFT 13 - EUROFPEAN COMMUNITY (EC) MEMBER
5TATES ARE TO STEF UF COORDINATION OF THEIR ECONOMIC AND
MONETARY FOLICIES TO STRENGTHEN CONTROL OVER EXCHANGE RATES AN
FIGHT CURRENCY SPECULATORS.

A FACKAGE OF SIGNIFICANT MEABURES TO KOLSTER THE 12-NATION
RLOC’S JOINT CURRENCY FLOAT, THE EUROFEAN MONETARY SYSTEM (EMS),
WAS ANNOUNCED ON SATURDAY AFTER A MEETING OF EC FINANCE
MINISTERS AND CENTRAL BANKERS IN THIS DANISH SEASIDE RESORT.

»WE AGREED TO DISCOURAGE SFECULATION FROM THE BEGINNING,”
FRENCH FINANCE MINISTER EDOUARD BALLADUR TOLD JOURNALISTS.
13-8EF-1113 MONY73 MONJ

CONTINUEL ON - NRFE
Ft
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THE FACKAGE FOG TNCREASING LENDING BETWEEN CEMTRAL
BANKS TO FINANCE IN = N E 5 S H ’

LIMITS ANG ON NARROWE 1 3
ECONOMIC FERFORMANCES TO STOF & ; OGN BUTLUING UF.

CANISH FINANCE MINISTER Falld IMONBEN, HUOST OF THE INFORMAL
TALKS, SALl MINISTERS CONSIDERED THE AGREEMENT *a MILESTONE FOR
COOFERATION IN THE MONETARY FIELJ WITHIN THE COMMUNLTY.”

EC COMMISSION FRESIDENT JACQUES DELORS SAID IT TOOK THE EMS
INTO A FHASE IN WHICH NOT ONLY WEAK-CURRKENCY COUNTRIES BUT ALSO
THOSE WITH STRONG UNITS, LIKE WEST GERMANY, MAY HAVE TO SHOULDER
SOME OF THE RURDEN OF ADJUSTING POLICIES TO STARILISE RATES.
13-GEF-1116 MON?76 MONJ
CONTINUED FROM - NRFI CONTINUEDR ON - NRFF
F- . 2
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EC TO STRENGTHEN =3 NYBORG ' ' ; NRFF

NOTHING IN THE PACT I8 BINDING AND BUNDESEANK PRESIDENT  KARL
OTTO FOEHL SAID ITS FRACTICAL IMFACT WAS LIKELY TO EE LIMITED.

ALTHOUGH BALLADUR WELCOMED THE AGREEMENT, IT IS LESS
CONCRETE THAN RALICAL EMS REFORMS HE FROFOSED EARLIER THIS YEAR.

NANTSH NATIONAL BANK DIRECTOR ERIK HOFFMEYER SALL STRONG-
CURRENCY COUNTRIES IN THE SYSTEM HAL AGREED TO FROVIDE THEIR OWN
MONEY FOR EXCHANGE MARKET INTERVENTION WITHIN THE FERMITTEI
MARGING BY CENTRAL BANKS OF COUNTRIES WITH WEAK CURRENCIES «

HE SAID THIS SHOULD CUT THE CO8T OF INTERVENTION BY DOING IT
OUT REFORE MARKETS FORCE IT ON CENTRAL RANKS, WHO CAN ONLY HOLD
SMALL AMOUNTS OF EACH OTHERSS CURRENGIES, HAMPERING ALTION.
13-GEF~-1123  MONYB0 MONJ
CONTINUED FROM - NRFE CONTINUED ON - NRFG
Fl

QUOTE/ZMON-AARA/AAAADBSEL
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THE LOANS WILL BE HADE ON & DISCRE SRYF OoanD OGNy

UNLER CE & CNTREL KAk s

SUCH aAs 1 §

Q‘ HE  BUNE

WE N TR OO ke

| A BANKERS AMID i I8 =t 2 5

' COMMITTEE WILL ALSQO TRACK ETES T ECONOMIC AND

FINANCLIAL FERFORMANCGE CLO COBY MONITORING ONOMIC INDICATORS.
"ALL OF US ACKNOWLEDGED THAT IMPROVED ECONOMIC CONVERGENCE

wow I8 THE SINGLE MOST IMFORTANT FACTOR FOR ACHIEVING & HIGH

DEGREE OF EXCHANGE RaTE STABILITY ,* SIMONSEN S&L10.

