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MORGAN GRENFELL'S REVIEW: EXCHANGE RATE POLICY Sy
IN THE EIGHTIES A A ] A -

The latest edition of Morgan Grenfell® ﬂéﬁiémié’nevi?f’(ﬁﬁﬁ":fm)'"m
contains a further article by John Forsyth on the ways in which the
Government can and should influence the real exchange rate. Many

of the themes  are familiar from earlier articles, but the issues

he raises are important oneg which are the subject of continuing

work here as well. ) .
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2. Forsyth is disturbed by the dramaticrise in the real exchange
rate over the last two years. ) Hz argues tha‘lf 'tl_m effects « -

balance of payments and domestic activity.
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He proposes three remedies:—
i the Government should move to a tighter
Tiscal stance within the framework of the
medium term financial strategy.

ii. it should be prepared to take "a more
pragmatic view" of the monetary target in

the near future. Forsyth cites Germany and
‘Switzerland as examples of countries which
have overshot their amonetary targets 1n order
to avold what _they regarded . 8s an exces ive
appreciation in their currencies.

iii. Greater use should-be made of tax-exempt

debt instruments in funding the PSER, to

discourage foreign :Ln:fﬁ.ows.
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5 High interest rates and North Sea oil do seem to have been
important influences on the exchange rate this year and last.

But it is worth recalling that the recent strength of sterling
took commentators by surprise. As Alan Budd pointed out in his
article in the Times on 25 June ("Has international monetarism
failed?")relationships established over a longer period between
relative money supplies and the exchange rate seem to have broken
down - or at least to have been heavily overlaid by other
developments, notably the rise in 0il prices. Against this
background, it is extremely difficult to predict the exchange rate
effects of different policies with any reasonable degree of
accuracy.
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| b. A more restrictive fiscal stance

6. We would agree that, all things being equal, lower interest
rates would help to reducé'the exchange rate. But cuttms the

PSBR to make room. for lower interest rates would 11:331! ‘have an
effect -on the exchange rate- ‘a more re; trietlve ¢iaca1 policy can he
expected to push up the exchanee rate. o ",'tu.a effect will be .
especially strong if a low PSER reini’oreeA he credi lity of the
Government's Financial Stratesy. ‘or not the xchanse rate

is reduced. Reductions in the. PSBB yrl;i
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7 Forsyth totally neglects the direct effects of fiscal policy
on the external account and therefore fails to recognise that the
effect on the exchange rate of a tighter fiseal stance within a
given money supply is ambiguous. This oversimplification would
only be justifiable on the extreme assumption that international
capital flows are very highly sensitive to changes in interest
rates - and possibly not even then, if the PSBR is an important
influence on market expectations. The recent abolition of
exchange controls makes it difficult to be categorical on this
point. What evidence there is for the 60's and 70's suggests that
capital flows were surprisingly insensitive to interest rate.
changes. But this was never a vefyurilialglg finding, and the

validate Forsyth's assumption that acut in the PSBER would reduce
the real exchange rate, regardless of how it was achieved.

3 ]
i c. A more pramticl'am’roach to the target

8. This suggestion ignores an important theme of current policy,
as expressed~in the Medium Term Financial Strategy, the hope that
monetary targets will influence expectations, thereby reducing the
cost of bringing down the rate of int_lation,‘:;;.[t‘ is clear from the
German, and still more the Swiss exper: , that what is involved
is a willi: to aband tary t C
exchange rate stability --and to accept the
inflation as a consequen: E
,‘, to the Select Gomitta
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ending of excha'zige 'coi{tfols will have int;reased this sensitivity
anyhow. In our view, however, it is unlikely that exchange rates
are now dominated by interest rates to the extent needed to
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In the German case, the attempt to hold down the exchange rate in
1978/79 was largely responsible for a rapid rate of monetary

growth, well in excess of the target, which has contributed both

to strong growth, and to an increase in inflationary pressures
over the last 18 months. In any event, this year the Germans have

been notably cooler about the advantages of a low real exchange
rate.

! o. The idea that the money supply could be expanded to accommodate
capital inflows without severe inflationary consequences is not
intrinsically absurd, but at a time when the Government is trying to
squeeze out inflation by rgstricti.ve monetary policy it would be a
highly dangerous option. The problem is that the authorities have
no reliable means of knowing what kind of flows they are
accommodating: while the consequences of creaming off purely
speculative inflows from no_n-residents might not be too damaging —
always providing steps vzeref also taken to prevent a fall in domestic
interest rates, and to mop up excessive bank liquidity - supplying
sterling to UK residents in response to doméstic cash shortages

would sabotage the attempt to reduce inflation.

d. Greater use of tax exempt gilts =~ = = o
10. Forsyth may be exaggerating the effects
(and non-resident deposits) on the exchange ra
about tax exempt issues, even if practical
| than he thinks. He fails to recognise tI
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11. Making gilts deliberately unattractive to foreigners might

help to hold down the exchange rate a little: but it might also
mean higher domestic interest rates. What Forsyth is proposing
would therefore amount to a shift in the emphasis of monetary
policy - in effect, he wants to trade off a lower real exchange
rate for higher real interest rates. It is not clear how far
he recognises this implication.

12. Finally, it is not axiomatic that discouraging foreign

inflows into gilts would lead to a .corresponding;-eductioﬂ- in the *
demand for sterling. To some extenf,lrfore'igh"iptéi"e“st in gilts

may be stimulated by the prospect of capitni gains, but it may

also reflect a general ‘desi;;"t}i‘;:old st—;r]_.ing. If gilts become
relatively less attractive, non-residents might compensate by
investing more heavily in other sterling p's‘se‘,ts - with correspondingly
less effect on the exchange rate. '_

Conclusion

1%. There probably is something i;i? F orsyt]
even within a fixed monetary target the (
effect on the real exchange rate by f
monetary policies it selects. But -
be neither very great,nar very cert . ek
influences on the exchange rate are like}y to remain

of course, oil and thi
outlined in the Finan

SEi




