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THE EUROPEAN MONETARY SYSTEM (EMS) 


Rec e n t l y I had an o p p o r t u n i t y t o d i s c u s s o ur a t t i t u d e t o t h e 

EMS w i t h the Lord P r e s i d e n t ; and I have been r e f l e c t i n g s u b s e q u e n t l y 

on t h e m a t t e r . I t i s u n l i k e l y t h a t you w i l l be pressed on i t a t t h e 

European C o u n c i l i n S t r a s b o u r g . You may be asked about i  t however 

and r a t h e r t h a n l e a v i n g t h i s i m p o r t a n t i s s u e t o be d e a l t w i t h o n l y i n 

the r o u t i n e b r i e f i n g arrangements, I tho u g h t i  t might be h e l p f u l i  f I 

l e t you know s e p a r a t e l y how I see t h e i s s u e s . 

2. You made i  t c l e a r a f t e r your t a l k s w i t h C h a n c e l l o r Schmidt and 
P r e s i d e n t G i s c a r d t h a t we wished t o l o o k a t a l  l aspects o f t h e m a t t e r 
and i n t e n d e d t o do so i n t i m e t o ta k e up a p o s i t i o n when the exchange 

r a t e mechanism i s reviewed i n September. I am sure t h a t i t i s r i g h t 

not t o be rushed. As you r e a l i s e v e r y w e l l , t h e d e c i s i o n whether o r 

not t o j o i n t h e exchange r a t e mechanism r a i s e s i m p o r t a n t i s s u e s o f 

b o t h i n t e r n a t i o n a l and domestic p o l i c y ; t h i s was w e l l i l l u s t r a t e d by 

what t h e S e c r e t a r y o f S t a t e f o r Trade s a i d a t our "Hoskyns m e e t i n g " 

on Monday. 


EMS - Present P o s i t i o n 

3. The EMS has now been o p e r a t i n g f o r t h r e e months. D u r i n g t h i s 
p e r i o d , some o f the t r a d i t i o n a l l y weak c u r r e n c i e s (e.g. t h e l i r a ) 
have i n f a c t been s t r o n g . S t e r l i n g has been e x c e p t i o n a l l y s t r o n g , 
and i f t h i s had happened w i t h the UK as a member o f t h e exchange r a t e 
mechanism, s t e r l i n g would have h i t t h e upper l i m i t o f i t s p e r m i t t e d 
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range w i t h i n t h r e e weeks o f the system s t a r t i n g t o o p e r a t e . Under 

the r u l e s , t h e UK would have had t o i n t e r v e n e t o h o l d s t e r l i n g a t 

t h a t p o i n t . That would have meant s e l l i n g s t e r l i n g f o r o t h e r 

c u r r e n c i e s , which tends t o add t o t h e s t e r l i n g money s u p p l y . I n t e r ­

v e n t i o n t o h o l d the r a t e below i t s market l e v e l can a l s o a t t r a c t 

s p e c u l a t i v e i n f l o w s , p r o d u c i n g f u r t h e r a d d i t i o n s t o t h e money s u p p l y . 


4. A c r u c i a l phase f o r the EMS i s p r o b a b l y now b e g i n n i n g , and we 

cannot be c e r t a i n how smoothly t h e exchange r a t e mechanism w i l l be 

w o r k i n g l a t e r i n the year. The deutschemark, as expe c t e d , i s 

becoming the s t r o n g e s t c u r r e n c y i n t h e system. The Germans have 

been g i v i n g p r i o r i t y t o domestic o b j e c t i v e s i n the management o f 

t h e i r c u r r e n c y . They have been i n t e r v e n i n g i n d o l l a r s i n support 

o f the mark. The e f f e c t has been t o keep down i n f l a t i o n i n Germany, 

b o t h t h r o u g h a h i g h e r mark exchange r a t e and by r e d u c i n g domestic 

money supply growth. I n d o i n g so they have been s e l l i n g , d u r i n g a 

p e r i o d o f r e v i v a l o f t h e d o l l a r , many o f t h e d o l l a r s they had been 

o b l i g e d t o buy t o support t h a t c u r r e n c y i n t h e l a s t year or so. 

