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CABINET

MINISTERTAL GROUP ON EUROPEAN MONETARY CO-OPERATTION

LIMITED CIRCULATION
GEN 136(78) S5TH MEETING MINUTES
TUESDAY 10 OCTOBER 1978 AT 10.00 AM

SECRET
ZUROPEAN MONETARY CO-OPERATION

The Group had before them a series of papers on different aspects of the
negotiations about a European Monetary Scheme, circulated by the Chancellor
of the Exchequer and the Secretary of State for Industry (GEN 136(78) 14, 15,
16 and 17) together with two earlier papers, (GEN 136(78) 9 and 11) and a
minute dated 2 October from the Private Secretary to the Chancellor of the
Exchequer to the Private Secretary to the Prime Minister.

THE CHANCELLOR OF THE EXCHEQUER said that it was necessary to stand back from
the detailed papers before the Group, and to consider the overall picture.
Events had moved faster than anyone had expected. It might now be necessary to
reach an early decision, particularly because of the risk of market speculation
against sterling in the period before the European Council, Our initial
position had been that the scheme should be durable, should impose symmetrical
Obligations so as to present no obstacle to growth, and should be supported

by adequate resources for intervention. In all these it would be different
from the "snake", Chancellor Schmidt had initially appeared to support these
TQuirements, but had now changed his positions The scheme a2s it seemed

likely t0 emerge was not very different from the snake. Nevertheless, it Was
almost certain that France would rejoin, and that Italy and Ireland would
Probably entep as wells The French might prefer us out, but Schmidt wanted

'8 in though not at any price. In this situation, four questions arosee.

First, should we accept the risk of a sterling rate significantly bigher

Man it woulq otherwise be? He would himself pay 2 substantial price for
Btabilitaf in exchange rates. In fact we had maintained our effective rate reason-
*oLy well in the last few years of floatinge It might have been much more
difficult to do so within the snake because of the pressures to which this

B
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o accept the : jon Tates of other Euro
would then have exposed us. Second, even.if we yeispropered b r o lo¥ inflatd PEEN countrics. Some further adjustment of parities

T i articularly +
risks, wuld memtership of the European Honetary Scheme give us even 12 monthg yas essential, D J %o protect some of our most exposed industries,

stability? The divérgencies in performance between the different membor Tho position nOW Was Woxse than it had been when we first left the snake in
comtries Were still too wide to maks this likely. The Bretton Woods syshem 1972+ The inflationary gap was bigger and the strain of maintaining a

had collapsed becasse of the 2:1 gap in the inflation performance of the main pmimlﬂ parity greater. loreover resource transfers from the United Kingdom
members. The gep between the different Suropean countries wes mow 4:1, end 1o the rest of the Commmity were growing more perverse. We would not be
Saee. wom Ao, oanTIORNCS TRADICE could rapidly be reduced. We had not been slone in finding it difficuwlt to stay within an inflexible EMS. Unless a

shle to stay in the original snake in 1972, and the Italians and French sutgtential Gemman revaluation were part of +the packege, the whole gcheme

had been forced to leave over the next few years. It fook fime, within the night fall apart after a few months. There would be no political asventage in
mechanism of the snake, to reach agreement on parity changes, and members ssooiation with such a failure. The scheme asz it was naw emerging was still
could lose very large regerves as a result of this delay. The technical sszentially the original sngke. The "Europeantt element, including the
adjustments proposed in the papers befors the Group would help, Btut the gropoged Buropean ourrency unit and the Europezn lMonetary Fund, were mainly
central point remained the freedom to adjust onets parity repidly. However, politicel window dressing. President Giscard wes probably anxious o secira
3% it were publicly clear thaet the scheme allowed congiderable flexibility, ferman support during the awkward transitional period in his counter—inflation
then it wes not much different from the crewling peg and would present speculafon! olioy. Chancellor Schmidt hed initiated the scheme partly =s = reaction to
with = one way option against sterling. The United Kingdom faced in any case United States policies at the time of the Copenhagen Summit, and had come

a @ifficult period in the exchange markets in the next few months, beceuse of mdsr strong pressure from the Cerman banks to stick closely o the snake

the wncertainties over the political situation, pay policy, and the possibility arrangements .