L3-SEF-41126 MON98L MONJ

CCONTINUED FROM - NRFF ] CONTINUED ON -~ NRFH

Fl
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PROFESSOR JACQUES MELITZ ON "WHY BRITAIN SHOULD JOIN THE EMS NOW"

This lunchtime talk (summary attached) will no doubt be reported

in the press tomorrow.

2 The talk itself was not particularly interesting. To the
extent that the arguments were not familiar, on the whole they
struck me as fairly doubtful. For example, Melitz seemed to be
saying that one of the reasons for the success of the ERM, and one
of its most attractive features, is that realignments nowadays are
made frequently, and quickly. And his "petrocurrency" argument
appeared to amount to saying that we are wrong to allow oil price

changes to be reflected in the exchange rate.

3L What was more interesting was the tenor of the subsequent
discussion. On the whole the questions were mildly hostile to
membership. They also showed a better appreciation both of the
problems, and benefits, of membership than I recall from past
occasions of this sort. Has the ERM not worked up to now only
because of the existence of exchange controls in most countries,
and would life not be different as between sterling and the
deutschemark? How do you avoid foreign exchange operators making
large speculative gains at realignments (Walter Eltis). What do
we lose from continuing to shadow the deutschemark, without formal
membership? (Richard O'Brien, Amex Bank). Is it not true that
the system is essentially run by the Bundesbank; and would it
really be different with the Bank of England in? (Andrew Britton).
Would we not do better to target the ERI, rather than the DM/£?

(Malcolm Crawford).



4. One other interesting feature of the occasion. Not a single
mention of the Louvre Accord either in the talk, or the subsequent

discussion!
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Please describe this meeting as "a lunchtime meeting organized by the Centre for

Economic Policy Research"

For further information contact Stephen Yeo (01 930 7154)

WHY BRITAIN SHOULD JOIN THE EMS NOW

Britain should join the EMS now, according to French economist Jacques Melitz.
He presented evidence which suggested that EMS membership would help stabilize
the real effective exchange rate of the pound and the UK terms of trades. The
arguments against UK entry had little merit, Melitz argued. There would be no
real loss of monetary policy independence: the authorities had largely abandoned
monetary control in favour of exchange rate targets in any event, and Britain
would retain a voice in the adjustment of parities within the EMS. Melitz also
dismissed the argument that the importance of North Sea 0il made membership
inadvisable. The petrocurrency status of the pound was one of the strongest
reasons for British entry, since EMS realignments tend to reflect economic
fundamentals, whereas sterling had a history of persistent misalignment in the
1980s. The role of the pound in international portfolios could give rise to
more serious problems with EMS membership, Melitz conceded, but he believed that
these could be managed. As to the timing of entry, now was as good a time as
any: foreign exchange markets were now quiet and the pound had remained steady
against the Deutschmark for some time.

Jacques Melitz is a member of the Research Ilnit at the Institut National de la
Statistique et des Etudes Economiques (INSEE) in Paris and a Research Fellow in
the Centre's International Macroeconomics programme. He is the author of
.several CEPR Discussion Papers, including No. 178, "Monetary Discipline, Germany
and the European Monetary System'. He has also written extensively on exchange
rate and monetary policy with particular reference to the EMS, on which he has
advised both the EEC and the House of Commons Treasury and Civil Service
Committee. The meeting at which Melitz spoke was omne of a series sponsored by
the German Marshall Fund of the United States, focusing on the international
economy. The views he expressed were his own, however, and not attributable to
the German Marshall Fund or to the Centre, which takes no institutional policy
positions.