Th i s s t r e n g t h e n i n g o f the mark has been p u t t i n g s t r a i n on t h e B e l g i a n 

f r a n c , c u r r e n t l y t h e weakest c u r r e n c y i n the system, and l a t t e r l y 

a l s o on t h e Danish krone. The B e l g i a n f r a n c and Danish krone were 

devalued a g a i n s t the mark i n the "snake" l a s t October. The B e l g i a n , 

Danes and Dutch have r a i s e d i n t e r e s t r a t e s and t h e r e i s now t a l k o f 

f u r t h e r r e a l i g n m e n t . A l t h o u g h some o f these d i f f i c u l t i e s can be 

a s c r i b e d t o weaknesses i n the B e l g i a n and Danish economies, t h e y 

i l l u s t r a t e t h e c r u c i a l importance t o t h e EMS o f what i s happening t o 

the d o l l a r and o f German r e a c t i o n t o i t  . We do not know how f a r 

movements i n the d o l l a r w i l l apply d i f f e r e n t i a l p r e s s u r e s on EMS 

c u r r e n c i e s i n coming months. I t seems l i k e l y however t h a t t he next 

few months w i l l be a t e s t i n g p e r i o d f o r the EMS. 


5. A l l t h i s s u p p o r t s t h e case (which we d i s c u s s e d on Tuesday) f o r 
t a k i n g a c a u t i o u s l i n e a t S t r a s b o u r g . The September " r e v i e w " o f 
the EMS r e l a t e s under p r e s e n t agreements o n l y t o t h e o p e r a t i o n o f t h e 
"divergence i n d i c a t o r " mechanism, which does not i n f a c t seem t o 
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have p l a y e d much o f a r o l e so f a r . I t seems r a t h e r u n l i k e l y t h a t 

we would want t o make our d e c i s i o n whether t o j o i n t h e EMS 

dependent on t h e outcome o f t h i s somewhat narrow r e v i e w , though i t 

would be reasonable t o t a k e t he r e s u l t s i n t o account. The outcome 

o f t he r e v i e w i s l i k e l y t o be r e p o r t e d t o t h e D u b l i n European C o u n c i l 

i n November and I b e l i e v e t h a t i  f i  t s u i t e d us we c o u l d d e f e r an 

announcement o f our d e c i s i o n u n t i l t h e n w i t h o u t s u r p r i s i n g our 

p a r t n e r s unduly. 


P a r l i a m e n t 

6. The p r e v i o u s Government gave an u n d e r t a k i n g t h a t any d e c i s i o n t o 
j o i n t h e EMS exchange r a t e mechanism would be " s u b m i t t e d t o 
P a r l i a m e n t f o r debate and i  f necessary a v o t e " b e f o r e i  t were c a r r i e d 
o u t . There would be pr e s s u r e on us t o g i v e a s i m i l a r u n d e r t a k i n g . 
We sho u l d have t o c o n s i d e r a t t h e time how t o t i e i n P a r l i a m e n t a r y 
n e c e s s i t i e s w i t h any announcement i n Europe, whether i t was i n 
f a v o u r o f j o i n i n g o r n o t . 

The P r i n c i p a l Issues 

7. The EMS i s not a r i g i d f i x e d exchange r a t e system, so we would 
not l o s e a l l c o n t r o l over t h e r a t e i f we j o i n e d . Nor, on t h e 
o t h e r hand, can we p r e t e n d t h a t we have complete c o n t r o l over our 
exchange r a t e i  f we s t a y o u t : s t e r l i n g i s s t i l  l an i m p o r t a n t 
t r a d i n g c u r r e n c y so i t i s p a r t i c u l a r l y l i a b l e t o r e f l e c t o u t s i d e 
i n f l u e n c e s , and t h e s c a l e o f our f i n a n c i a l markets and our m u l t i ­
n a t i o n a l companies p r o v i d e f u r t h e r means by which pr e s s u r e s can a r i s e . 

