THE COST OF BLACK WEDNESDAY RECONSIDERED

6 August 1997

' The cost of Black Wednesday reconsidered

| attach a paper on reassessing the cost of ERM intervention in 1992 in the light of

sterling’s recent appreciation
2 Key points are-

. Relative to sterling, we lost around £800m on reserves opefations in August and
September 1992 and a total £1bn between August 1992 and April 1997 ‘

. The opportunity cost of the 1992 intervention was around £2.4bn, measured to
the start of October 1992

. Had we kept the sterling we bought, we would have recouped some £1.8bn of
that by April 1997 (compared to maintaining the August 1992 level of reserves)
In fact, we used most of it to rebuild the reserves.

. " The total opportunity cost of the 1992 intervention and subsequent rebuilding

was £1.9-£4bn, depending on the measurement period and counterfactual
assumed The most sensible assumptaons give a loss of £3.3bn measured at
Febryary 1994, by which time we had clearly moved to a new strategic regime.
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The cost of Black Wednesday reconsidered

Background

1 We sold some $é8bn of reserves on Black Wednesday (16 September 1992),
taking total intervention in August and September 1992 to nearly $40bn The pound
was then 'suspended from the ERM, plummeting from the bottom of its band at
DM2 7780 to below DM2 50 by the end of September.

2. We rebuilt the net reserves gradually in the following months from a short
position of $16bn in September 1992 up to $11-12bn by early 1994 At that point, we
made a strategic decision not to rebuild further and kept levels broadly constant for the
following two years, before moving in early 1996 to a policy of gradual reduction That
policy, together with a $1%bn downwards revaluation, has taken us down to current
levels of just under-$8bn - '
3 _Over that pericrad‘, the pound nitially shd further against the doilar down to,' around
$1.50, fiuctuated in the rangeé $1.50-1 60 and DM2 30-2 50 for three years, and
reached a low against the DM of almost DM2.20 in mid-1995. It then climbed sharply
from mid-1996, returning close to ERM levels égainst the DM by the end of April 1997,
although remaining well below 1992 levels against the dollar (chart 1)

4 The Bank put the opportunity cost of the 1992 intervention at £2 4bn measured

to 1 October 1992 and £3 2bn to 1 Apnl 1993 sl of 10 December
1993) The issue is how far this cost can now be reassessed in the light of sterling’s

recent rise

What is the cost?

5 The cost depends on exactly what we want to measure - the total impact of
holding and using reserves, or just the cost of certain decisions. If the latter, which

decisions exactly, over what penod, and what could we realistically have done instead?
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6 The iotal lmpact of holdmg and using reserves is the profit and loss relative to
account of sterling flowing in and out of the account and funding costs That is the true
cost to the taxpayer It 1s the measure a commercial fund manager would use, and the

measure we use to monitor the cost of holding reserves.in less turbulent imes.

7 But the profit relative to sterling includes all the gains and losses made on
holding foreign currency assets and habmtles not Just the. cost of intervention As a
' consequence if we hold a posmve stock of net reserves, profit on th:s measure is
always positive when the pound falls and always negative when it rises, whatever the
's:ze of intervention ltis true, however, that if intervention is consistently profitable (the
market rises when we buy and falls when we sell) then we would also expect overall

sterling profit to be positive on average

8 - Tosolate the impact of a particular strategic decision to intervene, we need to
- look at the opportunity cost, the cost relative to what we might have dgne ihstead
That in turn depends on finding a realistic counterfactual

9 We also need to be clear on the measurement period - that is which actions
were part of the intervention strategy and which the resuits of subsequent decisions.

The two obvious choices of measurement period are

»  First, the immediate cost over the intervention period, marking to market when
intervention stops  This assumes we genuinely had the opportunity to realize the
posttion at the market prices prevailing at the time (even If we chose not to take
that opportunity), not an unreasonable assumption If we reckon the long-run

impact of intervention to be small.

. Second, the cost once the position has been fully closed-out This avoids the
problem of how to value assets, as the sterling position is booked at actual
purchase and sale prices But it coVers both the cost of intervention and the
cost of the strategy used to rebuild the reserves, taken together And it can be
difficult to isolate these from the impact of subsequent decisions.
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A0 We take each of these measures of cost in turn.

Profit and loss relative {o sterling

11 We held nearly $24bn of net reserves at the start of August 1992, moving down
to -$16bn by the end of September. As a result of this short position the loss relative

to sterling was nearly £800m on reserves operetions in August and September 1992.
12 Since then, performance has varied over time'as sterling has risen aﬁd fallen.

