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EXCHANGE RATE ACTION IN SUPPLEMENTATION OF AN
INTEREST RATE REDUCTION

1. OF have considered whether, in a situation in which it was
Judged possible to reduve MIR by 2%, there are any steps which
could be taken at the same time to secure some downward impaat

on the exchange rate:-

i. we would accompany tl}e MIR cut with a single sharp

burst of intervention to reduce the rate (say $100 to $200m.)
This would be inten#iéd to prevent any perverse reaction from
the MIR cut (inflows in anticipation of capital gains)

and to signal to the market our wish that the interest rate
reduction should produce a fall in the exchange rate.
Thereafter the Bank could stay out of the market when the
rate was falling: no smoothing on.e fall. But there would be
no continuing downward intervention on any scale after the
initial burst. There wouldbe a severe problem of explaining
a limited intervention of this sort either at the time or soon
afterwards if, as seems likely, it could not be done covertly.
The form#a would have to be on the lines that we were not
embarking on an e'xchange rate policy and continued to give
priority to control of the money supply, but attached
importance to avoiding any perverse reaction from the MIR cut
on the exchange rate. There would however be a real risk of
a sharp fall in the rate (?like March 1976) if it:were

supposed that we had switched to an exchange rate policy.
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anything worthwhile. The first might
but the risks are comspondingly‘hi" e
misunderstanding in the markets; or of a market recovery
once misunderstanding was removed which left the rate as hij

as ever; and the difficulty of uplnining why a lilut_od :
could be undertaken but not repeated. Half-hearted intorvqntj.gn

could prove a waste of power and shot.




AN EXCHANGE RATE POLICY

1. An exchange rate policy designed to move the rate
significantly away from the market rate will normally require
both intervention and the use of interest rates. The two aims
complement one another and can be used to sm extent as
alternatives. Countries which have an exchange rate policy
(whether in the form of a target, or simply of a desire to
lean strongly against the market) can be seen using both
instruments. This applies to members of the EMS. It also
applied to UK policy during much of 1977. .

2. Whether an exchange rate policy can be described as a counter
inflation policy (eg as an alternative counter inflation policy
to a monetary target) depends on whether the general effect is to
keep the exchange rate up. If the object is to get the rate down
it must be an industrial competitiveness policy, not a counter
inflation policy. j

3. Large scale intervention in support of an exchange rate
objective seems frequently to have been unsuocessful, especially
with major currencies. The most striking example of success

was the Swiss open-ended intervention of 1978, accompanied by
temporary abandonment of any monetary target. The Belgians have
from time to time beaten off bouts of pressure on their currency
in the EMS, with the help of very high (real and nominal)

interest rates.

4. If the IK’ switched to an exchange rate objective it would be
desirable to consider whether this could be pursued at least
inflationary cost by joining the EMS, once the rate showed signs
of settling down under the new policy. Because the EMS involves
an exchange rate target, it could land us with more intervention/
interest rate adjustment to achieve it than we might have to

face in a less formalised situation, if we entered at the wrong
rate or failed to change our rate to match changing circumstances.
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