8. But the essence o f the EMS i s t h a t i t c o n s t r a i n s any member's 
a b i l i t y t o "manage" h i s exchange r a t e as he t h i n k s b e s t , even i f 
such management amounts s i m p l y t o l e t t i n g t h e market decide t h e r a t e . 
I t r e q u i r e s c e r t a i n exchange r a t e o b j e c t i v e s t o be m a i n t a i n e d at 
l e a s t u n t i l the members o f the system c o l l e c t i v e l y agree they should 
be changed. T h i s i n t u r n r e q u i r e s r e l a t i v e l y h i g h p r i o r i t y t o be 
g i v e n t o exchange r a t e p o l i c y , and some s u b o r d i n a t i o n o f o t h e r 
domestic p o l i c y o b j e c t i v e s t o i t  . 
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9- This can b r i n g economic b e n e f i t s . We c o u l d get an economic 
b e n e f i t by choosing a s t a r t i n g r a t e i n t h e EMS which we regarded 
as c o r r e s p o n d i n g t o our p o l i c y needs and t h e n u s i n g t he b a c k i n g o f 
the system t o h e l p us t o h o l d i t  . I  t would be a p o l i c y d e c i s i o n 
whether we chose a r e l a t i v e l y h i g h s t a r t i n g r a t e t o h e l p us on 
i n f l a t i o n , or a lower one to h e l p w i t h c o m p e t i t i v e n e s s . Thus, i f f o r 
example we were t r y i n g t o h o l d a s t r o n g pound below i t s market 
l e v e l i n the i n t e r e s t s o f c o m p e t i t i v e n e s s , membership o f t h e EMS 
c o u l d be one way o f d o i n g i t  , though we would need our p a r t n e r s ' 
agreement t o such a s t a r t i n g r a t e . P o s s i b l y t h e r a t e would on 
average be more s t a b l e i n s i d e t h a n o u t s i d e t h e EMS; i f so, t h i s 
would be welcome t o i n d u s t r y . 

10. But t h e r e are a l s o p o t e n t i a l drawbacks. F i r s t , a t t e m p t s t o 
o v e r r i d e market f o r c e s o p e r a t i n g on the exchange r a t e and keep the 
r a t e w i t h i n a c e r t a i n margin by a c o m b i n a t i o n o f i n t e r v e n t i o n and 
changes i n domestic p o l i c i e s are o t o r i o u s l y d i f f i c u l t . We sho u l d 
be as l i k e l y t o e r r on one s i d e as on t h e o t h e r . 

11. Second, j o i n i n g t h e EMS would almost c e r t a i n l y r e q u i r e some 

m o d i f i c a t i o n t o our approach t o combating i n f l a t i o n t h r o u g h s t r i c t 

adherence t o money supply t a r g e t s . 


12. I f i t t u r n e d out i n a p a r t i c u l a r p e r i o d t h a t our EMS o b l i g a t i o n s 
r e q u i r e d s u s t a i n e d i n t e r v e n t i o n t o h o l d up t h e r a t e , t h e market 
might conclude t h a t sooner or l a t e r we would be f o r c e d t o seek our 
p a r t n e r s ' agreement t o devalue. T h i s i n t u r n c o u l d exacerabte t h e 
o u t f l o w s from s t e r l i n g and l e a d t o s t i l  l g r e a t e r i n t e r v e n t i o n . I n 
a s i t u a t i o n o f p r e s s u r e on t h e r a t e , up or down, ex p e r i e n c e suggests 
t h a t i t i s b e t t e r t o combine freedom o f t h e r a t e t o move w i t h 
j u d i c i o u s and economical i n t e r v e n t i o n . G e t t i n g p i n n e d on a p a r t i c u l a r 
r a t e under heavy p r e s s u r e can be expensive and, i n the end, more 
d e s t a b i l i s i n g because i t encourages s p e c u l a t i o n . Then the i n s t a b i l i t y 
which i s h e l d back i n the exchange markets tends t o express i t s e l f i n 
g r e a t e r i n s t a b i l i t y o f i n t e r e s t r a t e s and t h e money sup p l y . Sharp 
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changes i n s h o r t t e r m i n t e r e s t r a t e s may be necessary t o a t t e m p t ­
o f t e n i n v a i n - t o choke o f f t h e s p e c u l a t i o n . 