But on average we have made a small loss, taking the total accumulated loss since

August 1992 to just ovei' £1bn by end-April 1997 (chart 2 and table 1)

Opportunity cost

13 The immediate opportunity cost of intervention 1s the difference between the
£800m loss we ~actually made and the proﬁt we would have made had we not
mtervened marked-to—market at 1 October. On that basis, intervention in August and a
September 1992 cost us around £2.4bn, compared to the alternative of maintaining
the $24bn of assets we held at the start of August 1992 (scenario A In tables 1 and 2).

14.  Taking that forwerd, had we kept the sterling we bought and maintained the large
short reserves poeltlon for another five years, we would have made a handsome
sterling profit when the pound recovered Comparing that to the position had we never
intervened, we would have gained some £1.8bn between October 1992 and April 1997,
wiping out much of the initial loss (comparing scenario A to scenario D) We have
seen analysis along these lines in the recent press (attached) although written without

the benefit of the true intervention figures

15 However, we did not keep the sterling we bought Instead, we used most of it
to rebuild the reserves  Had we every rebuilt them fully, that would have been a natural
point at which to measure the opportunity cost a second time, taking the cost of
intervention and the cost of rebuilding the reserves together But in fact, we took a
strategic decision to move to a lower equilibrium level of reserves and have never fully

rlncad tha nnethinn
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| 16 That leaves us with various alternative measures The simplest is just fo carry
forward in time the comparison between our actual operations, and the position had we
never intervened (scenario A) Compared to maintaining the $24bn of reserves we had
in August 1992, the opportunity cost of our actual operations had risen to £3.2bn by
April 1993 (the headiine figure in the Bank’s onginal analysis) and to £3.3bn by the time
we stopped building the reserves in early 1994

17, Continuing on to April 1997, the apparent cost would have fallen back to £1.9bn
as the pound recovered But that goes far beyond the cost of the 1992 intervention and
includes the substantial benefit of our later decision to move to a lower equilibnium level
of reserves Nor is it a realistic counterfactual to suppose we would have kept $24bn

of reserves for five years when the regime had fundamentally changed

18 A more reasonable comparison is with the counterfactual of not intervening in
September 1992, gradually reducing the reserves once UK had left the ERM, stabilising
“at actual levels of around $11bn in early 1994, and following actual strategy thereafter
On that basis (scenario B) the opportunity cost of intervention and the subsequent
rebuilding of the reserves was around £3.3bn measured at the end February 1994.
This is probably the most sensible measure of the cost of the 1992 intervention
and subsequent rebuilding taken together and is close to the figure in the Bank's

ornginal analysis

19 For comparison, that cost would have risen to £4bn when measured at April
1997, taking account of sterling interest costs over the following three years The
alternative of reducing more slowly to April 1997 (scenario C) lowers the measured cost

slightly, but does not change the qualitative story

20. Detailed results and methodology are attached

Debt and Reserves Management Team

Jlnihe 10Q7
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Table 1 Profit relative to sterling.of alternative scenarlos -
(Ebn marked-to-market at end month) '

July 1992° Sep 1992° Mar 1993 Feb 1994  Apr 1997

Actual o 00 08 ' -02 -0 1
A: No intervention - ‘, 0o 16 + 30 34
B: Run down to Feb 94 0.0 16 29 32
C: Run down to Apr 97 00 1.6 2.9 32

D- Maintain Oct 92 position 00 - -08 -04 02

Table 2 Opportunity costs (actual vs. alternatives)
(£bn marked-to-market at end month)

10

0.9

'30

26
03

July 1992° Sep 1992° Mar 1993° Feb 1994 Apr 1997

A Nointerventon =~ 00 2.4 32 . 35
B Run down to Feb 94 . 00 2.4 32 33
C' Run down to Apr 97 00 -2.4 -3.2 -34
D Maintain Oct 92 position 00 00 02 -03
Memo: D-A 00 24 34 32

" For consistency with 1893 analysis, end-July 1992, Sép 1992 and Mar 1993 are actually measured to
1 Aug 1992, 1 Oct 1992 and 1 April 1993 respechively

-19
4.0
-3.7
-1.3

-06
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Bank of England |
£1bn from
“soaring sterling

nets

Diane Coyle
Economics Editor

The nse in the pound has
generated profits of around
£1bn for the Bank of England,
thanks to the increasing value of
- the sterhing held in its reserves
As the pound has soared past
s old levelan the exchange rate
mechansm, it has eluninated the
losses the Bank made when 1t
tried and failed to support the
currency by buying 1t on the for-
eign exchanges mn the autumn of
1992, in the run-up to “Black
Wednesday,.
thought to' havé"'spent “about”
£10bn on that intervention, mak--
ng a paper loss of up to £2bn

The losses on the mtervention,
which failed to keep sterling in
the ERM, have now tumed into
a profit of around £1bn due to
the appreciation of the pound
and mterest eamings during the
past five years.

