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INFO AMMEDHVATE PARNS, WASHINGTON

afFO PRMORMTY BRUSSELS, LUXEMBOURG, THE HAGUE, ROME, COPENHAGEN
#NFO PRMORMTY TOKYO, UKDEL OECD

FRAME ECONOMILC VI&

EUROPEAN MONETARY SYSTEM (EMS)

SUMMARY

1. GERMAN ATTEMPTS TO PLAY DOWN REPORTED FRANCO-GERMAN DIFFERENCES
OVER EMS EXCHANGE RATES.. EXPRESSHONS OF SYMPATHY WefTH THE FRENCH
FOSHTHON MIXED WATH A FH&M RESOLVE TO STAVE OFF ANY REALMMGNMENT
UNTHL AFTER THE FEDERAL ELECTAONS. EVENTS MIGHT MAKE THIS MPOSSIBLE
BUT EVEN SO THERE S UNLMKELY TO BE ANY DAMAGE TO THE GOVERNMENT'S
ELECTORAL POS4TWON.

~

DETAsL

2., THE GERMANS ARE ATTEMPTYNG TO PLAY DOWN THE APPARENT TENSHON WifTH
FRANCE OVER EMS EXCHANGE RATES WHICH WAS GIVEN PROMINENT COVERAGE BY
THE BRATMSH MED#WA TODAY. CONTACTS HN BONN AND FRANKFURT AT ALL
LEVELS HAVE EMPHASYSED THAT RECENT PRESSURES ON THE FOREMGN
EXCHANGES HAVE RESULTED FROM THE MARKET PERCEPT:HON OF DOMESTHC
POLHTHCAL DEVELOPMENTS N FRANCE AND THAT, BEYOND FULF#LLING NORMAL
OBLAGATHONS UNDER EMS ARRANGEMENTS, NO FURTHER ACTAON tHS
CONTEMPLATED TO BRIING THE DMARK ## LsWNE W#TH OTHER CURRENCHMES. fW
WORDMING WHACH HAD OBVs#OUSLY BEEN CAREFULLY PREPARED, THE CHANCELLERY
TOLD US THAT THEY THOUGHT CH#RAC HAD YESTERDAY SPOKEN RATHER HASTALY
AND W4THOUT CONSHDERATWON FOR THE EFFECT WHHCH H#1S STATEMENTS WOULD
HAVE ON THE FatNANC#AL MARKETS. THE4R TONE WAS, HOWEVER, ONE OF
UNDERSTANDANG RATHER THAN ANGER AT THE FRENCH POSMiON. THE FEDERAL
ECONOMMCS MiamNiSTER, BANGEMANN HAS SHNCE REPEATED MUCH THE SAME THHING
TO JOURNALWSTS. HE RULED OUT ANY REVALUATHON, CLAYMING THAT ''THE DM
HAS AN APPROPRHMATE VALUE WATH#N THE EMS AT THE MOMENT ', '

3. WE UNDERSTAND FROM THE FEDERAL FHNANCE MHNASTRY THAT A SAMILAR
LYNE WAS TAKEN AT A MEETMNG OF THE ¢WNER CABNET TH{S AFTERNOON, AT
WHICH STOLTENBERG WAS PRESENT. TURBULENCE CAUSED BY A FRENCH
POLATHCAL CRSHS DD NOT JUSTUFY AN EMS REALWGNMENT, «F o7
TONTWNUED, ''OTHER MEASURES'' M{GHT BE NECESSARY, 4N WHCH FRANCE
WOULD BE REQUMRED TO PLAY A PART, BUT THE POLMTACAL CONSEQUENCES OF
A RELWGNMENT BEFORE THE FEDERAL ELECTMONS = ALSHENATED FARMERS,
DMSSATHSFsHED «INDUSTRY= RULED THAT OPT4ON OUT.
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4, ONE #4MPORTANT REASON BEH#ND GERMAN RELUCTANCE #S A GENUNE WORRY
OVER A LOSS OF COMPETHT:wE EDGE FOR THE-S‘RAEXPORTS THEY CAN CoTE
MANY ARGUMENTS TO SUPPORT THEWR CASE: FiHGURES #SSUED RECENTLY FOR
THE THHRD QUARTER SHOW EXPORTS 1.5 PER CENT DOWN ON A YEAR EARLYER:
SOME :MPORTANT SECTORS OF #NDUSTRY, EG CHEMYCALS AND MACHHNE TOOLS,
HAVE WARNED OF A MARKED DECLAWNE #eN EXPORT PERFORMANCE: THE STOCK
MARKET HAS «tNDHCATED A LACK OF CONFWDENCEs AND MANY OF THE RECENT
##NDEPENDENT ECONOMMC FORECASTS HAVE EMPHASUSED THE RMSKS FOR THE
ECONOMY TH:S YEAR FROM FALLING EXPORTS.

5. THERE 1S, HOWEVER, A GROWMNG BELHEF, PARTHICULARLY AMONG THOSE W
FRANKFURT CONCERNED W:fTH THE FORE'MGN EXCHANGES, THAT THE GOVERNMENT
CANNOT HOLD TH:S LWNE MUCH LONGER. SCHLESH®NGER (BUNDESBANK)
COMMENTED TO ME THe#S EVEN#NG THAT ALTHOUGH THE F.R.G. WAS FULFALLANG
WTS OBLGAT#ONS UNDER THE EMS, BUY:MNG DANWSH KRONER TODAY AS WELL AS
FRENCH FRANCS,” THEY COULD NOT #WDEF4NWTELY CONTHNUE TO PAY OUT SUCH.
SUMS. THE QUESTWON THEREFORE AROSE WHETHER “THER THERE WOULD BE A
REALWGNMENT, OR WHETHER THE PROBLEM WOULD SOLVE #TSELF BY OTHER
MEANS. AS OF NOW TH#iS QUESTHON WAS ST4LL OPEN. ASKED WHETHER A
REALSHGNMENT WOULD BE FEASH#BLE 4N THE LAST FORTNMGHT OF THE FRG
ELECTHON CAMPAUGN, SCHLESHNGER SAD nfT WAS NOT EXCLUDED, BUT
POLATNC:IANS HERE AND s\ FRANCE HAD RATHER THED THE#R OWN HANDS BY
THE4R PUBLYC STATEMENTS: MAK#NG A DRAMA OUT OF WHAT OUGHT TO BE

TREATED AS A TECHNeWCAL:WTY.

COMMENT
6. # FEEL' SURE THAT THE AUTHOR:#THES HERE wilL DO ALL THEY CAN TO

STAVE OFF ANY REALAGNMENT «NVOLV4NG UPWARD REVALUATHON OF THE
DEUTSCHMARK UNTAL AFTER THE ELECTHON ON 25 JANUARY. BUT #F EVENTS
MADE TH4S UNAVO:-DABLE BEFORE THEN, # DO NOT BELAEVE THAT THE
COALMTTWHON'S PROSPECTS #N THE ELECTHION WOULD BE SERHOUSLY DAMAGED.

BULLARD
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PRIVATE AND CONFI?ENTIAL

10 DOWNING STREET
LONDON SWI1A 2AA

From the Private Secretary 22 October 1986

I showed your letter to the Prime Minister. She has read
it closely and - judging by the amount of underlining - with
interest. She has not commented on the substance, which will
not particularly surprise you. I am sure that she would like
a talk at some point, but I fear that there is no immediate
prospect of this. Let us be in touch nearer the end of the

year.

CHARLES POWELL

Sir Michael Butler, G.C.M.G.

PRIVATE AND CONFIDENTIAL




36A ELM PARK ROAD
LONDON SW3 6AX

Telephone: 01-352 9360

PRIVATE & CONFIDENTIAL

21st October, 1986

The Rt. Hon. Margaret Thatcher,M.P.,

10, Downing Street, r;>~” ) (1§MA3C;P
Whitehall, s

London, S.W.l. ‘J\,\l \ W MM w-L
W L{)'\(& s il Win on &

| e i e W o W
\/j(ll« /ZL““« /v&""""/"‘ Y& A B \A‘)

I would like, if you permit, to put a few thoughts to you
about the E.M.S. I do so because I believe that, for the first
time since 1979, the moment is not far off when it would be both
good economics and good politics to join the exchange rate
mechanism. You have obviously been giving the question a lot of
thought already. So please forgive me if I say nothing new to

you. I write now in order to suggest that you avoid saying

anything which would close off the option before the election.
L e SE—

You were, of course, right not to join at DM 3.70 or 3.40
to the pound. We could not have held the parity and we needed to
get down to at least DM 3.00 from the point of view of export-led
growth and import substitution. The risk, however, now is that
the pound will overshoot downwards and threaten your achievements
on inflation unless our interest rates are absurdly high.
Stability at something like the present parity for the last year
of your present Government and the first one or two years of your
next ought on the other hand to produce a major increase in
exports, a decline in imports of consumer goods and, therefore,
still bigger growth in C.D.P.

Over the -last year I have spent a lot of time trying to
persuade people in the City and elsewhere that you were also right
to see an election trap in joining the E.R.M. You clearly still
need to be carerul not to join at a time or a parity which would
make it impossible to avoid a realignment conference of Finance
Minsters before the election. BUT The lower the pound sinks and
the nearer the election gets, the less the risk seems to be. At a

/certain




certain level and only a few months before an election the markets
would not believe that we could be knocked off a recently
established central rate which was ITow objectively in relation to
import and export prices. At the very worst, much less action
would be required to defend it. - ——

s

My colleagues at Hambros, who have a good record at
judging the money and gilts markets, take the view quite strongly
that joining the E.R.M. at around or below the present parity
would be accepted by the foreign exchange markets in general and
the speculators in particular, as a signal to leave the pound
alone. Stability at DM 2.75 or 2.80 might be credible up to the
election even 1I we joined quite soon. They also consider that
gilts WOUId strengthen considerably. Money supply considerations

permitting, interest rates could be 1% or even 2% lower, perhaps
even more as confidence in our holding the rate grew.

If you were to decide to join, it would be very desirable
that it should appear to the markets as a decision taken because
you judged the time ripe and not because of speculative
pressures. This would not only make the operation politically
easier at home but would strengthen its credibility abroad. It
would also be essential that the markets should get no prior
warning or the up before the parity courdbe
fixed. So the operation would admittedly be a bit tricky. But I
do believe it would be a sound move to make during the next few
months. My guess is that it would have the incidental advantage
of opening up the divisions in the Labour Party on the subject of

Europe which they are trying so hard at present to hide.
s s s S

If you were to find the thesis in this letter persuasive,
the timing would depend both on your private thoughts about when
the election will be and on developments in the markets. Nobody
but you could have a feel for when the time might be ripe.

If there were any points in this letter which you wanted
to discuss, I should, of course, be at your disposal. And
I should like to repeat what I said when I came to say good-bye on
leaving Brussels - that I am very much on your side and would like

to help in any way I can.

.ZU—L‘\
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- ®I'he politics of the French franc/DM
rate

So far, the Federal Republic of
Germany's huge trade surplus —
near DM8Ubn this year and
rising, probat’wly to DM90bn,
next year — has created
remarkably little strain in intra-
EEC relations. The contrast
with the “years 1955-80 is
striking. Then, large German trade surplusesled toa
chorus of calls for the Federal Republic to revalue
the DM and take other corrective measures. Why is
history not repeating itself? Largely because of an
unprecedented divergence of fiscal policy within the
EEC — in particular, between France and the

Federal Republic. SR
S ——
Why tolerate the strong DM?

The countries with the weaker trade performances
and suffering most from German competition — for
example, E@ET_!_a_ly_and Belgium — are also those
which are running large budget deficits (measured
on the OECD basis of general government
balances). Yet these deficits have not created
s 1al_inflationary pressure, owing, in large
part, to the readiness of investors in the fiscally-tight
countries to put funds into thé high coupon bond
markets of the fiscally-easy countries and the
willingness of borrowers in the latter countries to
raise finance in the fiscally-tight currencies. Whilst
this international cycling of funds has proved
effective in suppressing the'normal inflationary
symptoms of budget laxity, it has produced an
unwelcome side-effect. Manufacturing industry in
the fiscally-easy countries has been losing
com%titiveness as their national currencies have
been buoyed up, at least in real terms, by capital
inflows. ;

Unfortunately, it is not possible to suppress the
side-effect without attacking the basic malaise of
large budget deficits. Any measures to discourage
the inflow of capital into the fiscally-easy countries
would unleash the forces of inflation. Bond markets
would slump under the weight of the full supply of
government paper. In turn, the authorities would
most probably resort to a partial monetisation of
their budget deficits rather than accept a crisis rise in
interest rates.

The phenomenon of capital being cycled from the
fiscally-tight to the fiscally-easy countries within
Europe is part of a wider pattern. At the world level,

_Brendan Brown

| e

Table 1: General government financial balances

“wol GDP 1979 1981 1983 OS5 1USH®

USA +06 =09 =41 =37 =38
Japan e O Db | SRR % (T - WO BT
Germany B Y SR St Rk 5 P (K
France et WS I SRR B R T e |
ltaly o e O R A7 B S R B
UK e [ o W RVE - € T e

Source: OECD and P&D esumates. *Forecasts.

Japan, the Federal Republic and Switzerland are the
source of capital to the easy fiscal policy countries —
the USA. France. the UK, Italy, Australia and New
Zealand. for example.

International flow of funds

The force behind the flow of funds between the
fiscally-tight and easy countries is differential
interest rates. Bond yields and interest rates in the
fiscally-easy countries (both in nominal and real
terms) tend to be substantially higher than those in
the fiscally-tight countries, not surprisingly, given
that large public deficits must compete with other
possible uses of private savings.

Yet there are many potential sources of
disturbance to the flow. For example, some of the
fiscally-easy countries may eventually opt for
inflation and currency depreciation, particularly as
foreign creditors would bear part of the cost. Maybe
investors in the fiscally-tight countries will have
growing doubts about the wisdom of soft currency
investment, belatedly recalling the cautionary tales
of the 1970s, when investment in the low coupon
and low interest currencies proved to be the winner.

Both within Europe and ata world level, there has
been a dramatic increase in fiscal divergence
between countries in recent years (see Tables 1 and
2).Inthe period 198 1-85 budget deficits (defined as
general government balances according to OECD
practice) of the Federal Republic _and Japan,
measured relative to net_private savings, have
halved, whilst the same ratio for the USA has almost
quadrupled and for France doubled. The Federal
Republic and Japan may be ranked as fiscally-tight
countries (budget deficits less than 20 per cent of
private savings), whilst the UK, France and the USA
are ranked as fiscally-easy countries (the same ratio




Table 2: Budget deficit as % of private savings

1979 1981 1983 1985*

USA -9.3 149 69.0 92
Japan 29.8 26.5 28.2 12
Germany 278 47.6 336 18
France 6.7 23.5 45.5 50
Italy 51.4 74.4 854 87
UK 34.7 43.2 419 42

Source: OECD and P&D estimates. *Forecasts.
Note: Included in net private savings are households’ and
business gross savings less capital consumption.

more than 40 per cent of private savings).

Within Europe, the most striking increase in fiscal

divergence has been between the Federal Republic

.and France. The years inwhichthis divergence grew,
1981-85. can usefully be divided into two sub-
periods. 1981 tospring 1983 and spring 1983 to the
present.

In the first sub-period. the fiscal boost given to the
French economy by the incoming Mitterrand
Administration was the main force behind the
diverging trend. Despite record high interest rates
and bond yields in France. foreign capital was not
attracted, principally because markets were
concerned that government policies would produce
even larger current account and budget deficits and
an eventual inflation storm. In addition, there was
the phenomenon of domestic capital flight.

In the second sub-period. from spring 1983,
growing Franco-German fiscal divergence has been
due principally to a tightening of budgetary policy in
the Federal Republlc undertaken by the CSU/
CDU/FDP Government. Meanwhile, following the
March 1983 EMS realignment. the French
Government committed itself to~ financial
orthodoxy, and investors’ fears about runaway
deficits and inflation in France subsided.

French franc strength, 1983-85

The French franc has been remarkably firm against
the DM dunng this second sub-period, sustained by
the hig st rates which are the product of
relatwely easy fiscal pohcy and by the conversion of
the Mitterrand n to austerity. At end-
September 1985, the French franc was_4 per cent
higher in real terms (using CPI indices as deflators)
against the DM than on average during 1978-82 and

9 per cent higher than in 1973-77. If the franc had
been outside the EMS, it would have floated up
against the DM over the past two years. Instead,
there has been persistent intervention by the Banque

de France to hold the French franc down against the

DM.

~ The strength of the French franc has persisted

despite the big deterioration of France's trade
performance, relative to the Federal Republic’s,
over the past two years. Whereas the German trade
surplus has increased from DMS50bn in 1984 to an
estimated DM80bnin 1985, France'strade is at best
expected to be in deficit by Ffr20bn, down from
Ffr28bn in 1984. German export volume growth of
8 per cent and 9 per cent in 1985 and 1986
respectively, contrasts with French growth of 2.6 per
cent and 3.2 per cent.

At the same time as France has been
underperforming the Federal Republic by an
increasingly wide margin in trade, French interest
rates and bond yields, underpinned by easy fiscal
policy, have increased in attractiveness. For
example, Euro-French franc bond yields (for
5-7 year maturities) still average above 10.5 per
cent pa, compared with just over 6.5 per cent for
equivalent DM paper. The nominal yield differential
of 4.0 points compares with a forecast inflation
differential between France and the Federal
Republic in 1986 of 2.5 points.

Might fiscal divergence increase?
There is little chance of fiscal policy in France being

tightened ahead of the Presidential elections —
expected to be held two years beyond the legislative
elections of March 1986. At best (from the
viewpoint of a fiscal conservative), the Government
thatemergesin spring 1 986 will continue the present
policy of holding the budget deficit at around 3.3 per
cent of GDP, albeit allowing for some slippage into
off-budget accounts.

One scenario in which the budget deficit may

increase signiﬁcamly further in 1986-87 is that of

landslide gains for the RPR (Gaullists). A coalition
government of the RPR-UDF, having an absolute

majority in the Assembly, and in which the RPR was
the dominant party, would probably then be formed.
Such a government might well embark on a
programme of substantial tax cuts. in principle
balanced by expenditure cuts and the sale proceeds




of denationalisation (see article on pages 19-21).
But asset sales only produce quasi-revenue, and
expenditure cuts may not reach the planned level.
Thus, the budget deficit, on OECD definitions,
could expand substantially.

An easing of fiscal policy, provided it is
accompanied by a credibly firm monetary policy (to
which end the Banque de France has recently
reformed its operating procedures, moving, for
example, to an M3R from an M2R target) has
political attractions in the run-up to the Presidential
elections. It is the method of reflation least likely to
bring immediate downward pressure on the franc.
Moreover, by sustaining high yields in the French
capital market, it facilitates the abolition of exchange
restrictions, an important part of the RPR
programme. Once lifted, Frenchinvestors mightstill
not show a great interest in foreign bond markets,
where yields are lower than in the high-yielding
domestic bond markets.

Just as there is little prospect of a tightening of
fiscal policy in France in the next two years, so the
chances are slim of an easing of fiscal policy in the
Federal Republic. The members of the Bonn
coalition are presently discussing details of a
common programme for cutting taxes by DM40bn_
over the next legislative %ﬁod (1987-91). Their
intention, however, is to balance these by)cuts in
industrial subsidies and by keeping a tight rein on
state spending. In short, there is little prospect of
fiscal convergence between France and the Federal
Republic before the French Presidential elections.

French resistance to cheap DM

A scenario of no fiscal convergence between France
and the Federal Republic would not be encouraging
for French manufacturing industry, as the franc
would most likely remain firm against the DM over
the medium term. Already. the strong franc (in real
terms) is taking its toll. According to recent INSEE
estimates. France is suffering a serious erosion of
market share. France's exports have grown this year
at a rate 2_per cent below the expansion of its
customers total imports. In turn, the disappointing
export performance has had a bearing on
manufacturing investment. The growth of spending
by manufacturing industry (in the competitive
sector) on machinery and equipment has slowed to
6 per cent this year from 8 per cent in 1984. By

15

contrast. in the Federal Republic. the same item is
growing by 14 per cent this year. up from 2 percent
in 1984,

Such statistics suggest that the combination of
casy fiscal and tight monetary policy is threatening
French manufacturing industry in the same way as
Reaganomics eventually threatened US industry. In
the USA. Japanese imports became the scapegoal
for policy failure. In France, the scapegoat may turn
out to be imports from the ‘cheap currency
countries. in particular, the Federal Republic. But
France cannot feasibly follow the US-Japan
precedent and threaten its largest trading partner.
the Federal Republic, with protection unless it
adopts a more expansionary fiscal policy.
Alternatively, France might (behind the scenes)
push for a big revaluation of the DM within the EM$
(say, by 8 to 10 per cent), perhaps offering, in return.
concessions on the EEC agricultural policy. But the
scope for bargaining exchange rates against
agricultural subsidies is now much less than at the
start of the EMS. The Kohl Government would
hardly welcome a French offer of co-operation
towards reforming the agricultural policy with the
January 1987 elections looming, in which the
farmers’ vote might be crucial.

A large unilateral revaluation of the DM could
seriously damage German economic prospects. On
the assumption of an unchanged degree of fiscal
divergence and of France continuing to adhere to a
conservative monetary policy, the revaluation
would bring in its wake a large increase of capital
outflows from the Federal Republic. Investors
would realise that the next currency realignment
would be far into the future and see even greater
attraction in the high yielding bond markets of th¢
fiscally-easy _countries. In turn, the German
economy would be hit by the double blow of higher
interest rates and a stronger mark.

Gaullist nostalgia

Perhaps an RPR Government would decide to bring
new life to French industry by a Gaullist-type
devaluation, moving the French franc down 10 per
cent, say, against the other EMS currencies and so
liquidating five years of socialism. Again, it is
difficult to see that the other EMS countries would
acquiesce insuchacompetitive devaluation.In 1981
and early 1983, France's suggested devaluation had




to be rcduccd considerably in the face_of strong
opposition. In on. In effect. a Gaullist- -type devaluation

would require France, at least temporarily. to

withdraw from the exc hange rate mechanism of the
EMS.

In effect, given the probable decision to make no
change in fiscal policy, the French Government has
little scope for independent action in currency
policy. At most, there will be a small change of
emphasis. Probably, through 1986, monetary policy
will become slightly more expansionary, with short-
term rates coming down to 7.5 per cent whilst a
4-5 per cent realignment of the French franc
against the DM is agreed within EMS. The French
trade balance in manufactures would worsen further
but there would be relief in the fall in energy prices,
so, overall, the current account might be in small
surplus. The economy would grow ataround 1.5 per
cent, up from 1 per cent, led by stronger consumer
spending, reflecting the rise in real disposable
incomes, helped. in turn, by the firm franc policy.

The SPD, Greens and M Barre

On this ‘central case’, investment in franc deposits
and bonds would prove rewarding through 1986.
The outlook beyond turns crucially on the outcome
of the German elections in January 1987 and the
French presidential elections of spring 1988.

In the event of the present coalition Government
in Bonn losing its absolute majority in the Januagf
1987 elections, a new fillip would be given to capital
outﬂows from the Federal Republic. The prospect of
7a minority SPD Government, dependent on the
toleration of the Greens, would undermine
confidence in the DM, not least because of fears
about a neutralist drift in the Federal Republic's
Toreign_policy. The French franc would gain new
strength vis-a-vis the DM, thus postponing the onset
of the difficult mature stage that eventually follows in
the wake of a move to an easy fiscal policy.

How would France react to further weakness of
the DM, due this time to political causes in the
Federal Republic rather than to divergence of fiscal
policy? If fiscal policy were left unchanged, there
would be a further erosion of competitiveness for
French export industry. The dilemma could only be
resolved by an early cut in French interest rates,
matched by a tightening on the fiscal front.

For fiscal consolidationists, in particular for M
Barre, the above circumstance would be ideal (from

—n
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an economic, not security, viewpoint) for achieving
the long-lerm reduction in budget deficits.
Otherwise, fiscal consolidation would have to be
accompanied by real depreciation of the franc which
might have unwelcome inflationary side-effects. If
M Barre were elected President he would probably
embark on a programme gradually reducing the
budget deficit_through time. In order to prevent

economic recovery being threatened by this fiscal
retrenchment, there would have to be offsetting falls
ininterest rates. Normally, these would go along with
some tendency of the franc to weaken — unless there
were, meanwhile, an offsetting ‘autonomous' rise in
the demand for Frenchinvestments — @s in the case
of the Kohl Government being defeated.

The combination of M Barre as President of
France and an SPD minority government coming to

“power in Bonn would provide the jackpot to holders
of French franc bonds. For French industry,
however, the combination of a gradual depreciation
of the franc alongside a fiscal tightening, would be
kinder. Even then, the present holder of franc bonds
could keep significant gains.

The next EMS realignment
In sum, a major change in French fiscal policy is

improbable ahead of the 1988 presidential
elections. In the interim, a modest realignment of the
Ffr/DM rate is expected to be agreed during the next
year, probably involvinga 5 per cent reduction of the
French franc’s bands against the DM within the
EMS. The actual move down of the French franc
would be less during 1986 than the lowering of its
bands. as the franc would start trading at its new
ceiling after the realignment. A 3-4 per cent
devaluation of the franc during 1986 is already more
than discounted in present interest rate differentials
between Euro-Ffr and Euro-DM deposits. The
most likely date for the formal realignment is in
spring or summer 1986 — in the wake of a shift
towards lower interest rates in France after the
elections. Alternatively — albeit of lower probability
— the Federal Republic may unilaterally (together
with the Netherlands) revalue the DM by, say, 5 per
cent against the other currencies, as soon as the
Christmas holidays, hoping thereby to avoid an
inflow of *hot’ money ahead of the French elections
which would complicate domestic monetary
management.







ANNEX A

'(CHANGE CONTROLS IN ERM MEMBER COUNTRIES

1. The current exchange control position of members of the
ERM is:

Belgium and Luxembourg

No restrictions on capital movements apart from a two-tier foreign
exchange market, dating back to 1954-55. This 1is technically
an exchange control in our view, though it appears to have

little effect at present.

Denmark

As a result of a series of 1liberalisations, there have since

1984 been only minor restrictions on capital movements.

France

Full set of exchange controls since 1939 apart from two periods
between 1966 and 1968. Two periods of minor relaxation since
the ERM began, in 1980-81 and from the end of 1983 to date,

interrupted by restrictions in 1981-3.