Melitz considered four arguments against British entry: (1) the importance of
preserving an independent UK monetary policy; (2) the desirability of targeting
the effective exchange rate of the pound instead of the pound-ECU rate; (3) the
special petrocurrency status of the pound; and (4) the attractiveness of the
pound as an intermational currency in a world of capital mobility. Only the
last argument against membership should be taken seriously, according to Melitz:
the others had little merit.

6 Duke of York Street, London SW1Y 6LA. Tel: 930 2963



P

QS membership does limit the range of monetary policy choices, Melitz conceded.
In the UK case, however, monetary growth rates are considered highly
unpredictable and uncontrollable: for this reason Britain has apparently
abandoned monetary in favour of exchange rate targets. In one sense then, the
United Kingdom has no monetary policy independence to lose: only its freedom to
choose an exchange rate target. Since realignments do occur within the EMS,
however, some independence in exchange rate policy would remain.

EMS membership would tend to stabilize the pound-ECU rate. Is this the correct
exchange rate to control? Objections to UK membership have focused on the
importance of the dollar to British trade. Melitz noted, however, that the EMS
currencies were just as important for the UK as for the German and French
economies: the EMS member nations represented 587 of the weights in the
effective exchange rate of the pound, compared to 63% for the Deutschmark and
62% for the franc.

Melitz also discussed evidence [see Table below] suggesting that entry into the
EMS might stabilize the real effective exchange rate of the pound. He noted
that both before and after the establishment of the EMS, the pound and the EMS
currencies have displayed similar variability relative to non-EMS currencies.
Since the creation of the EMS, however, the pound has varied much more relative
to the EMS currencies than have the EMS currencies relative to one another. As
a result, given the importance of trade with EMS members, the real effective
exchange rate of the pound has fluctuated much more against all other currencies
than have the EMS currencies. If entry into the EMS would stabilize the real
effective exchange rate of the pound relative to the EMS currencies without
destabilizing it relative to the other currencies, then entry would assure
Britain an overall gain in stability. This gain would be very difficult to
match ocutside the System; Melitz argued.

Another argument against British membership in the EMS involves the
petrocurrency status of the pound. This was actually one of the strongest
C%J-w{ reasons in favour of British entry, according to Melitz. If the British
' government stays out of the EMS in order to determine its own response to a
possible oil shock, this tells the market that the government will let sterling
adjust in response to an unforeseen change in the price of oil. In this case,
“&K however, the persistent sterling misalignments of the 1980s might be repeated.
D & With Britain in the EMS, on the other hand, it is likely that the other members
g{AibL/ of the System would only consent to realignments based on economic fundamentals;
that is, the current and prospective movements in British competitivity and
, trade. Melitz argued that the EMS has a good record: in particular, it has
6LL‘/ managed t FS\EVEIH*EEE tendency of flxed exchange rate systems to underadJust"
, When problems have arisen the EMS has allowed fairly early corrections, some of
AZ&?V them small. Some of these successive corrections in exchange rates have
%VPUZ; resulted in large adjustments over several years. Thus, for example, both the
7;(M%L lira and the French franc were allowed to drop over 25% relative to the
;)fLﬂ Deutschmark over an 18-month period. Melitz concluded that the EMS was capable
lbi_Of managing the strains the pound would put on the System, without any
M%r overshooting or misalignment. Hence the petrocurrency status of the currency,



and its vulnerability to oil-price shocks, was an excellent reason for Britain
to join the EMS, not to stay out.

