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THE RESERVES IN MAY 1988

The reserves announcement for May will be made on Thursday 2 June
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at 11¢30 am; This month's announcement reports a rise in the

reserves of $676 million and an underlying rise of $814 million.
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THE RESERVES IN MAY 1988

The UK official reserves rose by $676 million in May. Repayments
of borrowing under the exchange cover scheme amounted to $105 million.
There was no new borrowing under the exchange ‘cover scheme this
month. Repayments of HMG debt amounted to $33 million. After taking
account of foreign currency borrowing and repayments, the underlying

change in the reserves during May was a rise of $814 million. At

the end of May, the reserves stood at $48,533 million
(£26,374 million*) compared with $47,857 million (£25,467 million+)

at the end of April.

Note to Editors

2. The underlying change is the result of a variety of transactions,
both debits and credits, including, for example, transactions for
Government departments and with other central banks, and interest
receipts and payments. The underlying change should not therefore
be taken as an indication of market intervention during the month.
The above figures can also be obtained from the Reuters Monitor

(Code TREA).

When converted at the closing market rate on Tuesday 31 May
£1=51.8402
When converted at the closing market rate on Friday 29 April

£1=$1.8792




.3. There was no new borrowing under the public sector exchange
cover scheme this month but repayments of such borrowing were as

follows: e

North West Water Authority, $32 million; North of Scotland
Hydro Electricity Board, $2§£Eleion; Electricity Council,
$15 million; British Teleé;mmunications PLGy $12 million:
Welsh Water Authority, $4 million; Lancashire County
Counciil, $z_million; Lothian Regional Council, $2 million;
Northern Ireland Electricity Services, $2 million;
Northumbrian Water Authority, $2 million; Severn Trent
Water Authority, $2 million; Strathclyde Regional Council,
$2 million; Yorkshire Water Authority, $2 million; British
Nuclear Fuels PLC, $1 million; Others, $2 million.

4, The repayment of $33 million of HMG debt represents a further
ooty Samcii e

. . 3 . w
sinking fund instalment in respect of the $150 mllllon issue of

the United Kingdom 87/8 per cent Bonds due 1993 ‘Thls issue was
made in New York in 1978.

- |




91G.SCB.4317.2

THE RESERVES IN MAY 1988 : PRESS BRIEFING

Factual : Main features of markets in May

3 May Month's Month's 31 May
(cob)* High Low (cob)*

£ ERI 78.1 79.2 (16th) 77.8 (5th) v
$/£ 1.8700 l.gg}? (16th) 1.8385 (3lst) 1.8402
DM/£ 3.1382 3.1945 (16th) 3.1270.(5th) 3.1743
$ ERI - ¥ 9327 (31st) 92 :5 (11th) 93:7
DM/$ 1.6782 Li72B2 . (31st) 1. 6755 {5&h} 1.7250
Yen/$ 124.87 L2672 (X7 th) 124.00 (24th) 125.05

*cob = close of business.

In spite of a further reduction in UK base rates and a rise
in the visible trade deficit, sentiment towards sterling this
month remained bullish. It began the month on a softer note,

when o0il prices fell below $16 a barrel. However, after it

had touched lows of $1.8585, DM3.1270 and ERI 77.8 on 5/6 May,
the release of a report by Goldman Sachs suggesting that sterling
was undervalued against the mark, and that British industry
would still be competitive at DM3.27, re-established a bullish
tone. However, having touched $1.8947 and DM3.1945 on 16 May,
it fell sharply (to 1.8735 and DM3.1625) the following day when
UK base rates were reduced to 7%%. Sterling later fell against
the dollar on release of US trade data and the Prime Minister's
statement of the Government's exchange rate policy}but retained
a firm undertone, edging up to $1.8722 (23 May) and DM3.1830
(24 May). Despite the rise in the visible UK trade deficit
to El.lbq,sterling continued to rise against the mark reaching
DM3.1870 on 31 May before seeing a bout of professional selling
causing it to ease below DM3.18 before the close that day.




The dollar was restricted to a narrow trading range for much

of the month.: . 1t»fell to-a low=o0f"DML.6755" on 5 May, - but. quickly
recovered. A %% increase in US prime rates (9%) on 11 May tended
to be offset by a statement from Fed  Governor Angell that
assumptions about further tightening by the FRBNY "could well
be mistaken". It took news of a significant reduction in the
US trade deficit to 1lift the dollar out of its narrow range
advancing strongly to DM1.7070 and Yen 126.25. Although
subsequently surrendering some ground to the yen, the dollar
consolidated its gains against most currencies and ended the
month on a firm note trading around DM1.725 and'ﬂnl25 on 31 May,

with rumours of a US discount rate hike likely in the immediate

future.




Previous reserve changes

(i) At the beginning of January 1987, the reserves stood
at $21,923 million; at the end of December 1987, they stood
at $44,326 mitlion, a‘'rise of $22,403 million ‘(including effect

of 1987 revaluation).