German

No controls.

Ireland

Wide-ranging controls. Some relaxation in 1979 partly linked
to Irish participation in the EMS, and some tightening in 1983.
An incidental consequence of Irish participation was that parity
between the Irish pound and the pound sterling was broken and
UK residents became subject to the same controls as other non-

residents.




@2y

Considerable restrictions on both portfolio and some direct
investment - these were reinforced temporarily in 1981 and 1982
by an import deposit scheme. Since then, changes have mostly

been in the direction of liberalisation, although some were

forced on the Italians by European Court cases. A bl - £o

introduce major reforms is before Parliament.(Qiﬂ,,JQa4Z;§)

Netherlands

No controls.







PRIME MINISTER

JOINING THE EMS

You asked about the letter, attached, in yesterday's FT,
drawing attention particularly to the statement that the EEC

accounts for only 39% of our manufactures compared to over
r——

50% of larger imports.

The figures are correct. ("Larger" I take here to mean that
our imports are larger than our exports!) Our deficit with

the Community is of course reduced by a surplus on oil and

—

invisibles. Our overall current account deficit with the
Rpstbinan——

Community in 1984 was £1.3 billion.

I am not entirely sure what the author is driving at, but
taken with the final paragraph, he perhaps means that

I TR B T
joining the EMS at the present exchange rate would lock in

the present imbalance in manufactures.

If this is the argument, it fails both because there is no
necessary reason why we should have a balance with the EC in
our trade in manufactures (bearing in mind oil, invisibles
etc.) and also no reason why we should be in balance with

any particular area of the world. Bilateral trade

positions, at least between us and the EC, in any case
probably only have a small influence on bilateral exchange
rates: confidence, investment flows etc. are much more

important.

There is perhaps one point in favour of the letter writer,

though rather low in importance. If a benefit of joining

the EMS is exchange stability, importers of manufactures

— —w—
from the EC will gain more than exporters of manufactures to

the EC in a crude sense)simply because there are more of
them. :

—]
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(David Norgrove)

29 November 1985
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i.Joining the =
- EMS o

:f, From the Tre o0
'yj Labour Economic Policy Group
' Sir—Why does Sir Terence
2 Beckett rejoice (November 22)
it ‘because Mr Samuel Brittan has
f-now joined those who want us
aiito charge over the cliff by join-
3iing- - the . European - Monetary
nigystem now of in the foresee-
~able future?. = b R
. The evidence which the Con-
mfederation -of British Industry
gave to the Treasury Commit-
tee on this question ~was
astonishing for ‘its Tack of per.
ception.” It did not realise that
British indusiry was bound to
suffer under a fixed exchange
rite limited to the Ecu bécause
impbriers would gain far more
thap ' exporters. The: EEC
accounts for only 39 per cent
of our‘exports of manufactures
compared to -over 50 per cent
of our larger imports. It then
proceeded to blame its mem-
bers for the mess we are in by
attributing much of this to “non-
price-competitiveness,” not re-
alising that there is no such
thing as a free lunch in business
and that as an ‘explanation of
what has happened since 1979
it could only stand up if the
situation had actually got worse
under the Government!

““The truth it ignores is that
all factors of production have
to be paid for and that firms
which are fighting for survival
as a result of an increase in
the real exchange rate cannot
match the competition in every
respect.

“The reality the CBI must face
is that in the absence of tariff
protection  against imports
from ‘the EEC the vreal ex-
change rate against the D-Mark
has got to fall by 30 to 35 per |
cent to enable us to get back
to full employment. The poli-
¢ies which the CBI favours were
tried and failed in the 1920s.
The policies we need are those
of - the 1930s—a competitive
exchange rate backed by an
accommodating - money supply.
We became the most instead of
the least successful industrial,
country in the world, We could
do the same again, particularly
if we followed the advice of
Lester Thurow in -again put-
fing an end to free trade with
the Continent.

-

Shaun Stewart,
72 Albert Street, NW1.
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PATRICK MINFORD'S VIEWS ON THE EMS

Patrick Minford argued strongly against joining the EMS at a

seminar on Tuesday. His objections were:

The risk of capital and trade controls to help sustain

exchange rate parity.

Speculators could bet against the currency without any
risk of losing, but with considerable potential gains.

This encouraged speculative pressures on currencies.

These speculative pressures caused dramatic changes in
interest rates unwarranted by domestic monetary
conditions. Financial volatility was therefore

increased.

I attach a press notice summarising his lecture.

Vasd LM

DAVID WILLETTS
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For release Tuesday, 19 November at 1:30 pm

EMS MEMBERSHIP DISASTROUS FOR BRITAIN
MINFORD ARGUES

It would be a disaster for Britain to join the European Monetary System (EMS),
argued economist Professor Patrick Minford today. There were few clear benefits
and important disadvantages to membership. In the past the EMS has encouraged
the growth of distortionary barriers to capital mobility and of restrictions on
free trade. It has also led to increased monetary volatility in member
countries. Minford argued that present UK monetary policy is performing
reasonably well. Why then embark upon an unknown sea of troubles?

Patrick Minford is Professor of Economics at the University of Liverpool and a
Research Fellow in the International Macroeconomics programme of the Centre for
Economic Policy Research (CEPR) in London. He spoke at a lunchtime meeting
organised by the Centre, one of a regular series of meetings at which Research
Fellows discuss policy-relevant research. They may also advance specific views
on policy, but these views are their own and not those of CEPR, which takes no
institutional policy positions.

Minford observed that the EMS is a system of "fixed-but-adjustable" parities
between a number of European countries, each pursuing independent monetary
policies. The key currency in the EMS is the Deutschmark (DM), and the monetary
policy of the Bundesbank plays a key role in the behaviour of the EMS. There
have inevitably been shifts of member currency parities against’ the DM, notably
the Belgian and the French francs and the Italian lira. These parity shifts are
generally foreseen well in advance, even if their timing is uncertain. They
create a "one-way option" in the devaluing currency, of the kind familiar in the
later years of the Bretton Woods agreement. The exchange market becomes
unstable, and during these crises capital flows must be stemmed by means of
exchange controls and abrupt shifts in monetary policy. A period of quiescence
usually follows the devaluation, but in the absence of monetary policy alignment
with the Bundesbank, the initial instability recurs. Hence, Minford argued,
exchange controls become institutionalized, either through two-tier markets or
physical controls. Controls on trade in services such as tourism and insurance
also become necessary, because these are a potential route for avoiding capital
controls; even barriers to trade in goods may be encouraged‘for the same reason.

Monetary policy also becomes more volatile.

It is often claimed in defence of the EMS that it has reduced fluctuations in

intra-European price competitiveness, but evidence for this is weak and
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informal, Minford argued. The earlier pattern of random fluctuations has been
replaced under the EMS by occasional sharp swings, resulting in possibly less
volatility (lower variance) but a more skewed distribution. It was not clear

that this was preferable, Minford observed.

Minford drew attention to the disadvantages of EMS. One cost is the tendency of
the EMS to encourage barriers to capital mobility and to free trade. The
distortions caused by these barriers are well-known and likely to be important,
driving a wedge between investment returns in the world and in the protected
markets.

A second cost of the EMS is the increased monetary volatility it causes in
member countries. Such volatility leads markets to add a risk premium to bond
yields. Interest rates increase, thus creating another market distortion.
Monetary volatility also contributes to greater volatility in the real economy,
Minford added.

;These problems are compounded for Britain, because she is an oil exporter and
one of the major world financial centres. One object of the government's Medium
Term Financial Strategy (MTFS) was to create monetary stability. Minford argued
that Sterling M3 had been rightly abandoned (informally) as a major indicator
some four and a half years ago, because it yielded a distorted picture in the
more competitive financial environment which has arisen since 1979. Since 1981
MO has assumed an informal role as an indicator of monetary conditions and has
performed relatively well. The correct policy for the UK, according to Minford,
involves continued emphasis on MO, preferably in a slow evolution towards
Monetary Base Control. Policy should respond to the exchange rate only : g §
displays sharp and sustained movements, which threaten to destabilise monetary
conditions. Such a policy has worked well hitherto, and Minford viewed this as
perhaps the most decisive argument against the EMS. Why embark upon a sea of
troubles when present policies serve us reasonably well?

For further information contact:

Stephen Yeo - 01 930 7154
CEPR

The Centre for Economic Policy Research is a private educational charity which
promotes independent analysis of open economies and the relations between them.
The research work which it disseminates may lead to or may include views on
policy, but CEPR itself takes no institutional policy positions. Patrick Minford
is a Research Fellow of the Centre's research programme in International
Macroeconomics. The opinions he expresses are his own and not those of the
Centre. Financial support for this meeting has been provided by a grant from the
German Marshall Fund of the United States, which does not necessarily endorse
the views expressed by Professor Minford.
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FRAME ECONOM|C

ECOF I{N: 18 NOVEMBER 1985: AMENDMENT TO MONETARY PROVISIONS OF THE
TREATY

SUMMARY

1. COUNCIL DIVIDED DOWN MIDDLE. STOLTENBERGER AND CHANCELLOR SAID
TREATY AMENDMENT BOTH UNNECESSARY AND RAISED CONSTITUTIONAL ISSUES.
ATTENT 1ON SHOULD CONCENTRATE ON IMPLEMENTATION OF EXISTING
PROVISIONS ON CAPITAL CONTROLS. BEREGOVOY SAID TREATY AMENDMENT
UNTHINKABLE WITHOUT REFERENCE TO MONETARY ISSUES. DELORS CIRCULATED
AMENDED PROPOSAL DROPPING EARLIER INVIDIOUS VOTING PROPOSALS BUT
NTRODUCED A REFERENCE TO EMU. DUTCH CONSIDERING ALTERNATIVE AMEND-

MENTS: BELGIAN DRAFT CIRCULATED.

DETAIL

2. TIETMEYER (CHAIRMAN OF MONETARY COMMITTEE) REPORTED ON THE
COMMITTEE'S EXAMINAT|ON OF THE COMMISSION'S DRAFT AMENDMENT TO
ARTICLE 107. OP(NION IN THE COMMtTTEE HAD BEEN DIVIDED ON THE
QUESTiON WHETHER THE PROGRESS MADE (N MONETARY COOPERATION (N RECENT
YEARS SHOULD BE REFLECTED IN A TREATY AMENDMENT. THE COMM{SSION'S
AMENDMENT HAD BEEN-CRYTICISED FOR MAKING NO REFERENCE TO ECONOMAC
AND MONETARY UNION (EMU): BECAUSE |T THREATENED THE CHECKS AND
BALANCES BETWEEN GOVERNMENTS AND CENTRAL BANKS AND (MPLIED THAT THE
COMMISS10N WOULD PROPOSE COMMUNITY ACTION (N THIS AREA UNDER ARTICLE
235: BECAUSE OF THE DISTINCTION IT DREW BETWEEN PARTICIPANTS AND
NON=PARTIC IPANTS (N THE EXCHANGE RATE MECHAN|SM (ERM): AND BECAUSE
IT WAS TOO DESCRIPTIVE AND RA|SED TOO MANY DIFF(CULT DETAILS. EVEN
THOSE MEMBERS OF THE COMM|TTEE WHO SUPPORTED MONETARY AMENIMENT IN
PRINCIPLE THOUGHT THE. TEXT UNSAT(SFACTORY. THE COMM|TTEE WAS UNABLE
TO GIVE ANY CLEAR CUT CONCLUSIONS AS TO THE NEXT STEP: BUT STOOD
READY TO ASSIST ECOFIN IF MINISTERS WISHED WORK TAKEN FORWARD (N
THIS AREA.

3. DUISENBERG (CHAIRMAN OF COMM|TTEE OF CENTRAL BANK GOVERNORS)

SUMMAR |SED HIS COMMITTEE'S REACTION TO DELORS' PROPOSAL ON THE LINES

OF 10387/85. THE TREATY CHANGE ENVISAGED M|GHT AFFECT THE FUNCT|ON-

ING OF THE EUROPEAN MONETARY SYSTEM (EMS). ECOFIN HAD AGREED ON 11

JUNE THAT FURTHER DEVELOPMENT OF EMS SHOULD REMA(N A MATTER FOR

FINANCE MINISTERS AND FOR THE COMPETENT COMMITTEES. ANY TREATY

CHANGE SHOULD PROV|DE FOR EQUILIBRIUM BETWEEN PROGRESS (N THE

MONETARY AND NMON-MONETARY SPHERES: SHOULD NOT AFFECT THE DECISION
MAK | NG PROCESS: AND SHOULD BE PLACED (N THE CONTEXT OF THE ULTIMATE
OBJECTIVE OF EMU, TAKING ACCOUNT OF EXPERIENCE IN EMS. ‘}

RESTRICTED




L PRINCIPLES.

(1) POLITICAL: FAILURE TO AMEND ART(CLE 107 WOULD SUGGEST THAT THE
COMMUNITY DID NOT BELIEVE N MONETARY COOPERAT(OM. THERE M{GHT NOT
BE ANOTHER 1GC FOR 30 YEARS.

(11) THERE SHOULD BE NO TRANSFER OF MONETARY POWERS AT PRESENT FROM
NAT I1ONAL CENTRAL BANKS TO COMMUNITY INSTITUTIONS.

(111) THERE WAS ROOM FOR IMPROVEMENT (N THE PRESENT SYSTEM.

(1V) NO INSTITUTIONAL CHANGE UNLESS IT WAS RATIFIED BY NATIONAL
PARL IAMENTS: THE COMM|SSION'S DRAFT MADE CLEAR THAT THIS WAS A
NECESSARY CONDITION FOR TRANSFORM{NG THE EMCF INTO AND EMF,

THE COMMiSSION'S PROPOSALS SHOULD ALSO BE SEEN AGAINST THE
BACKGROUND OF THE 1978 DEC|SION TO SET UP THE EMS AND OF THE
DISCUSSION AT THE 1984 INFORMAL ECOF (N AT RAMBOUILLET.

5. IN THE LIGHT CF THE MONETARY COMMITTEE'S AND CENTRAL BANK
GOVERNORS' COMMENTS HE NOW WISHED TO PROPOSE A REVISED AMENDMENT TO
ARTICLE 2 (TO COVER EMU) AND ARTICLE 1€7. (TEXT MUFAXED TO MORT | MER
(TREASURY) AND WALL (FCC)). THIS REFERRED TO THE NEED TO COOPERATE
IN ECONOMIC AS WELL AS MONETARY POLICIESa IT ALSO OMITTED ANY
REFERENCE TO VOTING ARRANGEMENTS WITHIN THE EMCF, EVEN THOUGH HE
DISAGREED WITH THE OBJECTIONS WHICH HAD BEEN RAISED TO THIS FEATURE
OF THE COMMISSION'S ORIGJNAL PROPOSAL. DIFFERENT(ATION WAS A PROBLEM
IN A NUMBER OF AREAS OF COMMUNUTY POLICY.

6. WATNIEL (BELGIUM) SUPPORTED THE PRINCIPLE OF TREATY AMENDMENT AND
CIRCULATED” ALTERNAT|VE PROPOSALS (IFAXED TG ORT I MER. AND WALL). THE
TREATY SHOULD REFER TO EMU, THOUGH TREATY AMENDMENTS SHOULL EBE KEPT

TO A MINIMUM AND SHOULD BE COYCHMET (Y BROAD TE3MS TD ASSIST FUTURE
DEVELOPMENT OF MONETARY COOPERAT|ON. AMENDMENTS TO ARTICLE 104

SHOULD- BE CONS{DERED AS“WELL. THE" MONETARY COMMITTEE SHOULD DO

FURTHER PREPARATORY WORK.

7. THE CHANCELLOR RECALLED THE D{SCUSSION AT RAMBOUILLET TO WHICH
DELORS HAD REFERRED. MINISTERS HAD AGREED THAT THE EMS HAD DEVELOPED
SUCCESSFULLY. BUT THIS DID NOT JUSTIFY TREATY AMENDMENTS, WHICH WERE
TECHNICALLY UNNECESSARY AND R|ISKY. TECHNICALLY, THE EMS HAD WORKED
SATISFACTORILY AND FLEXIBLY. TREATY AMENDMENT MIGHT MAKE PROGRESS (N
THE EMS MORE DIFFICULT. THERE WOULD BE PROBLEMS BECAUSE OF THE

LIKEL {HOOD OF COMM1SS{I0N PROPOSALS UNDER ARTICLE 235 AND BECAUSE OF
THE INVOLVEMENT OF THE EP. WE SHOULD CONCENTRATE ON PRACTICAL
DECISIONS: REMOVAL OF EXCHANGE CONTROLS AND BARRIERS TO THE PRIVATE
USE OF THE ECU., THE COMM|SS|ON'S NEW DRAFT REMAINED AMB|GUOUS. HE
WAS GLAD THAT THE REFERENCE TO EMCF VOTING RIGHMTS HAD BEEN DELETED:
BUT THE REFERENCE TO EMU MADE MATTERS WORSE. EMU INVOLVED A
COMMUNITY CURRENCY, A COMMUN|TY CENTRAL BANK AND FISCAL UNION WHICH
WOULD (N TURN INVOLVE POLITICAL UNION. THE COMMUNITY SHOULD AVOID
MAK ING ITSELF A LAUGHING STOCK BY AGAIN ADOPTING, AS IN 1972, VAGUE
COMM|TMENTS TO EMU WHICH WOULD NOT BE FULFILLED.

8, STOLTENBERG (GERMANY) ECHOED THE CHANCELLOR'S OPPOSITION AND
SCEPTICISM. THE COMM|SSICN'S PROPOSALS WOULD JEOPARDISE THE IGUN?ES&%WdS

il
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CONDUCT OF EXTERNAL AND |NTERNAL POLICY. THEY DID NOT MERELY
ENSHRINE EXISTING PRACTICE (N THE TREATY. THE CHANCELLOR HAD BEEN
RIGHT TO POINT TO THE R4SK OF AN (NCREASING ROLE FOR THE COMMISS 10N,
ARTICLE 107 SHOULD NOT REFER TO A TWO-SPEED EUROPE. THE CERMAN
CABINET HAD D{SCUSSED MONETARY AMENDMENT: THEY HAD AGREED THAT THEY
COULD NOT. ACCEPT A MOMETARY AMENDMENT NOW. THE EUROPEAN COUNCIL
WOULD HAVE SUFFICIENT SUBJECTS WITHOUT AMENDMENT TO THE MONETARY
ARTICLES. TOO MANY PROBLEMS COULD NOT BE TACKLED AT ONCE.

9. DUKES (IRELAND) AGREED WITH STOLTENBERG THAT FAILURE TO AGREE
MONETARY AMENDMENTS WOULD NOT MAKE THE (GC AND THE DECEMBER EUROPEAN
COUNCIL A FAILURE. THE EUROPEAN COUNCIL HAD N THE PAST ASKED ECOF IN
TO GET ON WITH THE JOB OF IMPROVING MONETARY COOPERAT|ON AND
CONVERGENCE OF ECONOMIC POL|CY AND PERFORMANCE. THERE WAS NO SHORT=-
AGE OF POLICY INSTRUMENTS. THE PROCESS WOULD NOT BE HELPED BY HASTY
AMENDMENTS TO THE TREATY. HE SHARED THE CHANCELLOR'S DOUBTS ABOUT
THE wWISDOM OF REFERRING TO EMU.

10. BEREGOVOY (FRANCE) ARGUED THAT MONETARY AMENDMENT WAS A
NECESSARY PART OF TREATY AMENDMENT. A MONETARY DIMENSION WAS AN
ESSENTIAL INGREDIENT N THE CHANGES TO THE COMMUNITY WHICH IS NOW
UNDER DISCUSSION. NOT TO AMEND ARTICLE 107 WOULD BE TO TAKE A STEP
SACKWARDS WHEN AN OPPORTUNITY OF TREATY AMENDMENT WAS THERE. ANY
AMENDMENT SHOULD INCLUDE A REFERENCE TO EMU, EMS AND THE ECU.
DETAILED REFERENCES TO THE EMCF WERE PERHAPS PREMATURE AND

OBJECT IONABLE.

11. ANDERSSEN (DENMARK) SAID THAT THE EMS HAD OPERATED SUCCESSFULLY
SO FAR. THE DANISH GOVERNMENT'S POS|TION ON TREATY AMENDMENT WAS
RESERVED: BUT CHANGING ARTICLE 107 MIGHT HAVE AWKWARD LEGAL
CONSEQUENCES WHILE A REFERENCE TO EMU COULD JEOPARD|SE DAN|SH
COOPERATION ON TREATY AMENDMENT.

12. POOS (LUXEMBOURG) SUPPORTED THE PRINCIPLE OF TREATY AMENDMENTS,
THE 1GC SHOULD CONSIDER THE COMM|SS|ON TEXT AND THE BELGIAN
PROPOSALS.

13. CALAMIA (ITALY) SAID THAT PROGRESS MUST BE MADE (N THIS AREA.
THE TREATY SHOULD REFER TO EMU AND CONSOL |DATE THE PROGRESS BRCUGHT
ABOUT ON THE EMS.

14. RUDING (NETHERLANDS) OBSERVED THAT OPIN|ONS WERE DEEPLY DiV|DED.
THE NETHERLANDS WOULD NOT WiSH TO BLOCK MONETARY AMENDMENT BUT
AMENDING ARTICLE 107 WAS NOT A HIGH PRIORITY FOR THE IGC. ANY AMEND-
MENT WOULD NEED TO BE EXAMINED VERY CAREFULLY IN A VERY SHORT PER{OD
OF TIME. SUBSTANTIVE NEGOTIATION ON ANY TEXT MUST REMAIN WITHIN ECO-
FIN AND TS ATTENDANT COMM|TTEES. THE COMM|SSION'S REVISED PROPOSAL
WAS AN IMPROVEMENT ON THE F(RST DRAFT: (T INCLUDED THE FINAL OBJECT=-
IVE OF EMU AND EXCLUDED THE NOTION OF A TWO-SPEED EUROPE. IN A LATER
INTERVENTION HE SUGGESTED THAT HE M|GHT BE ABLE TO OFFER A REFERENCE
TO THE 1978 COUNCIL DECISICNS ON THE EMS TAKING THE FORM OF A
PREAMBLE TO THE REVISED TREATY. THIS MIGHT GET OVER THE JURIDICAL

PROBLEM OF A REFERENCE IN THE BODY OF THE TREATY. (SUBSEQUENTLY WE /osmameD)

RESTIUC




OBTAINED COPIES OF THE DRAFTS ON WHICH THE DUTCH ARE WORKING =
MUFAXED TO MORTIMER AND WALL. THE AMENDMENT TO THE PREAMBLE
REPRESENTS ONLY A SMALL PART OF THE DUTCH PROPOSALS).

15. IN A FURTHER ROUND OF INTERVENTIONS, DELORS EXPRESSED SURPRISE
AT THE REJECT(ON BY SOME OF A FA(RLY MODEST TEXT. IT ALTERED
NOTHING. THE EMU WAS ALREADY IMPLICITLY IN THE TREATY. IN THE EMS
CONTEXT THE COMMISSION HAD NEITHER MADE NOR INTENDED INITIAT|VES.
STOLTENBERG DENIED THAT HE HAD GIVEN ANY ULT IMATUM. HE HAD EXPLAINED
THE PROBLEMS WITH THE COMMISSION TEXT. GIVEN THE SHORTAGE OF TIME,
THE EUROPEAN COUNCIL SHOULD CONCENTRATE ON WHAT COULD BE ACHIEVED:
THE GERMAN VIEW WAS THAT THE MONETARY DIMENSION WAS NOT ESSENTIAL.
|F NECESSARY THE MATTER COULD BE REMITTED AGAIN TO ECOFIN. THE
CHANCELLOR SAID THAT HE HAD NOTED THE SUGGESTION THAT AN AMENDMENT
M{GHT JUST RECORD EXISTING PROGRESS. BUT THERE WAS A PHILOSOPHIC
PARADOX. SUCH A COURSE WAS JURIDICALLY IMPOSSIBLE. SIMILARLY IT HAD
BEEN SUGGESTED THAT EMU WAS IMPLICITLY PRESENT IN THE TREATY. BUT
EXPLICIT REFERENCE WOULD BE POLITICALLY UNACCEPTABLE. THIS WAS A
HIGHLY COMPLEX AREA. THE MILAN COUNCIL HAD BEEN RIGHT TO REMIT IT TO
ECOF (N, DISCUSSION THERE AND TS ATTENDANT COMM|TTEES WAS THE ONLY
wAY FORWARD EVEN (F IT COULD TECHNICALLY BE DISCUSSED (N THE EURORE=-
AN COUNCiIL. THE LATTER COULD BRING THE WHOLE EXERCISE (NTO D|SARRAY,.

16, SANTER (PRESIDENCY) SUMMED UP. THERE. WERE CLEARLY CONS|(DERABLE
DIVISIONS OF OPINION. BUT IT WOULD NOT BE POSSIBLE TO AVOID HAVING A
PROPOSAL FOR MONETARY AMENDMENTS (N° SOME FORM BEFORE THE DECEMBER
EUROPEAN COUNCIL: THE AGREEMENT AT MILAN HAD REQUIRED A QUALITATIVE
LEAP FORWARD IN COMMUNATY AFFA4RS, HE HAD. NCT GIVEN.UP- HOPE- THAT A
MIDDLE WAY COULD BE FOUND WHICH WOULD COMMAND GENERAL ASSENT. THE
MONETARY COMM|TTEE SHOULD CONSIDER ON 28 NOVEMBER DELORS'S REVISED
DRAFT AND THE BELG{AN PROPOSALS. ITS DISCUSSION COULD BE REPORTED TO
THE EUROPEAN COUNCIL.

HANNAY
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NOTE FOR THE RECORD

MEMBERSHIP OF THE EXCHANGE RATE MECHANISM OF THE E M S

The Prime Minister yesterday held a meeting to discuss
whether the UK should become a member of the E R M. Present

were the Chancellor, the Foreign Secretary, the Governor of the

Bank of England, the Lord President, the Lord Privy Seal, the

Chancellor of the'Duchy, the Chief Whip, the Secretary of State
for Trade and InduStry)ASir Peter Middleton, Sir Terence Burns,

Mr Eddie George and Professor Brian Griffiths.