13. I f we found t h a t t h e market wanted t o c a r r y s t e r l i n g beyond 
our upper EMS i n t e r v e n t i o n p o i n t , we s h o u l d be o b l i g e d t o i n t e r v e n e 
t o h o l d the r a t e down. This i n t e r v e n t i o n would, t o some e x t e n t a t 
l e a s t , i n f l a t e our money su p p l y . As our predecessors found i n the 
autumn o f 1977 and, t o a l e s s e r e x t e n t i n the s p r i n g o f t h i s y e a r , 
such i n t e r v e n t i o n s c o u l d make i  t d i f f i c u l t t o meet our monetary 
t a r g e t s . Indeed, the Germans s u b s t a n t i a l l y exceeded t h e i r monetary 
t a r g e t l a s t y ear p a r t l y f o r t h i s r e a s o n , and t h e Swiss had t o 
abandon t h e i r 1978 monetary t a r g e t a l t o g e t h e r when they decided t h a t 
they must g i v e p r i o r i t y t o h o l d i n g down t h e f r a n c exchange r a t e . 

14. The a b i l i t y t o change c e n t r a l r a t e s i s an i n t e g r a l p a r t o f the 

EMS. However changes i n r a t e s have t o be agreed w i t h o t h e r members 

of t h e system and i t i s o b v i o u s l y i m p l i c i t i n membership t h a t you 

w i l l defend your r a t e s e r i o u s l y b e f o r e s e e k i n g agreement t o move. 

P a r t n e r s w i l l assess t h e impact o f a p a r t i c u l a r change on them ( e . g . 

th e c o m p e t i t i v e e f f e c t ) and may want changes t i m e d so t h a t s e v e r a l 

moves can happen t o g e t h e r . The " t i c k e t o f e n t r y " t o an exchange r a t e 

n e g o t i a t i o n i s bound t o be i n t e r v e n t i o n o f many hundreds o f m i l l i o n s 

o f d o l l a r s . A change under a f i x e d but a d j u s t a b l e exchange r a t e 

system i s a l s o a d e l i b e r a t e and w e l l p u b l i c i s e d p o l i c y a c t , though 

i  t can be argued t h a t t h i s makes i  t e a s i e r t o l i n k d e s i r a b l e p o l i c y 

changes (e.g. on f i s c a l or monetary p o l i c y ) t o an exchange r a t e 

d e v a l u a t i o n or r e v a l u a t i o n . 


15. There i s an I m p o r t a n t w i d e r argument t h a t EMS membership 
o b l i g e s Community p a r t n e r s t o a l i g n t h e i r domestic economic p o l i c i e s 
over a p e r i o d and i s thus an i n s t r u m e n t o f economic i n t e g r a t i o n . 
Unless very s p e c i a l e f f o r t s are made t o t h e c o n t r a r y , t h i s i s l i k e l y 
t o mean al i g n m e n t on t h e domestic economic p o l i c i e s o f t h e s t r o n g e s t 
member economy, i . e . Germany. This means p r o g r e s s towards German 
r a t e s o f i n f l a t i o n . There i s c o n s i d e r a b l e and u n d e r s t a n d a b l e 
r e l u c t a n c e t o modify German economic p o l i c i e s (e.g. on i n t e r e s t r a t e s 
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or t he money s u p p l y ) t o make i t e a s i e r f o r p a r t n e r s t o m a i n t a i n 
t h e i r exchange r a t e s . The Germans see t h i s as a c c e p t i n g more 
i n f l a t i o n . The r e c e n t t r o u b l e s o f Belgium and Denmark d e s c r i b e d 
above e x e m p l i f y t h i s , and I b e l i e v e a good d e a l o f t h e argument 
about t he form o f t h e EMS i n 1978, baroque as i  t o f t e n was, r e v o l v e d 
round t h e q u e s t i o n whether German p o l i c y c o u l d be i n f l u e n c e d o r 
m o d i f i e d t o ease the burden on o t h e r s o f h o l d i n g t he system t o g e t h e r . 