KL 2) The underlying rise in the reserves in 1987 totalled

$20,475 million.

(iii) Reserve changes from the beginning of 1988 have been:

$ million
Level of
Total reserves

Underlying change
shagac at end period

January 1,233 43,093
February 166 42,927
March 1:713 47,519t
April 338 47,857
May 676 48,533

tafter revaluation

(iv) October 1987 wunderlying change of $6,699 million was

largest ever.

(v) Reserves now stand at highest ever level.

Level of official debt

Now stands at $18.2 billion at end January* (latest published
figure, Bank of England Quarterly Bulletin, May 1988, Table 17.2).
(In May 1979 was $22 billion.)

*at end January market rates.
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.OSITIVE

Reserves remain very strong after substantial underlying increase
of .S20billreon 1in 1981% Reserves stand at highest ever level

of 948% billion.
DEFENSIVE
(A) POLICY

1. Exchange rate policy: As Prime Minister told House on 17 May
[OR Vol 133 No 152 Cols 794-798], "My right hon Friend and I
entirely agree that we must maintain a firm monetary policy and
a downward pull on inflation. I totally agree with all my right
hon Friend's Budget Speech, every bit of it.....The right hon
Gentleman asked about exchange rate policy. It s a partwof total

economic policy. As I indicated a moment ago, he will note that

we have taken interest rates down three times in the last two
months. That was clearly intended to affect the exchange rate.
We use the available levers, both interest rates and intervention,
as seems right in the circumstances.....it would be a great mistake
for any speculator to think at any time that sterling was a one-way

bet &

2 Exchange rate stability runs counter to anti-inflation

strategy? Not alternative strategy. Most of time exchange rate

stability reinforces anti-inflationary strategy. As Chancellor
said in interview on 'This Week Next Week' BBCl on 24 April "we
are certainly .... interested in the maximum possible exchange
rate stability within the context of sound anti-inflationary
policy”. Chancellor told Interim Committee of International
Monetary Fund (IMF) on 14 April, if conflict between objectives
for inflation and exchange rates emerges, priority must be given

to inflation - but, in practice, this dilemma occurs only

infrequently.




Q. No mention of exchange rate stability in Prime Minister's

statement to House on 17 May? Prime Minister explicitly endorsed

all of Budget Speech [Chancellor said on 15 March "Exchange rates
play a central role in domestic monetary decisions as well as
in international policy co-operation. I believe that' most
businessmen have welcomed the greater exchange rate stability
over the past year. It is important that they also accept the

financial discipline inherent in this policy".]

4. Continuing confusion over Government's exchange rate policy?
Remarks b rime Minister in House on 17 May, in conjunction

o g o e,vww\u &LEA;GV\_S d

AWEEh—l—per—eent—out—in—interest—rates, clearly demonstrate agreed

No
w

Government policy of seeking greater exchange rate stability within
context of firm monetary policy designed to ensure steady downward

pressure on inflation.

5. Sterling shadowing deutschemark? ['wall Street Journal',

11 May, claimed to report Chancellor's support for close 1link
between sterling and DM. ]

Exchange rate against deutschemark important to industry given
proportion of UK trade with EC (50%), so Government naturally

pays attention to it.

6. Tactics: As Prime Minister reminded House on 17 May, all
instruments - interest rates and intervention - will be wused as

$2mS . vighl an G Cunnsbann 2o .
X A~andiﬁahea::appfepft;¥e. But not sensible to reveal operational

details or be more precise.

Minister told Leader of

Nal 139 Ne' 152 3Col 795, = LANYO
what will happen— e friend of the speculator and aiding and




CBI Annual Dinner, 12 May, President Sir David Nickson

for exchange rate stability. He also said: very

achievement .. by Government to keep sterling st e against Mark
... helpful to business; number one priorit ust remain continued
reduction in inflation; devaluation accommodate inflationary
wage settlements, must not be ... Vocabulary; international

competitiveness must remain amount. ]

If firms accept inancial discipline inherent in Government's
strategy a contain their <costs, no need for any 1loss of

iveness. Greatest threat to output and employment would

i High exchange rate destroys competitiveness? Maintaining

competitive position largely in hands of industry. But, as
Chancellor said (on 'This Week Next Week', 24 April), certainly

do not want to see exchange rate appreciate further - that would

be unsustainableyand as such, damaging for business and industry.

10. April current account deficit suggests exchange rate against

deutschemark too high?

to be interpreted with even greater cautio - usual because
of changes in documentation assification system. Prudent
to await further —m s' data before deciding what extent pattern

C?::;uhgﬂbzgfo«vmf,4LL4Z&~1, f}nq;vgk,akzﬂiMMz of

11. CBI May monthly trends survey [published 31 May] attributes

weakening export order books to recent strength of sterling.-€B¥

5 : R o
Ao~ vvo«QA, mavicebs | bk zi::: ij thggingkat:ot: C)nkzth:) yvtjc

12. Will Government be prepared to let sterling fall if recent

pressures reversed?

cooks by mvcuj Gpes ks s




'13. Were dollar exchange rate targets and/or a budget for

intervention set at Plaza/Louvre? 'Managing the dollar: from

the Plaza to the Louvre" by Yoichi Funabashi claimed narrow exchange
rate targets were set at Plaza and revised at Louvre and a budget
set for intervention at limits of agreed ranges.]