Introducing the discussion, the Chancellor said he had given
considerable thought to the proposal that the UK should now join.
The belief that outside the E R M the UK would have greater
freedom than inside, was, to a large extent, illusory: the
Government never had complete freedom of action in the real world.
Its economic policy depended critically on confidence in the
market$and that confidence could be greater if the Government had
made the commitment to the E R M. The Chancellor recognised that,
if the UK joined and there were substantial pressure on sterling
during the run up to an election, the UK would have to take leave
of absence from the system. But it could well be easier to
manage pressure on sterling in those circumstances if the UK

had shown its commitment by joining the E R M.

In a discussion of the possible political problems of
persuading Government supporters on the merits of joining, the
Chancellor of the Duchy gave his view that, if the Government
decided to go in, any political problems could be overcome.
The likely support from some back-benchers who were otherwise
critical of the Government's economic policy might prove to be
very helpful. The Lord Privy Seal was more doubtful and also
argued that it would be wrong for the Government to tie its
hands by making a commitment of this kind to its European

partners.

The Secretary of State for Trade and Industry said he had

in the past always been opposed to joining, in the belief that




that membership would be de-stabilising. He had now concluded
that it would be right to join, both because the fragility of
present monetary policies had been displayed and because there
was now a much weaker connection between movements in oil prices

and the exchange rate.

The Prime Minister argued strongly against joining for two
reasons. First, the UK had very low reserves by comparison
with other members of the system and it also had more open capital
markets than any other except Germany. Pressure on sterling
would feed straight through to interest rate decisions in a
mechanical way, leaving the Government no discretion. Secondly,
for the UK to pull out of a system in advance of an election would,
whatever the Government said, be taken as an indication that it
lacked faith in its own economic policies. The important factors
for maintaining confidence in Government policies were firm
control of public expenditure and public borrowing. The Government
must maintain some freedom of manoeuvre and should not tie itself

to exchange rates within a rigid grid.

The Foreign Secretary acknowledged the political hazards.
However, the M T F S had been crucial in creating confidence and
giving long-term credibility to the Government's policies.

However, everyone had now lost confidence in sterling M3 as a

monetary indicator. The Chancellor's and Governor's Mansion

House speeches had been masterly in making bricks without straw.
The hazards to interest rates were now greater outside the E R M
than inside it. He also took note that the Government's main

economic advisers had now changed their minds and were in favour

of joining.

The Governor pointed to the difficulties of explaining
policies in the present circumstances. The Government had to
say that it looked at the exchange rate in judging economic
policy but this was inevitably followed by the question,
what level for the exchange rate the Government had in mind as

being acceptable. There was no answer to that. The Prime
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Minister suggested that this was an inadequate formulation of
the question. The speed of movement of the exchange rate as

well as its level had to be a factor.

The Lord President expressed confidence in the judgement
of the Chancellor and the Governor. If they felt the time was

right to join, their views needed to be given full weight.

The Chief Whip was surprised that there had been so little
call for the UK to join the E R M since the Mansion House speeches
had been made. It seemed likely that the calls for the UK to

join would increase with the passage of time.

The Chancellor saw a distinct possibility that the UK might
be forced to take a decision to join at some later date in much
more difficult circumstances. The Lord President also saw
difficulties in a situation in which the Government decided not
to go in despite a growing belief that it should have decided in

favour.

The Prime Minister, bringing the discussion to a close,
said she had not been convinced by the arguments in favour of
joining. She agreed, however, that it would be right to
maintain rigidly the line which had been taken so far, that the
UK would join when the time was right. As for the conduct of
economic policy, it was all the more important now to maintain

strict adherence to the public expenditure totals.

BAN

DAVID NORGROVE

14 November 1985
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SECRET

PRIME MINISTER

ERM

You are holding a meeting tomorrow morning at 0900 for 1%

hours to discuss whether the UK should join the ERM.

The cast list is the Chancellor, Governor, Foreign Secretary,
Lord Whitelaw, Mr Tebbit, Mr Brittan, Mr Wakeham, Mr Biffen,
and, in the back row, Sir Peter Middleton, Terry Burns,

Eddie George and Brian Griffiths.

The papers are:-

(a) Note by Brian Griffiths

(b) Paper by the Treasury

(c) Answers to our questionnaire

(d) The main paper prepared for the seminar in February.

You will remember that this last paper includes the arguments
the Treasury were prepared to include at a time when they were

sceptical about the case for joining.

I am told privately that the Chancellor has seen separately
all of the Ministers who are coming to this subject for the
first time. The Treasury tell me their reaction has been

that of course this is a subject where they are prepared to

trust the judgment of the Chancellor and Governor.

This suggests to me that the Chancellor has blinded them with
science, bringing out the advantages in terms of economic
policy, narrowly defined, without exposing for them the
political disadvantages you see particularly in the weeks

before an election.

I suggest you begin by asking the Chancellor and Governor to

SECRET




set out the case in favour. You should probably then
your strong doubts before inviting the wider group of

Ministers to comment.
It could actually be rather awkward if (as seems most
unlikely) the meeting tomorrow morning were to decide in

favour of joining: the Governor is off to South America from

next weekend until early December!

Oty Clele

P

7

David Norgrove
12 November 1985
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PRIME MINISTER

THE EXCHANGE RATE MECHANISM

The Chancellor argues that the presentation of our financial

policy is now so unclear that we are paying the price in

higher interest rates. We look at so many indicators that the
markets believe that we can always find a justification for
whatever we want to do. The original objective of the MTFS -
creating a clear framework of intermediate rules such as
monetary targets - has been lost. Interest rates are higher
than they need be because they include a risk premium to allow
for the possibility that policy will be relaxed. So we need

to re-establish a clear financial rule by joining the ERM.

You might want to ask the following questions about this

analysis:

Do we need to re-present the MTFS?

The Chancellor is trying to return to a golden age when the

MTFS was clearly defined and rigorously followed. But:

the most important component of the MTFS concerns fiscal
policy. Joining the ERM does nothing to buttress our
commitment to controlling public expenditure or ensuring

the PSBR continues to decline as a percentage of GDP.

like all such golden ages it never existed. We first
adopted the MTFS in March 1980 and by July 1980 the

removal of the corset led to the first 'distortion' of
£M3. We have used £M3, M1, PSL2, and MO in subsequent

formulations of the strategy.

this Government has painfully earned credibility for its
commitment to reduce inflation. That is the ultimate
objective. Do we need to nail new colours to the mast
when the markets already know where you are trying to

steer the ship. How great are the market's fears of your
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commitment to a tight policy being undermined by the

attractions of a pre-election spending spree?

This Government's financial policy boils down to cutting back
on borrowing together with a willingness to raise interest
rates when the pound looks weak or financial conditions look
loose. It is the element of discretion in all this which
makes the markets suspicious. But if we have managed so far

why can't we continue to do so?

Will we not export this problem to Germany?

The Chancellor argues that the pace of financial innovation
and deregulation in London is more rapid than in Germany and
it is this which makes it difficult to read the financial

indicators here.

But if we try sticking to the DM, we also bring tbgether the

British and German banking and capital markets. Competition
between these markets will ensure that the pace of financial
innovation and deregulation is similar in both countries.
Hence we cannot avoid the innate uncertainties of reading
money supply figures created by innovation and deregulation by

moving this problem to Germany.

Will it Work?

The sterling Deutschmark rate has fluctuated between $3.50 and
4.00 in the past four years. If we joined the EMS we would
presumably need to hold in the DM 3.60 to DM 3.80 range at

the most. But the financial world may continue to be as
volatile in the future as it has been over the past few

years:

the oil price is still unstable and pulls sterling and

the Deutschmark in different directions.

if there is a flight from the dollar funds may not go

equally into Britain and Germany.
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What about the run-up to the next Election?

Can we actually stick to the exchange rate rule if there is a
risk of Labour winning the next Election? There could be a
run on the pound, in which case the Chancellor accept that we
would have to withdraw from the ERM. He thinks this could be
turned against Labour. This is the crucial political
question. There is a risk that any such crisis would rebound
against the Government. After all, the Government remains
responsible for financial policy. And if the exchange rate is
the only financial rule we have, and we are driven off that,

then we really are in uncharted waters.

Do you wish to reduce your control over changes in interest

rates?

At the moment, our changes in interest rates have an important
discretionary element, though often provoked by crises in the
exchange markets and driven by the clearing banks. You will
now lose what political control over interest rate changes you
have, as they will be determined by fluctuations in the
sterling rate against the Deutschmark. The Chancellor sees
this as positively desirable. He believes it will enable us
to achieve lower interest rates on average. But from

a political point of view it reduces your room for manoeuvre.

i Cisd

Brian Griffiths David Willetts

Vowd VIWeka

12 November 1985
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Treasury Chambers, Parliament Street, SWIP 3AG
01-238 30600

11 November 1985

David Norgrove Esq
10 Downing Street
LONDON Swl

bea dow

ERM

I attach a copy of the Chancellor's paper on the ERM for the Prime
Minister's seminar on Wednesday 13 November. For the benefit of
others attending the meeting, I am also now circulating the answers
to the questions posed in your letter to me of 15 October. (They
were prepared jointly by the Treasury and the Bank).

I am copying this to Joan MacNaughton (Lord President),
Len Appleyard (FCO), John Mogg (DTI), David Morris (Lord Privy
Seal), Andrew Lansley (Chancellor of the Duchy), Murdo Maclean
(Chief Whip) and John Bartlett (Bank of England).

M

RACHEL LOMAX
Principal Private Secretary
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THE EUROPEAN MONETARY SYSTEM

Paper by the Chancellor of the Exchequer

On any objective test the British economy is doing well. For over
four years now it has grown at a steady 3 per cent a year and we
have the prospect of this continuing in the period ahead. We are
achieving the steady growth which governments have sought in vain
for many years.

But we cannot take this for granted. The only way we can keep
growth going (and with it any prospect of a fall in unemployment)
in the world in which we live is to keep inflation coming down - and
convince people that it will continue to come down and stay down.

The main threat to steady growth is the fear that inflation will
re-emerge and that measures which the Government would then take to
combat it will thrust the economy into recession and a further rise
in unemployment.

Given our record since 1979 it is fair to ask why these fears about
inflation persist. The answer is history. Low inflation is a
relatively recent phenomenon. In the eyes of the world's financial
markets, and this includes our own, British governments remain

suspect. There is still a nagging fear that sooner or later we will

succumb to the temptation of going for an easy inflationary option.
The only means of countering this fear has been explicitly to
constrain our own freedom of action by setting targets for monetary
growth and supporting this by a tight fiscal policy. This was the
thinking that lay behind the publication of the MTFS. The conduct
of economic policy must always be guided by a mixture of rules and
discretion. Since the collapse of Bretton Woods in 1971, policy in
the UK seemed to rely wholly on discretion, and not at all on rules
- and we were simply not trusted to use our discretion in a
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consistently non-inflationary way. So we had to make a fresh
commitment to a new set of anti-inflationary rules - the MTFS.

This commitment has served us well. But it is running out of steam.
First, as a matter of substance, the measures of money (including
in particular £M3) are going through a prolonged period of
instability. They are doing so for the best of reasons: the
liberalisation of the economy which is an essential element in our
overall strategy includes financial 1liberalisation, which is
progressing apace. But the fact remains that the money numbers
cannot be taken at their face value when the institutional
structure is in a state of flux. The rules based on them have
inevitably lost much of their original clarity. And, to carry
conviction in the markets, we have needed to buttress them by
adopting a visibly cautious approach to setting interest rates -
certainly since last January.

Second, it is most unusual for a British Government to maintain the
same policy for as long as we have done. This carries with it great
advantages. But it does give us a growing problem of presentation.
After a period of some years, there is a need for a shot in the arm
- a touch of imagination and freshness to help the explanation and

to ensure that our policies continue to carry conviction.

After grappling with these problems as Chancellor over two years
now, I have come firmly to the conclusion that joining the exchange
rate mechanism of the EMS would deal with both the issue of
substance and the 1issue of presentation, and is the only
practicable means of doing so. The exchange rate is more readily
comprehensible than monetary targets, and we are already relying on
it to a major extent as an indicator. To join the EMS would
reinforce the discipline and commitment inherent in the MTFS - and

T L e e e e e sl SRR 20 ey
be seen to do so. The interested public seem ready for it.
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Industry certainly is. We should respond to a general yearning for
a greater degree of exchange rate stability. And we could give
policy the new impetus we need to carry us up to the election and

beyond.

The public stance of the Government has consistently been that
sterling would join the Exchange Rate Mechanism (ERM) when the time
was right. Answering Dr Owen on 31 January this year in the House

of Commons, the Prime Minister said:

"We have always said that we shall join the exchange rate
mechanism of the EMS when we believe that the time is
appropriate. It is kept under review from time to time, but I
must make one thing clear. Joining the EMS would not obviate

increases in interest rates, it would not obviate the need for

finanéiéiwdiscipline and, indeed, it might increase it."

I am convinced that the time is now right. The economy is strong,
inflation is coming down and the exchange rate is not under threat.
Over the past three years now (see Chart 1) the
sterling/deutschemark exchange rate has bobbed about within a range
of broadly DM3.60 to DM4.00 to the £: we are now in the lower half
of that range at a little over DM3.70, and we should take the
opportunity to join at around this rate. On the other hand, if we
defer a decision much longer we will simply run out of time: we
clearly could not join too close to the election and I have in any
case to recast the presentation of policy fundamentally between now
and the Budget following the patching up job I did at the Mansion
House. I believe we should seize the initiative and join now.

Of course, there are risks. But the balance of argument is now very
different from what it was two or three years ago. We are not now
in a state of general crisis with Europe over our Budgetary
contribution. We do not have an inflation rate that is out of line

with the EMS countries in general. The petrocurrency problem - the
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tendency of sterling, alone among European currencies to move in
line with the price of oil - is a shadow if its former self (see
Chart II). And the main currency concern - the dollar, and to some
extent the yen - is one that we share with the other EMS currencies.

The main risk that remains is one that will be with wus
indefinitely: that sterling will be subject to excessive
fluctuations because of the openness of our markets and the fact
that ours is such a widely-held currency: the plain fact is that '
a bout of exchange rate pressure were to arise on this account we
should be bound in practice to adjust our interest rates
accordingly, whether or not we were in the EMS - as the experience

of this January clearly showed.

We must recognise this reality. If interest rates are going to
change anyway in response to the exchange rate we should be
foolhardy to forego the advantages of an explicit exchange rate
policy which, through its effect on expectations, will have a
beneficial long term influence on interest rates. And the only
possible explicit policy we could have is to join the ERM.

The state of affairs I have just decribed is, indeed, likely to
become progressively more pronounced. Now that we are disabled
from steering by £M3 (although of course we continue to watch it
closely) and are obliged to place greater weight on the exchange
rate, markets will increasingly come to wonder why it is that we

are not joining the EMS. And the only conclusion they can reach -

aided and abetted by periodic moans from industry - is that we may
wish to see the exchange rate lower, if not now, then before too
long. Thus the gap between the level of interest rates needed to
maintain the sterling parity within the EMS, and the higher level
of interest rates needed to maintain roughly the same parity
outside the EMS, already evident today, will steadily widen.
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The reference to industry deserves some elaboration. We all know
that our most intractable economic problem apart from unemployment
itself (and with which indeed it 1is closely 1linked) 1is the

persistent tendency of British industry to allow its labour costs

per unit of output to rise faster than its competitors' do. This
can be resolved only in one of two ways: a falling exchange rate to
accommodate inordinately rising costs, or industry controlling its
costs better. Industry is far more likely to buckle down to the
latter, which is the infinitely preferable course, if it knows that
the former has been rendered unlikely by virtue of our joining the
exchange rate mechanism of the EMS - a step, incidentally, which
(for reasons of exchange rate stability) they themselves have
called for.

There is, however, one further risk, which cannot be left out.
Whether or not we are in the EMS, it must be quite likely that the
outcome of the next General Election will not seem a foregone
conclusion in advance, and thus that there will, before polling
day, be a precautionary flight from sterling which could well be of
considerable dimensions. In or out of the EMS, we will wish to turn
this to our political advantage, by pointing out that if the mere
prospect of a Labour Government causes such alarm, it is not
difficult to imagine how much worse the reality would be. But in or
out of the EMS, this would still leave us with a nasty financial
crisis to handle.

In my judgement it would be marginally easier to handle if we were
inside, rather than outside, the EMS. This is because inside the
EMS, the flight would be likely to arise at a much later stage (and
thus last much 1less long) and could be pinned much more
convincingly on the political threat rather than being seen as a
lack of confidence in our own economic management. Indeed, if we
were in the EMS at the time, we would almost certainly wish to take
temporary leave of absence to deal with what would clearly be a
temporary political phenomenon.
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But well before then we would, if we were to join the EMS now, have
established our fundamental credibility as a member of the system.
Indeed, for the reasons set out in the earlier parts of the paper, I

am forced to the conclusion that not to join now would be a historic

missed opportunity in the conduct of economic policy which we would
before very long come bitterly to regret.

One last point. My judgement that the advantages of joining now
outweigh the risks is shared not only by the Governor of the Bank of
England, but also by senior officials in both the Treasury and the
Bank. They all believe that it makes operational sense to join and
that they can now deliver our policy objectives more effectively in
the EMS than if we remain outside it.

N.Ls
11 November 1985
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ANNEX

History and Mechanics of the EMS

The European Monetary System (EMS) was set up following a Franco-
German initiative at the European Council in April 1978, the detail
being finally approved at the European Council in December. The
objective of the system was the establishment of a "zone of
monetary stability in Europe". The agreement included the creation
of a new currency unit, the European Currency Unit (ECU). The
importance of convergence of economic policies for the success of

such a system was emphasised.

o All the then nine members of the Community were members of the
system, but the United Kingdom decided not to participate in the
Exchange Rate Mechanism (ERM). However, Britain participates in
all aspects of the EMS other than the exchange rate mechanism:
20 per cent of our gold and dollar reserves are deposited with the
European Monetary Co-operatin Fund (EMCF) for which we in exchange
are credited with ECUs; there is a sterling component in the ECU
and the UK plays a full part in all Community discussions about the
development of the system.

35 The ERM is the heart of the system. Countries participating
in it agree to fix a set of central cross rates between each pair of
currencies (known as the "parity grid"). Members are then
committed to maintain their market exchange rates against other ERM
currencies within a band 2% per cent either side of the agreed
central rates (except for the Lira which for the time being is kept

within a + 6 per cent margin). It is assumed that the UK would

enter the system with the 2% per cent margin.

4. Action to maintain ERM currencies within the agreed bands
usually takes the form of:-
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Intervention in the exchange markets. (This 1is
compulsory at the outer 1limits of the band, but

discretionary when "intra-marginal")

Changes in domestic interest rates

Some combination of the two.

Members may also seek a currency realignment - usually only done if
intervention and interest rate changes are judged unlikely to
suffice to maintain the parity. Intervention may either be in
dollars or in the participating currencies (subject to certain
limits for intra-marginal intervention). There are substantial
short-term credit facilities available for financing intervention,

but these have been used relatively sparingly.

D The system has enjoyed greater stability than many expected at
the outset. There were several significant realignments notably in
the period October 1981 to March 1983; including three devaluations
of the French franc. But there has been no general realignment
since March 1983 - this July's change was confined to the Italian
lira.

6. Following the March 1983 realignment the ERM withstood a see-
saw movement in the deutschemark-dollar rate in 1984 from DM2.5 to
DM3.2 without unmanageable difficulties, though the French,
Italians and Belgians each had to intervene to the tune of over
$1 billion in February 1984. During 1985 the deutschemark has
strengthened against the dollar by about 25 per cent, from a low of

3.47 to 2.60, without any significant strain on the mechanism.

This includes the period since the G5 agreement of 22 September in
which the DM has risen by 7% per cent against the dollar.

7. The stability of the ERM since March 1983 reflects greater
convergence between ERM countries following the strong French
measures of March 1983 to tighten fiscal and monetary policies and
the sharp (and continuing) fall in both French and 1Italian
inflation rates.

HM TREASURY
11 November 1985




CHART |: MOVEMENTS IN STERLING AGAINST DM

NOMINAL O EXCHANGE RATE

(INCREASE REPRESENTS [ APPRECIATION) QUARTERLY AVERAGES

DM PER POUND

=4

- 4.5

4 4

e .
S S — st

3.5 —r—r—v—r

1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985




CARRT I OIL PRICES AND THE EXCHANGE RATE

—— WORLD OIL PRICE,SDR PER BARREL,LEFT SCALE
- =« STERUNG EXCHANGE RATE INDEX 1975=100,RIGHT SCALE

v

1982 ETY 1984




RR3.34

Treasury Chambers, Parliament Street, SWIP 3AG
0O1-233 3000

8 November 1985

David Norgrove Esq
10 Downing Street
LONDON

SwW1l

A
4 | ’
! /

,‘v.‘p(\,\ Z(w\p

ERM

Please substitute the attached chart for chart 3 attached to
the questions and answers for the Prime Minister's seminar on
13 November.

I am copying this to John Bartlett (Bank of England).
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David Norgrove Esq
10 Downing Street
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ERM

As requested the Treasury and the Bank have prepared full
written answers to the questions attached to your letter of
15 October, in preparation for the Prime Minister's seminar on
sterling and the ERM on 13 November. These are attached.

I am copying this to John Bartlett (Bank of England).
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RACHEL LOMAX
Principal Private Secretary
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The questions are not answered strictly in the order in which they
were listed; some reordering has been done where this might help by

bringing related answers together.

Q21. What are the implications for the way we conduct and
present policy, of sticking to the present arrangements?

(a) The conduct of policy would lack a visible discipline, and its

A R

presentation would lack clarity.

N — T —TT T —

(b) The MTFS framework of monetary targets has, successfully,
provided an objective guide to the conduct of policy. But, as
discussed at the PM's July seminar, financial innovation has made
it increasingly difficult to interpret the monetary aggregates
(especially at present £M3), and so to rely on them as a policy
discipline as heavily as we have in the past. We have to be guided
by a wide range of factors, and have in practice - especially since
January - placed much greater emphasis on the exchange rate,
without of course any explicit target. The discretionary element

in policy decisions has correspondingly increased.

(c) Without a more clearly-defined intermediate objective, policy
is also harder to explain, and a high premium attaches to
maintaining the markets' trust in the skill and judgement with
which policy is operated. The Mansion House speeches were well
received in this respect but have only provided a breathing space
in which to rethink the presentation of policy. More precise
policy guidelines will be looked for when the MTFS is updated at
the time of the Budget.

(d) Unless we can find more robust guidelines our handling of
interest rates in particular will remain under exceptionally close
scrutiny. To maintain confidence, we will need to be very cautious
indeed - more cautious probably than if we had successfully
established a clear external discipline.
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(e) Moreover while sterling remains outside the ERM it is a
particularly tempting target for speculation on the foreign

exchange markets.

Q2. Would joining the ERM amount solely to an evolution of
the policy framework or would it also imply a change in

the policy stance? ; ’_'-%-

(a) Joining the ERM would not imply any change in the policy
stance. Rather it would reinforce the framework and give policy

new impetus.

(b) It would be an evolution. As explained above, we have already
been obliged to modify the operation of monetary targets and forced
to pay more attention to exchange rate changes in making decisions
about interest rates. This started in Autumn 1980 and Spring 1981
when interest rates were reduced in the face of sterling's strength
despite rapid growth of £€M3. Chart 1 shows that the sharp interest
rate hikes of Autumn 1981, January 1983, July 1984 and January 1985
were all triggered by exchange rate weaknesses. Interest rate
reductions have generally been accompanied by exchange rate

strength or, at least, stability.

(c) Joining the ERM would be a logical further step in this
direction. Within the ERM we could continue to operate policy to

keep sterling strong and maintain pressure to bring inflation down.

Ql. Wwhat are the reasons for wanting to take a decision
now - one way or the other?

(a) The balance of argument has now shifted towards joining (see
Question 19) and we could now in from a position of strength.
This 1is widely récognised not least by the Government's own

supporters. And membership of the ERM is increasingly seen as the

missing piece of jigsaw as far as monetary policy is concerned.

(b) As a result there is recurring speculation that we are going

W/
to join. This is unsettling to markets and industry. It would be

better to resolve this uncertainty now, well before the run-up to

the next election.
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(c) Moreover if we do not join markets will start to ask why not.
They are likely to conclude that we want to keep our options open.
In practice this means the option to devalue - as persistently
argued by the CBI. The price we will pay for these suspicions is

the need to maintain conspicuously high interest rates.

Ql6. What flexibility would be lost by sterling joining the
ERM, in terms of (i) the policy stance (ii) timing of decisions

(iii) presentation?
(a) As explained above the policy stance is directed towards
putting downward pressure on inflation and ERM membership would not

involve any change in this.

(b) Reinforcing our disinflationary strategy inevitably entails

p—

»_\‘JV’L ome sacrifice]of discretion over the operation of policy, but
v imposing constraints on discretionary action in such a visible way

would improve credibility and confidence. It would reassert the

principle of self-discipline inherent in the original MTFS.

» (c) As a result there would be some loss of flexibility in the

wrj.t;j timing of decisions. 1In particular, it would create pressures for
d‘w\ changes in interest rates to take place earlier than they have

waw tended to do in the present system. This would be helpful if it

reduced the "bias in delay" which is a potential problem in any

discretionary system. It would only be a problem if the market's
view of the need for action were different from our own - a

situation that can arise whether or not we are in the ERM.

(d) There would be little change in the presentation of policy.
As explained above interest rate increases have almost invariably
been associated with exchange rate movements. But the underlying
explanation can usually be presented in terms of the ultimate
counter-inflationary objective of policy and this would continue to

be so.
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‘ Ql9. Are the objections to joining of a fundamental nature
or are they questions of timing?

(a) Objections to joining are no»iggger a matter of timing. Those

that remain are more fundamental.

- a————— ——- Y

(b) The exceptionally good cost performance of Germany. Our

relative performance has improved. In terms of consumer prices
from 15% compared with 8% average for EMS countries in the final
quarter of 1979 to 3%% compared with 3% average for EMS contries
prospectively by the middle of next year. In this respect the
greater freedom of action outside ERM is illusory; we should not
wish to avail ourselves of the freedom to depreciate. One purpose
of joining would be to put pressure on our costs to develop more in

line with those in Germany.