British entry could give rise to difficulties as a result of the importance of
the pound in international portfolios, however. EMS membership could mean
larger swings between pounds and Deutschmarks if these two currencies became
closer substitutes as a result of UK entry. In that event, however, smaller
adjustments in interest rate differentials between London and Frankfurt would
suffice to dampen such capital movements, although the spread between British
and German interest rates would need to be reduced as well. UK policy-makers
would have less room for manoeuvre, but this would not necessary pose a problem,
according to Melitz: at present UK macroeconomic policies appeared to be close
to those of Germany. Britain might even potentially benefit from the extra
monetary discipline it would gain from tying the pound to the well managed
Deutschmarks. But the most important benefit of British entry, according to
Melitz, would be the extra stability of the UK terms of trade.

Melitz concluded by dismissing the argument that the time is not ripe for UK
entry. In the successive reports of the House of Lords and the House of Commons
in 1983 and 1985, it was argued that the pound was still overvalued. Since then
the index of the effective exchange rate of sterling has fallen from 78 to
around 72-73. The pound has also fallen from around 3.50 DM to around 2.8-2.9
DM. There was no better time to enter than during a period of quiescence,
Melitz argued. If timing of entry was still really the problem, the time will

never come.

) ; (- EXCHANGE RATE VARIABILITY
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/ T> S {?LQJ- EMS Currencies Non-EMS Currencies All Currencies
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- e 1974-78 1979-85 1974-78 1979-85 1974-78 1979-85
Average
for EMS L3l i 17.8 22.7 14.8 12359
currencies
UK 14.1 22.8 18.9 24 .4 1641 2345
Us b5 271 16.0 2045 16.1 21:9

Coefficient of variation (times 1000) of the real effective exchange rate
(adjusted for CPI inflation). Based on monthly data.

[}
Source: IMF Occasional Paper No. 48, "The European Monetary System: Recent
Developments,'" December 1986. Last pair of columns inferred by approximation.
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WHY BRITAIN SHOULD JOIN THE EMS NOW

Britain should join the EMS now, according to French economist Jacques Melitz.
He presented evidence which suggested that EMS membership would help stabilize
the real effective exchange rate of the pound and the UK terms of trades. The
arguments against UK entry had little merit, Melitz argued. There would be no
real loss of monetary policy independence: the authorities had largely abandoned
monetary control in favour of exchange rate targets in any event, and Britain
would retain a voice in the adjustment of parities within the EMS. Melitz also
dismissed the argument that the importance of North Sea o0il made membership
inadvisable. The petrocurrency status of the pound was one of the strongest
reasons for British entry, since EMS realignments tend to reflect economic
fundamentals, whereas sterling had a history of persistent misalignment in the
19808. The role of the pound in international portfolios could give rise to
more serious problems with EMS membership, Melitz conceded, but he believed that
these could be managed. As to the timing of entry, now was as good a time as
any: foreign exchange markets were now quiet and the pound had remained steady
against the Deutschmark for some time.

Jacques Melitz is a member of the Research Unit at the Institut National de la
Statistiyue et des Etudes Economiques (INSEE) in Paris and a Research Fellow in
the Centre's International Macroeconomics programme. He is the author of
several CEPR Discussion Papers, including No. 178, "Monetary Discipline, Germany
and the European Monetary System'. He has also written extensively on exchange
rate and monetary policy with particular reference to the EMS, on which he has
advised both the EEC and the House of Commons Treasury and Civil Service
Committee. The meeting at which Melitz spoke was one of a series sponsored by
the German Marshall Fund of the United States, focusing on the international
economy. The views he expressed were his own, however, and not attributable to
the German Marshall Fund or to the Centre, which takes no institutional policy
positions.

Melitz considered four arguments against British entry: (1) the importance of
preserving an independent UK monetary policy; (2) the desirability of targeting
the effective exchange rate of the pound instead of the pound-ECU rate; (3) the
special petrocurrency status of the pound; and (4) the attractiveness of the
pound as an international currency in a world of capital mobility. Only the
last argument against membership should be taken seriously, according to Melitz:
the others had little merit.
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EMS membership does limit the range of monetary policy choices, Melitz conceded.
In the UK case, however, monetary growth rates are considered highly
unpredictable and uncontrollable: for this reason Britain has apparently
abandoned monetary in favour of exchange rate targets. In one sense then, the
United Kingdom has no monetary policy independence to lose: only its freedom to
choose an exchange rate target. Since realignments do occur within the EMS,
however, some independence in exchange rate policy would remain.