No comment.

(B) INTERVENTION

14. Why cut interest rates on 17 May rather than intervene? As

Prime Minister said in House on 17 May, use available

levers - interest rates and intervention - as seems right in

circumstances.

Lunpos Lokt

15. Value of intervention as instrument? Hasprole to play in

preventing unsustainable fluctuations in exchange rates which

do not reflect underlying fundamentals.

16. Intervention inflationary? Only poses inflationary threat

ifs not” fubded., Government made clear intervention will be fully
funded as in 1987-88 so that effect on liquidity sterilised —Psime—

SR b e e

17. Details of intervention? Policy never to discuss.

18. Have Bank been switching dollars into deutschemarks and yen?

[ 'Financial Times' article, 27 May 1988.]

Never discuss detailed reserves transactions.

19. Treasury and Civil Service Select Committee (TCSC) report,

published 25 April, recommended "intervention should not be used

to maintain an exchange rate incompatible with underlying economic

forces™. Agree exchange rates should reflect fundamentals, as
G7 communique on 13 April made clear. Under Plaza Agreement and
Louvre Accord, intervention aimed first at achieving this position,
then maintaining it. Fluctuations in foreign exchange markets

do not necessarily reflect fundamentals.




QO. Is intervention profitable? Intervention undertaken to support

exchange rate ©policy - not primarily to make profit. For
intervention to be profitable, authorities would need to sell
sterling when firm and buy it back when soft. This 18, of course,
what tends to happen over longer term. [N.B. See also BEQB,
September 1983 pgs 384-391.]

(C) INTEREST RATES/MONETARY POLICY

21. Monetary policy: Object of monetary policy to maintain monetary

conditions that keep downward pressure on mo' 2y GDP and hence
inflation. Inflation now down to levels of 20 years ago, despite
strong and sustained upswing in real growth. Short term interest
rates will continue to be held at levels necessary to keep monetary

conditions on track. Will not take risks with inflation.

22. Interest rate policy: As Chancellor said in Budget speech:

"Within continuous and comprehensive assessment of monetary
conditions, I will continue to set interest rates at the level

necessary to ensure downward pressure on inflation."

23. May Bank of England Quarterly Bulletin (BEQB) said current

combination of high exchange rates and low interest rates not

ideal and different balance would be desirable. Position worsened

by interest rate cut?

BEQB referred to an ideal policy mix. But Government has to act

in 1light: of market conditions at time. Overall tightness of

policy remains appropriate.




.D) EUROPEAN MONETARY INTEGRATION

24 5 UK membership of exchange rate mechanism (ERM)?

[Sir Nicholas Goodison, Chairman of Stock Exchange, called on
27 May in speech to Royal Institute of International Affairs,
for Government to join ERM immédiatelx as did National Institute
Economic Review, May 1988.] As Prime Minister made clear in
answering questions in House on 17 May, matter kept under continual

review. Will join when Government considers time is right.

25. Recent interest rate moves would not have been necessary
if UK had been in ERM? Joining ERM would not be soft option.

Countries within ERM frequently change their interest rates.

26. Sterling's recent rise would not have occurred if UK had

been in ERM? Countries within ERM not protected from realignments.

X
27. Join ERM by 19927 No/‘(tlmetable. Will Jjoin when time is

rights

28. Proposals for Central Bank of Europe and common European

currency? [Chancellor said at Conservative Women's Conference,

24 May, difficult to see development of European Central Bank
and European currency .... would mean end of independence in
economic policy. UK wants to see more development on financial
plane: development of common currency already in existence (ecu)

and more cooperation in Europe. Not worth pursuing visionary

QL
mean.] p\Pimemee—Ministers- who have put forward these proposals

have recognised they are very much for longer term. Immediate

ideas where even .those advancing them are not sure of what they
Wuaj«w&» o

priority is to achieve 1liberalisation of capital movements

throughout Community. Making Ggwéé%PA progress, u“Réer—GCerman-
Precidency .
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. TABLE 3 - TOTAL PUBLISHED RESERVES

S billion

Total reserve changes Level at end
during month of month

USA - 0.4 (end April) 43
Japan + 1.9 (end April) 87
Germany Negligible (w/e 13 May) 60
France e (end April) 69
Italy (end March) 61
Canada (end April) 14

United Kingdom . (end May)

Notes

1. The figures for Germany, France and Italy were originally
published in local currencies; they have been converted to

dollars at appropriate exchange rates.

Figures not strictly comparable because of different valuation
conventions for eg gold.