(c) The oil factor. This makes us potentially vulnerable to any

weakening in the oil price and, in the long term, to the decline in
North Sea output. But the real oil price has already declined from
its peak and oil price movements no longer exercise as great an
influence on sterling as in the past (see chart 2). 1In 1980-81 the
market took an exaggerated view of the importance of changes in oil
prices for sterling. More recently, with the prospect of gradually
declining oil production, the markets' perception has changed, and
the impact of o0il price movements on sterling has become less
pronounced. But it cannot be denied that this factor will continue

-,

to distinguish us from ather members of the EMS (see question 18).

(d) The dollar problem. Sharp changes in the dollar can affect

the relationship between the DM and sterling. This partly reflects

the size, openness and dollar orientation of our financial markets.
But major swings in the dollar can produce strains within the
existing ERM too. While the dollar has already had a sizeable

adjustment, there may be more to come.

—

(e) The oil sand dollar problems will pose difficulties whether or
not we are in the ERM. Both have become somewhat less acute
recently. But there is no reason to expect them to ease

significantly in the short term. So the arguments in terms of
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. 'unripe time' are no longer convincing. It -is a matter of
judgement if the longer term difficulties are so fundamental that

they offset the clear advantages of joining.
Q3. Are present monetary and fiscal policies tight enough
to sustain a fixed parity against the DM, bearing in mind the

strong performance of the German economy? For how long?

(a) We judge present policies to be tight enough to bring down

inflation. Over the past two years or so - despité‘some short term
volatility, not shared by ERM members - there has been no downward
trend in the DM/£ exchange rate (see chart 3). Relative to the
German inflation rate we expect to be at least as well placed as

other major ERM countries over the period ahead.

(b) The biggest risk to stability within the existing EMS is a
sharp fall in the dollar which might cause the Deutschemark to
appreciate against all other EMS currencies. In such an event
there would probably be some realignment within ERM. If we were
within the ERM we would consider the position of sterling in the
light of our performance against domestic monetary targets and
other indicators. The overriding consideration would be the need

to maintain downward pressure on inflation.

Q4. Would a decision on when to join be affected by the rate
of sterling against the DM at that particular time? What do

you see as thzkappropriate rate for sterling agéfﬁst the DM?

(a) There is no uniquely 'right' rate; a balance has to be struck

between the need to maintain downward pressure on inflation and the
need to avoid impairing industry's international competitiveness.
The DM/£ rate of 3.50 reached last February was clearly too low and
threatened anti-inflationary policy; the rate of 4.00 reached in
July was probably too high and threatened to put too much pressure

on industry's competitiveness.

o —

(b) The current rate of 3.74 is close to the average over the past
2% years of 3.84 and has been consistent with anti-inflationary

—————————

pressure and steady 3 per cent output growth. And over this period
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employment growth in the UK has been clearly better than in ERM

countries.

(c) These considerations together probably point to a central rate
somewhere between DM3.65 and DM3.75. But if we decide to join we
would have to be prepared to join at something close to the current

rate. The ERM margins would give us some room for manouevre,

however.

Q5. How would the role of the monetary targets change if

sterling were to join the ERM?
Q6. How much weight would in practice be given to them?

(a) The role of monetary targets has already changed. We
interpret their behaviour in the 1light of other information -
particularly exchange rate movements which have taken a more

decisive role.

(b) 1Inside the ERM short term interest rates would be
operationally determined, particularly at times of exchange market
pressure, by the need to stay within the band. But monetary
developments would remain Jjust as important as before in
influencing the course of inflation in the medium term, and

monetary targets would play the same role as now.

(c) Other EMS members have monetary targets and there is no reason
to expect any fundamental conflict between pursuing those targets

and operating within the ERM.

(d) If a conflict did arise, however - eg if we persistently found
that the level of interest rates required to keep sterling within
the ERM was not high enough to deliver monetary conditions
sufficiently tight - then we would need to consider whether to seek

a realignment.

Q7. In what ways would joining the ERM have a helpful effect

on expectations?

(a) By demonstrating our determination to pursue a firm anti-

inflationary policy.
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(b) By enabling policy to be presented more clearly and

convincingly.

(c) The exchange rate commitment would make it plain to companies

that excessive pay increases would not be bailed out by a

depreciating exchange rate.

(d) Greater exchange rate stability would provide a firmer basis

for industrial decision-making which could ultimately be helpful to

employment.

Q8. 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?

—— -

(a) A tightening of policy would normally, as now, be presented as

necessary to the counter-inflationary strategy.

(b) The exchange rate is a more widely understood form of

financial disciplinérgﬁan the monetary aggrSEEEEEZ::) o O

e

(c) Bn current circumstances of uncertainty about the
interpretation of the monetary aggregates, the monetary "rules"
implied by the present approach are far from clear even to those

who find it easy to think in such terms.

Q9. How would the decision to join the ERM be presented both

to the markets and more widely?

(a) As a logical extension of our present financial policies

(reflecting the increased weight placed on the exchange rate).

(b) The formal exchange rate commitment involved in membership of
the ERM would be seen by the markets as reinforcing the intended

discipline of monetary targets.
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(c) More widely, it would be presented as underlining the

Government's determination to reduce inflation.
Q10. How would the admission of sterling change the ERM?

It would introduce a second internationally traded currency and one

that would tend to be affected by oil price changes in the opposite

way to other ERM currencies. In order to minimise any potential

V/Nr”.lnstablllty arising from thi€ change very close collaboration

Vﬁétween the German and UK monetary authorities would be needed, but

/\ ,Jwvfhere is every reason to believe that the Germans would recognise

(,* this as clearly as ourselves.
Qll. WwWhat turbulence would you expect if we were to join?

Joining the ERM would probably not in itself generate turbulence.

However, specu1ato;g/;;GT5\E8’E3GEEvE;E2/;;¥EEFT§‘SEBBFzE;TE;’?€§—
,ﬂﬂif there were a weakening in the oil price or further instability

in the dollar) to test the £/DM rate. We would obviously need to be

p%lv ready to react to such turbulence - should it arise (see

question 17).

Ql2. To what extent would the present level of reserves provide

a cushion against temporary downward pressure on the exchange
rate, on the basis of past experience here and in other

countries? Would you expect a net cost to the reserves over time?

(a) Our available reserves are relatively small, as the table

shows. And they may in any event need to be strengthened, by

further borrowing if necessarvL_ln due course. In the ERM they

would need to be buttressed by close co-operation with Germany.

m— e

(b) Our reserves could provide a cushion against modest downward
pressure. But if the pressures on sterling were severe there would

be no alternative to raising interest rates.

(c) There is no reason why, over time, the pressures should be one

way. Hence there should be no net reserve loss.

///’\\\///f—\\u//—\\,g/‘\y//~\-———-_,/
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INTERNATIONAL COMPARISON OF RESERVES*

(Convertible currencies)

% of
$ billion 1984 exports

7
>4

UK 10:4 .(1) 8.6
Germany R g7 A
France 18.4
Italy 22.6
Netherlands 3 10.9
Belgium Zoik
Ireland 3241

(1) Including the $2.5 billion FRN borrowing.
* The UK figure is for end-October: other

countries are for July or August.

Q13. In periods of upward pressure on the exchange rate what
considerations would determine the extent of intervention before

the decision to seek a realignment?

(a) If intervention led to a large increase in the reserves there

would be a presumption that interest rates could be reduced.

(b) If we felt that intervention and/or interest rate reductions
were inconsistent with our anti-inflationary objective we would
consider seeking a realignment. This situation might arise, for
example, if the Germans were not to stick to their traditional
disciplined policies in the future eg in the aftermath of an SPD
victory in the German elections in (March) next year. 1In practice,
however, even if the SPD were to win the next German election this
is most unlikely, given the SPD's track record when in office

before, to signal any departure from financial orthodoxy.
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0l4. 1Is it envisaged that interest rates would change more

often than they do now?

(a) If we are successful in establishing credibility, membership
of the ERM should promote more stable monetary conditions than we
could enjoy outside it. The general level of interest rates could
then be lower, and change less frequently if we joined. The
present level of UK interest rates currently includes a premium for
uncertainty about the Government's monetary policy and the future

course of the exchange rate.

(b) But at some - possibly quite early - stage the market may well
test our resolve and commitment to the ERM. We would need to react
promptly and effectively by raising interest rates. It could well
be only after weathering that test that the benefits outlined in

(a) above would emerge.

(c) In the face of exchange rate shocks, - a fact of 1life whether we

are in the ERM or not - there would be even less scope inside for

the exchange rate to take any of the strain: The shock would be

quickly transmitted to the money markets and its impact on interest

rates might be more immediate. But in practice the difference is
unlikely to be very great, as the events of this January

demonstrated.

Q015. 1Is there a risk that the decision to abolish exchange

— —

controls would be seriously called in question?

v g
OWMQpL(a) There is no influential body of opinion nowadays that

S

ffdtﬁ“

argues that exchange controls allow a country to prop up the
exchange rate and so avoid higher interest rates for long i€

confidence weakens. Currently the pressure is on those EEC members

that have exchange controls(f?rbismantle tEEETt::>,4v.
S — n*‘- h<'

(b) This pressure would be reinforced by Britain's membership

because the continuation of controls, rather than the absence of
British membership, would then be more obviously the most important

obstacle to the proper working of the EMS.

10
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Ql7. What are the downside risks?

(a) The main downside risk of giving greater emphasis to the

exchange rate is that sterling will come under strong pressure in

the foreign exchange markets confronting us with a difficult choice
between devaluing and a sharp tightening of policy. That risk
exists now. But in the ERM it would have a higher political

profile. Devaluation would be seen as a defeat for the Government.
T A S

——

(b) Devaluation could also seriously undermine the credibility of
policy that membership of the ERM is intended to bring. On the
other hand, avoiding this by a sharp rise in money market rates,
which would almost certainly be quickly followed by an increase in
mortgage rates, would itself be very unattractive, particularly at
a time when unemployment was high. But this dilemma also exists
now, outside the ERM. The real difference would be the heightened

profile.

Q18. Does the UK's position as a major oil producer and exporter

exporter mean that it is too risky to join?

(a) Obviously these characteristics of the UK's position do make

it harder to Britain to be a member of the ERM. It is partly for

———

this reason that Britain has not so far joined.

——

(b) The importance of the oil factor is less than early years of
EMS when UK oil production rose at a very rapid rate and oil prices

rose by large amounts.

(c) With gradually declining oil production, fluctuations in oil
prices are likely to have a diminishing impact on sterling; and
there are clear signs - see the attached chart 2 - that this has

been occurring over the past two years.
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‘ (d) Over the longer period some fall in the real exchange rate

will probably be necessary as the economy adjusts to gradually

12225_91;_Qg;pgt (even though we may be self sufficient at the end

of the century). 1MW any case, this would best come about through a
?EEEEE;;:E;:_;? domestic wage costs. Membership of EMS should

improve the chances of this happening.

Q20. Could any benefits from joining the ERM be gained by
instead setting a band (published or unpublished) as a

non-member?

(a) No.

(b) Working to an unpublished band would be very close to
continuing present policy and give us none of the benefits that

membership would.

(c) Working to a published band would give us the effective
obligations of membership - and all the downside risks mentioned in
answer to question 17 - without the benefits of the institutional

backing and credibility tht formal membership would give.

(d) It would also make it very difficult indeed to explain why we
had decided not to join the ERM.

Q22. Given that financial innovation is proceeding fast in
the US and Germany why is it more difficult to interpret

financial conditions in the UK?

—

(a) The US is also going through a period of rapid financial
change and has for some time experienced similar difficulties to
our own in interpreting their monetary aggregates. They have, for
example, already raised their Ml targets once this year, but remain
well above the new, higher, target range. And, like us, they have
had to give more emphasis in policy decisions to their exchange

rate.

(b) In Germany, on the other hand, financial innovation is much
less erman banks have traditionally proviagﬁ‘Eﬁt*wide
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range of services now being introduced by banks in the UK; and the
pressure for change is also less because decades of comparative
stability mean there is less demand for new instruments and
techniques as protection against interest rate volatility. As a
result the German authorities have been more easily able to deter
innovation by informal controls. Where such pressure is felt it
can be deflected to the banks' activities outside Germany (eg in
Luxembourg) without apparent effect on domestic conditions, though

even this has so far been on a relatively modest scale.

023. What can the Bank/Treasury do within the existing system

to improve the reliability and usefulness of the financial
o

indicators?
(a) Very little that has not been done already.

(b) Following the abolition of controls in 1979/80 there are
further big structural changes in the financial system in train -
including liberalisation of the building societies and "Big Bang"
in the securities industry. Given this, the monetary aggregates
are likely to continue to be very difficult to interpret for some

years ahead.

(c) In the Mansion House Speeches we probably went as far as we

could in justifying an intepretative approach to monetary targetry.

We have only bought time and, as noted earlier, will need to

provide more robust policy guidelines in March. Any additional

emphasis on the exchange rate will pose the question: 'why not join
the ERM', with consequent problems in the markets/see Question 1 55

(d) To move to a monetary base control system would be a bigger,

riskier, step than joining the ERM - and one which would be much

worse received by the markets, who remain unconvinced about MO. It
would involve a major shift in the demand for monetary base, which
would be difficult to identify for several years. During that time
the money numbers would be impossible to interpret, interest rates
would be highly volatile and it would be extremely difficult to
establish credibility for policy.

13




CHART1 : BASE RATES AND EXCHANGE RATES
1104 STERLING EXCHANGE RATE INDEX(Y)

(A) (B) (C)
April Oct Sept
1978 1979 1981

BASE RATE(2)

TYYYYY rTT r Ty TV TTTTTTTTre T

1978 : Y 1982 1983 1984

(1) MONTHLY AVERAGE
(2) END OF MONTH

BASE RATE RISES:

(A) from 6%% to 7%% (21 April), 9%(10 May) and 10%(12 June)

(B) from 14% to 17% (16 November)

(C) from 12% to 14% (16 September) and 16%(1 October)

(D) from 10)% to 11% (12 January)

(E) from 9%% to 10% (9 July) and 12%(11-12 July)

(F) from 9%% to 10%%(11 January), 12%(14 January-MLR reintroduced)
and 14%(28 January).
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CHART A OIL PRICES AND THE EXCHANGE RATE
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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.

(7

(David Norgrove)

Mrs. Rachel Lomax,
H.M. Treasury.




10 DOWNING STREET

15 October 1985

From the Private Secretary

ERM
The Prime Minister has asked that the Treasury and
Bank should give full written answers to the questions
attached in preparation for the next meeting on sterling and
the ERM. The meeting is scheduled for 13 November, and I
should be grateful if the replies could reach me by
7 November.

The Prime Minister, as you know, wishes to invite a __
wider circle of Ministers to the meeting on 13 November.
They will need a suitable paper to give them an overview of
the issues. I shall bé in touch separately about the
circulation of this and about the circulatiopn of the
questionnaire answers to the wider group.

I am copying this to Len Appleyard (Foreign and
Commonwealth Office) and John Bartlett (Bank of England).

gv\«n o s
Dl

David Norgrove

Mrs Rachel Lomax
HM Treasury

SECRET
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ERM QUESTIONS

Why decide now?

l.

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

one way or the other?
S

The policy framework and stance

2.

+ 6.

Would joining the ERM amount solely to an evolution of
the policy framework or would it also imply a change in

the policy stance?

Are present monetary and fiscal policies tight enough to
sustain a fixed parity against the DM, bearing in mind
the strong performance of the German economy? For how
long? S

e pre—

Would a decision on when to join he affected by the rate
of sterling against the DM at that particular time? What
do you see as the appropriate rate for sterling against

the DM.?

How would the role of the monetary targets change if

sterling were to join the ERM?

How much weight would in practice be given to them?

Expectations and presentation

7.

In what ways would joining the ERM have a helpful effect

on expectations?

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?

SECRET
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_2_
How would the decision to join the ERM be
presented both to the markets and more widely?

Effects on the ERM and the markets

10.

11.

How would the admission of sterling change the ERM?

What turbulence would you expect if we were to join?
%

Managing Sterling within the ERM

12.

To what extent would the present level of reserves

provide a cushion against temporary downward pressure on
the exchange rate, on the basis of past experience here
and in other countries? Would you expect a net cost to

the reserves over time?

In periods of upward pressure on the exchange rate what
con31derat10ns would determlne the extent of intervention
before the dec151on to seek a realignment?

——
Is it envisaged that interest rates would change more

often than they do now?

Is there a risk that the decision to abolish exchange

controls would be seriously called in question?

What flexibility would be lost by sterling joining the
ERM, in terms of (i) the policy stance
(ii) timing of decisions

(iii) presentation

Risks

LT

18.

Wwhat are the downside risks?

Does the UK's position as a major oil producer and

exporter mean that it is too risky to join?

SECRET
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!9. Are the objections to joining of a fundamental nature or

are they questions of timing?

Alternative options

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

non-member?

What are the implications, for the way we conduct and

present policy, of sticking to the present arrangements?

Given that financial innovation is proceeding fast in the
US and Germany why is it more difficult to interpret

financial conditions in UK?

What can the Bank/Treasury do within the existing system

to improve the reliability and usefulness of the

financial indicator®

-

A

14 October 1985

MJ2BFD




H M Treasury

Parliament Street London SW1P 3AG F’@\

Switchboard 01-233 3000
Direct Dialling 01-233 ...

Sir Peter Middleton KCB
Permanent Secretary 10 Oatober 1985

D Norgrove Esq
Private Secretary
10 Downing Street

Dear Mr Norgrove

L o~ / -
The ERM y Ao A /\//; r/ /#/w S

Thank you for §B9M{ﬁg me your proposed list of questions. I think
they are a good lot - though we might not wish to answer them in their

present order. I have only three suggestions:

a. Questions 14 and 15 could be reframed to make a single
question: what are the implications,for the way we conduct and
present policy,of sticking to the present arrangements.

o I think we should have a question to cover the Prime
Minister's concern about the petro currency status of sterling.
I suggest :

"Does effect on £ resulting from the UK's position as a
major oil producer and exporter mean that n % P ] . 8 el o T S -
to join the EMS "

I suggest you add a couple of questions on timing:

"Are the objections to joining of a fundamental nature or
are they questions of timing."

"what are the reasons for wanting to take a decision now -
one way or the other."

45
B

P E MIDDLETON

SECRET
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PRIME MINISTER

EUROPEAN EXCHANGE RATE MECHANISM

vy
At the end of your last meeting on whether sterling should
join the exchange rate mechanism you said that a further
meeting would be needed, but that first the Treasury and Bank

should be invited to prepare answers to a number of questions.

——————————

I attach a list of questions, which take on board comments

from the Poizéy_ynit. Content with the questions?
S :

I suggest asking the Treasury and Bank to complete the

examination paper in writing by the end of the month.

The meeting itself is scheduled for 13 November. You said
that this should now include a wider group of Ministers than
has so far been involved. Please tick Ministers from the list

below whom you would like to attend.

V'Mr Tebbit

“'Lord Whitelaw
“"Mr Brittan
““Mr Wakeham (for backbench reactions)
Mr Younger (for commonsense comments, though no obvious
departmental role)
v'Mr Biffen (bring in later?)
Lord Young

Any others?

K. O
Plus of course the Chancellor, Governor, and Foreign

ﬁ/oﬁﬁ(

Secretary. Do you want officials?
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Middleton
Burns
Littler
McMahon
George

Loehnis

A conspectus paper will be needed to help ministers coming

fresh to the subject.

Content to proceed in this way?

David Norgrove
9 October 1985

MJ2BFP : SECRET




ERM QUESTIONS

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

one way or the other?

Would joining the ERM amount solely to an evolution of

the policy framework or would it also imply a change in

the policy stance?

Are present monetary and fiscal policies tight enough to
sustain a fixed parity against the DM, bearing in mind
the strong performance of the German economy? For how

long?

How would the role of the monetary targets change if

sterling were to join the ERM?

How much weight would in practice be given to them?

In what ways would joining the ERM have a helpful effect

on expectations?

To what extent would the present level of reserves
provide a cushion against temporary downward pressure on
the exchange rate, on the basis of past experience here

and in other countries?

In periods of upward pressure on the exchange rate what

considerations would determine the extent of intervention

before the decision to seek a realignment?

Is it envisaged that interest rates would change more

often than they do now?

Is there a risk that the decision to abolish exchange

controls would be seriously called in question?

SECRET
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What flexibility would be lost by sterling joining the
ERM, in terms of (i) the policy stance
(ii) timing of decisions

(iii) presentation

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?

What are the downside risks?

Does the UK's position as a major oil producer and

exporter mean that it is too risky to join?

Are the objections to joining of a fundamental nature or

are they questions of timing?

How would the decision to join the ERM be
presented both to the markets and more widely?

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

non-member?

What are the implications, for the way we conduct and

present policy, of sticking to the present arrangements?

oo vouwld HT A en

o DY ECRET. =~
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10 DOWNING STREET

From the Private Secretary 7 October 1985

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
Ministers who have not been involved before.

David Norgrove

Sir Peter Middleton KCB
HM Treasury

SECRET
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ERM QUESTIONS

Would joining the ERM amount solely to an evolution of

the policy framework or would it also imply a change in

the policy stance?

Are present monetary and fiscal policies tight enough to
sustain a fixed parity against the DM, bearing in mind
the strong performance of the German economy? For how

long?

To what extent would the present level of reserves
provide a cushion against temporary downward pressure on
the exchange rate, on the basis of past experience here

and in other countries?

Is it envisaged that interest rates would change more

often than they do now?

In periods of upward pressure on the exchange rate what

considerations would determine the extent of intervention

before the decision to seek a realignment?

How would the role of the monetary targets change if

sterling were to join the ERM?
How much weight would in practice be given to them?

In what ways would joining the ERM have a helpful effect

on expectations?

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?

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

SECRET
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Would are the downside risks?

How would the decision to join the ERM be presented both
to the markets and more widely?

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

non-member?

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

How would its presentation change?

MJ2BFD
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MR. WICKS+~"
PROFESSOR BRIAN GRIFFITHS
MR. WILLETTS

ERM QUESTIONS

Here is a draft exam paper for the Treasury a«HJ

Bank to answer in writing before the next

v
meeting on this subject, whichl?ikely will

be in the middle of November.

Grateful for comments.

DAVID NORGROVE
4 October 1985




ERM QUESTIONS
/
% What assurance is there that presgnt monetafy and fiscal

policies are tight enough to sustain; flxed against

the DM, bearing in mind the strong performance of the German
economy?

Fol | bu .

y e~ oA oAy FS‘N“AQ

Srmi /How—far would the prese&t level of reserves é;event
AAAALS

B

a cushion against periods of pressure on the exchange rate,

on the basis of past experience here and in other countries?

e In periods of upward pressure on the exchange rate what
considerations would determine the extent of acceptable intervention

before a decision to seek a realignment?

4. How much weight would in practice be given to the monetary

targets if sterling were to join the ERM?

P In what ways would joining the ERM have a helpful effect-
on expectations? (Is there a risk that it would be seen

as an attempt to set an external constraint on growth, based
on the general perception of the effect of over-valuation

of sterling in the 1960s?) !‘_J,,uw( *%ﬁ% bes
—

/
/6 Would joining the ERM make the Government's ownjdecisions>
easier to take and more easily accepted by the count¥y?

;£y° & o
9! ’f “f[o vqu\~l‘p»’

Toe How would a decision to join the ERM be presentedZ
E

8. If sterling does not join the ERM, will the presentation

of macro-economic policy need to change? How?

V\/L7 c\,_/@<\--\ 6\:31
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10 DOWNING STREET

1 October 1985
From the Private Secretary

Deor «»J«.J,

EUROPEAN EXCHANGE RATE MECHANISM

The Prime Minister yesterday held a meeting to discuss
whether the UK should join the Exchange Rate Mechanism of
the EMS. Present were the Chancellor of the Exchequer, the
Economic Secretary, Sir Peter Middleton, Sir Terence Burns,
Mr. Cassell, the Foreign Secretary, the Governor of the Bank
of England, the Deputy Governor, Mr. George, Mr. Loehnis and
Professor Brian Griffiths.

Opening the discussion, the Chancellor noted that the
balance of argument as seen in February had been against
joining the ERM, for two main reasons: first, sterling had
fallen and to join might have been misinterpreted; secondly
the reserves were then rather low. However sterling was at
present not weak, and the reserves had been strengthened,
though swap arrangements would have to be negotiated if
sterling joined the ERM.

The case now for joining was the need to reinforce
existing anti-inflationary policy. This policy was
continuing to be successful. But the monetary indicators
were proving increasingly difficult to interpret. To join
the ERM would be a natural development in view of the
increasing weight that had been placed on the exchange rate
and it would strengthen the strategy in the eyes of the
markets. It would make clear to industry that they could
not look to depreciation of the exchange rate to solve -
difficulties which were of their own creating, and it would
set the right financial context for the government's own
decisions on expenditure. Policy itself was adequately
tight; the task was one of presentation and market

psychology.

The Governor of the Bank of England agreed. There was
a need to reinforce the strategy. With the divergence of -
the targetted monetary aggregates it was proving an
increasingly difficult challenge to present monetary policy
in a credible and operable way. In discussing their
approach to monetary policy the authorities were compelled
to point to their subjective assessments of monetary
conditions and to the behaviour of the exchange rate as an
indicator. Yet there was then no answer to the question
what range for the exchange rate the authorities had in

SECRET
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Qind. If sterling joined the ERM all the presentational
ifficulties would be met. The Governor said the UK would
be joining the ERM from a position of strength and would

contribute strength to the system.

The Foreign and Commonwealth Secretary noted that
the Treasury and Bank had changed their view from a position
of great scepticism to a belief that it would now be right
to join. This change had been a product of experience. The
Foreign Secretary further drew attention to the increasing
convergence of the economies of the EMS countries and to the
unwritten framework for realignments which now existed. It
was also important to bear in mind that economic decision
making in the UK was already in practice dominated by the
behaviour of the exchange rate. The MTFS had served the
Government well. It now needed strengthening.

The following were the main points made in discussion.

5 % To join the ERM would reduce the Government's room
for manoeuvre. With large and open capital markets and
relatively small reserves, interest rates might well need to
move more sharply than otherwise and there would be greater
automaticity about the changes. The result might be a
faster speed of adjustment towards German economic
performance, and higher unemployment. It was not clear that
an external discipline would enable decisions to be made or
accepted more easily than they were with an economic policy
based on self-discipline. Against this it was argued that
the events of January in particular, with sharp increases in
interest rates as the exchange rate fell, had already
fundamentally changed market perceptions of the basis of
policy, putting the exchange rate in the forefront. There
were risks, but membership of the ERM would of itself help
towards greater stability in the exchange rate through the
effect on expectations, and if interest rates rose earlier
when the exchange rate was weak the increases might be
smaller. The greater stability and confidence given by
membership would help towards lower levels of interest
rates.