The pound's exchange rate
agamnst the German mark fell
from DMZ2.78 in September
1992 to a low of DM?2 18 1n No-
vember 1995 Last mght itstood
near its highest for seven years
atDM3 02,

However, the pound's
strength on the foreign ex-
changes led to fresh predictions
yesterday of massive job losses
in manufacturing, There were
also warnings from currency
traders that the Bank of England
would soon have to intervene to
sell sterling and prevent the

pound from nsing any further,

v [l

;The Bank 1s_

Professor Andrew Sentance of
the London Business School,
speaking to the Foundation for
Manufacturing and Industry last
night, said the current strength
of the exchange rate threat-
ened the loss of 100,000 jobs in
manufacturing -

“We have not seen anything
like an appreciaticn on this
scale i one yearbefore,” he said

He predicted that the shake-
out 1n industry would not ap-

“proach the early 1980s recession

in its scale, but there would
nevertheless be big job cuts
“Manufacturing 1s not grinding,
into reverse, but this estimate of:
potential job losses is quite.
conservative ” )

Gloom about industry’s
prospects if the exchange rate
stays strong enough to bite mto
exports is spreading.

Kenneth Clarke, former

"Chancellor of the Exchequer,

said yesterday. “If we are not
careful, this will wipe out our -
manufacturing industry.”

The alarm was not universal
Kevin Gardiner, UK economist

at 1nvestment bank Morgan -

Stanley, said’ “The strong pound
is as much an effect as a cause
The home markeg which 1s sl
the biggest, is expanding strongly
enough for manufacturing to
continue to grow ”

However, the mood in the
foreign currency markets was
becoming a matter for concem,
some analysts said Michael
Lewis at Deutsche Morgan
Grenfell said it could only be a

malter of ume before the Bank
of England had to sell pounds to
control the exchange rate

“It 15 becoming mereasingly
disorderly, and a lot of hot
money 1s going mnto sterhing. The
markets wll continue to test the

_ resolve of the central banks,” he

said .

The excitement 18 not confined
to the pound, but rather reflects
the general weakness of the
German currency The Bank of
Italy yesterday intervened 1n
the markets on a small scale to
sell hire-and buy marks,

Meanwhile, the dollar has
beenstrengthening, against a
range of other currencies, par-
tcularly the mark and yen The
health of the US economy was
confirmed by new figures yese
terday showing that retail sales
increased by 0.5 per cent, more
than expected, in June.

The currency markets have
become convinced that there s -
nothing to lose from bidding up
the pound and dollar and
bidding down the mark The
Bank of England and Federal
Reserve are expected to raise
interest rates duning the next few
months, while the Bundesbank
15 thought unlikely to increase
key interest rates until the
German economy shows more
signs of hife

The pound ended yesterday
almost unchanged at DM3 02. Its
index against a range of other
currencieswasdown 04 at 105 1
It has nsen by 24 per cent in val-
ue acmnm the past 12 months

Eddle George, Governor'of the Bank of England: The Bank's losses an Intervention In the
run-up to ‘Black Wednesday' have turned Into a profit of around £1bn in the past five years

. - N N

e e e
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Annex - methoddlogy and detailed results

1 The Bank produced a paper in August 1993 based 6n detailed daily figures for
reserve holdings in the period 1 August 1992 to 1 April 1993 They con‘cluded that the
opportunity cost of mterenmg and rebuildir{g the reserves, relative to the alternative of
no inteNention, was around $4bn to 1 October 1992 and $4 9bn to 1 April 1993 (£2.4bn

and £3.2bn respectively)

2 This paper is based on thé; same methodolog};, carrying forward resUlts to later
months and using n'nonth’ly figures for asset holding and currency gains and losses from
the reserves management accounts. We have used the Bank’s estimates wherever
possible for the period to Apnl 1993, when intervention was concentrated on certain
days and exchange rates particularly volatile Where direct comparison was possible,

our estimates are very close to the Bank's.

Methodology

3 Interest and exchange rates are taken as given Intervention has no impact -
Assets and labilities are marked-to-market at the beginning and end of each period.