16. There i s o b v i o u s l y n o t h i n g wrong w i t h t h e o b j e c t i v e o f r e a c h i n g 
German r a t e s o f i n f l a t i o n , a l l i e d t o German a b i l i t y t o compete 
i n d u s t r i a l l y . I t i s the o b j e c t i v e o f our p o l i c i e s . S i m i l a r l y , 
t h e argument t h a t t h e EMS would impose a d i s c i p l i n e on domestic 
p o l i c y and u l t i m a t e l y push the French economy nea r e r t o the s t r e n g t h 
o f t he German weighed h e a v i l y w i t h P r e s i d e n t G i s c a r d . The q u e s t i o n 
i s whether, i f i t i s bound t o take t i m e t o match German i n f l a t i o n 
and a b i l i t y t o compete, e n t e r i n g an exchange r a t e system w i t h them 
l i k e t h e EMS i s t h e best way t o make p r o g r e s s . Or whether t h e 
r i g h t course i s t o g i v e p r i o r i t y t o money supply c o n t r o l (and t o 
i m p r o v i n g t h e supply s i d e o f t h e economy) and l e t t h a t be a main 
d e t e r m i n a n t o f t h e exchange r a t e . 

17. The counter-argument t o t h e EMS i s t h a t t h e exchange r a t e r o u t e 
p u t s t he c a r t b e f o r e the h o r s e , o r t h e b r i d g e b e f o r e t he f o u n d a t i o n s . 
B e t t e r t o c o n c e n t r a t e on g e t t i n g your economy r i g h t w i t h o u t 
c o m p l i c a t i n g and p r o b a b l y i m p a i r i n g t he process by t a n g l i n g w i t h 
exchange market f o r c e s i n what i s now an u n s t a b l e w o r l d monetary 
s i t u a t i o n . On t h i s argument t h i s r o u t e t o i n t e g r a t i o n c o u l d prove 
a f a l s e one - and i  t c e r t a i n l y l o o k e d l i k e t h a t when B r i t a i n , I t a l y 
and France ( t w i c e ) were s u c c e s s i v e l y d r i v e n out o f the snake i n 
1972/76, f o l l o w e d l a t e r by Sweden and Norway. 

18. H o l l a n d , Belgium and Denmark showed themselves p a r t i c u l a r l y 
a t t a c h e d t o t h e "snake" system d u r i n g t he EMS p r e p a r a t o r y d i s c u s s i o n s 
W i t h Germany they have the l o n g e s t r e c o r d s o f l i v i n g w i t h t he system, 
though Denmark l e f t once. These are c o u n t r i e s which would f i n d i t 
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d i f f i c u l t t o o p e r a t e an independent money supply p o l i c y and whose 

t r a d e i s c l o s e l y l i n k e d w i t h Germany. 


P o l i t i c a l c o n s i d e r a t i o n s 

19. From the p o i n t o f view o f our p o l i t i c a l stance i n Europe, 

j o i n i n g would c l e a r l y be a g r e a t advantage and a f i r m i n d i c a t i o n 

t h a t we are b r e a k i n g w i t h the p a s t . I f we decided t o j o i n , we 

s h o u l d want t o e x p l o i t the d e c i s i o n so as t o secure o t h e r advantages, 

perhaps over our net budgetary c o n t r i b u t i o n . The French are c l e a r l y 

i n no h u r r y t o see us j o i n . They may not wish t o see another r a t h e r 

s t r o n g c u r r e n c y i n the system a t p r e s e n t because o f t h e p o s s i b l e 

impact on the f r a n c . But the r e s t o f the Community, and C h a n c e l l o r 

Schmidt i n p a r t i c u l a r , would p r o b a b l y a t t a c h v a l u e t o t h e c o m p l e t i o n 

o f the EMS by adding s t e r l i n g t o t h e exchange r a t e mechanism. I 

would not m y s e l f exaggerate t h e v a l u e o f t h i s c a r d , a l t h o u g h i  f we 

do decide t o j o i n we s h o u l d get as much l e v e r a g e from i t as we can. 

I c e r t a i n l y b e l i e v e i t would be a m i s t a k e t o j o i n t h e EMS s o l e l y i n 

t h e hope o f g a i n i n g concessions on the budget i s s u e . Our d e c i s i o n 

on the EMS ought t o be t a k e n on i t s economic m e r i t s . 