(1i4) Monetary targets would need to be maintained, but the
emphasis given to each of the indicators would change.
Joining the ERM would improve the credibility of monetary
policy, particularly if the target range for £M3 had to be
increased, and against the background of the end of
overfunding.

(iii) Sterling was a very different currency from those of
the other members. The behaviour of the ERM with sterling
in it could not be predicted on the basis of past
experience.

(iv) Sterling was increasingly the chosen vehicle for
speculators. To join the ERM would help reduce speculative
activity. Speculation would however tend to be encouraged
if sterling approached the limits of its band and the parity
was called in question. There had been wide fluctuations
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.mt no trend in sterling against the other European
currencies as a group.

(v) The markets and commentators now had a more balanced
understanding of the importance of o0il to the UK economy.
There were however major uncertainties about the prospects
for oil prices, which could cause wide fluctuations in the
sterling exchange rate.

(vi) Particular problems might arise from capital
movements out of sterling as the end of the Parliament
approached, though, it was noted, these might be eased to
the extent that the UK had by that time established a good
track record as a member. The German elections in 1987 were
also a factor to be taken into account.

Bringing the discussion to a close, the Prime
Minister said she was not convinced that the balance of the
arguments had shifted in favour of joining. A further
discussion would be needed, to which other colleagues should
be invited. A list of questions would be circulated as a
basis for discussion.

I am copying this letter to Len Appleyard (Foreign
and Commonwealth Office) and John Bartlett (Bank of
England).

D

DAVID NORGROVE

Mrs Rachel Lomax
HM Treasury

SECRET
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Markets’ timing 1s all
wrong on EMS entry

The rumour that sterling was finally 1o
join the exchange rate mechanism of the
European Monetary System the very
weekend before the Opec meeting in
Vienna had an engaging dottiness about it.
I'hat is about the last moment the Bank of
England would advise to the Treasury, it
being a week when those who mommx the
market are always on their toes. the
markets had their timing wrong, hnm ver

there seems little doubt that their lhlnl\m;'
was on the right track. Entry into full
membership of the EMS is under more
active consideration today than at any
time since the Callaghan Government
opted out at the start and there is a distifiet
air of immediacy about the issue.

Whatever Dr David Owen., or Sir
Terence Beckett at the CBI might
wishfully think, it is a contradiction: in
terms to suppose that we could mesh into
thé®¥exchange rate mechanism immedi
ately, yet freely choose the (lower) parity
at which we enter. The whole point nl the
mechanism is to stabilize parities at a level
the m t will accept and industry can
hve witn.

Since mischievous dealers would un-
doubtedly want to test a new bi-polar EMS
if sterling were to join the mark as a
central reference currency of world
stature, it would be asking for trouble to
fix am entry parity markedly out of line
withimarket forces. As last week’s exercise
on the dollar showed, the markets Jare
prepared to accept determined leadership
from central banks if it is offered, but this

must go with the grain of the market.

In that sense, the reaction to Friday’s
rumour was most instructive. The sharp
fall in sterling, particularly against the
mark, surely reflected a view that the
short-term level of sterling as a consistent
recent benefic of bouts of dollar
wedkness ! > in- 1
medium i European context,

, would have agreed
Wholchulrludly with the market’s judge-
ment.

Yesterday, the pound dropped again in
thegmorning below $1.40 before recovéfs
ing Most of the ground in the afternoon.
The@pattern was repeated against the
matk, which is more important in terms.gf
the EMS argument. The closing valug.of
DM3.76 is now in line with the central
levels shown over the past 18 months et
fluctuations. Much the same applies to
sterlimg’s rate against .the European
Curréncy Unit (ECU), not surprisingly
perhaps since sterling and the mark fornga
hefty proportion of the basket

Manufacturers who compete with
German goods would undoubtedly préfer
a parity around DM3.5 or an ECU at
£0.63 but these levels were only reached
during sterling’s winter disgrace. By
contrast, sterling’s latest ¢entral parity for
fixing the value of the ECU is £0.55, which
looks too high a level for the pound in
Europe and compares with yesterday’s
rate of £0.5

Pending wlmt happens at Vienna and its
market spin-off, the current market rates,
as adjusted for the rumour and haps
with another minor downward adjust-
ment, look the most practical near the
time of a British entry into the exchange
rate mechanism. If the Treasury wanted a
much lower rate, it would have to wait for
quite different circumstances since dollar
weaknes should sustain the pound.

I'he authorities may reckon that they
can use the leverage of desired sterling
entry "into the EMS to persuade the
Italians, French and others to make their
currency controls more liberal in line with
thespirit of the EMS. If so, they may think
that a shightly higher entry parity fog
sterling thanssome waunld like is a price
wofth paying for stability.
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STERLING AND THE EUROPEAN EXCHANGE RATE MECHANISM

Joining the ERM could turn out to be the most important
economic decision of this Parliament and quite possibly of

your administration.

— The meeting to discuss this is on Monday at 1600 for two

hours. The proposed cast is

Chancellor Governor Nigel Wicks
Economic Secretary Kit McMahon Brian Griffiths
Sir Peter Middleton Eddie George John Redwood
Sir Terence Burns Anthony Loehnis Myself

Frank Cassell

And the Foreign and Commonwealth Secretary.

. X The papers are:

Annotated Agenda {Flag A —

Treasury/Bank §§ber (Flag B)

Record of Februar§7; meeting (Flag C)
Note by John Redwood (Flag D)
Note by David Willetts (Flag E)

Telegram from Sir Alan Walters (Flag F)
————

Note on presentation by
Nigel Wicks (Flag G)
————————————
Hansard extract of your

comments to the House (Flag H)
The main paper from February's meeting is also enclosed.
- B You might like to invite the Chancellor to introduce the

discussion, and then to ask the Foreign and Commonwealth

Secretary and Governor for their views.

/Approach
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D' Your discussions with the Chancellor have moved this

question to the point where it may look to the Treasury that

it is a foregone conclusion that we shall join.

b I would urge you to make the proponents argue their case,,

even if you privately agree with them. David Willetts' note
(Flag E) sets out some of the difficult questions.

——

——

Py The Treasury/Bank paper seems to start from a view that

economic decision takers do not recognise the force of the
vt —

Government's economic policies. The problem is to show them

that the Government's policies will produce a fully
competitive economy, where costs have to be properly
controlled. Joining the ERM would be designed to give them a
signal which they can understand.

8 On that basis, the proposal to join the ERM should be
seen as an evolution of the policy framework, a more
convincing explanation of it, not a tightening of the policy

stance.

= But the Chancellor's reference at your meeting to

"raising the stakes" is an admission that the policy stance

may not be tight enough. Under the existing regfﬁé if markets
think the policy stance is too kii’ the exchange rate takes

the strain (i.e. falls). In the medium term this is a

V//delusion because it simply takes the pressure off management
a

nd unions to get their costs right. But in the short term it

does give some room for manoeuvre - room for manoeuvre which

V//;ill be lost if we join the ERM. In the ERM loss of market

confidence feeds back very quickly through the exchange rate

into interest rates (unless we devalue).

==

10. In the ERM we tie ourselves to Germany. The figures show

the pressures that may be placed on the exchange rate.
T ——

/ Germany
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. Germany UK

Inflation 2 6 (though
fhlling)

Manufacturing

rnings 2 9
earning /; 9%

Manufacturing

unit wage costs -2

11. Sir Alan Walters and, to a lesser extent, the Chancellor
tend to see joining the ERM as a question of the framework.

John Redwood sees it more as a question of the stance, risking

tighter policies, higher unemployment and damage to the

Government's electoral prospects.

12. One further point. The past behaviour of the ERM is no

——

guide to how it would behave with sterling in it. Among other

things, the other members may find the ERM even more difficult

to manage with us than it was without us. The kudos from
e ——

joining the ERM could be short-lived. (This is implied in one

of David Willetts' questions and mentioned in the Annex to

———

the Treasury/Bank paper).

a————

Next steps and procedure

13. As the Chancellor has asked, you will want to avoid
taking a final decision even if the clear outcome is in favour
of joining. You could point to the need to consult other

colleagues.

14, Nigel Wicks' minute (Flag G) discusses the important
————————————————— b TP

question of presentation.

—

15. If that is the way the decision goes, you might
further discuss dates for joining with the Chancellor at your
bilateral on Wednesday. You will also want to discuss the

. ST i e O
presentation with the colleagues most closely concerned.
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You may also want to talk further about Parliamentary

i8%
aspects in view of Mr. Healey's statement (last page of the

Treasury/Bank paper) and your remarks to the House (Flag C).
Neither seems to tie the Government to consult in advance.

DAVID NORGROVE

27 September 1985
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Mr. Eldon Griffiths: Will my right
hon. Friend undertake to keep the House
informed of the progress in the Govern-
ment’s thinking on EMS before a final
decision is tﬂfegfl—mbinct? Is my
right hon. Friend satisfied that there is
now a common European policy for the
production as well as the conservation
ol energy? Will Europe be able to speak
Wilh Ghe voice not only in Tokyo but to
OPEC? Is the Prime Minister aware
thatf there is a wide welcome in Europe,
as there is in Britain, for the refreshing
change in style and manner in which
she has approached the European Com-
munity?

The Prime Minister : 1 shall endeavour !
to meet my hon. Friend’s point about '
the EMS. The next meeting is in Sep-
tember when, unless anything unusual

occurs, the House will not be sitting. P

[ g &
: // Mr. Shore : The Prime Minister spoke

carlier about the timing of the possible
main EMS decision in September. Will
she think about this again, because it
really would be intolerable, given the im-
portance of the issue, if such a decision
were made at a Council of Ministers meet-
ing at a time when the House had no
- Opportunity to debate it and was, in fact,
' in recess.

—

The Prime Minister : What I said about
September was that we would be in a
position then to make our first assess-
ment. I did not say that we would be in
a position then to decide whether we
would join. We shall be in a position
then to make our first assessment. I am
determined that we shall not hurry this
matter, and I shall take full account of
what the right hon. Gentleman and my
hon. Friend the Member for Bury St,
Edmunds (Mr. Griffiths) said.
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IF WE JOIN THE ERM: PRESENTATION

If (and it is a big if) we decide to join the ERM,
presentation will be vital. It certainly is too important to
leave to the two departments mainly interested: Treasury will
concentrate too much on the technicalities of £M3, MO et al,
and the FCO will regard it as an exercise in Europhilia.
Presentation needs to go wider:

What it means for control of inflation?

What it for British industry?

What it means for jobs?

What it for future mortgage rates?

Why HMG's control over economic policy won't be diluted?

Why now is the right time to enter?

Our presentation must be positive, not reactive. So we need

to have material ready for all those points (and no doubt

others too), directly the decision is announced. We will only

get the presentation right if it is planned in advance. This
is difficult in view of the need to keep the decision to the
"need-to-know" circle. (Just the sort of situation that we
faced with GCHQ and TSRB.) Nevertheless, the following
Ministers, besides the two principals, need to be ready to
join the presentation campaign right at the beginning.

/Mr. Brittan

SECRET
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Mr Brittan

Lord Young/Mr Clarke
Mr Tebbit

Mr Walker (?)

and in the second wave, because there may be special

opposition in Scotland and Wales to entry:-

Mr Younger
Mr Edwards

Treasury officials would, I think, have to provide the
briefing material, not departmental officials in view of the
sensitivity. Sir Peter Middleton ought to be put in charge of
arrangements so that the material can be prepared.

Bernard ought to be involved.

Monday's Meeting

If the meeting inclines towards joining, it would be worth

emphasising again the importance of presentation

especially the questions in paragraph 2 above.

commissioning work from the Treasury on presentation

considering whether the presentational ground can be
prepared before any announcement (eg by stimulating
helpful articles, speeches by non-Governmental

figures). Probably too risky.

SECRET
MJ2BDS




PRIME MINISTER 27 September 1985

EMS

Britain should not join the EMS. There are a number of

political and economic reasons:

Sovereignty. As soon as you join the EMS, British monetary
policy,Lthe level of interest rates,/the amount of the

——y

Reserves spent on intervention in foreign exchange markets

and, in turn{ growth and inflation themggfggétﬁwill be to a

great extent ‘determined by German policy rather than by the

P

British Treasury.

In the pre-Election period there could be great pressures
against the pound. If we were forced into devaluation

aﬁfing this period, it would be seen as a defeat for
Government strategy. It will be more difficult to convince
the electorate that it was all Labour's fault because
devaluation is such a visible national humiliation under the

s

EMS system.

It reverses our overseas borrowing and debt repayment

policy. We have already surprised people by borrowing an
extra $2.5 billion to bolster the Reserves; and we may well
need EQEE.if we are to have enough resources to intervene
under the EMS system. It was a much better line for the

general public to say that we are the Party that repays

overseas borrowings and goes 1in for sound housekeeping.

The industrial lobby, which currently favours joining the
EMS, would soon change its mind if, for the first 18 months,
we did indeed hold the Deutschmark rate level. This is
feasible, particularly if we enter at a slightly lower

valuation than the current pound/Deutschmark rate. After
18 months of higher cost inflation by British business

— ———

(which will continue regardless) business will be against




the EMS because they will think it has made them

uncompetitive. B xo

g < Rk G

Sterling is a very different currency from many other
European ones, subject to huge capital flows around the
world, and part of a much wider international trading
§§§§Zm. The cost of defending the pound or defending

others' currencies could amount to hundreds of millions of

p——
T —

pounds at each attack.
e

P —

R o okt

There is no evidence that the European currencies, after
joining the EMS, have been any more successful in producing
similar and lower inflation than before they went in.

Messels show this clearly on page 7 of their note
(attached). Nor did the curreng account positions become

/ . . . 3
less volatile after joining the EMS.

The EMS is not a soft option which enables you to drop other
types of policy. It may well force you into raising

interest rates when you do not wish; into cutting Ehblic

expenditure when departments do not wish; or in borrd;}ng

overseas to defend the rate.

Sterling has not tracked the European currencies in a stable

manner over recent years. In 1980, sterling rose 20%

against the european currency unit. 1In 1981, sterling fell
by 15% from peak to trough. In 1982, sterling again fell
15% from peak to trough. In 1983, sterling rose by 10% at
extremes. In 1984, it was more restrained, falling less
than 10% at extremes. And in 1985, it has risen by more
than 10%. In order to control these strong movements, the

Government will need recourse to huge quantities of
p—

international reserves, and to a very tough interest rate

policy. The band for intervention only allows 4.5%

divergence, 2.25% either side of a specified rate - much

less than the volatility of the last decade.

SECRET




Conclusion

The Treasury, Bank and City are uniting behind a new

fashion. As each successive monetary target - Sterling M3,

Ltashion

M1, Mgy - has been subject to distortion or waning interest,
'____—"—

the Establishment invents a new one. There is no reason to

suppose that we will be any more successful steering by a
single currency target than by anything else; whilst there

—

is every reason to say that we have had considerable success

through a more pragmatic approach, at times taking care of

the exchange rate, and at other times placing more reliance

on monetary targets.

This may not be intellectually pure, but it is politically
much more sensible; keeps our own destinies in our own hands

and not in those of the Germans; and still leaves us freeAEB

try and track the DM exchange rate if we wish to do so, and
if it suits us. It does not leave us open to City oL

a—

speculators - having lobbied us into the EMS - using all

s

their might and main to try and wobble the Government out of

a particular fixed parity. And it avoids adopting one of

the main planks of the SDP's programme.

JOHN REDWOOD
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SHOULD THE UK JOIN THE EUROPEAN MONETARY SYSTEM?
Evidence to the Treasury and Civil Service Committee

Earlier this year I was invited to submit evidence on the pros and cons of full EMS
membership to the Treasury and Civil Service Committee. The reply, recently printed in the
Committee's collected memoranda on The Financial and Economic Consequences of UK
Membership of the European Communities, is given in this paper.

1. Fundamental ideas

Basic questions here are "what is the economic rationale of drawing frontiers between
currency areas?" and "why should the nation-state be a more accepted unit for defining a
currency's usage than continents or the world?". A sophisticated branch of economic theory,
on the determination of optimum currency areas, has developed to answer these questions.
They are directly relevant to the issue of the UK's membership of the EMS. The key
conclusions are that a nation is more likely to benefit from participation in a currency area if

i Labour and capital mobility within the area is easy because of the lack of
government restrictions (e.g. exchange controls) and for other reasons.

ii. Trade between member countries should be on a substantial scale, promoted by the
absence of tariff and non-tariff barriers.

More generally, a currency area will produce better results if the existence of political
frontiers does not imply the existence of economic frontiers.
2. Main conclusions on the EMS

Contrary to widespread comment, the EMS has not been a great success. Exchange rates
have been stable since early 1983, but exchange rate stability is not in itself an ultimate
economic objective. The disappointments have been in the following areas: :

i. Growth rates, of both output and trade, in member countries have been slower since
the formation of the EMS than they were before.

ii.  Economic policy, as measured by the budget deficit g.d.p. ratio, has become more
divergent since the establishment of the EMS. There has been an associated increase in
the divergence of inflation and external payments performances. (See pages 6 to 8.)

iii. Exchange controls, and other barriers to trade and capital flows within the EEC, are
as widespread now as in 1978. (See pages 8 and 9.)

3. Main conclusions on the UK as a potential EMS member

The UK is the least appropriate member of the EMS because, for geographical reasons, labour
movement and trade flows are more difficult between it and other EMS members among
themselves. Three further major objections are that the UK is a significant oil exporter (see
pages 3 and 4), that a fixed exchange rate cannot be easily reconciled with money supply
targets (page 11) and that the UK financial system should not be forced into an over-
regulated European mould (pages 10 and 11).

Growth in intra-EEC trade of the UK, Germany and France since the EMS's creation

% change, 1978-84
Exports Imports

UK +55.8 +47.8
West Germany +25.4 +25.5
France +13.4 +23.9

Source: OECD Monthly Statistics of Foreign Trade

18th September 1985 Tim Congdon
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Reply to the Inquiry on the European Monetary System by the
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The Sub-Committee's inquiry takes the form of a short statement of its scope and a
questionnaire. In this reply the questions will be answered after a preliminary discussion of
certain theoretical issues which would arise for any country joining a currency bloc. The
advantage of the approach is that it enables the subject to be seen in a coherent analytical
framework, making the reasoning behind the answers more transparent.

I The Economic Theory of Optimum Currency Areas and Other Considerations.
i. Optimum currency areas

Most of the evidence received by the Expenditure Committee inquiry in 1978 was
concerned about the adjustment costs the UK economy would face if it joined a European
fixed-exchange-rate system. At that time the underlying inflation rate in this country, at
above 10 per cent, was at least twice as high as in West Germany. It was widely thought
that the UK would be able to maintain a fixed sterling/deutschemark rate only if an attempt
was made to reduce inflation to West Germany's level. It was also believed that such an
attempt would result in more output and employment losses than if the UK retained the
option to vary the exchange rate. As the inquiry demonstrated, this concern was common to
observers on all points of the political spectrum. (In the author's memorandum emphasis was
placed on the danger that the loss of monetary sovereignty might entail a more severe
recession to curb inflation than if the UK geared a medium-term financial strategy to its own
inflation expectations.) In the event inflation in the UK has been brought down virtually to
the average EMS level. This has, as was predicted, involved heavy output and employment
losses which have not been mitigated in any obvious way by the retention of monetary
sovereignty. Perhaps not surprisingly, there is now a common view that full membership of
the EMS would have minor adjustment costs and is therefore more appropriate than seven
years ago.

Since the transitional problems no longer appear too awkward, it may be interesting to
discuss some considerations relevant to determining the size of optimum currency areas in the
long run. In economic theory, currency areas have either a common currency issued by a
single central bank or complete convertibility between several currencies at a fixed exchange
rate. Territory is divided into optimum currency areas when the resulting "frontiers" are most
favourable to the simultaneous pursuit of high employment and price stability. The EMS is
not yet a currency area in the sense understood here, since its members change the relative
values of their currencies from time to time and exchange controls in France, Italy, Belgium
and Ireland prevent complete convertibility. However, the ambition expressed by political
leaders is that the EMS should eventually become a currency area. The UK can join such an
area or remain independent. Is the UK by itself a closer approximation to an optimal
currency area than the UK combined with the existing full EMS membership?

The two most influential contributions to the literature on optimum currency areas date
from the early 1960s, although the subject was foreshadowed by Meade in a 1957 paper which
included a section on the "integration approach" to intra-European payments imbalances.
(R. A. Mundell 'A theory of optimum currency areas' American Economic Review 1961,
R. I. McKinnon 'Optimum currency areas' American Economic Review 1983 and J. E. Meade
'The balance of payments problems of a European free trade area' Economic Journal 1957.)
Both contributions recognised that participation in a currency area confers large benefits to
economic agents in terms of simplicity of the payments mechanism and ease of financial
flows. But Mundell pointed out that such gains might be offset by a loss of price and wage
flexibility between regions with limited factor mobility. If such regions suffered from an
adverse demand shift which caused unemployment and they were members of a currency area,
they would be precluded from varying the exchange rate to promote the demand for their
exports and so for their labour; if they were autonomous currency areas, exchange rate
depreciation could counteract the demand shift and help restore the original level of
employment. In other words, the damage from barriers to factor mobility should be
neutralised by the establishment of separate currency areas. An optimum currency area is
characterised by factor mobility within itself and factor immobility with other currency areas.
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McKinnon emphasised the importance of the size of the traded sector in the economy.
In an economy with a high ratio of traded to non-traded goods, demand management policy
should be effective in curing payments imbalances because a small change in demand impacts
powerfully on the large traded goods sector. By contrast, demand management is not so
suitable an instrument in an economy with a low ratio of traded to non-traded goods since
much of any change in demand hits the non-traded sector with only limited effect on the
balance of payments. For such an economy variations in the exchange rate are a more
attractive means of restoring payments equilibrium. An implication of McKinnon's argument is
that large countries, which typically have low ratios of traded to non-traded goods, are more
likely to be optimum currency areas than small. This agrees with the real world, in which
small countries often have a fixed exchange rate with large neighbours, but to some extent
conflicts with Mundell. The Mundell idea would on occasion justify the Balkanization of large
countries to create new wage and price flexibility between regions suffering from factor
immobility. However, the work of Mundell and McKinnon suggests two conditions for the
success of a country's accession to a currency area. These two conditions are:

l. The country should enjoy considerable factor mobility with other participant
countries. Capital and labour should be able to move easily across political frontiers,
not only because of geographical proximity but also because of the absence of
politically-imposed restrictions such as exchange controls. It should be noted that some
factors of production, notably natural resources (e.g. oil reserves), are intrinsically

immobile.

2. The country should trade a substantial proportion of its output with other participant
countries. Free movement of goods, facilitiated by the complete removal of tariff and
non-tariff barriers to trade, would obviously promote this end.

ii. Capital market integration and the relevant notion of policy convergence

A few further remarks are in order. Exchange rate misalignments, and the associated
payments imbalances, can be eliminated in two ways. Relative domestic price levels of the
countries concerned can adjust to inappropriate exchange rates; or exchange rates can adjust
to inappropriate relative domestic price levels. It is true, as a general statement, that
economists prefer exchange rate adjustments because they are painless in themselves, while
changes in domestic price levels can require underemployment of resources. However, there
are differences of emphasis. Those who believe that the domestic price level responds quickly
to resource underemployment should be - and usually are - more sympathetic to exchange rate
fixity than those who believe that prices suffer from inertia in the face of changing market
conditions. There is a wider message here. If the UK economy was flexible and adaptable,
with resources moving with little friction from declining to expanding industries, anxieties
about full EMS membership would be less. The 1978 majority view against membership may
therefore be interpreted as symptomising widespread scepticism about the degree of resource

mobility in the UK economy.

The discussion about optimum currency areas is undoubtedly helpful in assessing the
merits of the UK's full participation in the EMS. In particular, the Mundell/McKinnon work
highlights the role of factor mobility in enhancing the viability of a currencCy area. But there
is an important extension which their approaches overlook. Free movement of capital between
European countries would be beneficial not only because it would be associated with easier
rectification of exchange rate misalignments than currently prevails, but also because it would
create an integrated capital market. One of the advantages enjoyed by American companies
in international competition is the size of their domestic capital market. This enables them
to have larger capital issues than their European counterparts, facilitating investments which
exploit more fully economies of scale. While European capital markets remain fragmented on
a national basis, European countries will constantly be struggling against bigger and more
flexible American rivals. Of course, a key precondition for the emergence of an integrated
capital market is the removal of exchange controls in all European countries. If this were
combined with fixed exchange rates fixity between currencies, European companies would have
access to a more substantial savings pool. Moreover, the equalisation of marginal rates of

return on investments throughout the EEC - which would clearly be promoted by capital
market integration - is desirable on the usual optimality criteria recognised by e

conomists.

Indeed, it has been argued that the absence of balance-of-payments problems between

the regions of the USA is a conse i i
_ equence of the integrated capital market. On this vi
same result would be achieved in Europe if capitaF marketsp were integrated ghr::i vel:c‘:‘;l’ar:gg

;:o:tz:]ls(remot\;‘ed. .In that event, ."The entire stock of securities held by a nation's bankin
sZttle 2 c:‘re f'o't'?r f(1;anc1al 1nst1tu't10ns) becomes a potential source of foreign exchange tg
* Economic;aw.j ) .Acl:t.h;:g\ar?h' State and rﬁgional payments mechanisms' Quarterly Journal
. 1s argument has force, an important
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. In the USA no such possibilit i b i
only one government. One implication d i o e e b
. eserves emphasis: it is that payments di ilibria i

an European currency area could not b i P Al the & i
_ : e a serious cause for concern if all th

involved either balanced their bud ici i et

; gets or ran budget deficits so small that thei i

v eir national debts
ere growing more slowly than Europe's money gross domestic product. This suggests that

the most important aspect of i i
o : policy convergence is the isati
deficit/g.d.p. ratios in EMS countries. . s g e

Two conclusions emerge.