4 Steﬂing profit and loss i1s the change in net assets including sterling habilities,
less the cost of sterling funding In practice that is measured as-

. the increase In the sterling value of net foreign currency assets, k

plus

. net purchases of sterling (approximated where not available by the change in

foreign currency assets plus net foreign currency interest, converted to sterling
at average exchange rates over the period),

less
. the notional cost of sterling funding.
5 Returns from interest rate strategy and active management are excluded

These estimates show only the cost of intervention positions, except where indicated

below
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6 There is an assumed sterling liability of $§3 63bn on 3 August 1992, equal to the

| currency assets held at tha'tggbl‘rifﬁ’héf ‘is)all th scenarios start at a zero base.

7 For simplicity, foreign currency assets are assumed to earn interest at 1-month
libor-¥: (approximating to hbid-'%). This may slightly underestimate actual .interest
received, but not by enough to affect the estimates Similarly, the sterling fundlng cost
1s assumed to be 1 month sterling ibor-%, implying that the marginal source of funds

is the money markets

8  Notional interest payments are rolled forwards in sterling, earning interest at 1-

“month libor-%, to give value at the end of the measurement period

Methodology for particular strategies

9. Adjustments for particular strategies are.

'992 t|o. April
1993 on the grounds currency positions were part of the overall intervention
strategy. Benchmark 40% US dollars, 40% DM, 20% yen positions are
assumed from the start of April 1993 onwards Total accumulated profit is
estimated by rolling forwards monthly profit and loss, accruing interest For
consistency, figures from April 1996 are adjusted to remove the profit on the

short SDR position

. Acfual strategy  All currency returns are included from August 1

. Strategy A (no intervention). The currency mix at 1 August is taken directly from
monthly repor{s for end-July 1992. These holdings are maintained to April
1997, allowing exchange rate fluctuations to change the dollar value of the

reserves

. Strategy B (no intervention, reduce gradually to Feb 1994) The August 1992
currency mix Is assumed until end September 1992, the 40 40 20 benchmark
thereafter. Net reserves are then assumed to fall at a steady rate in dollar terms,
with the portfolio readjusted to maintain the 40 40:20 mix, reaching $11 3bn at
end-Feb 1994,
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. Strategy C (no intervention, reduce gradually to April 1997). As above but with

a slower pace of reduction

. Strategy D (intervene then hold October 92 levels) Asset holdings at 1 Oct
1992 are taken from monthly reports There is a small discrepancy with the
figures in the original Bank paper, perhaps accounted for by the 1 day

difference  For consistency, we have adoptéd the figures used in the Bank
papers (currency holdings of $16 1bn and sterling liabilities of -$14.74bn.
including the cost of carry to October 1992) by assuming a net purchase of
DM1.4bn relative to the end month figures. There Is also a case for assuming
assets were swapped back into the neutral 40:40:20 benchmark at 1 Oct 1992
But that would confuse the ;mbact of intervention (which was mainly in DM and
ECU) with subsequent achion to restore the position and it makes little difference

to the results.
‘ Detailed results

10 Detailed results are attached in table 3 (actual) and tables 4a-d (alternative

strategies)
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Aug-92
Sep-92
Oct-g2
Nov-92

Jan-93;
Feb-93
Mar-93
Apr-93
May-93
Jun-93

Jul-93
Aug-93
Sep-93
Oct-93 i
Nov-83!
Dec-93|
Jan-94;
Feb-94
Mar-94,
Apr-94 ’
May-94 |
Jun-94

Jul-94
Aug-94/
Sep-94/

Nov-94 i
Dec-94!
Jan-95|
Feb-95,
Mar-85;
Apr-85]
May-95!
Jun-g5,
Jul-85!
Aug-95
Sep-95,
———0ct-857
Nov-85;
Dec-95]
Jan-96,
Feb-96!
Mar-96|
Apr-96,
May-96,
Jun-96;
Jul-98,
Aug-96
Sep-96)
Oct-96]
Nov-96,
Dec-96]
Jan-97 I
Feb-97|
Mar-97,
Apr-97,

Dec-92|

Oct-94}

Table 3 Actual currency returns

Monthly: Cumulative
gm o | Em
-195
-589
148
220!
150 278
-248| | -528]
58 -473
233 242
82 -161
-9 171
4 -167
22 -148
29 -118
L4 -122
-51 174
20! 195
-76 -271
279 -300
1579 -143
468 -97
64 6! -162]
292 -192
616 -131
-9 141,
124| -129
-136 8; -266
1277 -395
1507 -246
31 -216
288 -246
1726 -74
1348 60
39 .99
306 130
582 189
-106 8 84
-113! -29
-58 9! -88
—e g1 @l =130
1493, 18
94 4! 76
239, -100
-255| -126
-34 9 -162
11] -152
-208, -360
-36] -398
76 -324
-671 -392
45} -349
-220]| 571
-204] -778
-78 -860
121 -744
-162 -809
-26| -840
92 -1036,
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