EMS membership would tend to stabilize the pound-ECU rate. Is this the correct
exchange rate to control? Objections to UK membership have focused on the
importance of the dollar to British trade. Melitz noted, however, that the EMS
currencies were just as important for the UK as for the German and French
economies: the EMS member nations represented 58% of the weights in the
effective exchange rate of the pound, compared to 63% for the Deutschmark and
62% for the franc.

Melitz also discussed evidence [see Table below] suggesting that entry into the
EMS might stabilize the real effective exchange rate of the pound. He noted
that both before and after the establishment of the EMS, the pound and the EMS
currencies have displayed similar variability relative to non-EMS currencies.
Since the creation of the EMS, however, the pound has varied much more relative
to the EMS currencies than have the EMS currencies relative to one another. As
a result, given the importance of trade with EMS members, the real effective
exchange rate of the pound has fluctuated much more against all other currencies
than have the EMS currencies. If entry into the EMS would stabilize the real
effective exchange rate of the pound relative to the EMS currencies without
destabilizing it relative to the other currencies, then entry would assure
Britain an overall gain in stability. This gain would be very difficult to
match outside the System, Mclitz argued.

Another argument against British membership in the EMS involves the
petrocurrency status of the pound. This was actually one of the strongest
reasons in favour of British entry, according to Melitz. If the British
government stays out of the EMS in order to determine its own response to a
possible oil shock, this tells the market that the government will let sterling
adjust in response to an unforeseen change in the price of oil. In this case,
however, the persistent sterling misalignments of the 1980s might be repeated.
With Britain in the EMS, on the other hand, it is likely that the other members
of the System would only consent to realignments based on economic fundamentals;
that is, the current and prospective movements in British competitivity and
trade. Melitz argued that the EMS has a good record: in particular, it has
managed to avoid the tendency of fixed exchange rate systems to "underad just".
When problems have arisen the EMS has allowed fairly early corrections, some of
them small. Some of these successive corrections in exchange rates have
resulted in large adjustments over several years. Thus, for example, both the
lira and the French franc were allowed to drop over 25% relative to the
Deutschmark over an 18-month period. Melitz concluded that the EMS was capable
of managing the strains the pound would put on the System, without any
overshooting or misalignment. Hence the petrocurrency status of the currency,



and its vulnerability to oil-price shocks, was an excellent reason for Britain
to join the EMS, not to stay out.

British entry could give rise to difficulties as a result of the importance of
the pound in international portfolios, however. EMS membership could mean
larger swings between pounds and Deutschmarks if these two currencies became
closer substitutes as a result of UK entry. In that event, however, smaller
adjustments in interest rate differentials between London and Frankfurt would
suffice to dampen such capital movements, although the spread between British
and German interest rates would need to be reduced as well. UK policy-makers
would have less room for manoeuvre, but this would not necessary pose a problem,
according to Melitz: at present UK macroeconomic policies appeared to be close
to those of Germany. Britain might even potentially benefit from the extra
monetary discipline it would gain from tying the pound to the well managcd
Deutschmarks. But the most important benefit of British entry, according to
Melitz, would be the extra stability of the UK terms of trade.

Melitz concluded by dismissing the argument that the time is not ripe for UK
entry. In the successive reports of the House of Lords and the House of Commons
in 1983 and 1985, it was argued that the pound was still overvalued. Since then
the index of the effective exchange rate of sterling has fallen from 78 to
around 72-73. The pound has also fallen from around 3.50 DM to around 2.8-2.9
DM. There was no better time to enter than during a period of quiescence,
Melitz argued. If timing of entry was still really the problem, the time will
never come.