1. Abolition of exchange controls in all EMS countries would ease the solution of intra-

European payments imbalance, ¢ i i
ontribute to the creat i i
and so strengthen the currenc’y area. it e e o ke

zénve:;:zgnisa_x:ri?n ?]f gi:cal policies would be the most valuable form of policy
within the C. There is no need for anxiet i

_ about

between the private sectors of the various countries. : R e

i rT::eir rtehlevance to the UK is straightforward. The benefits of full EMS membership will
3 greater the more e>§chang.e controls are relaxed within the system and the more fiscal
policies are conducted with uniform responsibility throughout the EEC.

1| Answers to Questions asked by the Committee
1. In general do you favour British full membership of the EMS or not?

e f{\]s 1j’lhee l’;rtznsli;;o(;lal problems of full EMS membership are less now than they would have

gt o g optimz'm adéustment costs on entry are not such a serious difficulty. However,
urrency areas suggests that the UK remains the least sui

un tabl

member. Factor mobility between the UK and other EMS countries is less than that betwee:

the other EMS countries; the ratio of E
urope : e
than for other EMS mem’bers. * pean trade to total trade is also lower for Britain

“ ou;]'hiirtzrrl\sa te;oﬁu;tl;erdissue. .Oil is an immobile natural resource, of considerable importance
ot h:ve rge:r; allf 1tth2ciorl;ot been for the miners' strike, the surplus on oil trade
: \ 3 mos .y equivalent to about 3% of g.d F i

the oil price will require, if a i ’ . 1y Yo bt

y satisfactory balance-of-payment iti i intai
offsetting changes in the value of il i . i T s
fse non-oil imports and exports. This will ne i

. cessitate som

St-‘lozc;ré%ond Ee;(;urce; from non-tradeabl.e goods production to non-oil tradeable goodi
gxchan g r.-ate » nldt e degree of factor immobility within the UK, the option to vary the
g ould be helpful. Exchange rate variations cause changes in the relative prices




Since 1978 the interaction between oil and the structure of the economy has been an
important subject, with highly charged political undertones. The appreciation of the exchange
rate until early 1981 was damaging to non-oil tradeables (i.e., manufacturing industry) and
beneficial to non-tradeables (i.e. services, some parts of construction); its depreciation since
then has reversed the pattern to some extent. So there has been undesired economic
disturbance even when the exchange rate has been allowed to perform its signalling function.
(The debates about de-industrialisation and the North/South divide reflect this.) The problem
of moving, say, 2% of g.d.p. into improving the non-oil trade balance would be intensified if
the exchange rate against major trading partners could not be altered. The conclusion must
be that Britain's oil dependence could make full EMS membership, without the opportunity to
change the exchange rate, highly uncomfortable.
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Of course, the UK could participate in the EMS with either a wide permitted band for
exchange rate fluctuation (similar to Italy's arrangement) or occasional large exchange rate
realignments, due to oil price or other changes. (Six major realignments of central rates have
occurred since 1979, with the last in March 1983.) But, if the EMS is to be merely a method
for effecting exchange rate changes through infrequent, large and officially-managed steps
instead of frequent, small and market-determined steps, it is hard to see that full membership
for the UK would represent significant progress on the current position. The position might,
nevertheless, be changed radically for the better if full membership was accompanied by major
advances within the EMS itself. Exchange control abolition and harmonisation of financial

regulations are the key areas here.

The UK is quite clearly the least appropriate member of the EMS. The UK combined
with the existing EMS countries is less obviously an optimum currency area than the existing
EMS group by themselves. This is, however, not a decisive case against full membership since
political considerations also need to be remembered. Perhaps the most important point here
is that the EMS imposes a constraint on financially irresponsible governments because
devaluation against the deutschemark is regarded as symptomatic of policy failure. For
historical reasons, this would be particularly so in the UK if it joined. If financial control
appears to be breaking down because the Cabinet is in open rebellion against the medium-term
financial strategy, Treasury ministers might sensibly advocate full participation in the EMS.
Rightly or wrongly, spending ministers are more likely to be intimidated by the threat of
sterling devaluation against the deutschemark than they are by news of another sterling M3
overshoot.

In essence, then, full membership of the EMS still seems to have no obvious substantial
advantages on economic grounds. Given the strength of opposition to sound financial policies
in this country, it might nevertheless be a good idea on political grounds. It should be
emphasised that the economic case for full participation in the EMS would be transformed -
and transformed very favourably - if this were to be part of a larger attempt to establish an
integrated European capital market. (See answer to questions 10 and 15.)

A The EMS 1979-85.
2. What do you see as the major role of the EMS?

It is not clear that the limited degree of exchange rate stability achieved within the
EMS has given worthwhile advantages to the member countries. The main original motivation
of the West German authorities was to spread the supposed strain from a depreciating dollar
to other European countries. This may sound curious today, but it is nevertheless true. In
1978 Emminger, the then president of the Bundesbank, saw the first "driving force" behind a
European currency zone as "an attempt to shield the EC area against the untoward effects of
the vagaries of the dollar". (Quoted in S.A.B. Page 1 'The Development of the EMS',
National Institute Economic Review November 1982, p. 55.) Whether the West German

authorities believe that the vagaries of the dollar have diminished since 1979 seems doubtful.
The Bundesbank intervened in the deutschemark/dollar market in 1984, selling dollars to the
value of 23,158m. deutschemarks, and in the first quarter of 1985 to the value of 13,400m.
deutschemarks. (See Report of the Deutsche Bundesbank for the year 1984, p.67.)

i lThere ssems to have been no evident benefit to trade or financial flows. The average
dnnug %rofwt pf intra-European trade was slower in the five years after 1979 than in the
(ae;a:meg ot:hc;e rlt. B(;cause of Lheh;iersistence of exchange controls in four EMS participants
easons), no worthwhile progress has been made towards an i i
: n integrated capital
(r;r;(arkett.t. Itfshould be emphasised that exchange controls interfere with gtrade. pThe
thge:,izenogisg e.xchar}g(;_3 razle llchanges undoubtedly continues within the EMS, as evidenced by
ersion of Eurodollar interest rates (see Table 1 below) d i
to hedge future commitments in forward E e ot o
exchange markets. But exchan Is hi
development of such markets. (Some ise y i odyoce sl
. observers have praised the Banque de F ics i
overwhelming speculators "against" the franc b i i e et
on occasions, driving up Euro-f
2,000 per cent or more. The > a L T e e
A y do not seem to understand that behavi f this ki
the Euro-franc market useless for signifi i e e
significant commercial transactions since banks ar
. . . e
prepared to take positions against a powerful, artbitrary and spiteful operator.) 6
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Table 1 Euro-currency interest rates for the main EMS members
Market closing rates in % on 24th May, 1985

D-mark Dutch Belgian franc Danish French Italian
55_ guilder (financial) krone franc lira
~ 1 5 1y 1
7 days - 5 ks 5 L _ 92 :
Y 8~ % 7 s ¢ Yyl T mR-m% 1%'13
5 > 15 1 1
3 months 53 - 5- - - g g 2 2
e e S5 Bewp o e WS B s
9 4 4 1
1 year e G G 3- - 2 £ i -
el WIRCE 8 BB S S mans W - e

Source: The Financial Times

The interest rate differentials indicate that th i
) e foreign exchanges expect the guild
depreciate, over the next year, by 1.1% against the deutschemark; thi financiaglugefgiu:;)

franc by 3.4%; the Dani <
lira by 7.3%. : anish krone by 3.5%; the French franc by 4.5%; and the Italian

The main benefits of the EMS for its existing membership seem to have been twofold:

ll);enFiﬁztt::E;t;gns ‘;_rl\ﬂ‘:eatl fxchar;gg ratesdmay have been lower than would otherwise have

. statement is not demonstrated rigorously h b i

As a result, production and inv isi - Mpode s’ o5 odl gt
estment decisions (e.g. the locati i

warehouses) may have been more rational. x g0 bt

rzr;acrgggonr::idc t:ol}l/:atch tlr;eir excl;anlge rates with the deutschemark may have caused
Icy In France, Italy and some of the smaller ¢ i
. . ountries to be mor
;zigg:;ble‘;eak:eg;m .ttr;:? siiteméclts cannot be proved rigorously, but concern abou(:
currency within e is often mentioned in the vario i
us
justification for measures to reduce the budget deficit or raise interest rates.c . ot L

Z‘:\e first tof Sjlcrl:sse 'benefits_ is not easy to quantify; the second is of no relevance to the UK
;ireser:j PSBRe it has.lts own domestically-imposed financial guidelines (i.e., the mone
supply an targets in the medium-term financial strategy). ’ g

3. How successful has the EMS been in reducin i i
. v S g fluctuations in European exchang
either within the Exchange Rate Mechanism or between member Currencu::s and :},:e uUs fio:l:tr%s

The Bank of England has given the answer t i i
of | : o this question for the period Apri -
Eecsember b19821 91; Its article 'The variability of exchange rates: measurerr‘l)ent and Tfliecl:3:'91n
its September % Quarterly Bulletin and can presumably update the exercise to early 1985




A surprising result of the September 1984 study is that exchange rate variability between
both Exchange Rate Mechanism currencies and the three major non-ERM currencies (i.e.,
dollar, yen, sterling) declined after the establishment of the EMS. It is not immediately
obvious why there should have been diminished variability in the three cross-rates between the
dollar, yen and sterling.
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4. What evidence is there to suggest that currency instability has impeded trade and capital
flows?

This is a difficult question which can only be handled by sophisticated statistical
techniques. The September 1984 Bank of England study is obviously relevant. The
International Monetary Fund also published a reseach paper on the subject last year.

Nevertheless, a crude exercise - comparing the growth of intra-EEC trade by the UK,
West Germany and France since the formation of the EMS - is interesting. It shows that
Britain's trade with other EEC countries grew faster than West Germany's or France's
between 1978 and 1984, despite the UK's abstention from the ERM.

Table 2 Trade with other EEC countries by three members with the largest economies

all figs. in $m., monthly averagesb

UK West Germany France

Exports Imports Exports Imports Exports Imports
1978 2,256 2,653 5,434 4,977 3,347 3,502
1979 3,162 3,694 6,899 6,423 4,313 4,461
1980 4,037 4,033 7,679 7,208 4,720 5,164
1981 3,569 3,628 6,848 6,461 4,066 4,531
1982 3,372 3,684 7,030 6,217 3,751 4,563
1983 3,352 3,805 6,767 6,247 3,736 4,353
1984 3,515 3,920 6,812 6,102 3,795 4,339
% change
1978-84 +55.8 +47.8 +25.4 +25.5 +13.4 +23.9

Source: OECD Monthly Statistics of Foreign Trade

5. To what extent have member states' economies shown signs of convergence?

Participants in the EMS's exchange rate mechanism have had widely divergent inflation
and balance-of-payments performances since 1979. Table 3 below, using a simple measure of
the dispersion of these two variables among the ERM countries (excluding Luxembourg),
suggests increased divergence after the establishment of the EMS. The standard deviation of
inflation rates and current account imbalance/g.d.p. ratios in the ERM countries was higher in
the five years, 1979-1983, than in the five years, 1974-78.

In the preliminary discussion it was argued that harmonisation of fiscal policy - measured
by the narrowing of differences in the budget deficit/g.d.p. ratios in the ERM countries - is
the key aspect of policy convergence. Once again a simple measurement of fiscal policy, the
standard deviation of budget deficit/g.d.p. ratios in six of the ERM's eight members, indicates
increased divergence. Indeed, the heightened contrast between the fiscal responsibility of
West Germany, the relative responsibility of France and the Netherlands and the
irresponsibility of Italy, Belgium and Denmark may help to explain the widening disparity in
inflation and balance-of-payments performance. (Figures on the general government financial
balance are not given for Ireland and Luxembourg in the OECD's Economic_Outlook.)
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Table 3 Dispersion of inflation and balance-of-payments performances in ERM countries
1. Current account position as percentage of g.d.p.

Average of Standard deviation
ERM countries of ERM countries

Before EMS

1974 -2.0 4.2
1975 0.0 1.2
1976 -1.3 2.8
1977 -1.3 2.4
1978 -1.1 2.9
After EMS
1979 -3.0 4.7
1980 -3.9 3.5
1981 -3.7 5.0
1982 -2.8 4.0
1983 -1.1 2.7
Average value of standard deviations before EMS 2.7
" " " " after " 3.6
2. Increase in consumer prices (%)
Average of Standard deviation

ERM countries of ERM countries

Before EMS

1974 1
1975 |
1976 1
1977
1978

After EMS

1979 8.8
1980 12.0
1981 12.0
1982 10.8
1983 7.9

Average value of standard deviations before EMS 4.1
" n n " aftel' " 4.7

Sources for data: OECD Economic Outlook December 1984, Tables R5 and R10, and L.
Messel & Co. estimates.

Luxembourg has been excluded from the countries in the calculation because it
consistently runs a large current account surplus (of 20% or more of g.d.p.), which would
distort the first part of the table, and its inflation rate is virtually identical to Belgium's,
which would distort the second part.
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Table 4 General government financial balances as share of nominal GNP/GDP (%) in
ERM countries
1979 1980 1981 1982 1983 1984
Germany -2.7 -3.2 -3.8 -3.4 -2.7 -1.7
France -0.7 +0.2 -1.8 -2.5 -3.4 -3.5
Italy -9.5 -8.0 -11.9 -12.7 -11.8 -13.5
Belgium -7.0 -8.6 -14.1 -12.7 -13.4 -11.2
Denmark -1.9 -3.3 -6.9 -9.3 -7.7 -4.9
Netherlands -4.0 -3.9 -5.3 -7.0 -6.4 -5.9
Average of
6 ERM countries -4.3 -4.5 -7.3 -7.9 -7.6 -6.8
Standard deviation
of 6 ERM countries 3.0 3.0 b4 4.0 4.0 4.2
Source: OECD Economic Outlook December 1984, Table 2 and L. Messel & Co.
estimates.

It follows that the ERM member countries must have been able, to a large extent, to
pursue independent economic policies. But a qualification must be made. In the absence of
the EMS, the divergence between policies in the various countries may have been even greater

than it actually was. To suggest that increased divergence after March 1979 was caused by
the EMS is obviously unjustified. '

6. Have there been any significant changes in the way in which the EMS has operated, and
what further changes are desirable?

No major changes in the method of operation have occurred in the EMS since 1979,
although the absence of a major exchange rate realignment since March 1983 is notable.

Intervention tactics and the responsiveness of interest rates to exchange rate pressures
are important subjects, but they cannot be dealt with effectively in a few paragraphs. As
expected, the Bundesbank has become the lynchpin of the system and lends deutschemarks to
other member central banks when their currencies are weak. Market awareness of the
Bundesbank's preparedness to act in this way has discouraged speculation. In 1984 Bundesbank
intervention to protect the existing EMS exchange rates amounted to only 3,637m.
deutschemarks. (See Report of the Deutsche Bundesbank for the Year 1984, p.67. The
3,637m. deutschemark figure includes intervention by other central banks where they affect
the external position of the Bundesbank.)

The big disappointment is that there have been no significant moves towards easing
exchange controls. This disappointment is felt keenly by the Bundesbank. In its 1984 Report
it refers specifically to the continuing two-tier exchange market system in Belgium “and is
critical of the lack of progress on exchange restrictions throughout the EMS. It says, "the
liberalisation of financial transactions in the member countries of the system has made
practically no progress. In recent years, indeed, new restrictions on foreign exchange and
capital movements have been introduced and some of them are still in force." (p.68)

There is a possibility that the existence of the EMS has delayed exchange control
relaxation and capital market integration. It arises because governments may have been
tempted to buttress a weak exchange rate against the deutschemark by imposing new
restrictions on foreign exchange and cross-frontier capital transactions. The potential loss of
economic efficiency from such retrograde steps must be balanced against gains in other areas.
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7. What has been the role of the ECU and how do you think the ECU's role will develop in
the short- to medium-term future?

The ECU's prospects have been rather exaggerated, partly because the emergence of an
ECU-denominated bond market suggests that the private sector has a genuine commercial
interest in the unit. In fact, the purpose of issuing ECU-denomlnatgd bonds is largely to
evade central bank restrictions on bond issuance in particular currencies. For example, the
Bundesbank has until recently required that deutschemark bond issues be managed by.German
institutions and the Bank of England continues to operate a queu'mg system for §terlmg bond
issues. Non-bank holdings of ECU deposits are trivial at about $l§l?., with a con_SLderable part
of this sum accounted for by the balances of EEC institutions. (This contrasts with total non-
bank Eurocurrency deposits of over $600b.)

The main function of the ECU is to act as a generally acceptable unit of account - and,
to some extent, as a means of settling debts - within the EEC, without damaging the amour
propre of particular countries. It should be empha51§ed that the retention of exchange
controls reduces the tradeability of several ECU currencies. As thg Bundesbank notes in its
latest Report, "the ECU combines currencies of widely differing quality".

8. Are the obligations on debtors and creditors in the ERM symmetrical?

Under existing EMS rules creditor central banks are obliggd to accept only up to 50 ‘l;_)sr
cent of their net claims in ECUs in settlement operations _w1th debtor cen'tral banks. le
obligations on debtors are therefore not symmetrlcal.. (This state of affairs has a 51m1Phe
rationale. The ECU contains lira, francs and s_terhng as v.vell as degtschemarks. ¢ e
Bundesbank is not prepared, since it is almost invgngbly the main creditor mstlt.utnon, to a;]ve
deutschemark obligations covered - except to a limited extent - by payments in thgse 70; er
currencies. Its views on their "quality" have been made clear in the anwser to question /.

Trade surpluses and deficits are not necessarily indicative.of macroeconomic 1m}t:§lan§e.
Indeed, a country with a high marginal rate of return on capltal. compared to neig qlljlrlgg
countries should be a capital importer. The counterpart to Fhe capital account surplus will be
a current account deficit, including almost certainly a def1c1t. on trade. The current af:cour};
deficit can be extremely large as a proportion of g.d.g., w1th‘out any pr_oblems_ emﬁrg&ng, ld
the capital-importing country is content to see part of its caplt.al stopk in fo.re{gnl an 55th
its growth rate is high enough to service the forengn—ow_ned capital without .dnfh;:u ty. dOl:l
Korea, Singapore and Hong Kong have all had §ub§tant1al current account 1m.ba anc:s Sur;r;\g
their hyper-growth period. Within the USA it is likely that capital imports .mto the ou_d-
West and the West Coast have been substantial in the last twenty years. In view of the w; e
disparities in wage and profit levels in the EEC, there must be consxderable. slcope ko:
efficiency-improving capital flows. The abolition of exchgnge controls and capital marke
integration might encourage more such flows between the private sectors of member countries,
causing larger trade and current account imbalances than at present observed.

However, the existing pattern of current account imbalanqes seems instead to re}f\lectf the
contrasting fiscal positions of the various countries. Capltal. flows are not, t erehpre,
motivated by private sector attemipts to search out the most profitable opportunities ‘w;tlm a
unified currency area, but by judgements about the.ablhty qf taxpayers in countnesf.w_lt a{ﬁe
budget deficits to honour commitments to savers in countries w1t'h !o'w budget de 1c(;tsl.) the
answer to question 5 shows that the situation has not been significantly changed by the

establishment of the EMS.

B The EMS and the UK

Several of the answers to the questions in this section are contained in the answer to
question 1. Where there is little further to say, the question will be answered only briefly.
Questions 10 and 15, and questions 13 and 14, will be answered together.




9. To what extent have the reasons given for not joining in 1978 been borne out by
subsequent events?
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The concern about transitional adjustment costs has been fully justified. Reducing
inflation to 5 per cent has been very expensive in terms of lost output and employment.
However, an important related issue - the impact of oil on the balance of payments and the
UK's economic structure - was not properly recognised in late 1978. This was understandable
as oIl was less valuable Before the second oil shock in 1979 and 1980 than it has subsequently
been.

It is not possible to say whether the output and employment costs of inflation reduction
would have been greater under the discipline (such as it might have been) imposed by the EMS
than under the discipline (such as it is) imposed by the medium-term financial strategy.

10. What advantages have the UK gained from membership of the EMS and what advantages
and disadvantages would arise from full membership of the ERM?

15. Can the ERM function with both the pound and the deutschemark as participants?

It will be assumed, in answering these two questions, that Britain's membership in the
ERM is meaningful. In other words, the intention is to maintain a relatively stable exchange
rate between the pound and the deutschemark. The maximum permitted fluctuation between
the two currencies might be rather more than indicated by the divergence threshold between
the existing ERM members, in recognition of the UK's oil-supported economic structure. It
will also be assumed that both the UK and West Germany avoid exchange controls. (The
discussion would be similar in character, but with more participants, if France, Italy and other
countries scrapped their exchange restrictions. As the Netherlands and Denmark do not have

exchange controls, "Germany" should be interpreted as West Germany, the Netherlands and
Denmark combined.)

The promise of a stable exchange rate should cause the virtual elimination of an interest
rate differential between the pound and the deutschemark; the absence of exchange controls
should stimulate capital flows between the UK and Germany to take advantage of differences
in the rate of interest paid to savers and in the rate of return on investment. The capital
flows would pass through the banking system, stock markets and other channels (e.g. direct
investment by companies). The efficiency gains from the amalgamation of the two nations'
savings and investment mechanisms could be extremely large.

However, there are problems, most of them arising from differences in financial
regulations, tax arrangements, and legal and accounting standards. In principle, the absence of
exchange controls should make it easy for a bank in Britain to lend deutschemarks to a
company in Germany and to take deutschemark deposits from German residents. In practice,
it is unclear that the Bundesbank would like these developments. It imposes more onerous
reserve requirements of deutschemark bank intermediation in West Germany than the Bank of
England imposes on sterling bank intermediation in Britain. It is also less flexible about the
provision of rediscounting facilities to new foreign entrants to banking than it ought to be. It
interferes in the bond market, particularly when bonds are to be issued by foreign entities.
The lack of a tradition of self-regulation, which is well-established in the City of London,
may explain the contrast between the Bundesbank's approach and the Bank of England's. But
the Bundesbank's probable hesitation about a harmonisation of regulatory systems is not the
only obstacle to a fully integrated capital market. Also relevant are German restrictions on
the operations of insurance companies and building societies.

There is much more to say, but the central thrust of the argument may already be
obvious. Britain at present has the most liberal, flexible and efficient financial system in
Europe. It would therefore have more to gain from capital market integration than Germany,
although both countries could benefit enormously from easier cross-frontier flows of savings
and investment. An implication is that, if the UK were to join the ERM, it should bargain
for a relaxation of restrictions on its exports of financial services. In Germany the
restrictions are mostly administrative and prudential in character; in the rest of the EMS

they take this form as well, but exchange contrc?ls are more important. Itreco::feage
mentioned to other European governments and_bankmg' authon"ues that. s.averts kaS e i?;
"voting with their feet". An increasing proportion of financial mtermedl}e\xtlon aketsp et
the offshore markets, free from many of the regulations applicable to onshore markets.

of the legal, accounting and transactions work required for so-called "offsh.org intermediation"
is actually conducted in London. This pattern will continue unless the existing EMS rgeml;er
governments ease the panoply of controls, restrictions and interferences they now regard - for

reasons best known to themselves - as necessary.
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i i i i f the preceeding argument.

One final point should be made. It is a logical deyelopment o .
If ERM memberpship for the UK would require our financial system to adjust to'Eur_opeﬁn
standards (of over-regulation), rather than ERM countries' financial systems to liberalise in the

British manner, the UK should stay out of the ERM.

11. What modifications, if any, would have to be made to the ERM, to make Bri:ish entry
feasible and economically and politically acceptable to the UK and to member states?

Because of the oil problem, the UK should have a wider permitted bar}d for exccil'lantge
rate fluctuation than other ERM countries. The Italian arrangement is the obvious precedent.

12. What would be the appropriate rate of exchange for the pound against the ECU and on
what principles would it be determined?

Britain's bilateral trade position with the rest of the EMS is of no direct relevgnsce t:
the correct setting of the exchange rate between the pound .and other EMS.curreg‘clzéi .1f A
trade deficit with EMS partners may be offset by a surplus with other cquntnehs.. Bt T
is not so offset, it may not be symptomatic of the excess supply of sterlm% whic mzs(;nlikely
undermine the pound/deutschemark exchange rate. An excess supp'ly. of sterling is
to result from a mismatch between UK and European monetary policies.

13. How would the pound's rate within the ERM be fixed and how much influence would the
UK and the other members have in determining it?

i i icy?
14. What constraints would full participation place on domestic monetary and fiscal policy?

. : : ; i
the UK joined the ERM and was determined to .av01d a devaluajclon against t

deutsg\emark, mac]roeconomic policy would have to be cp-ordmated with that in Ge;tc‘im::yl.on IA::
independent financial strategy, whether short-term, medium-term or long-term,ldcou s s%m
be pursued. However, control of the PSBR and the monetary aggregates wou cefr alst;’bilit
be necessary. The government might quantify the targets it dgemed approp_rnate'c .orer short{
of the pound/deutschemark exchange rate and these targets might on occasion n%gken o
run policy adjustments. (Both this and the previous answers Give'f ae il
pound/deutschemark exchange rate as the lynchpin of.the ERM for the i irrt/ervlentior;
Strictly speaking, the central rate against the ECU is supposed to determine e s
decisions and subsequent policy moves. But 'thc.e deutscher'nark has the la)rgest weig
single component in the ECU and, in reality, it is the EMS's key currency.

16. Does the UK have to become a member of the ERM to enable a European "dollar policy"
to be formulated and implemented?
The notion of a European "dollar policy" is fantasy after the events of the last few

he Bundesbank) decide what the
rs. In effect the markets and central banks (mostly t . :
z:ztschemark/dollar exchange rate should be and the EMS arrangements decide the associated

franc/dollar, lira/dollar and other exchange rates.

Existing agreements about sharing the obligation to intervene to' affe'ct the doll?; cr;;s;;
rates could be extended. But - as was pointed out in the author's evxdgnce to e(: i b
inquiry - there is a lack of obvious criteria for dgc1dmg ho“( much of lt; rEserfvE i
central bank should have to commit. This problem is more serious for the Bank o d/ndg o
than for other European central banks, apart from the Bundesbank, because the pound/dollar

market is deep and active.