Immediate Issues 

20. There are two secondary i s s u e s i n t h i s area. I know you 
have i t i n mind t h a t i t might prove p o s s i b l e at t h e t i m e o f t h e 
r e v i e w o f t h e i n d i c a t o r mechanism t o swap some o f the UK's r e s e r v e s 
f o r ECUs. I had m y s e l f c o n s i d e r e d whether t h e r e was a case f o r 
announcing p a r t i c i p a t i o n i n t h i s swap i n t h e Budget, but d e c i d e d not 
t o pursue t h i s . T his too was d i s c u s s e d a t Tuesday's p r e - S t r a s b o u r g 
meeting. 

21. The second q u e s t i o n i s how t o secure r e c o g n i t i o n t h a t i  f and 

when we do j o i n the EMS, we s h a l l be e l i g i b l e f o r i n t e r e s t r a t e 

s u b s i d i e s under the European C o u n c i l d e c i s i o n o f December 1978. 

T h i s i s not a m a t t e r which ought on m e r i t s t o a r i s e a t t h e European 

C o u n c i l , but b r i e f i n g has, o f c o u r s e , been a v a i l a b l e . 
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22. C l e a r l y we s h a l l have t o watch c a r e f u l l y how t h e exchange market 

develop i n t h e coming months, how t h e EMS f a r e s and how our own 

economy, exchange r a t e and money supply f a r e a l s o . When the ti m e 

comes f o r a d e c i s i o n , we s h a l l have t o ta k e account o f t h e p o s s i b l e 

v a l u e o f j o i n i n g as a b a r g a i n i n g c o u n t e r , and o f i t s p o l i t i c a l 

s i g n i f i c a n c e . But t h e economic i m p l i c a t i o n s are such t h a t I b e l i e v e 

the d e c i s i o n w i l l have t o be t a k e n p r i m a r i l y on t h e m e r i t s f o r t h e 

economy. I n p a r t i c u l a r the i m p l i c a t i o n s f o r our monetary t a r g e t s 

w i l l have t o weigh h e a v i l y , because th e y are such an i m p o r t a n t 

p a r t o f our economic s t r a t e g y . Meanwhile I t h i n k our approach t o 

our Community p a r t n e r s s h o u l d be t o keep m a t t e r s open, w i t h o u t 

e n t e r i n g i n t o any new commitment. We s h o u l d however say n o t h i n g t o 

suggest t h a t we w i l l be u n w i l l i n g t o j o i n t h e exchange r a t e mechanism 

at an a p p r o p r i a t e t i m e . There i s , o f c o u r s e , a l i m i t t o the time 

f o r which we can remain i n t h i s e q u i v o c a l p o s i t i o n . 


23. I s h a l l be c o n s i d e r i n g t h i s f u r t h e r i n t h e coming weeks and 

d i s c u s s i n g i  t w i t h t he Governor and o t h e r s . T h i s p e r i o d i s , however 

a d i f f i c u l t one f o r a d e c i s i o n on the EMS: the o i l s i t u a t i o n i s 

ha v i n g a d i f f e r e n t e f f e c t on our exchange r a t e compared w i t h our 

p a r t n e r s , and we have t o watch the impact o f t h e Budget, t h e exchange 

c o n t r o l r e l a x a t i o n s and the new p o l i c i e s o f t h e Government g e n e r a l l y . 

I t i s not a calm p e r i o d i n w o r l d m a r k e t s , d o m e s t i c a l l y or i n t e r ­

n a t i o n a l l y . I f we d i d d e c i d e , i n t h e autumn, t h a t i t was not a t 

t h a t t i me p o s s i b l e f o r us t o j o i n t h e exchange r a t e mechanism, we 

sho u l d need t o t h i n k v e r y c a r e f u l l y about the way t o e x p l a i n our 

f u t u r e i n t e n t i o n s . 


2h. I am copyi n g t h i s minute t o members o f ODE, t h e S e c r e t a r y o f 
St a t e f o r I n d u s t r y , the Governor o f t h e Bank o f England and t o 
S i r John Hunt. 

(G.H. ) 
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