EXCHANGE RATE VARIABILITY
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EMS Currencies Non—-EMS Currencies All Currencies
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Average
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currencies
UK Y451 22.8 18.9 24.4 161 23.5
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Coefficient of variation (times 1000) of the real effective exchange rate
(ad justed for CPI inflation). Based on monthly data.
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Source: IMF Occasional Paper No. 48, "The European Monetary System: Recent
Developments," December 1986. Last pair of columns inferred by approximation.
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Higghts

Crucial changes to the EMS are under discussion, to move some of the
policy-making power away from Germany and share it more evenly
among other members.

Future realignments are less likely if the system is changed, but will
become more likely and more messy if the changes are blocked.

The current discussions give a new dimension to the U.K. debate about
EMS entry. They mean the U.K. can have a firm sterling-DM link without
becoming a German satellite.

With the changes, EMS entry looks attractive to the U.K. It would
enhancethecredibility of the U.K. government’s commitment toreducing
inflation. Without the changes, the benefits of entry are less clear.

The U.K.’s current policy of living in sin with the EMS looks set to
continue for some while but will get increasingly difficult politically. In
the long-term marriage or separation are the only alternatives.

The EEC finance ministers’ meeting on 12th/13th September, will be
important for the internal EMS debate. Progress could smooth the path
to eventual U.K. entry although there appears to be little U.K. interest in
the discussions at present.

@) Economics|
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SE‘ION 1

Summary

Keep the Credibility,
Share the Power

The U.K. Debate over the EMS

N kel

Major changes to the European Monetary System (EMS) are under discussion
among Europe’s finance ministers. Thereis still a heated debate about how far
the changes should go, but the direction of changeisto apply the Bundesbank’s
credibility as a monetary authority to rather broader targets than at present,
implying less need for realignments in future. Agreement on some changes
would smooth the path to full U.K. membership.

The rule changes would allow the U.K. and France a greater say in European
monetary policy than under the present system in which Germany is
disproportionately powerful, and might tip the balance in favour of the U.K.
joining.

In this summary (asin the main paper), we first review the debate over full EMS
membership that has taken place in the U.K. over the last few years. Then we
turn to the evolution of the EMS including possible rule changes. Finally, we
discuss some of the evidence on the operation of the system since 1979.

A great attraction of thc EMS is that it offers a discipline to replace the U.K.
government’s existing monetary targets, which now have many drawbacks.
Those targets were first set out by the present government in the 1980 Medium
Term Financial Strategy (MTFS). That offered a coherent framework for
macroeconomic policy based on a single monetary target, M3, backed up by
projections for the public sector borrowing requirement (PSBR). Targets
showed a gradual decline in M3 over several years, and this provided a
statement of the government’s determination to reduce inflation. The M3
targets were in the form of bands, allowing some discretion, but there was a
commitmenttotighten (orrelax) policy asnecessaryifthe bands were breached.
The M3 target provided a simple rule that was attractive to financial markets.

Attempts to hit the M3 target resulted in high interest rates, reflected in the
strong exchange rate, which helped to reduce inflation quickly. However, M3
was soon subject to great distortion from financial innovation, undermining
its credibility and ultimately forcing its abandonment as a formal target. There
is still a PSBR projection and the government still promises some degree of
automatic response to its MO target, but the system has become increasingly
judgmental.

This degree of discretion leaves the financial markets uncertain about
government policy and people have become sceptical about the government’s
ambition of eliminating inflation.

The move to informal exchange rate targets since the Paris Accord in February
does not appear to have substantially reduced expectations of inflation. The
current policy of ‘‘shadowing’’ or “‘living in sin’’ with the EMS looks unlikely
to be maintained indefinitely, because it will strengthen other European
countries’ demands that the UK. should join formally,so as to strengthen the
European Community (EC) politically. It seems that marriage or separation are
the only politically-viable options in the long run.