17. What are the arguments for setting targets on the exchange rate as opposed to sterling
M3 or the PSBR?

In one member of a currency union macroeconomic policy is directed towards exchange
rate stability; in an independent currency area it should be guided instead by targets for the
money supply and the PSBR.
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In other words, this question reduces to the issue discussed at the outset, "is Britain by
itself a closer approximation to an optimum currency area than the UK and the existing full
EMS membership in combination?". The conclusion, in broad terms, was that an enlarged
ERM, with the UK as a full member of the EMS, would move closer to an optimum currency
area if four conditions were more fully satisfied:

l.  Increased mobility of labour and capital within the EMS, with complete exchange
control abolition as the most important single step to achieve this.

2. Increased trade between EMS member countries leading to higher ratios of trade to
national output.

3. Strengthened capital market integration.

4. Macroeconomic policy convergence, in particular the restoration of balanced budgets
or the harmonisation of budget deficit/g.d.p. ratios at low levels throughout the EMS

area.

Tim Congdon

12th June, 1985
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PRIME MINISTER 27 September 1985

SHOULD WE JOIN THE EUROPEAN EXCHANGE RATE MECHANISM?

Brian Griffiths and I are sceptical of the Treasury's case
—_—_—___-—

for joining the ERM. They need to offer convincing answers

——

to the following questions.

———

Why should this financial rule prove to be the true guiding

light, any more than the other targets we have picked so

far?

We doubt if there is any one financial or monetary indicator

which is so good a guide to policy that you can follow it

even if all other indicators are pointing in a different

direction. Indeed, the Chancellor envisages keeping our
R i S 8

—

monetary targets, which may tell a different story from the
exchange rate. Imagine that the inflation rate is coming
down, the PSBR is under control and domestic financial
conditions look sound but, because of some outside shock,

the £/DM rate is weakening. Would you be prepared to see

e —

interest rates rise, or to spend the Reserves, in such

G —_—
circumstances?
e

What will we have to do to maintain Deutschmark parity?

The Chancellor rightly and honestly says that joining the

ERM is not an easy option. But how frequently does he think

SECRET
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we will have to move interest rates, and by how much, so as

to keep within the mechanism? Will we be drawn into wasting

-

large amounts of the Reserves to defend any given parity,

with the speculators enjoying rich pickings if they succeed

e e gy

in driving us off parity? And there might be domestic

political pressure to impose capital controls to defend the
——.’-—_—“

rate - as, for example, the Fregghcﬁo.

Aren't the UK and Germany very different economies?

If God had intended us to join the Exchange Rate Mechanism,

we would be as productive and as moderate in our wage

T —————

demands as the Germans. The Chancellor may argue that

Pay

putting us into a German monetary framework will make us

behave like Germans (the exchange rate may be a better
s A Sl

discipline for wagé bargainers than Sterling M3). But if

the two economies differ deeply, then changes in the

exchange rate between them are legitimate and normal ways of

adjusting for that different performance. The opposite

—_

effect of oil price changes on Britain and Germany is just
the most vivid example of the difficulty of yoking our two

. —R—
economies together.

Applause now and tears later?

One of the Chancellor's cleverest arguments is that the

moaning industrialists want us to join the EMS. Next time

—
we need to raise interest rates, he can point out that it
LI \;
SECRET
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has to be done to stay within the ERM - which, after all,

was what they wanted. That is logical, but will it actually

make rises in interest rates less politically painful? Will

the average home-owner happily accept a rise in his mortgage
— g
/

rate once he knows its purpose is to maintain the pound's

value against the German Mark?

Will the Europeans want us in?

Joining the ERM would change it fundamentally from a

Deutschmark system to a bipolar monetary system. Are the

Germans and the French prepared to contemplate this?

Is Germany so stable?

The assumption on which all these arguments for the ERM
rests is that, whatever vagaries and uncertainties afflict
us, Germany carries on for ever. But the Kohl Government is
getting a heavy buffeting. There will be an Election in
January 1987, and the SPD - which is less moderate than in
—— WD em———

Helmut Schmidt's day - is ahead in the polls. It would be a

final irony if we found we had linked our financial policy

to that of an irresponsible Socialist Government.

Vet L3N

DAVID WILLETTS
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I attach a joint paper by the Treasury and the Bank for
discussion at the Prime Minister's seminar on Monday. The

papers for the last seminar in February are of course still
relevant.

I am copying this to Len Appleyard (Foreign Office) and John
Bartlett (Bank of England).
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Principal Private Secretary
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STERLING AND THE EURCPEAN RATE MECHANISM

(Joint Note by Treasury and Bank of England)

Introduction

The public stance of the Government has consistently been that
sterling would join the Exchange Rate Mechanism (ERM) when the
time was right. Answering Dr Owen on 31 January this year in
the House of Commons, the Prime Minister said:

"We have always said that we shall join the exchange rate
mechanism of the EMS when we believe that the time 1is
appropriate. It is kept under review from time to time,
but I must make one thing clear. Joining the EMS would
not obviate increases in interest rates, it would not obviate
the need for financial discipline and, 1indeed, it might
increase it."

2% The subject was last reviewed with the Prime Minister on
13 February and the papers for that seminar are still relevant.

B3 Circumstances have changed since February. When we 1last
discussed the question, the dollar had risen sharply. Sterling
had fallen not only against the dollar but also against European
currencies, reflecting market doubts about the Government's
commitment to its counter-inflation strategy. UK interest rates

had been forced up sharply.

by, Inflation 1s now fallling. There is a good chance that we
will do even better than the Budget forecast of 4%% inflation
by mid-1986 and this view 1s gaining widespread acceptance.
Monetary conditions, are consistent with lower inflation. We
have pursued a cautious policy towards interest rate reductions.
Since 13 February, the pound has risen by 7% against the DM and
32%% against the dollar.




Reinforcing the Strategy .

it In spite of sterling's strength, and the much improved outlook
for inflation, we have run into difficulties over the operation
and exposition of the Government's financial strategy. Though
we may receive credit for the results of our policy, this is
offset by criticism of the way in which we operate it.

6. The background of currency upheavals, the removal of controls
at home and far-reaching changes 1in the structure of financial
markets has meant that the various measures of money have been
giificult Lo "Interpret, The target measures have been pointing
in different directions. For reasons we discussed at the Prime
Minister's monetary seminar in July, we have recently had
particular difficulty with £M3 - the measure which in the public
mind 1s most closely associated with our monetary strategy.
Although there can be no question of doing without the discipline
of monetary targets, we have to recognise that the monetary
aggregates have, for the present, become a less reliable guide
to the conduct of policy.

T So we have been forced to place increasing emphasis on the
exchange rate. We have always acknowledged that, in assessing
monetary conditions, the exchange rate has an 1important role
alongside the monetary 1indicators. There are those who argue
that it 1is wrong to place weight on the exchange rate when
movements can reflect changes in monetary conditions 1in other
countries - particularly the US - and other factors, for example,
oil prices, that are independent of UK financial conditions.
But the exchange rate has a direct impact on the price level
and inflationary expectations and sharp movements have often
coincided with changes in the market's perception of monetary

ease or stringency.

8. In practice, the exchange rate has had a good record of
reflecting domestic monetary conditions. Significant changes
have usually been a good guide to interest rate decisions = for
example in January this year when the monetary aggregates were
giving uncertain signals, partly because of the effects of the
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BT privatisation on the statistics. Domestic financial markets
too have been 1increasingly 1influenced by 1it. It 18 elear .o
them what the direction of the 1interest rate response of a
Government committed to low inflation must be, and market interest
rates almost always react to sharp exchange rate changes.

9. We have, however, had considerable difficulty in explaining,
at any particular time, what welight 1t has 1n policy decisions.
This has itself become a source of confusion in presenting policy.
Markets and commentators continually speculate about the exchange
rate level which the Government would like to see; many different
exchange rate bands are hinted at. The Chancellor intends to
provide a further explanation of the monetary strategy in his
Mansion House Speech on 17 October. He will deal with the issues
raised at the Prime Minister's seminar on 16 July. But there
will still be an inevitable degree of uncertainty in the minds

of commentators and the markets.

10. There is a strong case for greater clarity. It would simplify
some of the problems of day to day conduct of policy; it would
greatly improve the presentation of policy; it would remove fears
that we were exercising too much discretion. The discipiline
of an exchange rate regime 1is more readily comprehensible than
money supply targets on their own. Better public understanding
would itself be valuable both politically and in influencing
economic behaviour - by reinforcing the discipline of sound money.

118 8 The only practicable possibility of strengthening and
clarifying this part of our policy would be to Join the ERM.
It would be no 8soft -option, It would mean 1linking sterling to
the DM, the currency of the strongest economy in Europe, which
has an inflation rate of little more than 2%.

ke It would be crucial to retain the MTFS. Like the Germans,
we would continue to set and pursue monetary targets. We would
need to consider further whether it would be right at the time
of Jjoining to make any changes in the chosen target aggregates.

13. Our primary objective would remain to keep monetary conditions
firmly in a counter-inflationary direction. Although realignments




are permitted within the rules of the system, we would aim to
avoid changes, especially 1in the first year or so, and build
credibility in the market. In the event of realignments we would
seek to keep in 1line with the DM. This should ensure that there
is no conflict between keeping the exchange rate within ERM 1limits
and reducing inflation.

Impact on Industry

14, Linking sterling to the DM would be of value in reinforcing
industry's determination to control 1its costs. There have been
signs that firms are beginning to ease up on this front, following
the strong improvement in thelr profitability. Manufacturing
costs have risen much faster than in other major countries over
the past year. Recent statements by the CBI and other industry
spokesmen about the need for a lower exchange rate have not been
helpful. Such statements both unsettle the markets and encourage
firms to believe that they will be bailed out by depreciation.

Lo Provided we are satisfied with the realism of the exchange
rate at which we Join and make it clear that the Government's
monetary and fiscal stance remains determinedly
counter-inflationary, membership of the ERM would be a valuable
discipline. Holding to something 1like the present £/DM exchange
rate would reinforce downward pressure on industrial costs and
prices. The CBI, Institute of Directors and others who in recent
months have come to support our Joining the ERM, could hardly
argue publicly against this stance. They know that this 1s the
essence of the ERM, and would have no ready excuse if they found
that keeping up with the deutschemark was tough going.

Could We Make It Work?

16. There 1is no way in which we can confidently rule out the
possibility of bouts of heavy pressure against sterlling 1n the
ERM. They could arise from differential movements into or out
of the dollar if that currency were under pressure either way;
or from a severe movement of oil prices; or from a weakening
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of confidence if our inflation performance seemed to be faltering.
Given the scale of financial flows through London, the pressure
on us might be very large. And particularly in the early months,
the markets might well seek to test our resolve. If so, we would
need to demonstrate that resolve.

174 The view that our reserves were inadequate for membership
of the ERM was one of the main concerns expressed at the Prime
Minister's seminar in February. We still have smaller reserves
in relation to our volume of trade, and even more so in relation
to our potential exposure to international capital movements,
than other countries of the Community. This remains true even
though we recently strengthened our reserves substantially by
borrowing $2.5 billion on satisfactory terms.

185 We would not want to spend massive reserves, as the French
did in 1late 1982, in defence of the indefensible. We would hope
in the first instance to avoid pressure by maintaining the cautious
approach to interest rates that we have followed since the
beginning of this year. If in spite of this pressures emerged
we would hope to recognise the need for policy change in good
time and act on that. In such circumstances we would have to
be prepared to adjust domestic interest rates vigorously, as
indicated by the exchange rate, and maintain them at these levels
for as long as necessary.

19. To a considerable extent we follow this approach now outside
the ERM. Though at times in the past it might have seemed more

sensible to take part of the pressure on the exchange rate (rather
than interest rates), recent experience - particularly around
the turn of the year - has clearly demonstrated that this option
leads to great probleﬁs and in practice it now scarcely exists.

20. Our best protection would be our own financial strategy
and performance. Some commentators have drawn attention to the
UK's failure to live within the "Snake" in 1972. But the UK's
relative fiscal and monetary position 1is now quite different
from what 1t was 1in 1972; then monetary conditions were easy
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and getting easier, and there was a widespread view that .e
UK authorities wished to see a lower exchange rate, After a
period of achieving a track record and consequent credibility
in the ERM we could hope to benefit from the reinforcing effects
of membership of a mechanism that has been successful in limiting
exchange rate variations among European currencies. The fact
of being a member could then help to stabilise expectations and
to reduce some of the speculative flows.

Who Decides Parities?

25 At the discussion in February there was some concern about
the 1influence of other Community countries over our exchange
rate. The constitutional position 1is that 1initial parities and
any subsequent changes are decided by unanimous judgement of
all Community Finance Ministers, who meet for the purpose at
"realignment conferences". At these there is often a good deal
of argument as to whether X should devalue or Y revalue (the
same thing in market terms but different in terms of political
presentation), and at the margins about the amounts of any changes

(with a tendency for resistance against demands for large changes).

7 At the end of the day it 1is usual for a compromise to be
reached, but in practice an individual country only really loses
its freedom of action when that country 1is seeking special
financial assistance, in which case attempts may well be made
by others to impose policy conditions - an IMF-type situation.
There is certainly an in-built pressure in the system agalnst
devaluation. But that is what we would want.

Conclusions

23. We are able now to contemplate joining the ERM from a position
of some strength. This 1s based on our success in reducing
inflation. There is widespread acceptance of our determination
to continue in that direction and a growing expectation that

we shall succeed.

24, We face a period of difficulty over the conduct and
presentation of financial policy.




297 Joining the ERM now would reinforce our basic strategy,
clarify 1ts operation in some respects and greatly improve 1its
public presentation.

26. Joining the ERM would be a natural extension of the present

strategy in which the exchange rate has come to play an
increasingly important part in the assessment of monetary
conditions.

275 It would impose a discipline on the Government and on
industry. It would also be generally well received by the markets.
It would be a significant political initiative which we would
take care to present as an evolution of present policy, and in
no way a relaxation of that policy.

28. There are always risks of severe exchange rate pressures
- difficulties which we have not escaped by staying outside the
ERM. Interest rates would need to adjust rapidly. But the
advantages now outweigh the risks.

29. It is the considered view of the Chancellor and the Governor
that we should become full members of the EMS, Jjoining the ERM
at the earliest practicable opportunity.
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QUESTIONS OF PROCEDURE

In the Community

The formal process of joilning would be as follows:

we would notify our 1intention to the Commission and
to our partners;

a "realignment" conference would be convened, almost
certainly over a weekend (notice could be given as
late as Friday evening);

the form of the conference 1is a preliminary meeting
of the Monetary Committee (Treasury and Bank officials),
followed by a meeting of Finance Ministers and Central

Bank Governors;

subject to the possible qualifications mentioned below,
the sole purpose of the conference would be to settle
the rate at which sterling would Jjoin, and the
consequent complete new grid of cross-paritiles and

ecu central rates.

2 There are Jjust two qualifications about the substance of

the discussion:

i1t would have to cover in addition any special points
or conditions we wanted to raise: but this does not
arise, because a mark of moving into the system strongly
would be that we were not seeking special conditlons
and, in particular, we would be accepting the standard

margins of variation of +/- 2.25%;
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there would be additional but by no means insuperable
complications if, at the time of our entry, some other
Community country wanted to take the opportunity of
realigning 1ts own currency.

3% The rate at which stérling would Jjoin would, in theory,

be an open matter for negotiation with and among all the partners.
In practice, there would be a strong sense among all concerned,
and this would include the UK, that the chosen rates could not
be very far from the prevailing market rates: to choose otherwise
would risk confusion when markets re-opened. This still 1leaves
some room for manoeuvre over the precise rates (which could be
such as to give an immediate market effect of sterling being
in the middle or upper or 1lower part of the permitted range).
We would want to decide for ourselves within this limited room
for manoeuvre. We would have to explain and argue for our choice,
but there must be a very strong probability that the general
satisfaction of others with our Jjoining at all would give us
a strong hand to play.

/1% With sterling in the ERM, the relationship between sterling
and the DM would be particularly important for the authorities
of both countries. Indeed, the ERM would become a different
animal: a binary system instead of one with satellites around
a single currency. The behaviour of the new system 1is not
predictable - a point which we suspect the Germans and others
have not fully recognised. We would want after entry to have
some 1intensive discussions with our German opposite numbers on
two main points. First, we would want to explore the possibility
of a bilateral "swap" arrangement to be used by agreement in
order to meet special DM/£ financial flows. Secondly, we would
want to establish very close consultation procedures between
our Finance Ministries and Central Banks on any measures of
developments in the monetary field.

Parliament

B The previous Labour administration gave an undertaking to
consult Parliament in advance if and when there was a declsion
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by them to Jjoin the ERM when 1t was set up. (Mr Healey o
November 1978 - the passage is well worth reading and is attachrg
We cannot trace any such undertaking having been given by the
present administration.

6. This means that we could choose between the two options
of informing Parliament before or after Jjoining. In either case
we would need to move fast in order to minimise the risk of any

uncertainty and speculation affecting sterling's position 1in
the market or actually or potentially within the ERM. The two
options have different implications and problems:

(1) Undoubtedly best from the point of view of minimising
market disruption would be to avoid any hint of our
intentions up to Friday night; then arrange a weekend
"realignment”" conference; and begin to operate within
the ERM when markets opened on Monday. A Statement
to the House would be necessary on the Monday and
a very early full debate would be 1inevitable. We
would want and need to present the whole decision
to - Join including the terms and agreed rates as a
package and would have to resist any suggestion that
we could adjust the rate at which we joined. We would
of course have to explain at the weekend conference
that there would need to be a debate and vote 1n
Parliament which, 1f 1lost, would effectively overturn
our decision to Jjoin; but we would operate 1in the
market as members at once. We see no reason why this
should cause problems with other Community countries
- or with markets, provided we made 1t clear that
there was no question of the debate affecting our

agreement on the rate.

The alternative would be a Statement 1in the House
on a Thursday announcing our intention to Join "at
the current market rate". The last point would be
essential to minimise the risk of heavy speculation.
But some speculation would be bound to develop = and
it could affect existing ERM currencies in ways which

would be unwelcome (rumours that a conference on
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sterling Jjoining could provoke general realignment).
There would certainly be pressure from some MPs for
us to seek some different rate and for any rate agreed
wlith “other ~Communlity :eourtries. tTo. . De subjeet i to
reference back to Parliament. This would = have. to

be resisted but could be embarrassing both in Parliament

and 1n the markets. In any case, Parliament would
be unlikely to give authority to the Government to
negotiate entry without demanding opportunity for
debate when the terms were known; so we would still
expect to face that problem after the weekend and
in the face of well prepared opposition.

0 The mood of some in Parliament would not be helped by such
an 1important decision being effectively taken before they are
told ‘of ~our intention. On the other hand, the double dose of
the second option 1is unlikely to be helpful. And the market
arguments point pretty strongly to the advantages of the first
option. On balance we judge the first option preferable.

Risk of Leakages

8. The decision on handling Parliament - and on timing generally
- may be affected by risks of leakages. We should obviously
take all possible steps to avoid these risks. But we cannot
do anything to prevent an invented story; and the amount of
enthusiasm for a decision to join in some quarters of the press
makes such a possibility a real one. For the present our response
is that the question 1is of course under regular/continuous review
- leaving the implication that nothing has changed. This position
should be _held for as 1long as possible: the moment we depart
from it we are at risk of market speculation and a build-up of
noisy argument: if we wished to enter we would need to move fast
into one of the two options indicated above.

9. The worst risk of leakage would arise if we had to talk
in advance with other Community countries or the Commission. We
have concluded however that this would not be necessary given
that our entry must be welcomed and that we would not be seeking
special conditions.




29 NOVEMBER, 1978

Mr.Healey:

On the other hand. if the changes which
I bave described, and for which the Gov-
eérnment are pressing, are made in the
exchange rate regime in the next few days
—and many other countries besides our-
selves are pressing for these changes—
if the Heads of Government were to agree
next week on the necessary commitment
to concerted action and resource trans-
fers, and if. therefore, the Government
decided that it would be in Britain’s in-
terest to join the exchange rate regime,
then—I was asked this question at Ques-
tion Time the other day—the Govern-
ment would submit their view to Parlia-
ment for debate, and, if necessary, a -
vote, before the regime came into opera-
tion at the beginning of January.

I hope that that allays the anxieties
which some of my hon. Friends, and
indeed some of my right hon. Friends,
have expressed.

Mr. J. Enoch Powell (Down, South):
When the right hon. Gentleman says
“ before the regime came into operation .
does he mean before this country is com-
mitted to participate in it or after we are
committed but before it begins to
operate?

Mr. Healey : If the House were to take
a view that was different from that of the
Government, on a matter of this import-
ance, it would indeed be a very serious
matter. There is not the slightest question
but that the Government would be guided
by the views of the House. But I hope
that the right hon. Gentleman, who is a
stickler for constitutional precedent here,
is not suggesting that the Head of the
British Government should go to an inter-
national conference and enter into nego-
tiations and reach conclusions ad refer-
endum (0 votes in this House. I think that

that would be a total breach of all his-
torical precedent. If the right hon. Gentle-
man was suggesting it, he would have
difficulty in reconciling it with his views
on many other issues of a constitutional
nature,

[ bhave made it absolutely clear that
the essence of democracy in this country is
that the Government repeatedly have to
take decisions on many matters and sub-
mit them to the view of the House. If
the House rejects their views, they either
resign or change their policies.
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JOINING THE ERM: AN ANNOTATED AGENDA

Reasons for considering now?

What are the difficulties in maintaining downward

pressure on inflation by sticking to the existing strategy and

targets?
—

o Purpose of membership and implication for macro-economic

policy

a It is agreed that the purpose would be to reinforce - not

to relax - financial discipline - with the implication that

our firm intention would be not to re-align against the DM?

b In principle, keeping up with DM would require more rapid

progress against inflation than the present plans. Do we
want/could we achieve this. What would be the implications

for interest rates and fiscal policy, and would these be

acceptable?

3o Exchange rate vs. monetary targets

a Could we continue to have monetary targets? If so, how

would we resolve conflicts when they occurred? (Presumably in
s s
the short run we would have to give precedence to the exchange

rate).

b To be consistent with parity with DM, should we reduce

the target ranges for the monetary aggregates?

4, Presentation of policy

a There have undoubtedly been problems with market
understanding of present policy - in particular the role of
the exchange rate. How far would membership of the ERM help

in providing a simpler framework? i
/b And how far
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. And how far would it be damaging, given the difficulty of
explaining the continuity of policy, and the presentational
capital built into the strategy as set out in successive

MTFS's. o ®
———

e Practicality of keeping the £ within the permitted bands

y i

a How great a problem, in general, would it pose having two

—

reserve currencies in the system, in neither case with
exchange controls? And how difficult would the petro-currency

factor be?

b How would we operate to withstand pressure, when it came
(accepting particular importance of doing so successfully on
the first occasion, for obvious market reasons)? Do we think
we could Eglg_the position, when the market had a possible

weekend re-alignment conference in its sights, without very

large scale intervention? If so, how high would short term

P

interest rates have to go, and how far could base rates and
— — s ———

mortgage rates be insulated?

<. Could there be exceptional arrangements (automatic
re-alignment, or temporary withdrawal) in the case of
fluctuations caused by 0il? (And could the conditions be
defined closely enough to reassure markets there was no

relaxation of financial discipline?)

6. Political Arguments

a Joining would be a symbol of our European commitment and
welcomed by our partners. How much weight should we give

that? 1Is there anything we could look for in return?

b Is there any difficulty about accepting, as a condition
of joining, that our partners would have to agree to any
re-alignment for sterling (and might on occasion seek to

attach some form of policy conditions to that agreement)?

o
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. Timing

What is the case for and against waiting for:

p— e—

i) a calmer oil market;

-

ii) a further fall in the $ against the DM?

o
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PRIME MINISTER

EXCHANGE RATE MECHANISM

I have not thought it right to cover in what is a joint

Treasury/Bank paper one further contingency.

Whether or not sterling is in the ERM, it must be likely that,

during the immediate run-up to the next General Election, fears

of a possible change of Government would lead to_a massive

precautionary move of funds out of London, leading to intolerable

pressure on the exchange rate. (The only reason this did not

occur before the last General Election was that the polls
consistently gave us a substantial lead: the result was never

in doubt. But that was exceptional.)

Either way, given that the pressure would not only be wholly

political in origin but would be for a strictly limited duration,

it would be absurd to respond other than by letting the exchange

rate take the strain - and we would need to draw the obvious

political lesson, too.

1f, when this occurred, we were in the ERM, we would need to

announce our temporary cessation from operating the system,

coupled with an undertaking that, on our return to office after

the election we would immediately resume operating the system

at the same parity as before.

Yt andk
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Although there is no formal provision in the rules of the EMS

for a manoeuvre of this kind, temporary infractions have already
been condoned on a number of occasions on the basis of force
majeure, and given the absence of any sensible alternative
course, not to mention the lack of any sanctions that could
be used against us, I have little doubt that our partners would

recognise that they had no option but to go along with it.

I am copying this to the Foreign and Commonwealth Secretary.

N

Ne X
zp September 1985
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STERLING AND THE EUROPEAN RATE MECHANISM

(Joint Note by Treasury and Bank of England)

Introduction

The public stance of the Government has consistently been that
sterling would Jjoin the Exchange Rate Mechanism (ERM) when the
time was right. Answering Dr Owen on 31 January this year in
the House of Commons, the Prime Minister said:

"We have always said that we shall Jjoin the exchange rate
mechanism of the EMS when we believe that the time is
appropriate. It is kept under review from time to time,
but I must make one ¢thing clear. Joining the EMS would
not obviate increases in interest rates, it would not obviate
fhe need for financial discipline and, indeed, it might
frerease i1t. . SRR O ————
___—__—-—-‘_—'

e The subject was last reviewed with the Prime Minister on
13 February and the papers for that seminar are still relevant.

3 Circumstances have changed since February. When we 1last

discussed the question, the dollar had risen sharply. Sterling
had fallen not only against the dollar but also against European
currencies, reflecting market doubts about the Government's
commitment to 1its counter-inflation strategy. UK interest rates
had been forced up sharply.

4, Inflatioh is: now ~falling.: There is a good chance that we
will do even better than the Budget forecast of 4%% inflation
by mid-1986 and this view 1s gaining widespread acceptance.
MoneE§;§__:Bnditions, are consistent with lower inflation. We
have pursued a cautious policy towards interest rate reductions.
Since 13 February, the pound has risen by 7% against the DM and

P ]

32%% against the dollar. .