of a revived dollar. In these circumstancas we would be unwise to join

unless the scheme wers changed. Third, any decigion to join would need On the other hand, it was was usd that, since we could not prevent others
very careful presentztion to minimise speculabion againat the weaker currencies. going ahead with the scheme, resl quegtion was whether, once it had been
Speculative pressure would meke it important %o essert our firm priority egtablizshed, we would be worse off outside it and unduly sxposed to speculation.
for counter inflationary policy. The most helpful development would be a Ingide the scheme, we ghould important financisl support for sterling, and
substantial appreciation of the deutschmark rather then a collective depreciaticd &t least the possibility of eventual concessionsg on resource transfers. There
of the other currencies, tetween which exchange rates had been reasonably ¥z s8till scope for influencing the details of me before it began and

stable. Fourth, domegtic politicel considerations would meke entry extremely
difficult. It was not clear that the Government could securs a majority

in favour of eatry, or for any legislation which might be needed, sither from of stability, and by our ability to control
the House of Gommons or within the Parlismentary Labour Party, particularly by speculation.
since the arguments were so finely balanced, For all these regsons, he now
felt it would be wrong to join the scheme in the form in which it geemed likely

during the two year transitional period. Although ing parity might be

alittle higher than it would otherwise be, i be offget by the benefits

not be blown about

Membership of the in itself lead to deflation.

I wag lack of international v an overvalusd currency, which

yport, ra

Bad forced us 4o adopt deflationary me Devaluation Was 1O

to emerge. long tamm solution., REven if ool ht b2 made necessary
. : 5 our falling competitiven 1g this on favourable
In discussion, there wes wide support for this view. The pirpose of the ®ditions within the fra hie el
schene was o gecufe grester mometary stability. This weuld tend to keep Smetry of okligations wes T o
‘the international value of the deutmchmark low, and would on palence have SNCessiong which could be o:r_
an inbuilt deflationary bies. Within the United Kingdom, our continuing T8 attractive . Moreovar; b

weakniess ‘stemmed from our high rate of inflation and our poor industrial

8o early oo
perfomanca, Ry

fnile the industrial strategy promised mome improvement, it ey SUpply.
would take time to work througn.

i+l n after entry, t otect their own
3, either before or soon afier entry, to prx &

While membership of the scheme might require tign® mousSary;

M&amgli.le we could not hope to match the 3




digcipline, it seemed unlikely that it would ¢ell for stermer measures
than our present gituation demanded in any oase. It might indeed be a usefu]

reinforcement.

Tn further discussion of the tactics, it wes argued that even if we decided jp
principle now against membership of the scheme, it would be unwise to make
+this known prematurely. It would be better to continue to work for a system
which we might join later. To do otherwize might prejudice the chance of

2 successful outcome to the "concurrent studies" on resource transfers. We
should net seek to polarise positions towards the Community. It would however
be necessary to warn Chancellor Schmidt at an early stage of our likely
decision. It wes also necegeary to decide quickly on tactics in the markets,
If it wers believed after the Prime Winister's visit to Bomn that a decision
hed bean tzken, sterling could become a target for speculators. The best line
would be to emphasige the continuing high priority being given to counter-
inflationary meagures, whether we joined the scheme or not. The Government
had indeed no intention of weskening thege policieg, snd there were gome

signs that the unions would now realise the geriousnegg of the pogition they
hed adopted on pay. This mjght meke it lese necessary to adopt stringent
figcal and monstary measures, elthough the possikility of having to do so
could not be ignored. Above all, it was important to avoid eny impression
that we would be staying outside the EMS because of the weakness of sterling
and our inability to sustain the present excirgnge rate.

THE PRIME MINTSTER, swmming up the discussion, said that the Croup by a large
majority felt that it wes clearly not in our interests to join the proposed
Europeen Monetary Scheme in the form in which it geemed likely to emerge. For
tactical reasons we should however continue to take part comstructively in the
negotiations in the period before the Europazn Couneil in Decemter. The
Chancellor of the Exchequer should be guided accordingly at the Finance Cowicil
on 16 Octover, In his conversations with Chancellor 2chmid: on 18/19 October
he would explain that the gcheme was evolving in a way which was unlikely %0
meet our original oWBjectives. This could be done by reference to the requiremen®
"l?ich be hed enunciated in Bremen and the extent to which the outcome seemed
likely to fall short of them on wll countes fe would do nothing to stop the
other countries from going shead, end should mot seek o present this as & PM
OF entl ZC issie. The precige tactics would be worked out at a briefing
meeting the following weeks The Chancellor of the Exchequer should axrangs £9F
further consideration 4o be given to tge consequences of a decision not to

join @nd 10 particuler the tactics in the exchange markets and the Aifficulties

i posgible break in the link between sterling and the Irish pound., Meanwhile
* 4 I i
e important that there should be no advance disclosure of the Government's

positions

The Group =

Took note, with approval, of the sumning up of their discussion by the
prime Minister and invited the Chancellor of the Exchequer %o e puided
accordingly. ;

Cabinet Office
11 October 1978
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