@) Fconomics
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Changes in the EMS

SR Economics)

2

Formal full membership of the EMS would offer many of the advantages that
motivated the original MTFS. It would offer a coherent framework for policy
based on a dominant variable (this time the exchange rate), and a clear
statement of the government’s aim of reducing inflation to German rates. It
would reduce exchange rate volatility. Moreover, experience suggests that it
would reduce interest rate volatility, contrary to the consensus view.

Against these advantages, full membership of the EMS involves a surrender of
some national discretion in policy making. While that loss of discretion is in
part necessary because it makes the anti-inflation commitment more credible,
it is politically unattractive and is probably a major reason for the Prime
Minister’s reluctance to join. The changes in rules now under discussion offer
the possibility that this objection could be weakened by allowing the U.K. a
greater say in European policy making. The advantages of commitment and
credibility need not be lost, however, because cooperation would be based on
a set of policy indicators. The idea is not to dilute the credibility of the
Bundesbank’sresistance toinflation but to transfer this credibility to a broader
set of objectives in whose determination there is an element of collective
decision-making.

The EMS is not a rigid or immutable rule book. The French finance minister,
Edouard Balladur, has submitted proposals for changesinthe EMSrules which
do not require legislation. These will be discussed by EC ministers on 12th and
13th September. The changes are intended to reduce the current overwhelming
power of Germany in the EMS. That power has turned out greater than
intended by the architects of the EMS, as explained below. Until recently, that
situation was acceptable to the other EMS countries, because their main
priority was to reduce inflation. They tackled inflation by linking their own
policies to the highly credible German policy, and by allowing their exchange
rates to become overvalued against the Deutsche mark.

Policy objectives outside Germany are now changing. Unemployment is a
greater concern. This increases the likelihood of a conflict between Germany
and the other countries, even though inflation rates are much closer than they
were. Such conflict is particularly likely when countries have different attitudes
to dealing with external events like a fall in the dollar. So the former extent of
German dominanceis now questioned by France and other EMS countries, and
Balladur is calling for change. Another reason for change is the dismantling of
exchange controls in France and now Italy, which means that the former style
of reactive realignments is no longer possible.

The singular power of Germany, and hence the need now for change, is
increased because the operation of the EMS has evolved from the original plan.
It was originally envisaged that exchange-market intervention would be
greatest at themargin: when exchange rates moved to their maximum permitted
limits (the parity limits). Such marginal intervention was expected to be more
important thanintervention withintheselimits (intramarginalintervention). In
the early years, intervention was important but it has now become insignificant
except for brief periods.
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Summary

Empirical Evidence

Financial Stability

Central banks have found intramarginal intervention far more effective in
influencing the market. Once a currency is at its limit speculative pressure
requires much more massive and expensiveintervention. Yet thereisa problem.
The EMSrules provide for obligatory, symmetrical, unlimited support of weak
currencies by both central banks when a pair of currencies reaches the parity
limit. By contrast, the EMS rules (even as amended in 1985), provide almost no
formal facilities to assistintramarginal intervention. Indeed, the EMS rules can
actually obstruct intramarginal intervention, by restricting central banks’
holdings of other member countries’ currencies.

Despite this feature of the rules, the European central banks have generally
worked together informally to make intramarginal intervention work. But in
the absence of formal arrangements the central bank with the strongest
currency, usually the Bundesbank alone, tends to have autonomy in monetary
policy and hence to have greatest influence on overall EMS monetary policy.

The French proposals for rule changes would allow central banks to hold an
indefinite amount of other EMS countries’ currencies without needing special
agreement as at present. This would, in practice, mean a build-up of Deutsche
mark holdings outside Germany and hence a lessening of the Bundesbank’s
control over the immediate supply of Deutsche marks at any time. Improved
credit facilities, for intramarginal intervention, and a greater role for the ECU,
are also proposed and would have a similar effect.

These proposals alone do not go far enough to establish symmetry. For
example, if those proposals were implemented, sales of Deutsche marks by the
Banque de France could in principle be offset by purchases of those Deutsche
marks by the Bundesbank. However, the French also envisage a more explicit
co-ordination of econ<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>