Reinforcing the Strategy ‘

5. In spite of sterling's strength, and the much improved outlook
for inflation, we have run 1into difficulties over the operation
and exposition of the Government's financial strategy. Though
we may receive credit for the results of our policy, this 1is
offset by criticism of the way in which we operate it.

6. The background of currency upheavals, the removal of controls
at home and far-reaching changes 1in the structure of financial
markets has meant that the various measures of money have been
difficult to interpret. The target measures have been pointing
in different directions. For reasons we discussed at the Prime
Minister's monetary seminar 1in July, we have recently had
particular difficulty with £M3 - the measure which in the public
mind 1s most closely associated with our monetary strategy.
Although there can be no question of doing without the discipline
of monetary targets, we have to recognise that the monetary
aggregates have, for the present, become a 1less reliable guilde
to the conduct of policy.

T So we have been forced to place increasing emphasis on the
exchange rate. We have always acknowledged that, 1in assessing

monetary conditions, the exchange rate has an 1important role
alongside the monetary indicators. There are those who argue
that it 1s wrong to place weight on the exchange rate when
movements can reflect changes 1in monetary conditions 1in other
countries - particularly the US - and other factors, for example,
0oil prices, that are 1independent of UK financial conditions.
But the exchange rate has a direct impact on the price level
and 1inflationary expectations and sharp movements have often
coincided with changes in the market's perception of monetary
ease or stringency.

- —

8. In practice, the exchange rate has had a good record of
reflecting domestic monetary conditizﬁgl Significant changes
have usually been a good guide to interest rate decisions = for
example in January this year when the monetary aggregates were
giving uncertain siggglf, partly because of the effects of the
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. BT privatisation on the statistics. Domestic financial markets

too have been increasingly influenced by 1it. e s rpleaar to
them what the direction of the 1interest rate response of a
Government committed to low inflation must be, and market interest

rates almost always react to sharp exchange rate changes.

Q5 We have, however, had considerable difficulty in explaining,
at any particular time, what weight it has in policy decisions.
This has itself become a source of confusion in presenting policy.
Markets and commentators continually speculate about the exchange
rate level which the Government would like to see; many different
exchange rate bands are hinted at. The Chancellor intends ¢to

provide a further explanation of the monetary strategy TIm ~his
Mansion House Speech on 17 October. He will deal with the issues
raised at the Prime Minister's seminar on 16 July. But there

| ————
will still be an 1inevitable degree of uncertainty in the minds

of commentators and the markets.

10. There is a strong case for greater clarity. It would simplify
some of the problems of day to day conduct of policy; it would
greatly improve the presentation of policy; it would remove fears
that we were exercising ¢too much discretion. The discipline
of an exchange rate regime 1s more readily comprehensible than
money supply targets on their own. Better public underggggafﬁé

would itself be valuable both politically and in influencing
economic behaviour - by reinforcing the discipline of sound money.

Taeg The only practicable possibility of strengthening and
clarifying this part of our policy would be to Jjoin the ERM.
It would be no soft option. It would mean 1linking sterling to
the DM, the currency of the strongest economy in Europe, which
has am~inflation rate of little more than 2%.

A

12, It would be crucial to retain the MTFS. Like the Germans,
we would continue to set ana pursue monetary targets. We would
need to consider further whether it would be right” at the time
of Joining . -to make any changes in the chosen target aggregates.

13. Our primary objective would remain to keep monetary conditions
firmly in a counter-inflationary direction. Although realignments




are permitted within the rules of the system, we would aim to
avold changes, especially in the first year or so, and build
credibility in the market. In the event of realignments we would
seek to keep in line with the DM. This should ensure that there
is no conflict between keeping the exchange rate within ERM 1limits
and reducing inflation.

Impact on Industry

14, Linking sterling to the DM would be of value in reinforcing

S——— — A ———
industry's determination to control 1its costs. There have been

signs that firms are beginning to ease up on this front, following
the strong 1improvement 1n their profitability. Manufacturing

costs have risen much faster than in other major countries over
T T T ey

the past year. Recent statements by the CBI and other 1industry
spokesmen about the need for a lower exchange rate have not been
helpful. Such statements both unsettle the markets and encourage

e

firms to believe that they will be bailed out by depreciation.

—

o Provided we are satisfied with the realism of the exchange
rate at which we Join and make it clear that the Government's
monetary and fiscal stance remains determinedly
counter-inflationary, membership of the ERM would be a valuable
discipline. Holding to something 1like the present £/DM exchange
rate would reinforce downward pressure on industrial costs and
prices. The CBI, Institute of Directors and others who in recent
555?53 have come to support our Jjoining the ERM, could hardly
argue publicly against this stance. They know that this 1s the
essence of the ERM, and would have no ready excuse if they found

———

that keeping up with the deutschemark was tough going.

Could We Make It Work?

16. There 1s no way in which we can confidently rule out the
possibility of bouts of heavy pressure against sterling 1in the
ERM. They could arise from differential movements into or out
of the dollar if that currency were under pressure elther way;

S —————

or from a severe movement of o1l prices; or from a weakening




of confidence if our inflation performance seemed to be faltering.
Given the scale of financial flows through London, the pressure
on us might be very large. And particularly in the early months,
the markets might well seek ‘to test our resolve. If so, we would

need to demonstrate that resolve.

T The view that our reserves were inadequate for membership
——— N ————

of the ERM was one of the main concerns expressed at the Prime
Minister's seminar in February. We still have smaller reserves

in relation to our volume o?-trade, and even more so in relation

R

to our potential exposure to Zﬁternational capital movements,

than other countries of the Community. This remains true even

though we recently strengthened our reserves substantially by
borrowing $2.5 billion on satisfactory terms.

Ap— ——

18. We would not want to spend massive reserves, as the French
did in late 1982, in defence of the indefensible. We would hope
in the first instance to avoid pressure by maintaining the cautious

‘-\
approach to 1interest rates that we have followed since the

beginning of this year. If 1in spite 'of this pressures emerged
we would hope to recognise the need for policy change in good

time and "act . on. that. In such circumstances we would have to
be prepared to adjust domestic interest rates vigorously, as

——

indicated by the exchange rate, and maintain them at these levels

for as long as necessary.

19. To a considerable extent we follow this approach now outside
the ERM. Though at times in the past it might have seemed more
sensible to take part of the pressure on the exchange rate (rather
than interest %ates), recent experience = particularly around
the turn of the year = has clearly demonstrated that this option
leads to great problems and in practice it now scarcely exists.

20. Our best protection would be our own financial strategy
and performance. Some commentators have drawn attention to the
UK's failure to 1live within the "Snake" in 1972. But the UK's
relative fiscal and monetary position is now quite different
from what it was in 1972; then monetary conditions were easy
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and getting easier, and there was a widespread view that‘ne
UK authorities wished to see a 1lower exchange rate. After a
period of achieving a track record and consequent credibility
in the ERM we could hope to benefit from the reinforcing effects
of membership of a mechanism that has been successful in limiting
exchange rate variations among European currencies. The "fact
of being a member could then help to stabllise expectations and
to reduce some of the speculative flows.

Who Decides Parities?

Pl it At the discussion in February there was some concern about
the 1influence of other Community countries over our exchange
rate. The constitutional position 1is that 1initial parities and
any subsequent changes are decided by unanimous judgement»»of
p_all_\gggggnity *Finéﬁzg——ﬁzgzéters, who meet for the purpose Vat
"realignment conferences". At these there 1s often a good deal

of argument as to whether X should devalue or Y revalue (the
same thing in market terms but different 1in terms of political
presentation), and at the margins about the amounts of any changes

(with a tendency for resistance against demands for large changes).

22 At ithe end of the day 1t 1s usual-for a .compromise’’to be
reached, but in practice an individual' country only really 1loses
its freedom of action when that country 1is seeking special
financial assistance, 1in which case attempts may well be made
by others to impose policy conditions - an IMF-type situation.
There 1s certainly an in-built pressure in the system against
devaluation. But that is what we would want.

Conclusions

23. We are able now to contemplate joining the ERM from a position
of some strength. This - Gis -based: on. our success In  reducling
inflation. There 1s widespread acceptance of our determination
to continue in that direction and a growing expectation that
we shall succeed.

24, We face a period of difficulty over the conduct and
presentation of financial policy.




2% Joining the ERM now would reinforce our basic strategy,
clarify 1ts operation in some respects and greatly improve its
publle presentation.,

26. Joining the ERM would be a natural extension of the present
strategy 1in which the exchange rate has come to play an
increasingly important part in the assessment of monetary
conditions.

il It would 1impose a discipline on the Government and on

industry. It would also be generally well received by the markets.

Itiwould be a significant political Initiative which: we would
take care to present as an evolution of present policy, and in
no waya relaxation of that policy.

28. There are always risks of severe exchange rate pressures
- difficulties which we have not escaped by staying outside the
ERM. Interest rates would need to adjust rapidly. But the
advantages now outweigh the risks.

29. It is the considered view of the Chancellor and the Governor
that we should become full members of the EMS, joining the ERM
at the earliest practicable opportunity.
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QUESTIONS OF PROCEDURE

In the Community

The formal process of Jjoining would be as follows:

we would notify our intention to the Commission and
to our partners;

a "realignment" conference would be convened, almost
certainly over a weekend (notice could be glven as
late as Friday evening);

the form of the conference is a preliminary meeting
of the Monetary Committee (Treasury and Bank officials),
followed by a meeting of Finance Ministers and Central

Bank Governors;

subject to the possible qualifications mentioned below,
the sole purpose of the conference would be to settle
the rate at which sterling would Jjoin, and the

consequent complete new grid of cross-parities and

ecu central rates.

24 There are Jjust two qualifications about the substance of

the discussion:

it would have to cover in addition any special points
or conditions we wanted to raise: but this does not
arise, because a mark of moving into the system strongly
would be that we were not seeking special conditions
and, in particular, we would be accepting the standard
margins of variation of +/- 2.25%;
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there would be additional but by no means insuperable
complications if, at the time of our entry, some other
Community country wanted to take the opportunity of
realigning 1ts own currency.

e The rate at which .sterling would Jjoin would, in theory,
be an open matter for negotiation with and among all the partners.
In practice, there would be a strong sense among all concerned,
and this would include the UK, that the chosen rates could not
be very far from the prevailing market rates: to choose otherwise

would risk confusion when markets re-openea. This still 1leaves

some room for manoeuvre over the precise rates (which could be
such as to give an immediate market effect of sterling being
in the middle or upper or 1lower part of the permitted range).
We would want to decide for ourselves within this 1limited room
for manoeuvre. We would have to explain and argue for our choice,
but there must be a very strong probability that the general
satistaction’ of -others with .our joihing at all would give us
a strong hand to play.

by, With sterling in the ERM, the relationship between sterling
and the DM would be particularly important for the authorities
of both countries. Indeed, the ERM would become a different
animal: a binary system instead of one with satellites around
‘5—_§1ngle Eﬁ?fency. The behaviour of the new system 1is not
‘,;;;E;;E;EE};—trﬂzr'point which we suspect the Germans and others

———

have not fully recognised. We would want after entry to have

some intensive discussions with our German opposite numbers on

two main points. First, we would want to explore the possibility
of a bilateral "swap" arrangement to be used by agreement in
order to meet special DM/&£ financial flows. Secondly, we would
want to establish very close consultation procedures between
our Finance Ministries and Central Banks on any measures of
developments in the monetary field.

Parliament

L A The previous Labour administration gave an undertaking to
consult Parliament in advance if and when there was a decision

——




SECRET g

by them to join the ERM when it was set up. (Mr Healey o9
November 1978 - the passage 1s well worth reading and is attach!).
We cannot trace any such undertaking having been given by the
present administration.

6. This means that we could choose between the two options
of informing Parliament before or after Jjoining. In either case

we would need to move fast in order to minimise the risk of any
s .

uncertainty and speculation affecting sterling's position 1in
the market or actually or potentlally within the ERM. The two
options have different implications and problems:

oy Undoubtedly best from the point of view of minimising
market disruption would be to avoid any hint of our
intentions up to Friday night; then arrange a weekend
"realignment" conference; and begin to operate within
the ERM when markets opened on Monday. A Statement
to the House would be necessary on the Monday and
a very early full debate would be 1nevitable. We
would want and need to present the whole decision
to Jjoin 1including the terms and agreed rates as a
package and would have to resist any suggestion that
we could adjust the rate at which we Jjoined. We would
of course have to explain at the weekend conference
that there would need to be a debate and vote 1n
Parliament which, 1if 1lost, would effectively overturn
our decision to Jjoin; but we would operate 1in the
market as members at once. We see no reason why this
should cause problems with other Community countries
- or with markets, provided we made 1t clear that
there was no question of the debate affecting our

agreement on the rate.

The alternative would be a Statement 1in the House
on a Thursday announcing our intention to Jjoin "at
the current market rate". The 1last point would be
‘essential to minimise the risk of heavy speculation.
But some speculation wpuld be bound to develop = and
it could affect existing ERM currencies in ways which

would be unwelcome (rumours that a conference on
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sterling joining could provoke general realignment).

There would certainly be pressure from some MPs for
us to seek some different rate and for any rate agreed
with other Community countries to be subject to
reference back to Parliament. This would have to
be resisted but could be embarrassing both in Parliament
and 1in the markets. In any case, Parliament would
be unlikely to give authority to the Government to
negotiate entry without demanding opportunity for
debate when the terms were known; so we would still
expect to face that problem after the weekend and
in the face of well prepared opposition.

T The mood of some in Parliament would not be helped by such

an important decision being effectively taken before they are
told of our intention. On the other hand, the double dose of
the second option 1is Jgiikely to be helpful. And the market
arguments point pretty strongly to the advantages of the first

option. On balance we judge the first option preferable.

Risk of Leakages

8. The decision on handling Parliament - and on timing generally
- may be affected by risks of leakages. We should obviously
take all possible steps to avoid these risks. But we cannot
do anything to prevent an invented story; and the amount of
enthusiasm for a decision to join in some quarters of the press
makes such a possibility a real one. For the present our response
is that the question is of course under regular/continuous review
- leaving the implication that nothing has changed. This position
should be held for as 1long as possible: the moment we depart
from it we are at risk of market speculation and a build-up of

noisy argument: if we wished to enter we would need to move fast

into one of the two options indicated above.

9. The worst risk of leakage would arise if we had to talk
%n advance with other Community countries or the‘@Bﬁﬁng;g;T__he
have concluded however that this would not be necessary given
that our entry must be welcomed and that we would not be seeking

special conditions.




29 NOVEMBER, 1978

Mr.Healey:

On the other hand, if the changes which
I have described, and for which the Gov-
ernment are pressing, are made in the
exchange rate regime in the next few days
—and many other countries besides our-
selves are pressing for these changes—
if the Heads of Government were to agree
next week on the necessary commitment
to concerted action and resource trans-
fers, and if. therefore, the Government
decided that it would be in Britain’s in-
terest to join the exchange rate regime,
then—I was asked this question at Ques-
tion Time the other day—the Govern-
ment would submit their view to Parlia-
ment for debate, and, if necessary, a
vote, before the regime came into opera-
tion at the beginning of January.

I hope that that allays the anxieties
which some of my hon. Friends, and
indeed some of my right hon. Friends,
have expressed.

Mr. J. Enoch Powell (Down, South):
When the right hon. Geatleman says
“ before the regime came into operation ",
does he mean before this country is com-
mitted to participate in it or after we are
committed but before it begins to
operate?

Mr. Healey : If the House were to take
a view that was different from that of the
Government, on a matter of this import-
ance, it would indeed be a very serious
matter. There is not the slightest question
but that the Government would be guided
by the views of the House. But I hope
that the right hon. Gentleman, who is a
stickler for constitutional precedent here,
is not suggesting that the Head of the
British Government should go to an inter-
national conference and enter into nego-
tiations and reach conclusions ad refer-
endum (0 votes in this House. I think that

that would be a total breach of all his-
torical precedent. If the right hon. Gentle-
man was suggesting it, he would have
difficulty in reconciling it with his views
on many other issues of a constitutional
nature.

I have made it absolutely clear that
the essence of democracy in this country is
that the Government repeatedly have to
take decisions on many matters and sub-
mit them to the view of the House. If
the House rejects their views, they either
resign or change their policies.
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STERLING AND THE EUROPEAN RATE MECHANISM

(Joint Note by Treasury and Bank of England)

Introduction

The public stance of the Government has consistently been that
sterling would join the Exchange Rate Mechanism (ERM) when the
time was right. Answering Dr Owen on 31 January this year in
the House of Commons, the Prime Minister said:

"We have always said that we shall join the exchange rate
mechanism of the EMS when we believe that the time 1is
appropriate. It is kept under review from time to time,
but I must make one thing clear. Joining the EMS would
not obviate increases in interest rates, it would not obviate
the need for financial discipline and, indeed, it might
increase it."

28 The subject was last reviewed with the Prime Minister on

13 February. Since then circumstances have changed.

e When we 1last discussed the question, the dollar had risen
sharply. Sterling had fallen not only against the dollar but
also against European currencies, reflecting market doubts about
the Government's commitment to its counter-inflation strategy.
UK interest rates had been forced up sharply.

4, Inflation is now falling. There is a good chance that we
will do even better than our Budget forecast of U4%% inflation
by mid-1986 and this view 1is gaining widespread acceptance.
Monetary conditions, are consistent with lower inflation. We

have pursued a cautious policy towards interest rate reductions.
The dollar is now [10%] below its February peak even though it
has risen from its late August 1level. Since 13 February, the
pound has risen by [8%] against the DM and [23%] against the
dollar.




Reinforcing the Strategy

5 In spite of sterling's strength, and the much improved outlook
for inflation, we have run into difficulties over the operation
and exposition of the Government's financial strategy. Though
we may receive credit for the results of our policy, this 1s
offset by criticism of the way in which we operate 1it.

65 The background of currency upheavals, the removal of controls
at home and far-reaching changes 1in the structure of financilal
markets has meant that the various measures of money have been
diffieult to dAnterpret. The target measures have been pointing
in different directions. For reasons we discussed at the Prime
Minister's monetary seminar 1in July, we have recently had
particular difficulty with £M3 - the measure which in the publilc
mind is most closely associated with our monetary strategy.
Although there can be no question of doing without the discipline
of monetary targets, we have to recognise that the monetary
aggregates have, for the present, become a less reliable guide
to the conduct of policy.

o So we have been forced to place increasing emphasis on the
exchange rate. We have always acknowledged that, in assessing
monetary conditions, the exchange rate has an important role
alongside the monetary indicators. There are those who argue
that it 1is wrong to place weight on the exchange rate when
movements can reflect changes in monetary conditions in other
countries - particularly the US - and other factors, for example,
0oil prices, that are independent of UK financial conditions.
But the exchange rate has a direct impact on the price level
and inflationary expectations and sharp movements have often
coincided with changes in the market's perception of monetary

ease or stringency.

8. In practice, the exchange rate has had a good record of
reflecting domestic monetary conditions. Significant changes
have usually been a good guide to interest rate decisions - jor
example in January this year when the monetary aggregates were
giving uncertain signals, partly because of the effects of the
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'too have been 1increasingly influenced by 1it. P I8 Lelear -to
them what the direction of the 1interest rate response of a

BT privatisation on the statistics. Domestic financial markets

Government committed to low inflation must be, and market interest

rates almost always react to sharp exchange rate changes.

9. We have. however, had considerable difficulty in explaining,
at any particular time, what weight 1t has in policy decisions.
This has itself become a source of confusion in presenting policy.
Markets and commentators continually speculate about the exchange
rate level which the Government would like to seej; many different
exchange rate bands are hinted at. The Chancellor intends to
provide a further explanation of the monetary strategy in his
Mansion House Speech on 17 October. He will deal with the 1ssues
raised at the Prime Minister's seminar on 16 July. But there
will still be an inevitable degree of uncertainty 1in the minds

of commentators and the markets.

10. There is a strong case for greater clarity. It would simplify
some of the problems of day to day conduct of .policy; it would
greatly improve the presentation of policy; 1t would remove fears
that we were exercising too much discretion. The discipline
of an exchange rate regime 1s more readily comprehensible than
money supply targets on their own. Better public understanding
would 1itself be valuable both politically and in influencing
economic behaviour - by reinforcing the discipline of sound money.

o g 5 The only practicable possibility of strengthening and
clarifying this part of our policy would be to Jjoin the ERM.
It would be no soft option. It would mean 1linking sterling to
the DM, the currency of the strongest economy in Europe, which
has an inflation rate of little more than 2%.

12% It would be crucial to retain the MTFS. Like the Germans,
we would continue to set and pursue monetary targets. We would
need to consider further whether it would be right at the time
of joining to make any changes in the chosen target aggregates.

13. Our primary objective would remain to keep monetary conditions
firmly in a counter-inflationary direction. Although realignments




are permitted within the rules of the system, we would ai'bo

avoid changes, especially in the first year or so, and build
credibility in the market. In the event of realignments we would
seek to keep in 1line with the DM. This should ensure that there
is no conflict between keeping the exchange rate within ERM limits
and reducing inflation.

Impact on Industry

14, Linking sterling to the DM would be of value in reinforcing
industry's determination to control 1its costs. There have been
signs that firms are beginning to ease up on this front, following
the strong improvement 1in their profitability. Manufacturing
costs have risen much faster than in other major countries over
the past Yyear. Recent statements by the CBI and other industry
spokesmen about the need for a lower exchange rate have not been
helpful. Such statements both unsettle the markets and encourage
firms to believe that they will be bailed out by depreciation.

15 Provided we are satisfied with the realism of the exchange
rate at which we Jjoin and make it clear that the Government's
monetary and fiscal stance remains determinedly
counter-inflationary, membership of the ERM would be a valuable
discipline. Holding to something 1like the present £/DM exchange
rate would reinforce downward pressure on industrial costs and
prices. The CBI, Institute of Directors and others who 1in recent
months have come to support our Jjoining the ERM, could hardly
argue publicly against this stance. They know that this 1is the
essence of the ERM, and would have no ready excuse if they found
that keeping up with the deutschemark was tough going.

Could We Make It Work?

16. There 1is no way in which we can confidently rule out the
possibility of bouts of heavy pressure against sterling 1in the
ERM. They could arise from differential movements into or out
of the dollar if that currency were under pressure either way;
or from a severe movement of oil prices; or from a weakening




of confidence if our inflation performance seemed to be faltering.
Given the scale of financial flows through London, the pressure
on us might be very large. And particularly in the early months,
the markets might well seek to test our resolve.

Tifie The view that our reserves were 1inadequate for membership
of the ERM was one of the main concerns expressed at the Prime
Minister's seminar in February. But we still have smaller reserves
in relation to our volume of trade, and even more so in relation
to our potential exposure to international capital movements,
than other countries of the Community. This remains true even
though we recently strengthened our reserves substantially by
borrowing $2.5 billion on satisfactory terms. We would not want
to spend massive reserves, as the French did in Ilate 1982, in
defence of the indefensible. We would hope instead to recognise
the need for policy change in good time and act on that. In
such circumstances we would have to be prepared to adjust domestic
interest rates vigorously as indicated by the exchange rate.
We have to do that now outside the ERM; though at times it might
seem more sensible to take part of the pressure on the exchange
rate (rather than interest rates), in practice that option scarcely

exists.

18. Our best protection would be our own financial strategy
and performance. Some commentators have drawn attention to the
UK's failure to 1live within the "Snake" in 1972. But the UK's
relative fiscal and monetary position is now quite different
from what it was in 1972; then monetary conditions were easy
and getting easier, and there was a widespread view that the
UK authorities wished to see a lower exchange rate. After a
period of achieving a track record and consequent credibility
in the ERM we could hope to benefit from the reinforcing effects
of membership of a mechanism that has been successful in 1limiting
exchange rate variations among European currencies. The fact
of being a member could then help to stabilise expectations and

to reduce some of the speculative flows.

Who Decides Parities?

19. At the discussion in February there was some concern about

the influence of other Community countries over our exchange




rate. The constlitutional position 1s that 1inlitlal parities and

any subsequent changes are decided by unanimous judgemen.of

all Community Finance Ministers, who meet for the purpose at
"realignment conferences". At these there 1is often a good deal
of argument as to whether X should devalue or Y revalue (the
same thing in market terms but different in terms of political
presentation), and at the margins about the amounts of any changes
(with a tendency for resistance against demands for large changes).
At the end of the day it is usual for a compromise to be reached,
but in practice an individual country only really loses its freedom
of action when that country: . 1s seeking special financial
assistance, in which case attempts may well be made by others
to impose policy conditions - an IMF-type situation. There 1is
certainly an in-built pressure in the system against devaluation.
But that is what we would want.

Conclusions

20. We are able now to contemplate joining the ERM from a position
of some strength. This 1is based on our success in reducing
inflation. There is widespread acceptance of our determination
to continue in that direction and a growing expectation that

we shall succeed.

21 We face a period of difficulty over the conduct and
presentation of financial policy.

22 4 Joining the ERM now would reinforce our basic strategy,
clarify its operation in some respects and greatly improve its

public presentation.

2% Joining the ERM would be a natural extension of the present
in which the exchange rate has come to play an increasingly
important part in the assessment of monetary conditions.

24, It would impose a discipline on the Government and on
industry. It would also be well received by the markets. it
would be a significant political initiative which we would take
care to present as an evolution of present policy, and in no

way a relaxation of that policy.




2 There are always risks of severe exchange rate pressures
- difficulties which we have not escaped by staying outside the
ERM. Interest rates would need to adjust rapidly. But = the

advantages now outweigh the risks.

26. It is the considered view of the Chancellor and the Governor
that we should become full members of the EMS, Jjoining the ERM
at the earliest practicable opportunity.




QUESTIONS OF PROCEDURE

In the Community

The formal process of joining would be as follows:

we would notify our intention to the Commission and to

our partners;

a "realignment" conference would be convened, almost

certainly over a weekend (notice could be given as late as

Friday evening);

the form of the conference is a preliminary meeting of
the Monetary Committee (Treasury and Bank officials),
followed by a meeting of Finance Ministers and Central Bank

Governors;

subject to the possible qualifications mentioned below,
the sole purpose of the conference would be to settle the
rate at which sterling would Jjoin, and the consequent

N

complete new grid of cross-parities and ecu rates.

2 There are Jjust two qualifications about the substance of the

discussion:

- it would have to cover in addition any special points or
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